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SECOND REVENUE ACT OF 1940

TUESDAY, SEPTEMBER 3, 1940

UNnIED STATES SZNATZ,
Co EM - 01oNFINANCZ,

The committee met, pursuant to call, at 10 a. m., in room 812,
Senate Office Building, Senator Pat Harrison (chairman) presiding.

The CHAIRMAN. The committee will come to order.' Ma Isay to
the members of the committee and to the witnesses who will appear
before us, that we will hear testimony on H. R. 10413, referred to
as the excess-profits tax bill. We felt, because H. R. 10413 was
somewhat different from the original Ways and Means Subcommittee
recommendations, which were considered by the joint meeting of the
Finance and Ways and Means Committees, that individuals should
have a right to be heard so that the committee might ascertain the
sentiment of the country as to the bill, its interpretation and effect

The clerk of the committee has told you that each one who appears
before the committee would be limited to 10 minutes at most. That
is a very brief time for anyone to explain the ramifications of this
bill andto elaborate on it but we had to impose a time limitation
because of the necessity of expedited action on this important and
necessary legislation and in addition, we are approaching adjourn-
ment of the Congress. e want to get the recommendations of the
Finance Committee before the Senate as soon as possible, so we hope
to complete these hearing in 8 days. Tomorrows time w bo, taken
up by representatives of the National Defense Counil, the repre-
sentatives of the Treasury, and re.resentatives of- the Joint , Coim-
mittee on Internal Revenue Taxation. If 'we can complete those,
we will take up some other witnesses who might have applied for
time and whose names are not on the calendar for tomorrow. So
ou will have to bear with the committee in the imposition of a time

limitation. We do not ask. you to take the 10 minutes if you can
make it shorter, When you have finished your time and if you
desire to file a brief with us we will accept those briefs, Our ex-
perts as well as the members of the~committee are going over the
briefs. If you can point out to us, in a brief satement, the important
points that you want us to look into, we will'appreciate it.

The first witness on the calendar is J. R. Short, of Chicago. Is
Mr. Short here

Mr. SHoir. Yes, sir..
.The CfAiRMAN. AU right, Mr. Short. Mr. Short. represents the
J. R. Short Milling Co. .1
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STATEMENT OF J. R. SHORT, 1. R. SHORT MILLING CO.,
CHICAGO, ILL.

Mr. SHORT. Senator Harrison and members of the committee: I
am the president of the J. R. Short Milling Co. of Chicago. We
manufacture special cereal products which we sell to industries. We
are a small- or medium-sized corporation. During these 4 base years
under which we would qualify we have been growing-

The CuAmaar. One moment, please. Are the Treasury repre-
sentatives here?

Mr. TARTmAu (of the Treasury Department). Yes, sir.
The CHAIRMA. I hope you will make notes on- the testimony

given, because we will want to ask you about them. Is Mr. Stam
also in the room

Mr. STAx (of the Joint Committee on Internal Revenue Taxa-
tion). Yes, sir.

The CHAIRMAN. Proceed, Mr. Short.
Mr. SHtOrT. I might say this, that so far as we can see we will

derive no benefit whatever from the defense spending program. As
a matter of fact there will bo certain disadvantages to our business
springing from the situation in the next few years. Increases in cer-
tamn costs pre.almost inevitable. We have. lost small revenues de,
rived fro English business and are penalized on such business as we
do in Caiada by reason of the exchange situation. Domestically we
will be faced With undoubtedly rising costs, and we think we will do
very well to be able to maintain our present earnings.

During the 4 base years our progress has been steady. That is,
each year has shown a progressive improvement over the one before.
Prior to that, for 6 years we showed the pattern of a new business
which was developing profitably; sometimes showing a gain and
sometimes showing a slight loss from the preceding year, but making
substantial progress as the result of research, new products, and the
building up of-goodwill and a sales organization which resulted,
during those few years, in a national business. Our business is a
national one and we have developed a sales organization and goodwill
which has brought results In these.years.-

In applying tho lawi, as we understand it-we had a ver brief
opportunity to study it with auditors-it would result in this situa-
t0n, that the base years average would show one-half of what might
be called our stable earnings of 1939 and 1940. We are estimating,
for the purpose of my remarks, that 1940 will be approximately the
same as 1939, based ofh a study 6f our 1940 business. On that basis
the .1940 taxes under the new aw would show an increase of 72 per-
cent over our taxes for1939. The excess-profits tax alone would show
6 percent of the total Federal taxes for 1939. The provision for an
increase of 4.1 percent and the higher schedule compared with the
invested capital basis would account for more than one-half of our
calculation as to what those excess-profits taxes will be.

We feel therefore, with our history of growth, that we ae facingtwosituatlong: That is, we see no opportunity for any'iWprovemnent
in business by reason of the defense spending program, and, in the
next p lace, by reason of what may be called an extended record of
growth during these years we shall be paying substantial increases
out of normal earnings. There will not 10 any excess-profits record
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in our business, it will simply be a case of making this a "normal"
tax contribution.

Now so much for our record as a growing business. May I say
also that we have contemplated the construction of a new plant.
We have been doing a good deal of research work on agricultural
products, and that research promises to be productive of results.
We do not know yet, but we have been giving serious thought
to the building of a new plant, and either the formation of a new
corporation or the inclusion of that new business in our present
business. As nearly as we can calculate the effect of the law under
which we would b placed, I believe in the investment capital class,
there would be a very substantial question as to whether the hazards
involved in that new development would justify our taking the
risk. As a new company we would be very reluctant to go into such
a hazardous development, you see. I cannot speak with definiteness
on that because I have not had an opportunity, Mr. Chairman, to
study tiiat exactly, but I think I know what it would do to a new
business, and I think that is the answer.

I pointed out that our situation is the situation of a growing
company. I do not know what relief this committee could give us.
I feel it is a situation which will confront a great many companies.
I do feel that it would help if they were permitted to take 2 or 3
out of 4 years.

I see for us considerable hardship in the imposition of the normal
tax of 4.1 percent and a higher schedule of taxes beyond that. As
I mentioned, that would more than double the amount of the excess-
profits tax in our case. We would pay all of our taxes out of normal
earnings. We realize that taxes must be levied and increased, but
in comparison with many corporations which had.reached a position
of stability and had shown consistent earnings, even if they are not
to be benefited by defense extenditures, the new corporation which
is wing is heavily penalized.

That, I think, Senator Harrison, is all I have to say.
Senator Goitoz. How old is your corporation, Mr. Short?
Mr. Snor. Beg pardon?
Senator GEomz. How old is your business?
Mr. SHoRT. It was formed in 1909, sir. It had a long record of

indifferent success and losses up until about 1929.
Senator GEooGE. I take it that your corporation would be almost

compelled,.if the option was fair at least, or equitable, to deduct the
prior earnings. 1;

Mr. SHORT. Yes, sir.
Senator GEooGs And yo. would have to elect that credit.
Mr. SHORT. Yes.
Senator GsoRoz. For 4 years.
Mr. Suoirr. Yes; that is correct.
Senator VANDExIo. Why is that? Is that because your invested

capital is low?
fr. SHORT. The invested capital is relatively low, and from a study

of the bill, that is what ov' auditors told us, that that is to be the
Case.

Senator"VANDzNnuao. Your only suggestion is that you be allowed
to choose 2 or 3 out of the 4 years as your comparative base?
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Mr. SHORT. I said, Senator Vandenberg, that that would help us.
Of course we have not had much chance to study this law. I can
only suggest to the committee that you have here a situation with
respect to growing corporations. I am not an expert and I do not
pretend to offer what might be a final solution, but I am presenting
the problem and it would help if we were permitted to choose 2
out of 4 years; yes. In addition to that I feel that the imposition
of a normal tax increase of 4.1 is a very severe hardship, with the
higher schedules which run 5 percent higher, as I understand it,
than in the case of the other section of the bill providing for a
computation on invested capital.

Senator VANDENsmRO. I think your situation is typical of many
corporations in the country, middle-class corporations that are just
about going to be decimated by this bill.

Mr. Snorr. Yes. It is going to be a very severe hardship. So far
as a new corporation is concerned I see great difficulty in the forma-
tion of new corporations, because they are compelled, as I understand
it, to come under the invested-capital provisions. A man of great
wealth I take it is not going to invest in that kind of project. That
means smaller men have got to go in in projects which will offer
better than the average opportunities for profit but which do, of
course, result also sometimes in considerable losses. You see, we
would hesitate very, very, decidedly in undertaking any additional
enterprise.

The CHAMMAN. Have you a brief or written statement that you
want to filet

Mir. SHoirr. No, sir; I was not informed of the meeting in time.
The CHAnMAN. Thank you very much.
Mr. SHoRT. I shall be glad to present one, if it is desired, Mr.

Chairman.
The CHAImAN. Well, time is of the essence.
Mr. SHoirr. Thank you.
The CHAmMAw. Is Mr. Cohen here yet?
Mr. CoxxEN: Yes, sir.
The CHAIRMAN. All right, Mr. Cohen. Mr. Paul P. Cohen, Niagara

Falls, N. Y.

STATEMENT OF PAUL P. COHEN, REPRESENTING THE SPIRELLA
CO., THE CREO-DIPT CO., AND VARIOUS OTHER TEXTILE AND
BUILDING MATERIALS COMPANIES NIAGARA FALLS, N. Y.

The CHAlImAN. Whom do you represent, Mr. Cohen I
Mr. Coyr"i. I represent the Spirella Co., the Creo-Dipt Co., and a

number of other companies in the textile and building materials
businesses in western New York.

The CHAImAN. Do you desire to file your brief?
Mr. Conrwi Yes. I have asked the messenger to pass around the

memorandum, which I think is on your desk already.
The CHAMMAN. Yes; we have it before us.
Mr. ComN. I have pointed outin this memorandum, and I would

like to call your attention just to the highlights of it here, three
points which, on analysis, I think are true of the present proposed
excess-profits.tax law.
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The first is that small companies--and that includes a number in
the group which I represent-will probably be driven into a partner-
ship form of organization with a likely net loss of revenue to the
Government rather than any gain. I was informed just a few days
ago that the present corporate burden in the form of taxation on the
smaller companies in the State of New 'York has resulted in the
present statistics in the State of New York,that 10 corporations are
being dissolved for every 1 that is being organized. Those'are the
informal figures I received from our own corporation bureau.

Senator VANDNBERG. Those are the smaller corporations?
Mr. Cowx. Those are the smaller companies, and in those I

would include companies with incomes tip to $25,000 or $35,000 a
year. If one-fourth of the companies with incomes up to $25,000 a
year were driven into partnerships the loss in yourpkeent co-pora-
Lion normal tax and your associated taxes of capital stock aMd pres-
ent excess-profits tax would exceed the gain that you would get from
that group of small companies from the excess-profits-tax -law as
the bill has been passed by the House. Your computation will show
that in such companies you are now getting about $4,50 a year,
from a company with an income of $9,00, and from the excess-
profits-tax bill you would not get that amount from 8 companies in
4 of the small companies that might stay in cbrporate form, t9 equal
the amount you would lose in the case of the one that elected to go
into partnership. The result is, in the cas of these small companiies,
they are going to pay this tax, which you might call a penal tax,
only if their internal organization is such that they can not reorganize
as a partnership and must, therefore, submit to the burden. .

Now the next proposition which sefns quite clear to me is that to
limit new capital to 10 percent on the firs $500,000 "of capital and
8 percent on the remaining capital invested in a new enterprise,
or new capital invested in an existing enterprise is certainly not
going to be a sufficient inducement to indu.6 intellient capital to
invest in business. In my memorandum I have col ected some of
the most recent figures showing the life and mortality of the busi-
ness corporations in this country, and they do prove that at least
four out of five new ventdires or new products that existing companies
attempt to bring forth prove to be failures. 1ntelligent men know
that and certainly will not invest in a new enterprise, or a new
product unless their engineers and advisers an advise them that at
least 14 to 15 percent is the likely return on their investment if
the thing goes over. A man who invests on a lesser basis of return
just shows up at the end of a year, or series of years, at a total net loss.
That, I believe, is the experience of you gentlemen. It has been
the experience of the businessmen with whom I have been associated
for a number of years.

Now I come particularly to the textile and construction 6r building-
materials companies in the group up to $ ',000 or $750,000 of
invested capital. The coinpanks that I am talking about are in that
general range. The figures of the Treasury Department show that
for the years 1936 and '1937, taking thos6 2 years which are 'the
only years for which income figure are yet available, show a net
loss in the textile industry generally of 1.45 percent. For the textile
industry generally, in the grpup of companies below $500,000 of
invested capital. therefore, you have given them no reasonable possi-
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ability of any experience earnings basis. They are necessarily thrown
into the second method of a mnimum return on their invested cap-
ital, namely, ? percent on the first $50,000 and 5 percent thereafter.

In the construction industry, in 1936 and 1937 the average rate of
return on invested capital for such companies was only 0.2? of 1
percent. The figures in those two industries which have been per-
naps slower to recover from the depression than many of the other
industries in the country indicate that you have not given those
industries time to catch their breath. They lost, according to the
figures available from the Treasury Department and Department
of Commerce, a substantially greater amount during the first 5 years
fr 1931 through 1935 thin they have earned in the past 4 years,
babed upon all the figures that are now available. To say to those
industries that "We are now going to impose on you an excess-
profits tax based either on 5 to I percent of your invested capital
or upon ydur earnings experience of the past 4 years" before they
have recouped their losses of the first 5 years of the past decade,
does not seem to me to be a reasonable or equitable procedure.

Senator VAwm BmIo. What would you do about that?
Mr. Com . I would say, first, when you come to the question of a

rate for invested capital in these industries which have had very low
earnings in the pat 4 years, that you have-to adopt a rate both
for, netv capital and, it seems to me, foi existing industries as well
which we can say is a fair return to equity venture capital. i
have vsed the figure of not less than 15 percent. I have stated to you

entleman that my experience has been that in the one venturethalt is going to be a success you have to get a return Of many times
that to dqual your losses in the four out bf five ventures that are
not a siucess. A existing industry investing new capital it seems to
mu should get a base rate of not less than 15 percent.

I have put in'the 'footnote a collection of figures from 1919 to 1928
made by the National Bureai of Economic Research, which shows an
average earning during that period, which might be called the nearest
to a norm that we are able tolay hands ont because there were periods
of depression as well s periods of excessive activity, the norm then
was aout 19.6, as computed by Professor Epstein for the National
Bureau of Economic Research during that entire decade. I do not
believe in those companies he took into consideration the new com-
panies which just-ris and disappear and represent just so much lost
capital but rather limited his inquiry to those companies that have
a fair history of experience. That is the nearest to a norm that I
have been able to find in the neighborhood of 12 percent, and you
will recall that the norm which was taken in the excess-profits-tax ill,
which was adopted and is now on the books, of 12 percent is the
normally expected_ return. To reduce that to 10 and 8 peavent on
new capital and 7 and 5 percent on the invested capital of those

"omnpanWe which existedlroughout the 4-year period it seems to
me is unfair and unwise and can only result in loss of reven e and
ingnerl harm to your social and economic structure.

leatot VA xri.m . Would there be any way to cushion the
presumed net earnings from 1936 through 1939 by making some sort
of allowance for losses from 1931 to 1935? go r
* Mr. ConiN. Yes; there would.

Senator VAwnv=o. How could you wor that out?



SECOND REVENUE ACT 01 19O 0 7
Mr. Conumi. The losses of a company instead of being treated gen-

erally as a deduction from their base might, rather, be treated as an
addition to their base, just exactly the reverse procedure. Namely, if
the principle is recognized that a company should be allowed to
recoup its losses before it is regarded as having acquired excessive

rofits, then to your average earnings, which in the two industries
%"k for would be very low for 1936 to 1939, if you added to that

the losses which they should e allowed to recoup you would come
nearer to what seems to me a fair treatment of the problem of
excess profits.

Senator VANDNBFm . Well, I think the most significant thing in
your whole brief is the statement that the Treasury Department
statistics indicate that the actual net profits of all business corpora-
tions in groups of assets of less than $500,000 during the period from
1036 to 1939, the profits from 1936 to 1939 amount to less than the
losses from 1931 to 1935. 1 think that is a challenge that cannot be
overlooked.

Mr. CozmzN. That is true. I have specifically worked out the
figures for the two particular industries and I have the various per.
centages. There is no doubt that that is exactly true of all manu.
featuring industries with investments of below $5WO09. These
averages are raised only by reason of the very substantiallygreater
earnings of the companies with very large invested capital. They, as
you know, have survived the depression years much better than have
the smaller companies.

Senator VANDxwBo. To what extent would you meet your prob-
lem, if your suggestion was followed, by raising the exemption from
$5,000 to 25,000? Would that generally meet the relative gain and
loss situation that you have been discussingl

Mr. Coisx. It would not. That would simply be a certain amount
of relief to these small companies, companies which have been fight-
ing for years against the* unequal competition of the larger unite
with reduced salaries to management, with no return to investors, and
companies which are just about beginning to see daylight, especially
in the construction and textile industries. To say to these small
companies, "Your efforts of the past 4 or 5 years are, now to be dis-
counted in substantial part" is certainly a very discouraging and averyunfair proposition.enator Towssw. The bill, in its present form, affects smaller

companies to a much greater degree than larger companies, does it
not!
Mr. Comm. It does, because the larger companies have had com-

paratively large earnings in the past 4 years. The small companies,
as the figures which I gave you indicate-and I might pay in addition
to those figures companies with average invested capital of $M50,000
over the past 4 years in all manufacturing. industres fop the years
1936 and 1937, according to the Treasury's statistics, earned an aver-
age of 2.1 percent, and in 1938 and 1939, when the figures corne out,
which are not yet available, they may show a higher percentage,
slightly higher, but they certainly do not equal h , losses of those
smaller companies, which are "set forth in the footnotee on page 9.
The figures were collected by the professor of statistics for Harvard
Sfhooi-of Business Adminlitration.
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Senator VAx0m zERO. You assented to Senator Townsend's state-
ment that the bill affects smaller corporations rather than the larger
ohes. Would it not be a little more accurate to say that the big ones
and the small ones are not affected but it is the middle ones that are
the chief sufferers?

Mr. CoHm. No; I Would say that the small ones are affected as
seriously as any, comparatively, because they have the harder row
to hoe. The middle companies are seriously affected; the larger com-
panies, or the largest companies, are not so seriously affected, except
y the 4.1 percent addition to their normal rate of income taxes

because they have had pretty substantial earnings over the past 4
years as compared with all the companies with invested capital up to
a half million dollars.

Senator VAxDENBERo. Yes; but according to your own statement
the $5,000 exemption takes out 400,000 of the 478,000 corporations
entirely.

Mr. CoHn. That is right.
'Senator VANDmmE. So it seems to me that the little one is out,

he big one is out, but it is the in-between class that pays the freight.
Mr. CoH . The 400,000 of the 478,000 that are out are to the extent

of 70 percent, either companies that have sustained losses and are
expected to continue in the losses, or that will earn not over $5,000.

The CH'IMMAN. Thank you, Mr. Cohen.
Senator CONNULZY. Just a minute, Mr. Chairman, I want to ask him

one question. The fact that the small ones, you say, are more hard
hit then the big ones is not because they are small but just simply
because they did not make any profit to speak of in the last 4 or 5
years, is that not right I

Air. Couzz?. That is right -That is because their general problem
in industry is more serious.

Senator CoxiAmy. The reason I asked you that, everybody comes
uphere complainig about a tax comes up with a small-man viewpoint,
that .it is going tohurt the small man, and during this war we have
got to take into consideration our national defenses. This law just
happens to hit the small ones because they did not make any money.

Mr. Co-Nx. That is correct.
* Senator COz;ALLY. Of course the theory is because they did not
make any money therefore they are the hardest hit.

Mr. Comm. In a broad way the more difficult you make it for the
small'and medium-sized' corporations, I might say, the easier you
make it for the very large corporation.

Senator O0iiNALy-, If they made profits.
Mr. COHNz. That is right.
Senator CoxA&L r. Te bigcorpoMtion that did not make any

profitisuot ian better off than the little one, is it?
Mr. CoiimE. That is true..
Senator CObr~;Aur. That is all
Mr. 0oinx. I should say the excess-profits tax is, on the whole, at

this time quite unfair also to the large companies. ,

(Thememorandum submitted byfMr. Cohen is as follows:)
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MtmoaAwDUM Svsmurrn oN BcHALr oF Vanous TExTnLS AND Burl"No MAm-

urs Couparnxs xa r No AMuzDmUE S or Exczss Psonrrs TAX BruL

With a view to preserving present tax revenues, encouraging Investment In
ew enterprises and avoiding substantial ijustlce to corporations in such

Industries as textiles and construcUon, which during the past 4 years have had
abnormally low earnings, the excess profits tax bill passed by the House-it
the imposition of such a tax at this time Is deemed advisable-should be modified
at least in the following respects:

1. The exemption of $5,000 proposed In the bill should be Increased to $25000.
2. The base rate of return for new capital Invested should be increased from

10 percent upon the first $500,000, and 8 percent upon new capital in excess of
that sum, to not less than 15 percent upon all new capital nvested during or
subsequent to the base period.

. The maximum (10 percent) and minimum (7 percent to 5 percent) base rates
of return allowed under the second method to corporations existing throughout
the base period should be eliminated and a fiat base rate of return of not
less than 15 percent substituted.

1. The fat ereniptlon of $5,000 proposed in the House bill should be increased to
$25,000

The present bill provides a flat exemption of $5,0(( + As the c4irman of the
subcommittee which drafted the bill stated on the floor of the House, this exemp.
tion will remove from the burden of the tax approximately 400,000 of the estimated
478,000 corporations in this country. Those companies with incomes of from $5,0
to $10,000 together with those corporations having no net Income make up ap.'
proximately 80 percent of all of the corporations engaged in business In this
country.'

The number of corporations whose annual net Income in 19M6 ranged from $5,000
to $2&000 was 20 percent of all corporations.' While some of these will pay no
excess profits tax under the bill as passed by the House because of the base earnings
rate allowed under the first method, the vast majority of these-approximately
100,000 corporations-will be subjected to the tax. These companies, In addition to
the normal corporate income taxes of approximately 15 percent which they are now
'required to pay, will under the exfess profits tax bill as passed by the House be
required to pay anadditional 20 percent on their profits up t6 $W20,0. after taxes.
'The Federal and State Income taxes (in such a State as New York)' which a cor.
pOration with an annual net income of $25,000 s required to pay, under existing
aw, amounts approximately to $5250, In addition to whatever Federal capital

stock and excess profits taxes may be due. I
Any substantial additional tax burden for the privilege of transacting business

In corporate form Is bound to drive a substantial proportion of these smaller com-
panies into geeral or limited partnerships. If the excess profits tax proposed in
the House bill (added to the present Federal and State corporate taxes) drove one-
fourth of these corporations Into partnerships, the resultant loss to the Federal
Government of the corporate taxes payable under the present law would more than
exceed the excess profits tax realized from the remaining three-fourths of these
small companies who elected to pay the increased price of cpntinuing their busi.
nesses In corporate form. In operation the excess profits tax bill, as passed by the
House, is, therefore, likely to yield no additional revenue In the cqse of existing
companies with ihccnes of less than $25,000. On the contrary, It may very well
result In a loss of revenue, while at the same time unfairly burdening those com.
panies which by reason of their Internal organization are unable convenlently, to
dLf'card the corporate form.

2. The base rate o return for New capital itrestcd should be increased from 10
percent kpon the Ifit $500,000 ind 8 percent upon new capital In e4veas of that
sum, to not legs than 15 percent upon all newo capital Inrested during or subsequent
to ke base period

The House bill allows a base rate of 10 percent on new capital Invested up to
$500,000 and8 percent on new capital invested aboVe that anmodnt, whether after

'kBee sebelgle sgreore b7 Treasury eatet ae fRsac n ttsisNovember, 1, 19. v ite Is Beari Before the Coimitteo on Ways and U on
Reveaoe Revision, 169k5 p. 125.

_b , a - a .e o . I. .27be New York tax on corporations to a percent of the bet tncome.
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January 1, 1940, or prior to January 1, 1940 (if subsequent to January 1, 1IM6).
Such a rate cannot by any test be deemed a fair return upon capital invested In new
enterprises. This is especially true of the developement of new products. The
statistics reveal that the equity capital invested In at least four out of five enter-
prises is lost and the businesses abandoned within a period of from 5 to 10 years
after the ventures are begun. Dun & Bradstreet's Vital Statistics of Industry and
.Ikumerce, the most compen sive study of the life of business enterprises In this
1untry, shows that 6f all business enterprises commenced or In existence during
the period from 1900 to 1939, an average of 20.3 percent, or one In five, were dis-
continued in each year of the period from 1900 to 1939. "Based on the 1.year
turn-over of 20 percent, the average life of business enterprises would appear to be
about 5 years. Actually it is a little longer, nearer 7 years, for the reason that
chances of survival improve with age."'

It Is obvious, therefore, that intelligent capital will not flow into new enterprises
without the Inducement of a sufficient profit from the 1 venture in 5 which
may prove to be a success to compensate for the "blanks" drawn by the investor in
the other 4 ventures which experience shows will~prove a failure. The fact that
of the 478,000 companies in the United States 67.50 percent Incurred a loss or had
income of less than $5,000 In the year 1O, shows that the vast majority of
ventures undertaken by corporations, as well as by individuals, do not achieve
success.

With the statistics of probable success and failure before him, no intelligent
investor c6uld be expected to supply risk capital for any new venture with a
promise of a return of only 8 to 10 percent.' If a reasonably assured return of 5
percent plus reasonable safety of principal is deemed to be a fair average rate of

* return on savings devoted to productive use, an investor must be assured a return
of at least 40 percent upon his investment in the one venture in four that proves a
success, In order to give him an average rate of return of 5 percent upon the invest-
ment in the five or more ventures that experlence proves be must Invest In If he Is
to participate in one profitable enterprise. To fix a base rate of return of 8 to
10 percent, above which a substantial part of the profits are taken by the Govern-
ment as excess earnings, can, therefore, have no other effect than to so discourage
investors as substantially to diminish the flow of capital into new enterprises.

a sie new bulsaesnes begun each year amounted to approximately 264 pert of all
entegrises, the me a din to business enterprises in each year amounted to approzi-

8ey.2 percent duri the 40-yearperlod.
* Tresury epartent- of Research and StaistIcs November 12 193?: Hear-

uIs before ways ande Means..mtt e.on Revenue Revision, 1938. p. 0 5.;leter of restarchM a. stascal dl on of Dun &. Brad.treeAt, .ue..August_30, 1940.
-This point a nowhere been more sqicc tl or fairly. stte than Dy r. Prank W.Taus4 ine chapters on baslnd, p~rod ti,.nnI rinipls of onomics:
".he businessman stands at t Mem of industry and guides Its operations. Into his

hands Srst glow the proceeds. and he distributes to others there share. He pays to the
hired workmen thel i I d wtgpu Similarly, to those who lend him capital he
PAYS suplmated Int. . .,. After mak -thee various payments he re as In
hsown band what s left. His bome may therefoe, be descrWib as resduaL This

l"tion a residual claimant exlain one striking characteristics of business profits-
rhe Irrgularity of the income. fn I year the b_ ean may earn nothing, may even

lose. Another ear be mawy gai great sums. The variation from year to year of the
same Indivlduals proae from the businessman's assumption of ndustrial risks(e, 40, Pa. )-mhen are blanks an well asgrizes, it may well happen that the prizes do not
sude to offset the blaks. and thenthe earnings on the occupation (of bslless) as a
whole contain no surplus and there Is no element of risk. Tis, It o said, is peculiarly
the cane with busRes pro S tn business to highly uncertain. '

T1he Investor .bo is loo]lng for a return In the way o interest pure and l p Ia does
not tke shares In new unertak]ngs: he buys "solid' nas. Those who'o In' for new
ventures expect to semre more than interest on what they Invest; otherwise they would
not assume the risk.

"'The arge and Wonslcuou_ gains are In fact associated almost Invariably with
advances i the arts, with boldness and sagacity In exploiting new enterprises and new
methods."T community, on the whole, gets an equivalent for the busiDnessman's earnings-
ineed%' mut allow soee such earnings In order to secure the useful services rendered
( pa Pr. 1/4,? 9 )

'•re average rale o. profit upon equity capital earned by corporations ente Inmanufautu~r uri~ the 10-year perFd from 1919 to 1928 has been computer in a
careful,.detal]e ptuy made under toe sponsorship of the National Bureau of Economiq

resarch at 154 ercent ftr smaller companies with an' average equity capital of
11000 and~at, 11.5 percent- for thEliare obrianehaving en average e uiti capitalof0 l s or oat anaes Of I.4pret(ap .EstiIdsra rft

lathbe 'Caled fitates (1934),.. % 34 i of pha9 tl.Tdsr ift
TWO average tof ite ortf j unt tag ; B h tomobile comanies listed

on the New York 1to k e age or the year vae 11,6 percent Of the 9 om-
paneshowever,5 sustained subetantal looses during that 'year (Serities and Axebaege
Commusmon, Survey of American Lfsted Corortlonzi.upP. No, 4, August 1940).
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The harmful results of such a discouragement of the flow of capital into new
enterprises needs no comment. They are obviously of a serious and wide-
spread character. To mention a few: A substantial barrier is placed in the
way of reemployment of the millions of employables who still are unemployed;
the increase In the general standard of living which the promotion of new
products and new enterprises bring to a community is retarded; and, what
is perhaps of equal importance to this committee, the revenue which would be
derived as a result of the promotion of such new enterprises from the cor-
porate income, capital stock, excem profits, and undistributed profit taxes now
upon the statute books is lost to the Government.

It seems reasonably clear, therefore, that the base rate to be allowed to new
capital must be substantially higher than the 8- to 10-percent rate provided
in the House bill, if the flow of capital into new enterprises is not to be
seriously diminished.

8. The ma~imus, (10 percent) and minMmum (7 to 5 percent) bae rates of
return allowed under second method to corporatio estng throughout
the base period should be eliminated and a flat base rate of return o not
less Mas 15 percent substituted

The minimum base rate of return of 7 percent on Invested capital up to
$500,000 and percent on Invested capital in excess of 500,000 provided in
the House bill for established corporations is grossly unfetr to those indus-
tries which by reason of their nature have emerged slowly from the losses of
the depression years, and accordingly are forced to accept that base because
during the past 4 years they have experienced continued losses or very low
rates of return on thelh invested capital. Two of such industries,'which
together contribute more than 35 percent of the gross dollar volume of all
tangible goods produced In this country, are the textile and constructon Indus-
tries. The textile Industries in the years included in the base period for which
figures are available, 1938-37, show an average return on net worth (which
may be taken as the rough equivalent of invested capital under the House
bill) of only 494 percent. For companies In the textile industries with net
worth or invested capital of $250,0 or less, the average net lou for the
years 106-3" amounted to 1.45 percent.*' The average, rate of return in the
textile industry for those years compares with an average of 126 percent per
year upon equity capital Invested in that industry during the 10-year period
from 19190-l

Similarly In the construction industry, In which are included the manufac-
turers and suppliers of building materials of all kinds, the average rate of
return on invested capital for the available years of the base period 1936-SI
was 4.91 percent per year. During those years the average rate of return
for companies. in that group having Invested capital of less than $20,000
amounted to only 0.27 percent per year. Adopting the volume of business done
by that industry in the period from 1924-26 as a norm, the construction In-
dustry (exclusive of public works) has rlen from a low in 1932 of approxi-
mately 15. percent to an average of approximately 46 percent of normal in the
4-year period 198-3. 11 

In ordinary course, and irrespective of any defense
program, the normal cycle of activity in that industry over the next 8 years,
may reasonably be expected to bring the volume of business in the industry
to from 75 to 100 percent of the 1924-26 average.

Neither the textile Industry nor, except In certain limited branches the con-
struction Industry, will participate to any substantial extent in the profit
which may be expected to be realized as a result of the defense program by
industry generally. Yet, corporations in these two basic industries, with few
exceptions, will be limited to a base return of 7 to 6 percent upon their in-
yested capital under the House bill. Instead of thus penalizing these cor-

SW. ro, Cor te Size and Earning Power Harvard UniversttyPr 1939:
appendix table B opiled from U. S. Department ot Commerce 8tatlstial Abstract of
United iftates ad U. a. Treasury Department's Statistics of income." Ibid.u itets the Unite ttes. p. 242.

Ias WtIstles of Contrs AwK t I 87 Etstern states compiled by P. Dod or.oton. The arertae number of dwelling units erected i. years 136-8 carmnted
to approl ate . .tet ofthe aver numbr of 14g units erected durntthe

o( r 1938-5 Am data combed by Bueau of Labor 8Sts-
statistics for 1924-26 from da d Nea o lu

of Econmi Resfteh)
2352"-0--2
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porations because their Industries have been among the last to emerge from
the depression, they should, If anything, be given a higher base than that
deemed to be a fair average return to equity investors. For in those indus-
tries, companies must, during the years ahead, make substantially greater
profits than might be deemed a fair return on venture capital generally, If
they are to recoup the very substantial losses sustained by them in the years
from 1931-35.1s

What is true of the textile and construction industries is also true of other
Industries whose return on invested capital has been below a fair rate of
return during the proposed base period of 1936-39." In justice to those in-
dustries, as well as with a view to simplifying the application of the excess-
profits-tax law, it It Is enacted, the maximum and minimum rate of return
provided under the second efi thod should be eliminated and a flat base rate of
return made available for all corporations under the second method equal to
the rate determined by this committee to be fair for newly invested capital.

CONCLU ION

The figures compiled by the United States Department of Commerce for the
9-year period from 1931 to 109 published In the Department's annual Statistical
Abstract of United States and the statistics of corporate Income compiled by
the Treasury Department for the years 1931--3 indicate that the actual net
profits of all business corporations in the groups with assets of less than
$500000 during the period from 1936 through 1939 amounted to less than the
losses sustained during the period from 1931 through 1935."

These figures suggest the basic inquiry: Is it in the public interest-is it in
the interest of national defense, of labor, of investors, of consumers, of In-
dustrial and social progress--that a substantial excess-profits tax be Imposed
upon the corporate business enterprises of this country before they have been
given an opportunity at least to recoup the losses sustained by them during
the depress Ion years of 1931--351

To enact any exces-profits tax measure at this time, before business cor-
porations in many Industries have recovered from their losses of the depression
year, is neither fair to Investors In corporate equities nor calculated to promote
the general public interest. Without a substantially higher exemption than
that provided in the House bill, small companies will be driven into partnership
form with a probable net loss of revenue from corporations with Incomes under
$25.000 rather than any Increased revenue by reason of the excess-profits tax.
If such a tax is enacted the base earnings rate for both new and jxistlng
Investment should be substantially Increased. Certainly corporations In In-
dustries which have been slow to emerge from the depression years-and these
are a large percentage of the whole---should not b3 unfairly penalized, as they
pre in the House bill, by being in fact limited to the minimum base rate of
7 percent to 5 percent of their Invested capital because of low earnings In the
far from normal years of 1938-39.

Respectfully submitted, PAM P. OHEN.

NIAGARA FAUs, N. Y.,
September 8, 1940.

1 The avenge annual k s or prot in teem 0{ perentge ot invested raptl of oeapanes in the construe-

tM ad textile industry and of compignies in 9d1=sions of industry 4drfn the sywsa perod from 1931 to
IN elslfied into groups according to vofsme of total aets were ais kws (W. U Cram, Corporate gin
and Earning Power. appendir, table B):

Total a et OIn thousAnD& of doses)All dirt.

0 -.............................. -22.24 -21 86 -1154
W1 0- ........ .... ....................................... - 4 -1.64 -. 1
2504400 -....................117 -. n3 -L40

--, ....... ...... -.''..-.......... . .. - . . -.
OT s r l A O ................................................ &2 .5 -. 05-- 7-*- -:

.26Yootn .9.
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The CHAIRMAN. Mr. Benson.
Mr. BB-Nsox. Yes sir.
The CHAIRMAN. Ur. John Benson, New York City, president of

the American Association of Advertising Agencies.

STATEMENT OF TOHN BENSON, NEW YORK CITY, PRESIDENT,
AMERICAN ASSOCIATION OF ADVERTISING AGENCIES

The CHAIRMAN. Have you a brief I
Mr. BENsoN. Yes, sir.
Mr. Chairman and members of the committee: As its president,

I represent the American Association of Advertising Ageicies whose
members do approximately two-thirds of the total national advertis-
ing of the country. I would like to point out to the committee the
effect on our business of the excess-profits tax measure as passed
by the House.

We do not expect, nor are we entitled to any lesser tax burden
than is imposed on other business, but we would like to avoid dis-
criminatory hardship as between our business and all other business,
and as between one advertising agency and another of equal earning
power.

Specifically, I wish to point out-
First, how inequitable it would be to base excess-profits taxes or

any exemption thereof on net earnings in excess of a 4-year base-
period average whenever that average falls below the normal earn-
ing power of our industry. The House bill takes care of this for
general business by providing a minimum limit of I percent and a
maximum of 10 percent of invested capital, but we cannot make use of
that, because we make so minor a use of capital, adid that mostly for
nonoperating purpose

Secondly that under the definition of a personal-service corpora-
tion, as defned in the House bill, quite a few of our members can
benefit substantially by qualifying, but there are many others I fear
who could not.

Now, beforedeveloping this argument any further I would like to
briefly describe to this committee the nature of the advertising-agency
business and its use of capital, to what extent and for what purpose.
Our business renders a strictly professional personal service in that
its end product is not a manufactured commodity and is not a
physical service, but is a mental product composed of ideas, plans,
and counsel to clients.

Now it follows that the advertising-agency business requires rela-
tively little capital to conduct. In 1939 it averaged only 6.16 per-
cent of the annual volume, and a mere fraction of that is needed for
operating purposes, its major need being for insurance against serious
credit and operating losses which are a real hazard because of the
relatively few clients each agency serves and the relatively large
commitments we make for them.
,Now in contrast to our capital-to-volume ratio of 6.16 percent in
1939, tat of all business reported for 1937 in the Statistics of Income
published by the Bureau 6f Internal Revenue was over 106 percent.
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Capital in our business is not a material income-producing factor;
it is merely incidental to our way of serving clients, and does not
directly earn income except in very minor ways. For advertising
space and radio time we purchase for account of a client we are paid
by him before we pay the media. The amount of capital held by
agencies of equivalent size varies widely, largely because it is not
much needed for operating and is held as a liquid reserve required of
agencies by publishers as a basis for credit.

Now, to give you an idea of how widely rate of earnings based on
volume differs from their rate based on invested capital, I herewith
submit a schedule of figures compiled from profit-and.loss statements
furnished by a representative group of 52 members who have made
them available to us. We have not taken any more because we have
been unable to get them at the present time.

These indicate that a rate of net profit based on volume of only 2
percent would be the equivalent of 35.29 percent based on invested
capital which would, of course, be heavily taxable as excess profits
under the revisions of the House bill. lZow compare this wide differ-
ential with that prevailing in general business in 1937, according to
statistics issued by the Internal Revenue Bureau, which show a net
profit on all business of 8.50 percent of capital assets and 8.97 percent
of volume transacted. Now if all deficit concerns are included, then
these percentages would be 5.5 and 5.6 percent, respectively. Note how
closely the two bases agree.

The justice of figuring excess-profits tax on volume in our business
is thus well supported by the fact that basing it on invested capital in
general business is practically equivalent to basing it on volume.

Why is it not ordinary equity to allow the personal-service corpora-
tionsto use the volume basis for figuring the exempted rate of profit?
It has no other basis. In the advertising agency business that rate can
be definitely determined as a normal earning power from our official
records and authoritative figures available to the Internal Revenue
Bureau. They should be equally available in all otherlines of personal
service business, properly organized and compiled. Tt should not be
incumbent upon'the Internal Revenue authorities te dig out the facts;
the industry should do so itself. If no data ara made available, the
industry does not deserve relief.

This method seems to us both feasible and fair. If it is denied to ug
and the invested-capital basis is required, then in all fairness the maxi-
mum exemption rate of 10 percent should be materially raised for the
personal-seivice corporation to compensate for the very minor use it
makes of capital. r instance, if a low average earning rate of 2
percent on volume is the equivalent of 35 percent on capital in our
business, then 35 percent should be our upper limit, to put us on a par
with all other business.

Now the alternative of qualifying as a personal-service corporation
as defiuied in the House bill, would give real relief to quite a number oi
our members; but many, I fear, could not'qualify because of the dis-
tributIon of their stock among active and inactive stockholders and Also
more _nporjntly its nondiStributlon am ng keymen in thyoran za-
tion who contribute materially to the earnhis oftle corporat on.' The
inactive stockholder problemas been measurably taken care of in most
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cases I believe, by the revised and liberalized provision of the House
bill, but not so the question of income-producing factors which own
no stock, and they are many.

Many of the agencies who could qualify as personal-service corpoa-
tions might not-be firs.yially able to meet the requirement that all
their nc.* earnings be pai,! out to their stockholders when these earnings
are much needed to build p reserves necessary to finance an expanding
business; and when sruh dividends are not actually paid out to the
stockholders but merely c.edited to them on the books of the corpora-
tion and to be returned b them as personal income, some might not be
financially able to pay thtsurtax when not in receipt of the money; in
fact, many of them may b hard put to it to pay up their subscriptions
to the capital stock of the corporation. This is not uncommon.

Now this involves a discriminatory hardship when you consider
that under the provisions of the House bill many other concerns
earning a larger rate of income escape all excess-profits tax because
of the' to 10 percent limit on invested capital, without having to pay
out all earnings in lieu of it.

Many of our epie are afraid of the personal-service-corporation
status, due to their experience with it during the World War and
after the World War. They became involved in expensive disputes
with the internal-revenue authorities and went through widespread
litigation over provisions of the law which were eiTer ambiguous
or difficult to comply with. The problem, for instance, of determin-
ing who in an advertising agency, stockholder or employee, actually
produces the earnings, was not easy to decide. That was a cause of
much debate.

The present definition of a personal-service corporation would be
beneficial to more of our members if it were clarified and broadened
a bit; but everyone of them could be protected on a par with all other
business if the volume basis of figuring net rate of profit were accorded
instead of the invested-capital basis, and thus escape a discriminatory
hardship.

I submit herewith a suggested revised definition of a personal-
service corporation, for your consideration:

For purposes of this subsection, the term upersonal-service corporationw means:
1. One which renders a personal or professional service to clients.
2. One at least 80 percent of whose capital stock is held by shareholders who

are regularly and actively engaged in the ~oduct of the business. (In this con.
neetlon, a shareholder shall be considered as holding stock owned by his spouse
or minor chl4l)

& One whose capital is not a material income-producing factor: which means
that It Is relatively minor In amount and Its use is mainly incidental to the
serving of customers and clients, and that any direct earnings from Its use are
minor compared with the fees, commissions, and retainers earned by the firm
for services rendered.

This definition shall not Include any foreign corporation which is not a sub.
sidiar*'of or owned by a domestic corporation of which It Is a branch.

Senator CONNALLY. That includes insurance companies, incorpo.
rated agencies?
Mr. Bnsox. The parent company.

'Senator CONNALY. If t firm of insurance agents--general, fire, life,
or any kind--should incorporate, that would be a personal-service
corporation, would it not?



16 SECOND REVENUE AUT OF 1940

Mr. Bzxsox. Well, I do not know whether it would.
Senator CONNALLY. Youwrote the provision. Just want to under-

stand what it covers. Did not you write the amendment that you
suggested!Mr. Bzssox. Yes.

Senator CONNALLY. Tell us now whether it would cover a case like
that or not.

Mr. BENsoN. Of course I thought of the personal-service corpora-
tion from the standpoint of the initial definition that it rendered a
professional service. For instance, a railroad or utility renders a
service that is not a commodity, but it is not a personal service, it
takes capital and plant to produce that service.

The CHAmIMAN. Thank you.
Mr. BENsoN. Also, Mr. Chairman, I want to leave with you the

figures on which I base my conclusions.
The CHAIRMAN. You may do so.
(The matter referred to is as follows:)

Net current aset& and net tangible assets as percentage. of average monthly
billing

[No-Data taken from ulA&rd Ameican Asodation of AdrerttLg Age ces balac sheets ot 89members)

Total net Total net
aangile euzret Total no

Apey b =ll ng b~rcli o Total Total net Tonot a rot incomea tagloble
Of t eos (ae tl P wPt 0t "
a b~f wee sets a V

Peceal Perawe FtrcnI
Unf 5AO~00)......40 $744.810 $1.491,044 $1,l7033 19&38 158.0 M37

W000to' j000 - 1i 84678 1,027,031 $0.45 1IM.4 102.8 9.70
tMO 3 SAA.0 11 1. 38k 000 1,109.84 UT91 79.9 71.9 86

9 165000 1,44 k,272.654 1.0 5.8 8.17
LO: ..... 1 000 N 9142& 64SIT 114 4& 1 3,33

t t tangible ases (oa~ital invested)

(Ncwa.Dat taken from *Andad America Assodatloa of Advert~ng Agencie balance sheets di
62 meibenj

.A .... 621141AWO 1A.94041-1,74M 1 2.011 13,69 4.M.143 US
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Amerfoax Aaaoctafos of Adverlffg Agem(de-s

420 Lsinrotn Aeaeue

New York

(Figures from Statistics of Income published by the Bureau of Internal Revenue for
year 19311

Total receipts or volume for all business --------------- $107, 08 613,000
Gross sales----------------------------------- - -------- 85, 005, 675, 000
Receipts from operations--------------------- ---- 15,700.181,000
Capital assets:

Preferred stock --------------------------------------- 13, 38, 817, 000
Common stock --------------------------------------- 662, 0% 0,00
Surplus--... . . . . ..------------------------------------- 45, 462,349,000

115,893.256,000
Less deficiLt- --------------------------------------------- 2,490,94, 000

112, 902,302, 000
Net profit (for all nondeficit concerns)-------------------- 9, 601,841,000
Rate of net profit on volume --------------------------------- percent-.. &97

On capital assets ------------- - - -------.... . --------- do-.... &50
If deficit concerns included these figures would be:

Volume ------------------------------------------------ do.... 56
Capital ...-....-------- ........-----------... do.... &5

Capital ratio to all volume In business -------------------------- do .... 105.6
In agency business- ------ - ....----------------------------- do.... 6.16

Average earning power in agency business ....................... do.... 201

RPhf bt "A"
(Each horttontal line refem to a ngle agecyl

BAD DEBT LOSSES

Percent Percent
wbch bad which bad
debt Isese debt tosses

wertof weo

199.......... 17.20 IL
3.70 1&1
841 I.5
607 .10.9

107 ......... W.63 41
&60 1&3
6.00 1s
4.67 &4
4o 7.3
4.82 &1

1931 .......... 10.97 1.-1
193......... I&3 340

11.95 21.5
1.17 136

619 12.T109 11.0

4.29 1.7
Lis. 7.5

1932 .... 1L74 4 9

Permet j .Pven t

Estimated 1 ce bt ir "d
bed debt Yer o debt losses Estimated

loes Iwere wereof bebi

Mings ~ Io

1.700
4.90
1.800

9000
13000
4.600
3.400

13.000

10,300
1%6200
It.300
1.900

4.00
9.400
00.40

4 ..........

1935..........

19M ..........

1937..........

17.48
1t00
10, 33
4.79

4L13

i.St

1.02
age

53

L3
&ST

10L21
4.53
&40

4.00
9t0o

41.5
2.4
1M6
17.6iLO
14.0
ILI
7.6
7.4
V.4

11.

7.5
7.0

1.4
1M9
7.2
7.1

1L4
16.3

00
7,00

300
3300
900200

1700
33200

5,00

31200

3700
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Ezh (bit "A"-Continued
OPERATING LOSSES

Percent Percent Percent
Pecel which net which net which net

b es was of Estimated Yea o was of mted
Year loss was of Year _M .M_,

rome In- om
- (f bluin

Prrce Percent 1933 ......... Percent Percen
i 2 .......... 27.05 486 $.10 4306 77.6 $1.900

13 0 23 7 400 41.75 7& it80
10.65 52 17:200 24.89 44. 7,400

190 ......... 30.70 5.3 17.200 223 41.3 81.00
1&90 2.6 201900 2119 37.6 6200
I41 15L1 95000 19.99 3&8 4 90C

1931 ......... 3.69 87.4 9.000 1&10 31.6 1900
L38 f 5 17.00 1 619 29... 15300

2X5 4t523 8.000 1136 20.4 3.400
2347 42.2 30. 9053 1 4.8 200
19.2s 3. 1o00 1*.63 i91 389D
1& 71 301 9400 1031 1&09 2t870
11 3 41 3700 1934 ......... 8 1431 I 4.000
1W2 27.5 4.500 8206 037 1600

1310............14.01 23 4.200 3&.79 64.4 30700
1300 34 7.300 11.09 36 11.900
13.46 14 7.000 133 21... 6.9 00
490 34.64 200 1.38 6.L 7 1900

I93 ......... L1 1313 6400 810 MI .3 X
00

8k 16 107.3 17.900 195 ........... 48 109. 3.s K300
3540 6M. 1%000 57.7 504.0 17 300
31.78 a90 1.400 -30.19 SK43 %.000
29.32 Sal &20 23.18 38.1 .300
25.26 4&8 7.5000 3O3 1Me6 5900
24.77 44.6 2200 1lo6..........6$9.83 ILI 11.106
24.46 44.0 13,700 192 19.6 3 0o
2177 41.0 61800 1937 ............ 14.00 32 1&.300
2L.53 3X.1 13100 15.06 23. 3 2900
31.50 AT 357 400 1938...........400 33.0 34 200

170 s 4to4118 75.9 13600
17.00 30.6 100 U3 648 3 1% 7M0
16.9? 30. 100 3101 3K0 28.200
15.94 26. 8.9m 1&" 27.6 $7.900

15.as A i 6 t e t 2n n t 1 4.40011.30 204 1106 21.7 5700
11.34~IL 2a. 38801.7 6 3400

4.54 11.6 24. ~ 4 ~ 38.4
1933.......... 44.32 79.81 131 0603003j0

43, o M9 e10-p t 5 6.1 133000

Aauicuan AssocmTf oN or Anvrzrsilco AacNcIs,
O11 O T1HE PRhxssNT,

4M0 istgtons Avftue, New York.
Supplementary testimony of John Benson, President of American Association

of Advertising Agencies, at Finance Committee hearing In the Senate. Sep-
tember 3, on excess-profits legislation.

Requiring personal service corporations to pay out all other net earnings during
the taxable year In dividends to their shareholdets or, If It keeps them. compel
their shareholders to pay personal Income tax and surtax on dividends which are
not received will be flnaneisliy embarrassing to many.

This embarrassment is not Imposed upon any other corporations which escape
excess-profits tax under the I percent minimum rate of profit limit and the 10 per-
cent maximum limit, and hence is a discriminatory hardship upon personal service
corporations qualifying as such under the terms of the House bilL

Especially hard on young concerns which are building up their business and need
more liquid reserves to finance expansion and also upon stockholders whose in.
come tax Is in the high brackets.

It would seem unfair, on the other hand, to let such corporations go excess-
profits tax free,* no classification of corporation should seek to avoid tax on an
equivalent basis with all other corporations. This should be also avoided.

Why not modify the penalty for escaping excess-profits tax as a personal-service
corporation by requiring the taxpayer to distribute in dividends that portion of Its
Income which would be excess profits under plan No. 1 for exempting average
earnings during the 4-year base period? There would he some equity In that.



SECOND REVENUE AOT OF 1940 1

Personal service corporations are especially In need of relief, because they
cannot use the percentage on capital base-period exemption and might be forced
to use the average volume of profit base with Its 4.1 percent extra tax and
higher excess-profits tax rates.

Respectfully submitted.
JoHN Btesox, Prealdest,

American Aaaocation of Adrertlaing Agenciea.
SzmT m 4, 190.

SL'I'LEMENT "o TzsTnuoxy Or JOHN BnasoN Br ouz Tu Fne.Wr Oorn-n m ox
Bi amuBE 3, AT Excz-rson-r TAx uAoum

These suggestions I believe would avoid discriminatory hardship as between
taxpayers and still raise substantial revenue, by combining an increased normal
tax Imposed alike on all corporations and an excess-profits tax limited to super-
normal earnings.

1. Instead of imposing an added normal tax of 4.1 percent exclusively on one
group of taxpayers, namely, those who elect to base excess profits on average
earnings during the previous base period, tax the normal Income of all cor-
porations 2.1 percent or 3.1 percent additional to the 20.9 percent. This would
be nondiscriminatory and independent of any excess-profits tax.

2. Tax excess profits on a single sliding scale of 20 percent to 50 percent of
their amount, the same for all, exempting 5,000 or more if feasible, to protect
the small business.

All excess-profits tax might be limited to concerns taking on war preparation con-
tracts, If not unduly discriminatory or discouraging to the national-defense effort.
This should not be done without consent of the Advisory Commission to the
Council of National Defense.

3. Determine excess profits by fixing maximum normal rate of profit, say at 10
percent of Invested capital, except for the corporation rendering a personal service
and having but relatively minor capital.
- 4. In the case of personal-service corporations regard as excess profits all

earning over and above a normal earning power in each major line of personal-
service business, to be determined by the Bureau of Internal Revenue, based on
official records and authoritative figures for the Industry in question, and made
available to the Bureau. (By "normal earning power" is meant the average rate
of profit earned on volume by well-established and substantial units of the indus-
try during the year 10IN or 193M or both.)

Or, as an alternative basis, use 193? average rate of net profit of all Industry
of .16 percent on total annual volume, above which net earnings during the tax.
able year to be considered excess profits and taxable as such (1937 average
profits chosen because moat nearly normal slae 1929 and most recently published
by the Bureau of Internal Revenue).

6. Permit, at Its optic-n, the personal-service corporation to qualify as such under
the terms of the attaed revised definition of it and be relieved of excess-profits
tax. In doing so do not require distribution of all net earnings to the sloc-
holders, but merely of exes profits. This would relieve many of the embarraw-
ment of having to pay out funds needed In a growing business to finance expansion,
and also relieve stockholders from having to pay surtax on dividends credited to
them constructively and not received. Compelling the disbursement of all earn-
ings, both normal and excess, does not seem fair when the corporation is not put
entirely on a partnership basis of being relieved of all corporate taxes.

6. Authorize a nonpolitical body like the Board of Tax Appeals to deal with
case of individual hardship for which It Is not feasible to provide legislative
relief from Inequity of discrimination.

The above suggestions are my personal views only and are respectfully sub.
mitted for what they may seem worth to the Finance Committee.

JOHN Bxzisox,
President, American Anocozfon of Advertiting Ageoke

WasnNo oN, epltember 5, 1940.
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REvIsD DEFINITION OF "PS01 NAL SlRVIcr ( 0PoAToN"

For purposes of this subsection, the term "personal service corporations" means:
1. One which renders a personal or professional service to customers or clients.
2. One of whose capital stock at least 80 percent is held by shareholders who

are regularly and actively engaged in the conduct of the business. (In this con-
nection, a shareholder shall be considered as holding stock owned by his spouse
or minor child or by any trustee representing them.)

3. One whose capital Is not a material Income-producing factor.
(This revision to be substituted for any previous definition submitted by John

Benson, president, American Association of Advertising Agencies.)
Noa.--If the above proposed definition of a personal service corporation is not

adopted by the Finance Committee of the Senate, which we much prefer it would
be, most of our members would be able to qualify under the definition In the bill
passed by the House, H. R 10413, if the following two changes were made:

First: In line 4, page K8, substitute TO percent for 80 percent.
Second: In line 12, page 38, add at the end of the sentence the clause "or any

trustee representing them."
The first change Is suggested to enable advertising agencies to qualify which fall

a little short of the 80 percent ownership of stock by those "engaged In the active
conduct of the affairs of the corporation."

The second change would take care of cases where stock belonging to a spouse or
minor child might be held by a trustee on their behalf.

Respectfully submitted. JOHN' BzsaoN,
Preafdenl, Amerkvn Ahbocfallon of Adirerl fxg Agendes.

8wprzwm 7, 1940

The CnAuuma,. Mr. Powell is the next witness, Mr. Henry M.
Powell, New York City, chairman of the tax committee, Associated In-
dustries of New York. All right, Mr. Powell.

STATEMENT OF HENRY N. POWELL, NEW YORK CITY, CHAIRMAN,
TAX COMMITTEE, ASSOCIATED, INDUSTRIES OF NEW YORK

Mr. PowxL,. Mr. Chairman, and gentlemen of the Finance Cm.
mittee, unlike the previous speakers, I am not here to represent anyparticular and special class of industry, I represent an association of
manufacturers who manufacture or do business in the State of New
York, and I should like to tell you something about that association so
that you can tell how it affects our business in New York. To give you
an idea of our association, I will state that while it was originally in-
corporated in 1914 with 39 manufacturers and corporations, it now
represents 1,500 manufacturers and corporations organized or doing
business in New York, and the members of the association now give-
employment to nearly 600,000 men and women out of an approximate
aggregate of 1,30,000 wage earners of the State of New York, and
th memmbers of that association represent an invested capital of about
$2,000,000,000.

The CHAXMAN. Is thatin your brief I
Mr. Pbwn.u Yes.
Ie CHAMMAN. I would like to have you point out to us the im-

portant points which you desire to raise..
Mr. POWE. I simply will apply myself to what I consider the high

spots of the bill as itis presented to your committee.
The CHAIRMAN. That is what we want. '
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Mr. Powiur I shall not burden you with any illustrations or sched-
tiles of fires. I shall apply myself to the general principles, and I
think in that respect it appliesto all industry.

The bill now before your committee has been drastically amended
by the Ways and Means Committee of the House. The Ways and
Means Committee had originally received a report from the Subcom-
mittee on Internal Revenue Taxation which, in turn, had been advised
by the representatives of the Treasury Department. After the face-
lifting operation performed by the Ways and Means Committee I
do not believe the original framers of the report could recognize or
would even acknowledge its offspring.

The CHAMrMAN. Which one of the bills is more appealing to you or
your association thebill that finally was passed by the House or theone
on which we held hearings

Mr. Powru., The one that is covered by the 105 pages?
The CnHAMMAN. Which is the most appealing I
Mr. Powzi.. That is the bill that is now before your coirnittee.
The CHAIRMAN. I asked you this question; Which is the more ap-

pealing? Which bill do you think is the better bill I
Mr.-Powni. Well, the bill that was originally presented by the sub-

committee.
The CaAmAxN. You like that better t
Mr. Pownu Undoubtedly. It conformsto what is known by people

generally as an excess-profits tax. While this bill is termed an excess-
profits tax or war-tax measure in its present form it is neither an ex-
cess-profits tax nor, as far as the great majority of domestic corpora-
tions are concerned, is it a war-profit tax, particularly for these corpo-
rations not engaged in manufacturing ammunitions and in kindred war
business. It may, perhaps, be correctly termed a graduated corpora-
tion tax, depending upon income, with a punitive tax of 4.1 percent plus
the normal tax imposed, and that is imposed upon successful corpora-
tions electing to be taxed on the basis of previous income.

The excess-profits tax, as that term is usually understood, is a war
tax in which the tax is graded or increased depending on the percentage
of profits of corporations when compared with the capital employed in
business. That was the plan originall submitted by the Wa and
Means subcommittee and recommended by the advise rs the adsory
committee of the Treasury Department, as. understand iL That plan
is now used in Canada and iEngland, which countries are actually en-

gaged in war, and that plan was used during former excess-profits taxes
n 1918-19 by the United States when it had 2,000 000 men or more in

arms and engaged in war. -At that time the normal tax Was 12 percent,
afterwards red uced to 10 percent. and the excess-profits tax graded ac-
cording to the percentage of proAts compared to the capital employed
in busfiess, that was 20 percent and 40 percent and afterward increased
as high as 80 percent. 'his was at a time when the country was cor-
paratively prosperou., and the normal tax was only one-half of what
it is today. The bill which is now presented to your committee for
consideration in its method of grading the tax, has thrown aside the
percentage oF profits when compared to capital employed, and that is
really the crux of an exess-profits tax and the only equitable base on
which it could be applied. rn addition to that and this is the most ex-
traordinary and inequitable feature of the wiole tax bill it has im-
posed a special 4.1-percent excess-profits tax levied on all income of
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corporations electing to follow the average-earnings method of deter-
mining excess profits.

Now there is another and most discordant feature of this tax bill,
in my opinion, and that is the attempt to pass an appropriate defense
measure so that there may be speedy execution of necessary contracts
with munitions manufacturers, shipbuilders, and similar industries.
In that respect the Ways and Means Committee has linked up and
tarred with the same tax brush thousands of corporations not engaged
in any business remotely connected with war. Presumably their idea
is that they indirectly will get some profits out of war. This bill, of
over 100 pages, in its present form is a monumental specimen of statu-
tor incomprehensibility. [Laughter.]

Senator DAVMs. Say that again. It is what?
Mr. Powaj. It is a monumental specimen of statutory incompre-

hensibility and should be separated into two distinct parts, each of
which should be taxed and treated differently; one dealing with cor-
porations engaged in the munitions and kindred businesses, the other
dealing with other forms of corporate business.

Senator CoNzALy. Why should there bet .Suppose a man is
making arms and munitions, there is no reason why he should be
taxed differently for other business by reason of the state of prepared-
ness for war, if his profits have increased. Every time you increase
the employment in a factory do not immediately the merchantsaround the edge of the settlement have their business improve and
they sell more stuff, or the moving-picture shows get more people that
come to them, and the cigarette people sell more cigarettes? Is Mr.
Williams here?

Mr. Powxu.t Indirectly, Senator, they do, but there are two rea-
sons for it. The first reason is that the Government wants to have
it contracts speedily executed in connection with the munitions busi-
ness.

Senator CONNALLY. Just leave that out. That has got nothing to
do with the profit business.

Mr. Powru.. That is true. That is the reason why it should be
separated. I think there should be more time for this committee to
consider that provision.

Senator CoNNAiLY. I wish we had more time for all of us. I would
love to have 25 or 80 years.

-Mr. Powz' In my humble opinion there should be more time.
Senator CoNziALY. I am agreeable with you on that. You are

not in the business of making munitions or war supplies?
Mr. Pownz. No. As I say, I am chairman of the tax committee

of an association of many thousands of manufacturers in New York
who represent all lines of business, whether it be shoes, hats, optical
goods, or anything else. I
.Besides the departure from the original measure of the subcom-
mittee in taxing income on the dollar volume instead of in the pro-
portion that the profits bear to the capital invqstment- and in fixing
a so-called additional excess-profits tax of 4.1' percent by, way of
penalty on all , corporations exercising the option of using prior
profits as a base, there are other features of the bill that shouId be
changed that I briefly want to refer to. J -
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Briefly, the failure to give corporations the option to file con.-
solidated returns. This was permitted under the former excess-
profits tax bill in effect in 1917 and subsequent years.

The failure to provide for a wider and more flexible base in which
to establish normal net profits say 3 years out of 5 or 2 years out of 4.
Business moves in cycles-in waves of depression or in waves of good
business.

The failure to give effect to certain intangibles, such as built up
but unrecorded goodwill shown by continued earnings.

The failure to make adequate provision in the bill-itself for cases
of unusual hardship. This was done under the former excess-profits
tax law. I believe there is a regulatory provision in this bill, but
it is so vague in its purposes that I am afraid it will not have the
result that the provisions under the former excess-profits tax bill
had, namely, section 327.

It has been said that the reason for applying the 4.1 additional
so-called excess-profits tax was because the committee did not at first
realize the amount of loss of income taxes from individuals failing
to receive the income from dividends cut off by the im portion of the
excess-profits tax. What then would be the effect of the punitive
tax of 4.1 percent on the individual shareholders, many of them
widows and orphans? It has been estimated in a recent statistical
study that there are at least 11,000,000 shareholders in this country,
more than one-half of whom participate in enterprises the largest
in the country. The American Telephone & Telegraph Co. alone is
said to have nearly 700000 stockholders. But the excess-profits tax
does not apply only to the large capitalized corporation. A Treasury
Department study of 2,195 corporations whose average invested capi.
tal was less than $70,00 paid an excess-profits tax averaging 07 per-
cent under the' old excess-profits tax law. Somehow the idea seemsto prevail that this is going to tax the larger corporations. Many of
those larger corporations are overcapitalized; they represent a lot
of watered capital. It is going to hurt a lot of smaller corporations,
and therefore I give you these figures, which are made by the
Treasury Department, so yon will have an idea how it is going to
affect the smaller corporations. These shareholders are not localized
in New York State or in the East. They are widely scattered in the
48 States of the Union and the average shareholder holds less than
100 shares, and if these taxes are pyramided as goods are passed from
manufacturer to dealer and from dealer to consumer the effect will
be cumulative. ncsnh

May.I say in o nelusion that the limitations in the proposed tax
bill 6fwhat should be considered normal profit on ordinary industry
are too narrow. These limitations on industry will make it more
profitable for persons with small as well as. with large incomes to
invest in nontaxable securities.

Industry asks for fair and equitable taxation and I feel reasonably
sure that your committee will remove some ol the inequities that I
have pointed out to you. Corporate business has lide the country
in every crisis. Industry- was a major force in the Civil War and in
the Great War. It is no less potent today.

The QCAnmAn. Thank you.
Mr. Carroad.
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STATEMENT OF KENNETH CARROAD, NEW YORK CITY, CHAIR-
MAN, EXCESS PROFITS TAX COMMITTEE, FEDERAL TAX
FORUM

The CHAIMAN. This is fr. Kenneth Carroad, New York City,
chairman of the excess profits tax committee, Federal Tax Forum.

br. CAmAoAn . I should like to explain that our Federal Tax Forum
is composed wholly of technical tax-minded men. In other words,
we are all tax people, either as accountants or lawyers, and much as
it sounds incredible, we represent no one in particular. However,
our members, of whom.there are about 75 cover clients who have
billions of dollars in assets and millions oi dollars in income. We
spent a great deal of time on this problem, some of us have been
working for a long time on it, and we are here to present to you some
30 pages of technical material which I will not bore you with
currently.

The C amiui. It can be put in the record.
Mr. CAmUOAD Thank you very much. I would like to talk on

about five or six points which we feel would simplify the bill. We
should like to stress the following items, apart from our written
report.

1. We believe corporate taxpayers should have a permanent opt'w^
even after filing the tax return, to pay the lower tax of the alternative
methods. The present bill is so complicated that it would be unfair
to penalize mistaken choice, especially in cases where the Bureau
may make drastic changes in the taxable income of various years in
the base period or tax period. Such a permanent option would be a
useful safeguard to smaller corporations whose knowledge of taxes
may be limited.

2. Relief and Har4hip Board.--The 1936-39 returns for a great
many corporations have not been finally audited. This creates a
difficult problem. By prolonging audits or by obtaining waivers to
keep the "base" years open, "h Bureau is given great latitude in
determining the 'average annual earnings" in the base period.- Ex-cep for the years when the undistributed profits tax was in effect, it
made hardly any difference whether an item of expense or income
was accrued in one year rather than another, But now, the accrual
of expense or income in the year 1939 rather than 19M will create a
prolific field of dispute. , This is obvious from the fact that the same
year of income in 1039 carries a tax rate of about 19 percent whereas in
1940 it may be subject to 20.9 percent plus 50 percent or a total of about
70 percent," Mch as the Treasury strives to be fair to taxpayers in
actual practice the Bureau of Internal Revenue necessarily is technical
minded and wholly nonequitable in action."

There are many types of expense which relate to more than one
fiscal year, Among them are research, advertising costs,.legal and
accountingg .xpepse, experimental or development costs, amortization!em; mnstollment selling expense etc. ,

There Ls nothing in the present bill or prior laws which could per-
mit the B6ard ofTax Appeals or any court to take a long-range vision

, an over-Al viewpoint on such itejns..'Only by the creating of a
relief and hardship" board could such matters be handled- fairly! to

all parties. .. - i
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Likewise such a board could handle the cases of "growth" com-

panies whos averagee annual earnings" in the base period are Dot
really representative. So also, the feast-and-famine cases, the textile
cases, the leather hnd hide cases and so forth. It could also cover
cases of corporations whose profts accrue several years after an in-
tensive and expensive advertising or promotional campaign has been
made. It could cover the long-term contract cases where one job
lasts over several years. The revenue law already recognizes special
treatment for such cases in section (19.42-4 of Regulations 104) 42 of
title I, but only for normal corporate tax purposes.

It could also handle difficult cases arising out of the fact that a
partnership or proprietorship was converted into a corporation during
the base period. We are recommending that such a 'successor" cor-
poration should have a limited right to use the base period income
of the prior partnership or individual business. But if this cannot
be done at least a "relief" board could temper the 8trikt law with a
touch of equity.

There are also many "reorganization" cases where the "invested
capital" basis will be radically increased or decreased. The decision
now depends whether a taxable or nontaxable reorganization was
effected. The difference is hard to analyze and the cases go off on
technical issues.

Finally, there are hundreds of unusual cases in which simple in-
justice can be avoided only by the invocation of a broad equity power
in a "relief" board.

Incidentally, such a board should be wholy independent of the
Treasury Department and the Treasury should not be permitted to
select the personnel.

The new bill is really complex. It is full.of tax jargon which re-
quires hard and painful mental effort to understand. Some of us may
believe it is needlessly complicated. But one thing is certain, unless a
relief board is included, this tax will be unfair. and discriminatory.
How much more simple it would be to include such a board than to fill
the statute with special exceptions and provisos.

We believe the excess-profits tax should be administratively simple,'
but it should also be fair and equitable to everyone. And we mean
everyone. The tax iates aregeaied so high that Congress should be
especially alert to provide a tax equalit for all. This can only be
done through an independent and equ board -of relief.

3. Jonaoidated return.-We are sorry to read that lack of time
prevented the Treasury from inclusion of the right to file consolidated
return&. We believe that the Treasury is needlessly worried about the
complexities of the subject. Under the old excess-profits tax we had
consolidated returns and it worked out reasonably. We had consoli-
dated rettirns up to 1934, and it also worked out fairly well. The 1921
and 1932 regulations could be used as a basis today without'much
change., Business methods hie not khaned so drastically since'1934.
In addi ion, today, the Treasiiry has the invaluable aid of-the S. . 0.
and other agencies who have compiled much corporation data on a
consolidated besis.

Furthermomre,.the yea' 1940' is admittedly an~exporl I eltal year.
After lfal i ' 1941 the Treasury will know from actual tx returns
what the dangers really' are, if any, in using consolidated returnr. If
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the dangers are too great, the next Congress can readily and easily
repeal the "oonsolidated-return" sections of the law.

On the contrary, by leaving out consolidated returns, a positive injus-
tice, is being worked on thousands of corporations. We cannot believe
tht Congres will permit such a situation when tax rates can reach
70 percent of the income of a corporation-and without this country
actually being at war. It us remain democratic and equally fir to
our minority groups whether they are big corporations or small busi-
nessmen.

We also wish to point out that innumerable tax-avoidance plans will
be scotched if ou do induds consolidated returns. Even a tax beginner
can see that the provisions about "borrowed invested capital" can be
distorted by "friendly loans" or "paper" transactions between sub-
sidiary corporations or between parent and subsidiary. Such unfair
inflation of the "invested-capital" exemption can even be worked out
by friendly creditors, and others. The restrictions as to "interest deduc-
tions" are no real barrier in this regard.

So *lso, most of the trouble about taxable and nontaxable reorganiza-
tions will obviously disappear if you permit consolidated returns. lam
also sure that everyone except possbly the learned writers of supple.
ments A and B (pp. 40 and 47 will leave a healthy sigh of relief to
see eliminated these complicated sections of the new bill. For if you
include consolidated returns, you can safely eliminate almost allof
supplements A and B.

The problems about unrecognized gain or loss also disappear, almost
completely, by permitting consolidated returns. The 1921 act is a
workble model of simplicity in this connection.

4. Personoal &rvi Corpotion.-The new bill so defines personal
service corporations as to eliminate the very ones whom section 723 was
intended to help. If such a corporation has as a stockholder a "silent
partner" or "inactive backer," it is no longer exempt especially so since
he bill excludes a corporation having any such "silent partner" who

owns more than 20 percent'of the value of all the stock.
This section is also defective because it fails to define how material

or large capital as an ineq.e-produdng factor must be to make a
corpoation ineligible. It may also be defective on possible constitu-
tional grounds in requirin' a stockholder to inc ude as his'own
income that portion of the income which has been earned on stock
belonging to his wife or children. The clarity and fairness of the
Forum's recommendation as to personal-service corporations is in
striking contrast with the present bill. We offer it for consideration.

5. Rate o/ ta.--We request that a review be made of thie pro.
posed rates of tax. The rates in the new bill seem very unfair afnd
unbalanced: To tax corporate income on dollar volume instead of by
percentages or by some ratio to normal profts seems very unskilled'
and unsound. t - . I

There are several other weaknesses and abnormalities in the new
bill.. We shall welcome any conference with the Treasury Depart-
ment or others to set forth more detailed an4 more technical com-
ments on a sound and fair excess-profits tax law.

I might say most of us f"l this bill is pretty complikttd,. There
are some features of the bill whkh we thiik can be eliminafi there
are other parts of' the bill which we conside- should be amejiaed by
additions, and I will turn to those promptly. I
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I think the first implrtnt point:is that the bill gives a taxpayer
a series of options of various kinds, but nowhere in the bill is there
any statement that the taxpayer may change his mind about the
option when lie finds, for example, that the invested capital method
makes him pay more tax than the average annual earnings method.
Our first suggestion, therefore, is that the bill should include a spe-
cific provision that a taxpayer does not lose his option simply be-
cause he has chosen one method rather than the other on his return.
In other words, the option should be made a permanent election of
the taxpayer and should not be lost simply because ond method has

-.been used:n the return rather than another. I imagine that is the
most striking defect with the bill.

I should also like to return to the problem of a relief board.
Most of us wvho have gone over the problem for some time now

have come to the conclusion there are so many hardship cases, so
many problems relating to the feast-and-famine corporations, to the
tetfle industry and the personal-service corporations---there are

probemsrelaingto these rIngtend" corporations like Pepsi-
Cola, which I think is a striking illustration of that kina-that some
measure of relief is needed.

It. seems to us if you want a workable bill, instead of using the
Treasury model, which is so complex, why not simplify it and
then put in a relief and hardship board We believe a relief and
hardship board, given wide administrative powers, a really judicial
board independent of the Treasury, will- take care of the bulk of
your problems in this bill.

There is not any question about the fact that it wpuld be imp ible
to write all the possible exceptions, provisos, and limitations that so
many people are going to come here to tell you about. It just, can-
not be done. There are too many variegated and compicated types
of business in this country to work out a bill other than by a simple
provision which will delegate to this board all the powers necessary
to decide-these cases. • --

The CHAI AN. Don't you think the Commissioner of Internal
Revenue is the proper person to function there I

Mr. CAMrOAD. I did not get that . - _
The CiUMIRAN. The Commissioner of Internal Revenue, under the

1921 act, was the one who was designated to take care. of relief
cases.

Mr. CA tOAD. Yes, Senator -Harrison, that is correct. However,
we feel that that type of discretion should not be vested in a com-
missioner. It is perfectly obvious that the commissioner acts more
as an official carrying out a mandamus. He has very little power
or discretion. Sifice this bill -assumes that our tax problems call
for equitable solutions- rather- than technical legal solutions, the
power should be vested in an independent tribunal.

We have a few thoughts about how that tribunal should be con-
stituted. It should be made up of nine men and there will be
three panels. -In other words, the country should -be divided into
three zones and in each zone you would have three men sitting col.
lectively as a board. On each one of these three regional boards,
should be one man representing the-Treasury Department, one man
representing business, and one man to give you the so-called chair-

2:49O-29--40----$ ,". . .
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man or final arbiter. Most of us thought the last man ought to be
selected by the Defense Advisory Commission.

Now, we are not proposing that the Defense Advisory Commission
members sit orrthe-board; they have other work to do but the fact
that this third man is appointed by the Defense Advisory Com-
mission, is some proof that he will be impartial. Such a man will
give our taxpayers a great deal of confidence in that board.

I might try to distinguish that type of board from boards that we
have today, like the Processing Tax Board of Review. Everybody
has been criticizing it for the last year or so. That Board was
appointed wholly by the Secretary of the Treasury. Every mem-
bet of that Board came from the Treasury Department; every
member of that Board was a former assistant General Counsel
and whether a taxpayer is right or wrong about it, a great deal
of opinion exists that those members on that Board could not be
fair if they wanted to be. My own opinion is to the contrary. I
think the Board has done remarkably well, it has shown much
restraint and good judgment in some o! its decisions, but be that
as it may, this subject is too important to take a chance along
similar lines.

The board ought to be independent, and I night say that all these
problems should be referred completely to the board. I presume
someone, either here or elsewhere is sure to ask the question: What
kind of cases will the board take jurisdiction of; what will they
listen to and what will they not listen tot It seems to me that the
board should have the right to listen to any kind of case. At the
same time, we also feel if the board did not want to hear the case,
after it was submitted to them in writing, just as is submitted a
petition in writing to any court, that the board could di-miss it.

In other words you should give them exclusive power to deter-
mine what cases they want to hear and what cases they do not want
to hear. If you try to limit the board's power by law in the sense
that they should listen only to "growig trend" cases, to personal
service corporation cases, or to cases of corporations that have to
pay 60 percent tax or more on their net income, or that kind of
thing that beard will not function equitably.

I also would like to point out that some of the many problems on
unrecognized gain or loss on which the Treasury has filed two sup.
elements (supplements A and B), that they are rather complicated.
I think a good- portion of them could be eliminated.

I think also that many of the problems relating to taxable and
nontaxable reorganizations can be eliminated, because those prob-
lems would go to the board. All of the Senators know quite well
that the distinction between a.taxable and nontaxable organization
is sometimes nothing but a hair line. We have all kinds of con-
flicting decisions from our various courts, from the Board of Tax
Appeals and from the circuit court of appeals on the subject. It
is a complicated mize. Even a tax man who is well trained has
plenty of trouble weaving in and out of those decisions to find out
what they mean.

Those problems will be taken out of the bill for you and be turned
over to some board who will be able to handle the situation. '

Senator VAwozNniio. Is there anything in this law now comparable
to the special relief section that was in the1921 law?
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Mr. (CA 0AD. Senator Vandenberg, I would say no, with one minor
exception. There is a provision which was carried forward that if
the Commissioner could- not determine what your invested capital is,
that he would come in and try to determine the invested capital him-
elf.. But that is only limited to those corporations where you cannot

determine what the invested capital is--I mean for lack of records or
a great many other reasons--which is probably not one-tenth of 1
percent of the difficult problems. The real problem is not with
corporations who do not know what is their invested capital. Most
of them know what their invested capital is or crn come to it with
reasonable accuracy; most of the corporations kno" what their aver-
age annual earnings may be; that is not any problem, either; the
question is: How much tax should you pay after you get those figures,
what is the fair or normal income, the base income?

Senator VAnmnREao. I understanA under the 1921 law there was
authority in the Commissioner, for instance, to adjust competitive
situations. Is there anything like that in this law f

Mr. CARuowD. No, sir. That section, I think, could be used to some
advantage, although personally most of us in our own group felt that
the problems was too large for such a solution.

,a? I point out what Senator Vandenberg has in mind about the
1920 law? You understand that it was before my own time, but many
of our members had much experience with it in 1921 and the predecessor
acts. A provision was made that the Commissioner could give you
relief if he found that other corporations similarly circumstanced were
making more profits. Consequently the amount of tax that you had to
pay was adjusted to conform t what other corporations were paying.
Another way of putting it is that the Commissioner would attempt to
get the average gross profit of the steel trade or the cosmetics trade or
any other trade. Suppose the average comes to 17 percent. Then he
might determine that for that year 17 percent was a fair return for
the given taxpayer, and everything in excess of that he would have to
pay an excess-profits tax. But today, I am inclined to believe that such
a provision could not work out well, because although we talk about the
steel business, there are probably about 300 or 400 varieties of steel
business. In other words, there are direct and indirect suppliers of all
types of iron and steel articles; there are steel-window manufacturers,
there are people who make rods, fittings and gadgets of all kinds, like
the United States Steel, the Inland, the hethlehem. In other words, it
-would be almost impossible to try to put one large corporation in one
bracket, because it had so many different things that it was doing within
one corporation.

I do feel, Senator, that the solution is more toward a board. Of
course, I am a little bit early on the program here, but I think you will
find many justifiable complaints coming forward to you-all kinds of
complaints from people who will suffer. Mr. Short, I think, put the
situation well for his type of people; and Mr. Cohen in talking about
the textile group, I think his point was well taken. I represent over 150
textile corporations, and my own experience with them and with heir
income for many years, from studies I have made, makes me feel that
the law would be very inequitable as it is presently worded. On the
other hand, frankly, I do not know how you could write the law much
differently.
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Senator VaNDEBEoRB . Let me ask you this question: Here are two
steel corporations in Detroit with approximately, the same capital,
each doing the same business, each making precisely the same profit,
yet under thi bill 6ne could have an option 9f an excess-profits tax
that would run down to $37,000, and the other could *not possibly get
below $145,000.

Mr. CARROAD. That is perfectly true..
Senator VANDENBERo. And the claim is made that that immediately

creates an arbitrary competitive situation. Now, as I understand it,
that could have been equalized under the 1921 law. Is that correct?

Mr. CA ROAD. I think so; yes. I might say your point is well
taken.

Senator VANWDEBR. And it could not be equalized under this law
as written.

Mr. CAnRoAD. Absolutely not. There is no possibility of it.
'The .CARMAN. Have you 'a memorandum you want to put in

the record ?
Mr. CARHoAb. Senator, I have a few more points I would like to

cover.
The CHAIBMAN. I might say your time is up. You have taken

12 minutes.
Mr. C uiAD. I think I have some useful suggestions that I would

like to cover.
The CHArMnAW. I understand there are plenty of useful sugges-

tions, but you were told you would have 10 minutes.
Mr. CARROAD. Senator, my I talk about one special problem, a

new excess.profits-tax plan of our own? It will only take 2 minutes.
The CHAnMAN. Two minutes, all right.
Mr. CA lOAD. I have reference to a so-called twilightzone tax pro-

posal. This twilight-zone tax of our own would be substituted for
the 4.1 percent tax that the Treasury Department has offered.

This twilight-zone plan gets its name, at least from me, because the
uncertain zone in all of these excess-profits tax problems is the dif-
ference between the average annual earnings and your invested capi-
tal. Stating it in another way, most of the debate centers about the
point whether the difference between "average annual earnings" and
a fair return on invested capital (say 10 percent) should be taxable.

I would like to illustrate it in this way: On the invested capital
basis, a corporation is limited to a retumof 10 percent, However, if
you take. for example Coca-Cola, its average annual earnings may be
about 100 percent on its invested capital for the base period. Row
it is perfectly obvious that if Coca-Cola has been making about 100
percent on its inyested capital for the last 6 7, 8, or 10 years or
for some such normal period, it would be wholly unfair to tax Coca-
Cola or'a similar company on everything which it earns over 10 per-
cent on its own invested capital. Yet, this 4.1 percent plan of the
Treasury Department is nothing but an attempt to tax that kind of
corporation. Yd might consider this problem as illustrating the high
twilight-zone problem-whether the averaRej annual earnings is
higher than 10 percent return on invested capital.

NoW, let us turn to the low tWilight-zone prbblem. In this group
we have corporations whose average annual earnings for the base
period is lower than 6 percent on invested Icapital. For example,
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let us assume that United States Steel has an average annual income
of only 2 percent on invested capital for the base period, or even for
the last 6 or 7 years prior to 1940. Now this present bill gives them
the right to increase their income 300 percent without paying any
excess-profits tax at all. I think many of us, whether rightly or
wrongly, believe that this type of corporation is definitely increasing
its 4roits out of the war situation. This is true of other steel com-
paines and similar companies who are profiting from an increased
industrial activity. This bill lets those corporations go free. I am
not saying that they should pay a full excess-profits tax, but I do
say that they ought to pay some tax. The tax I am proposing is the
tviilight-zone tax. I suggest that those corporations ought to pay
a small tax of about 4 percent on the difference between their average
annual income and 6 percent on invested capital. On everything over
6 percent they ought to pay the full excess-profits tax. Take the
United States Steel case; let them pay 4 percent on the difference
between their average annual earnings and 6 percent on their invested
capital. On the other hand, let us take the Coca-Cola case. I say
that the Coca-Cola corporation and similar companies should pay a
twilight-zone tax of 4 percent as well, but only on the difference be-
tween 10 percent on invested capital, which the bill says is the top
reasonable return, and up to 100 percent. On everything from 10
to 100 percent, they would pay the small twilight-zone tax. On every.
thing over 100 percent-assUming that they made in 1940 about 130
percent-on the 30 percent let them pay the full excess-profits tax
prop by the bill.

Now you will find that this will be a fairer proposal; it will give
you more revenue than the present Treasury plan; it. will get you
to corporations who really should pay some tax; and it will help to
solve the difficult problem about the kind of tax to be put on those
corporations who have never made even 6 percent on invested capital.
Let us say that they have previously been making 1 percent. and
now they are making six times as much income; should not they pay
samethingt The Treasury has not been able to work this out ii
their present bill.

The CHAIRMAN. I am sure the committee will give your memo-
randum consideration on that point,

Senator VANDZIwBERo. At this point may we have printed in the
record for easy reference, section 327 and section 328 of the law of
1921, which bears upon the point I was discussing with the witness

The CHAIRMAN. Without objection, that will be done.

foS ions 327 and 328 of Public, No. 98, 67th Cong., are asolows :)

S 827. That In the following cases the tax shall be determined as provided
in section 328:

(a) Where the Commissioner is unable to determine the invested capital
as provided in section 320;

(b) In the case of a foreign corporation or of a corporation entitled to the
benefits of section 262;

(c) Where a mixed aggregate of tangible property and Intangible property
has been paid in for stock or for stock and bonds and the Commissioner is
unable satisfactorily to determine the respective values of the several classes
of property at the time of payment, or to distinguish the classes of property
paid In for stock and for bonds, respectively;

(d) Where upon application by the corporation the Commissioner finds and
so declares of record that the tax If determined without benefit of this section
would, owing to abnormal conditions affecting the capital or income of the



32 SECOND REVENUE AC7T OF 1940

corporation, work upon the corporation an exceptional hardship evidenced by
gross disproportion between the tax computed without benefit of this section
and the tax computed by reference to the representative corporations specified
In section 328. This subdivision shall not apply to any case (1) in which the
tax (computed without benefit of this section) Is high merely because the
corporation earned within the taxable year a high rate of profit upon a
normal Invested capital, nor (2) In which 50 per centum or more of the gross
income of the corporation for the taxable year (computed under section 233
of title II) consists of gains, profits, commissions, or other income, derived
on a cost-pl's basis from a Gbrvernment contract or contracts made between
April 6, 1017, and November 11, 1913, both dates Inclusive.

Sw. 32. (a) That In the cases specified In section 3.> the tax shall be the
amount which bears the same ratio to the net income of the taxpayer (in
excess of the specific exemption of $3,000) for the taxable year, as the average
tax of representative corporations engaged in a like or similar trade or business
bears to their average net Income (in excess of the specific exemption of
$3,000) for such year. In the case of a foreign corporation or of n corporation
entitled to the benefits of section 262 the tax shall be computed without deduct-
Ing the specific exemption of $3,000 either for the taxpayer or the representative
corporations.

In computing the tax under this section the Commissioner shall compare the
taxpayer only with representative corporations whose Invested capital can be
,satisfactorily determined under section 3 0 and which are, as nearly as may
be. similarly circumstanced with respect to gross Income, net income, profits
per unit of business transacted and cnpital employed, the amount and rate
of war profits or excess profits, and all other relevant facts and circumstances.
(b) For the purposes of subdivision (a) the ratios between the average tax

and the average net Income of representative corporations shall be determined
by the Commissioner n accordance with regulations prescribed by him with the
approval of the Secretary.

(c) The Commissioner shall keep a record of ell cases in which the tax Is
determined in the manner prescribed In subdivision (a), containing the name
and address of each taxpayer, the business in which engaged, the amount of
Invested capital and net Income shown by the return, and the amount of
Invested capital as determined under such subdivision. The Commissioner
shall furnish a copy of such record and other detailed Information with respect
to such cases when required by resolution of either House of Congress, without
regard to the restrictions contained In section 257.

(The report referred to by Mr. Carroad is as follows:)
FEWIAL TAX FORUM,

New York, N. Y., Auigut 95, 190.

Rnoar or THz Excms Psonrs TAx Commirraz

FEDERAL TAX FOaUM

PRISFACE

The purpose of this report is to submit to the membership of the forum
certain recommendations with respect to the provisions of the proposed excess-
profits-tax measure which, if approved by a majority of the members, will be
urged upon the Congress in its consideration of the bill which Is expected to be
introduce shortly.
B'easr. of practihl considerations, these recommendations are set forth

herein In as brief a form as possible, those receiving the Ppproval of the mem-
ership to be amplified and explained to the extent believed necessary it and

when presented to the Congress.
Following a general statement of principles, the recommendations In this

report are divided Into three parts:
I. General recommendations.
I[. Specific recommendations.
Ill. Suggestions for alternative or optional plans (in lieu of the excess-

porofits tax).
References herein to the "Treasury plan" relate to the Subcommittee on

Internal Revenue Taxation, Committee on Ways andb Means, House of Repre-
sentatives the report of which, dated August 8, constituted the only authorita-
tive statement available with respect to the plar% of the proposed excess-profits-
tax bill. when this report was written.
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INTRODUCTION

The taxes payable under an excess-profits tax are necesstrlly geared to high
ates. Therefore, any Excess Profits Tax Act should be thoroughly considered

In order that as few lople as possible be unjustly penalized thereby. Such a
tax must be--

(a) Workable.
(b) Equitable.
Ic) Adequate to raise ueeled revenue.
It Is also self-evident that such a tax, being limited to corporations, should

treat them as economic units. Therefore, at least for excess-profit-tax purposes,
tax returns should be filed on a "consolidated return" basis. It must also be
recognized that the pattern of Industrial life in the United States is so varle-
gated and complex that no excess-profits-tax bill can be wholly fair to all tax.
payers. Thus it is a prime requisite that the bill should Include a provision for
Ihe creation of a "Relief and Itardship" Board. It is also plain that such a
Board must not be dominated or controlled by the Treasury Department, since
the proposed Board should function as an equitable tribunal.

GEN42AL SSXOSUENDATIONS

1. It Is essential that taxpayers be given an opportunity to attend hearings
on the bill as It Is finally worded, and not merely on a plan for a bill. The
committee Is united on the point that the essential fairness or inequity of any
tax law is found In its precise wording; and a general statement or outline, in
tax work, is inadequate for a proper study of so complex a subject. This recom-
mendation is vital and paramount to all other matters.

2. The committee was wholly agreed that the special amortization bill of 1940
should be passed at once, so drafted as to be equally fair to all suppliers, Includ-
ing subcontractors and indirect suppliers. It should be completely separated
from any proposed excess-profits tax bill. Defense needs dictate such a separa-
tion. At the same time, the interests of all corporate taxpayers must be safe-
guarded by permitting full discussion on an excess-profits tax.

3. Your committee was wholly agreed that consideration of the Vinson-
Trammell Act should also be completely separated from any excess-profits tax
law for similar reasons.

4. Your committee has considered the following alternative proposals but is
making no recommendations except that each of such proposals has some merit
and is offered to the Forun for further comment:

(a) Colonel Dewey's proposal.
(b) The Knowles' plan.
(0) Stop-gap plan.

d) The "twilight zone" excess-profits tax plan.
In order to avoid a diffuse report these four proposals are set forth In detail

in a supplement. It will repay the reader to study these alternative plans.

StPMVICO RWOMEMrNDATIONS

(Thts section of the report is confined to proposed changes in, or criticisms of the
.Treasury plan for a proposed excess profits tax bill. This part of the report has been
deened to cc the most taportast work of the committee because of the probability of
enactment into law of the main body of the Treasury plan.)

A. Cosolidotcd retun

The Inclusion of the right to file "consolidated returns" by corporate taxpayers
is considered by your committee as the major omission from the Treasury plan.
However, the mere right to file 'consolidated returns" will prove to be an empty
or illusory benefit unless the section of the law dealing with "consolidated
returns" fairly covers the following points:

a. The principle of consolidation should Include all domestic sub.idiarles of
a domestic or foreign parent but exclude all foreign corporations (whether for-
eign parent or foreign subsidiaries).
b. Exclusion of "personal holding companies" from a "consolidated return"

basis is recommended by a majority of the committee.
e. The filing of a consolidated return should be made mandatory, in the

opinion of your committee.
d. Your committee was not agreed on the amount of control which would

permit or require affliation. The leading views are set forth below-.
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(1) Consolidation to be allowed and required (in the committee's opinion)
only where a parent owns more than 50 percent of the voting control.

(2) Consolidation to be required only where a parent owns 80 percent or
more of the voting stock.

(3) Same as above, but If stock ownership is less than 80 percent but more
than 50 percent, the taxpayer should have the option of Including a subsidiary
over which It exercises working control.

$a) Some of the committee believed that permissive affiliation should be
limited only to those cases where control was equal to 50 percent or more of
stock owsnershiL.

(b) Another view among the committee was that any working control,
even less than 50 percent would entitle a taxpayer to Include such a controlled
subsidiary in its consolidated return.

e. The entire committee was agreed that If a taxpayer included a subsidiary
in Its consolidated return, all of the Income of such subsidiary would have to
be reflected in such return, even though the parent owned less than 100 percent
of the stock.
f. The Treasury plan contains a proposal allowing every corporation an

exemption of $5,000. Your committee was of the opinion that the right to file
a consolidated return was sufficiently a privilege, so that the entire consolidated
group should have only a $5,000 exemption, exactly like any Individual corporate
taxpayer.

9. If a parent lost voting control or the requisite ownership which Is r:eedd
for affiltalton, then such subsidiary would be excluded in the taxable year.
At the same time, the committee strongly recommends that the base period be
appropriately adjusted. However, your committee recognizes that the extent'
of such adjustment may be difficult to determine; hence such disputes might
be referred to the relief and hardship board.

A. In conclusion, your committee stresses the advantage that the right to
file a consolidated return will eliminate many inequities, abuses, and tax
avoidance plans. For example, borrowed invested capital, as described by
the Treasury plan offers many loopholes for tax avoidance it separate returns
are required. Obviously an Increase or decrease In borrowed Invested capital
Is not difficult to arrange among affiliated subsidiary or otherwise related cor-
porations.

Likewise, many difficult problems as to taxable and nontaxable reorganiza-
tions, mergers or liquidations (in whole or part) will disappear if consolidated
returns are permitted. So also, much of the work of a relief and hardship
board would be obviated if consolidated returns were permitted.

The need for a fair and equitable tax law is more important than the loss in
revenue which might result. Your committee recommends that the need for
consolidated returns is so great that an Increase in excess-profits-tax rates (to
offset possible loss of revenue) would be preferable.

Namr.-Because of the prevailing illusion that It Is Impossible to draft a
workable consolidated return amendment to the law, It has been deemed advisa-
ble to Include a short draft of such a provision. Combined with the Treasury
regulations which governed consolidated returns prior to 1934, we believe the
principal objections to consolidated returns are thus fully overcome.

B. De nflion of inrstled capital

Second in importance Is the necessity for a definition or determination of
invested capital to be submitted by the Treasury Deparlment. Your committee
believes that discussion or criticism of the Treasury plan is almost pointless,
unless a specific definition of Invested capital is submitted. Since the nub of
any excess-profits tax Is Invested capital, It seems plain that the Treasury should
currently submit a detailed statement Indicating exactly what Is Includible in
Its concept of "invested capital," how It defines "property paid in," and how It
treats "Treasury stock" and gain or loss from transactions therein.

C. Deits o an offset to inrested ctopflal

It is recommended that accumulated deficits in earnings and profits should
be ignored in determining Invested capital. In brief, your committee believes
that an accumulated deficit should not be used to reduce Invested capital. This
concept of a minimum. invested capital will be a useful safeguard to taxpayers,
who will thus know that the invested capital which was originally pout into a
corporatloh (less withdrawals) will become the "floor' or minimum upon which
figure it can safely rely in determining corporate policles.
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D. Profit dejlclencte

Your committee offers for discussion an interesting proposal that a taxpayer
be permitted to carry forward (against excess-profits-tax Income) in a future
year that amount by which the net income was less than the normal or exempt
earnings.

(ILtusTaATiox.-Assume that a corporation has normal or exempt earn~gs
of $100,000, as determined by its base period figures. Assume that in 1941 its
net Income was only $85000. Under this proposal, since the net income was
less than the normal profit by $15,000, the $15,000 would be a curry-over to
1042. Hence, If the taxpayer earned $100,000 In 1942, Its excess income of
$0,000 would be offset by a profit deficiency credit of $15,00. Thus, It would
pay an excess-profits tax on only $45,000.)

E. Capital gaas and losses

Your committee concurs In the proposal that long-term gains and losses should
be excluded in determining income for excess-profits-tax purposes (in the baso
period as well as the taxable year).

F. Short-term gains and losses

However, your committee was In dispute whether short-term gains and
losses should be similarly treated. The majority view is that the normal cor-
porate tax rules should prevail

However, certain alternative proposals were made as follows:
(1) That statutory net Income be used In determining average annual earn-

ngs. This suggestion was made because of its simplicity.
(2) On the other hand, It was suggested that all abnormal additions or

deductions be excluded in determining average annual earnings. Such abnormal
Items would Include-

(a) Unexpected recoveries of bad debts.
(b) Large refunds of various excise taxes or duties.
(M) Cancelation of Indebtedness, etc.
(d) Destruction or abandonment of property as well as capital gains and

losses on depreciable assets.
In essence, this suggeelton Is an attempt to determine the true operating

income of a taxpayer. Although desirable In theory, the inclusion or exclusion
of Fsuch Items would probably raise innumerable conflicts between the Treasury
and taxpayers.

0. Borrowed fnre ted capital

A suggestion was made that borrowed Invested capital be wholly eliminated
as a factor in determining Invested capital. Some committee members thought
that the interest restrictions almost wholly outweigh any advantage which a
taxpayer could obtain from Including borrowed Invested capital. So also, the
cost of borrowed money varies so widely especially In comparing big with
little corporations that the Treasury plan was deemed Inequitable.

The suggestion was made that the taxpayer be given an option to exclude
borrowed Invested capital.

A third suggestion was that borrowed Invested capital be allowed In full as
an addition to Invested capital; but the taxpayer would be prohibited frcm
deducting all Interest In computing excess-profits-tax net income.

(At this point It is useful to note that the lack of a specific bill made It
impossible for the committee to determine whether the Treasury plan requires
a taxpayer to Include borrowed Invested capital or whether the Treasury plan
makes this optional with the taxpayer. Obviously, In many cases, If borrowed
Invested capital Is required, It will Increase the excess-profits taxes payable,
rather than decrease the amount of tax.)

H. Average Inrestcd capital

The Treasury plan failed to define the treatment of Invested capital changes
during a taxable year. There Is set forth below a proposed statement a to
average Invested capital which is deemed to be fair to taxpayers anl to the
Treasury.
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Change. in inmvesed capital during year.--In the Interest of simplicity, your
committee recommends that the bill provide substantially as follows:

"Only the following changes occurring after the beginning of the year are
to be taken Into account In computing Invested capital, prorated for the number
of days In effect:

(1) Cash paid In for stock or as a contribution to capital.
(2) Property paid in for stock or as a contribution to capital, In an amount

equal to Its statutory basis in the hands of the taxpayer as of the date so
received.

(3) Withdrawals of capital or accumulated surplus (hut not dividends to the
extent that they are paid out of total earnings and profits of the taxable year).

(4) Changes in the amount of nadmissable assets owned.
(5) Changes in the amount of indebtedness coming within the definition

of borrowed Invested capital, the average amount of which, for the entire year,
then to be subject to the percentage limitations provided in the bill (if borrowed
Invested capital Is retained In the final bill).

(6) Increases or decreases in capital surplus arising from transactions In
Treasury stock or in the retirement of stock.

I. Inadmilsible assets

The Treasury plan is again rather vague in- defining "nadmissible assets,"
especially with respect to Government obligations. In any event, only those
Government obligations, the Interest on which is wholly tax exempt, should be
treated as inadmissible assets. There are many types of Government obliga-
tions the Interest on which Is not deducted in arriving at net income, and it
would be unfair to exclude such securities In determining invested capital.

J. No-Taz-Bene$t Theory

The committee favored the view that the no-tax-benefit theory be recognized
by the Treasury in adjusting invested capital. However, since this subject is
somewhat Intricate, the committee confined Itself In this report to the follow-
Ing Illustration of an Important principle in taxation. For example, where a
corporation has claimed an excessive amount of depreciation in a prior loss
year, and has had r.o tax benefit from the excess amount over the allowable
depreciation, such excess should be eliminated in arriving at the accumulated
profits or earnings In the computation of invested capital.

K. Invested capital as :ed biy 1921 return

It was suggested that taxpayers be given the option to use, as a starting
point, the Invested-capital basis, as determined by the final audit of their 1921
tax return by the Commissioner of Internal Revenue. This might help to nar-
row the field of dispute over equity-invested capital. (However, some commit-
tee members pointed out that many taxpayers might bave agreed to revisions
In their 1921 tax returns, only to compromise an old liability or end a pro-
tracted contest; therefore, it would be wholly unfair to make the invested-
capital basis In the 1921 return a mandatory starting point.)

L. Determfnaton of the base period

The committee gave much thought to all kinds of proposals for determining
which years in the base period should be included. The problem revolves
around the fact that many taxpayers suffered losses In one or more of the
4-year base period from 1938 through 1939.

The divergent views of the committee members make it Impossible to offer
a final recommendation, but certain points are worth mention.

1. The committee agreed that all the base years should be consecutive, on
the ground that net Income was closely Identified with Inventories, seasonal
factors, etc.

2. It was suggested that 1 loss year be counted as zero In determining aver-
age annual earnings, but the total income for the base period should be divided
by 4 to obtain an average. (This Is supposed to be the latest subcommittee
plan.) I

3. It was also. suggested that loss years be disregarded completely; hence if
a taxpayer bad 2 loss years and 2 profit years, his average annual earnings
would be the sum of the 2 profit years, divisible by 2 instead of by 4.
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4. It was suggested that a taxpayer be permitted to take any 4 consecutive

years from 1930 through 1939, if the normal base period (from 1936 through
1939) Included loss years.

5. It was suggested that a taxpayer be allowed to take the last 4 profit
years, working back from 1939, but ending with 1930. (However, this election
violates the consecutlve-year rule.)

6. Your committee believes that each suggestion has some merit but also is
accompanied by inequitable features. Therefore, the committee neither ap-
proves nor disapproves of any of the above suggestions.

M. Finandal corporations

Your committee recommends that certain classes of financial corporations such
as insurance companies, certain investment companies, and corporations whose
principal activities consist in investing and reinvesting In securities should be
separately treated for excess-profits-tax purposes. The form of such separate
treatment is a subject In itself. One suggestion was that the normal corporate-
tax rates on such corporations be Increased and that they be otherwise exempt
from excess-profits taxation. Another suggestion was their complete exemption
from excess-profits taxes.

There are so many problems and features about these financial corporations
which distinguish them from the usual industrial, commercial, merchandising,
or business corporation that separate treatment seems not only advisable but
would have an indirect advantage in helping to simplify the excess-profits-tax
law itself (by eliminating the need for too many exceptions). It Is suggested
that corporations 60 percent or more of whose assets consist of cash, securities,
or stock be treated as such a financial corporation.

N. Treasry lock

Your committee Is of the opinion that the subject of Treasury stock in deter-
mining invested capital is a special and important subject, It suffices here to
state that the Treasury Department should be requested to state In some detail
its proposed treatment of Treasury stock In defining invested capital (This Is
still another illustration of the Important fact that a detailed discussion of
the Treasury plan Is made difficult in the absence of specific provisions. In
view of the Innumerable ambiguities in the Treasury plan, It Is hard to offer
precise criticism of defects In the plan.)

The two principal queries as to "Treasury" stock are:
1. Does the increase or decrease in assets from transactions in the purchase

and sle of "Treasury" stock change the "capital surplus" or "surplus" accounts or
2. Should It be reflected as an "income" Item?

0. New oorporaitons

It was recommended that any corporation formed prior to the Munich incident,
about September 1, 1938, be permitted to use "average annual earnings" as an
alternative basis. The Treasury proposal requires all corporations which were
not In business during all of the base period to determine their tax only on an
"invested capital" basis. However, your committee thought that if a new cor-
poration had at least 2 yedrs in Its base period, It should be given option to
use "average annual earnings" for the portion of the base period during which It
was In business. (Ordinarily, newly formed corporations do not enjoy large
profits in the first few years; therefore, any possible loss in revenue would be
very small and would be more than offset by the right of such new corporations
to have an option like older corporations.)

P. Corporaflou formed a11er September 1, 1938

Your committee recommends that the Treasury proposal for treatment of such
new corporations be amended. The Treasury plan requires such new corpora-
tions to use Invested capital alone as a basis. The committee recognizes that
"average annual earnings," as an alternative, Is Inapplicable In such cases.

However, It was suggested that all corporations formed after September 1,
1938 be given the option to be taxed as "personal service corporations." It will
be recalled that the Treasury bill exempts such corporations from excess profits
taxes If all of the net Income Is treated by all stockholders as taxable to the
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stodholders for normal and surtax purpose (Your committee recommends
this option even In cases where capital may be a material Income-producing
factor.)

Q. RePal of ceptatl-ock tos

Your committee hesitates to recommend the repeal of the capitalastock tax and
Its aecompanying excess-profits tar, because It Is recognized that the loss in revenue
may be so large. But the committee stresses the point that the capital-stock tax
and the excess-profits tax are Illogical and Inconsistent features In a tax system
which includes an excess-profits tax of the kind proposed by the Treasury Depart.
nent.

It. RecoW Mo of accounting elandards

-The committee r commends the adoption of the following provision:"Generally recognized principles of accounting are to be followed In determining
what Is gross and net Income and theyear of its realization, and wbat constitutes
ild-n capital and earned surplus except to the extent, If any, that such deter-

minatlor be clearly contrary to specific provisions of statute, or established court
precedents."

S. Relief and4 Aardship board

Your. committee considers that an excess-profits tax jaw which does not set upa "relief and hardship" board .a fataly defective and becomes inequitable to many
tap ,,q for all of whose special problems It In impossible to provide in advance.
The boardosbold be independent of the Treasury Department. It Is suggested
that tmninees of the ifense Advisory Commission be appointed to each section
or panel of the board. It Is recommended that at least three regional panels be
named to cover the country. It is further recommended that one-man panels be
prohibited.
~ .T. Baractive industrie4

TheV, committee recommends some special relief for the extraetivi or mining
Industries.r 'Xbe extraction of many minerals or metals,which have been defined
a "essential" for defense purposes may conceivably be inhibited If such opera-
tlons are subjected to heavy taxation. The Canadian system was discussed by the
cotnilttee but Without approval or disapproval (In Canada, any increase In
the annual quantity of units extracted, results In a corresponding Increase in the
amount of excess-profits-tax exemption.)

* • U. Jftfgation of statute of ltmitaltone

Section 8801 of the Internal Revenue Code should be extended to cover those
cases where the Treasury Department now disallows a less on the ground that
it should have been taken In an earlier- year, wbzie in such earlier year the
Treasury had then ruled that the los shad not yet been realized. Section 3801
hould be early defined, as siell, so as to apply to excess-profits taxes.

V. Rate differentfla n favor o1 new corporaOms

, The higher yields allowed on Invested capital to new corporations Is approved
(in order to encourage new capital ventures) provided that the new corporation
ddes not in fact represents factual continuation of a preexisting business.

W. 'nceete4 COPila!-Valalom of aswe.

The Treastry bill should provide that the amount to be Included In Invested
capital on account of property paid In for stock or as a contribution to capital, is
the adjusted basis of the property In the hands of the taxpayer as of the date so
acquired by It. ..

X. DedUIO., of corporate srlose

In computing exce-prodts-tax net Income for the taxable year, a deduction
should be allowed for all corporate surtaxes as well as for normal corporate-incometaxes. . - ,: ,•
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Y. Unrecognized ats or loss under chapter I of the WetW revenu¢ code

Attention In Invited to page 14ot the House Ways and Means subcommittee
report. It will be noted that the Treasury plan recommends a clarication of the
normal corporate-tax law so that unrecognized gain or ioes with respect to liqui-
dated subsidiaries properly be reflected in the earnings or profits account of the
parent corporation.

This is a very serious and complex matter. While your committee agrees In
principle with the Treasury proposal, It is also clear that the specific wording
of such a new section might be utterly unfair to all or many taxpayers. Here
again, it Is not possible to give a preclde opinion because the Treasury proposal
Is so vague.

In defining invested capital it is urged that earnings or profit. should Include
the amount of the earnings or profits of a predecessor company under a reor-
gantzation merger or liqulda x-free transaction, effective for
the year 10 which it occu

Likewise, where rent company acquires the ta of a subsidiary In a
tax-free lIquidati der section 112 b (6), the paren d be privileged to
Include all the ' or profit. of t subsidiary as an in part of Its base
period earin Section 112 b (6) hat the assets ulred by a parent
upon llquI on of a sbs ry te In recognized ga or loss for tax

Y.~ours Ittee Wee a ted p 1 e solution for whi would appear
to be by tng con or d t on to euh In a relle ad hardship
board. or techni reasons :r hu Ave held mingly non-
taxabli quldations to %Le ta e t nsactiona. a result,
the Oresobtaind an atutor I ~rthery. It is p ble that
many payers will be I bly affect ul to use statutory
basis determining their I ed plt&L t be nly throo equitable
adjustet y a d ps can be reacted, ifat all I w M l-

Coll ez-al probt a where a bl iudto i nization.was edinib years th 1lttng a new co ratlon to
to an old a p old I tu of " h new cor-

poratto is left tn , tr teav agwe a I earnings
method concern

Z.~~~~~ .fIeddcin cop ass crl;
Your tee dl t final decision,, the visablIlty of dis-

regarding all and other taxes on corporate Income computing average
annual earnins the basis against which to measure n come In theAaxable
year. Tbeoretl nd logically such corporate- In and surtaxes should
be disregarded In the l rod and in the tax (Please note that your
committee Is not refe educta corporate taxes and sur-
taxes prior to computing the a subject to excess profits tax.
Reference I made only to a uniform yardstick to be used In the base period and .
the tax period In arriving at the extent of the exempt Income.).

AA. Credits for dividende reoerd and diavdends paid

Special attention is directed to the fact that dividends received income, and a
-credit for dividends paid, have been the subject matter of diverse* treatment in
the revenue acts appicable to te years 19M, 1981, 1938, and 1039. :

The Treasury.plan exempts divldoda -received Income In fbi ony 'under
the invested capltal basis. Therefore, if- a corporation eleta the ue of the
average annual earnings basi the law should be carefully worded so that
such dividefids received Income Is not taxed twice-for ex .qeproflts tax par-
poies. Ass me that Corporation B owns some comm o stock of 06roritlon A;
If Corporation B receives dividends on its "A" stock, it seems thbt Corprtlon
B might have to pay eqxcessprofits taxes on 45 pencut ot %t dvtden I, me

-obtained from Corporation A even though Cororation A may'have paida full
excns-profits tax thereon, prior to declaring and paying A dividend.

BEL Fdriona; service opri~

The Trcryur reqiremhita as to inch espotations- sat overly drastic. In
a great nanyselcaW corl6ratlons kood'portiodot th" comou -stock lup to
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50 percent) Is owned by a silent partner. Therefore the requirements should
be broadened as follows:

(a) That capital should not be the material income-producing factor.
(M) That Inactive stockholders do not disqualify a service corporation If they

number less than five and collectively own no more than 50 percent of the
vothig stock.
(c) That the principal source of income of the corporation be truly from per-

sonual services or certain occupatc ial activities such as advertising, Investment
counseling, selling, or purchasing agencies, brokerage work, etc.

In conclusion, your committee has agreed that the present Treasury plan
will produce Irsufficient revenue to meet any material part of the cost of
defense. Your committee believes that the Treasury proposal should be wholly
divorced from any political flavor. The tax should be a real revenue-producing
bil! and should be fair as it Is humanly possible to make it. In so devising this
tax, your committee believes that unjust leniency In favor of special classes of
taxpayers is as undesirable as unduly harsh treatment of other groups of
taxpayers.

FExax. TAx Fosum,
Excxsa Psoyrra TAx Coumrrmu,

J. STAXIr HAIEKXN,
WDniuAm KEATI NO,
Fs imuo W. Kizurr,
AnTHua 0. blsicKA,
PAUL D. StonEss,
HAMY W. STEUX,
KY.X"r' CAROAD, Ckafrma".

Please address all Inquiries to the chairman, at 40 Worth Street, New
York, N. Y.

Paorossu Dz-trr or Swinox or Law PESMTYNO TnZ FYsU-o or OoNsouOTu
RE RaNS

(a) An affiliated group of corporations shall, subject to the provisions of
this section, have the option of making a consolidated return for each of the
taxable years in which this excess-profits tax is in effect, In lieu of separate
returns. The making of a consolidated return shall be upon the condition that
all the corporations which have been members of the affiliated group at any
time during the taxable year for which the return Is made consent to all the
regulations under 'subsection (6) ; and the filing of a consolidated return shall
be considered as such consent and as the exercise of such option. 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.
A consolidated return shall be made only for the domestic corporations within
the affiliated group.

(6) The Oommissioner, with the approval of the Secretary of the Treasury,
shall prescribe such regulations as he may deem necessary in order that the
tax liability of an affiliated group of corporations making a consolidated
return, and of each corporation In the group, both during and after the period
of affiliation, may be determined, computed, assessed, collected, and adjusted
in such manner as clearly to reflect the income and to prevent avoidance of
tax liability.

(o) In any case in which a consolidated return is made, the tax shall be
determined, computed, assessed, collected, and adjusted in accordance with the
regulations under subsection (b) (or n case such regulations are not pre-
scribed prior to the making of the return, then tentatively in accordance with
sound accounting principles until regulations have been prescribed).

(d) As used In this section, an "affiliated group", means one or more chains of
corporations connected through voting stock ownership with a common parent
corporation if-

(1) At least 50 percent of the voting stock of each of the corporations (except
the common parent corporation) is owned directly by one or more of the other
corporations; and

(2) The common parent corporation owns directly at least 50 percent of the
voting stock of at least one of the other corporations.
In any case in which a consolidated return is filed for excess-profits tax pur-
poses for any taxable year, the determination of "average annual earnings"
and "invested capital" for the base period ytars (1936, 1937, 1938, and 199)
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shall be made as If the members of the affiliated group bad been thus affiliated
In the same relationship as existed for the taxable year. The Commissioner,
with the approval of the Secretary of the Treasury, shall prescribe such reason-
able regulations as he may deem necessary fairly to effectuate the purposes of
this section.

Noz.-The accumulated experience of the Commissioner's office in handling
consolidated returns up to 1934 as to all corporations and subsequently as to

railroads should be utilized In rephrasing the few parts of the regulations which
might need revision.

SuPPLEMN r ox ALTiNAvlt' Psos ALS

First. Colonel Dewey's proposal which suggests that no excess-profits tax be

levied upon any corporation which distributes to Its stockholders as a dividend,
all of Its excess earnings together with two-thirds of its "normal" earnings.
Through such a distribution, a corporation would "relieve" itself from liability
for any excess-proflts tax.

Second. The Knowles proposal which Is similar to the Dewey plan, but re-
quired a corporation to distribute at least 60 percent of Its annual profit to
stockholders, or else be subject to excess-profits tax. It will be noted that both
the Dewey plan and the Knowles plan assume the existence of an excess-profits
tax or a penalty tax which would be an alternative tax If a corporation failed
to distribute sufficient earnings to stockholders as dividends. It is worth while
to note that under the Knowles and Dewey proposals, section 102 of the
revenue act might become unnecessary. (Section 102 relates to the tax on
unreasonable accumulation of surplus.) However, since section 102 Is part
of the permanent revenue laws, It was not deemed useful to discuss further
the suspension of this section.

Third. The third proposal was discussed fully at the August 15, 1940 meeting
of the forum. This plan is the so-called stopgap proposal. It suggested that
no excess-profits tax bill be adopted by Congress until, after the Presidential
election of 1910, thus removing the excess-profits tax as a political Issue. As a
stopgap. It was suggested that the normal corporate tax rate be temporarily In-
creased by 2 or 3 percent and that this temporary tax be automatically annulled
upon the enactment of a complete excess-profits tax bill in the spring of 1941.
This proposal also Included the immediate enactment of the amortization bill;
and further Included a proviso that if the Vlnson-Trammel Act were suspended
or repealed, It should be made retroactive to cover all 1940 transactions.

TnE TwILIGHT ZONE Excss-PIorzis TAX PROPOSAL

The fourth plan has been offered by Kenneth Car.-oad, in an effort to recon-
cile the lending theories in a compromise tax. The theories In question are:

(1) A tax based on invested capital only.
(2) A tax based on average annual earnings.
(3) A tax based on the ability to pay.
(a) Ability to pay being measured by ratio of earnings to capital; (b) or

based on bigness (a graduated tax rate which would tnx a corporation earning
$.000,000, but at a higher rate than a corporation earning $100,000, but at a
Iower rate than a corporation earning $t,000.000; (c) or based on heavy
taxation on the excess over reasonable return.

All these theories have a common weakness-how to determine what Is
normal income; or what is a reasonable return; even the Treasuiy plan is
fatally defective In this sense. It uses alternative yardsticks which are so
far apart that few taxpayers will have any material tax to pay. In fact
the estimated revenue Is so small that the common opinion among tax men
is the replacement of this tax by a stiffer tax after January 1041.

The flexibility of the twilight-zone plan is plain. If more revenue is needed
for defense or war, It is fairer and simpler to obtain such extra money by
raising the rates. But the Treasury plan is defective in this respect because a
sharp increase In rates, on the present framework, will not Increase the revenue
materially. Therefore, to raise more money under the Treasury plan (as seems
almost a certainty in the future) it will be necessary to take away the option
from taxpayers or to limit the exempt Income by arbitrary methods. This

would require a structural change In the Treasury plan.
Under the twilight-zone proposal, most taxpayers pay somewhat more tax

immediately; but the plan Is permanent and reasonably fair; It will not be
distorted In structure, If more taxes must be raised In the future.
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TuE POfOS.AL

(1) Every corporation must determine Its Invested capital in the base perIod,
and also Its average annual earnings In the base period.

(2) The amount of net Income for the taxable year is determined.
(8) A reasonable return on invested capital will be fixed for normal or-

porations at between 6 and 10 percent. Naturally, three possible situations
can result, and only three.

In terms of Invested capital-
(a) The average annual earnings can be less than 6 lercent on Invested

capital;
(b) The average annual earnings can be more than 10 percent on Invested

capital;
(W) The average annual earnings can be between 6 and 10 percent on In-

vested capital.
(A) It is proposed to create a low twilight zone for the first group, where

average annual earnings are less than 6 percent on Invested capital. On the
twilight-zone Income the taxpayer would pay only 4 percent or so in excess
tax. On the balance, it would pay the full tax. In other words, on the
twilight-zone Income, it will pay a reduced or very small tax, because It is
doubtful if such income should be subject to tax. But on the Income which
exceeds average annual earnings there Is a strong presumption that such
profits are truly excess and should be subject to full excess-tax rates.

Illustration: Assume that corporation A has 1941 profits of $1,000,000.
(1) Its average annual earnings are $120,000 or 2 percent of-
(2) Its Invested capital, which is $8,000,000.
(3) The minimum return of 6 percent on $6,000 is $30,000. The twilight

zone is between 2 and 6 percent, or a zone of $210,000.
Computing the tax: First $120,000 is wholly exempt from tax (first 2 per-

cent on invested capital) ; next $240,000 Is taxable at the twilght-zone rate of
4 percent (the twilight zone Is the difference between average annual earn-
Ings of 2 percent on Invested capital and 0 percent minbhum return on Invested
capital); the balance, or $840,000 Is taxable at the full excess tax rate.

(B) The second group is the high twilight zone where the average annual
earnings are greater than 10 percent of Invested capital. Assuming that the
average annual earnings are 42 percent, the taxpayer would pay a twilight-
zone tax of 4 percent on the profit. Which fell between 10 add 42 percent. On
the excess income over 42 percent, the full excess-profits tax would be payable.

Illustration: Assume that corporation B has 1941 profits of $700,000,
(1) Its average annual earnings base Is $M20,000.
(2) Its Invested capital Is $1,000,000.
(3) The maximum reasonable return is 10 percent and so the first $100,000

out of the $700,000 Is wholly exempt from tax. The twilight zone income Is
from $100,000 to $420,000 or a zone of $320,000. The remaining income
($700,000 less $42,000) or 00,000 Is subject to the full excess-profits tax.

Computation of tax: First $100,000 Is wholly exempt from tax, next $U20,000
(twilight zone) at 4 percent tax; balance $20000 (full tax).

(C) The third and final group is the class of taxpayers whoce average annual
earnings is more than 6 percent but less than 10 percent. In this group, the
taxpayer pays no twilight-zone tax, but Is permitted to use the average annual
earnings percentage. On all profit in excess thereof, It pas the full excess-
profits tax rates.

Illustration: Corporation C has profit in 1941 of $500,000.
(1) Its average annual earnings is $300,000, or 11% percent on-
(2) Its Invested capital which Is $4,000,000.
(8) Since Its average annual earnings is more than 6 percent but less than

10 percent of invested capital, the base earnings exemption Is $300,000.
Therefore the taxpayer pays a full excess-profits tax on everything in excess

of $300,000 or on $100,000 of income.
It is also suggested that the excess-profits tax rates be changed as follows:

Take the average annual earnings or 6 percent of invested capital, whichever
Is higher. Income in excess of this base Is taxable as follows:

One-half of the base Is taxable at 20-percent-tax rate, next one-half of the base
Is taxable at 40 percent tax rate. Everything which Is In excess of double the
base is taxed at 0 percent.

But In no event aball the entire excess-profits tax, exceed 40 percent of all
excess Income for the year.
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Illustration: Suppose corporation D has profit in 1941 of $3,000,000.
41) Assume that its base is $700,000, which is Its average annual earnings.

Tax computation:
Total Income for year ------------------------------------------- $3,000,000
Deduct base --------------------------------------------------- 700,000

Excess profits taxable income ----------------------------- 2,300000

50 percent of base or $350,000 is taxable at 20 percent ------------- 70, 00
Next 50 percent of base or $350,000 is taxable at 40 percent --------- 140,000
Excess over double the base ($2,000,000 less $1,400,000 or $1,000,000)

tit 00 percent -------- 7 ----------------------------------------- 0, 000

Total excess-profits tax ----------------------------------- 1,170,000
Let us further assume that the same corporation had an Invested capital of

$6,000,000. Therefore it would be entitled to 10 percent thereof or $000,000
free from any tax. The difference between its average annual earnings of
$700,000 and the exemption of $00,000 is $100,00. This amount of $100,000
is subject to the twilight-zone tax of 4 percent, or a tax of $4,000. Therefore
the total tax would be $1,174,000. Since this tax is greater than 44) percent
of $2,30,000 the final excess-profits tax is 40 percent of $2,00,000 or "20,000.

Illustration No. 2:
Amume corporation E has net profit (after deducting normal tax) of

$120W0.
(1) Its Invested capital is $5,000,000,
(2) Its average annual earnings Is $750,000.
Tax computation:

Total Income ---------------------------------------- $1, 20,
Less exemption of 10 percent on $5,000,000 ----------------------- 50.. ,000

Balance ----------------------------------------- -------- 700,000
Twilight-zone Income (average annual earnings of $750,000 less max-

Imum reasonable return or $500,000) ------------------------ 250,000
Twilight zone tax rate of 4 percent thereon or -------------------- 10,000
Balance subject to full tax or ------------------------------------ 4,50.000
50 percent of base ($750,000) or $375.000 Is taxable at 20 percent or- 75,000
Balance (150,000 less $375,000) or $75,000 is taxable at 40 percent

or- ----------------------------------------------- 30,000Totil tax-------------------------------................ 115,0003

fINAL COMMENT

It Is proposed that all the recommendations of the forum be embodied In -this
proposal Insofar as they relate to-

11) Conso.dated returns, and the principles of affiliation.
(2) Determination of Invested capital.
(3) Abandonment of borrowed invested capital concept.
(4) Selection of the base years to determine average annual earnings.
(5) Appointment of relief-and-hardship board.
(0) Average invested capital.
(7) Admissible assets.
(8) Accumulated deficits not to reduce Invested capital below the original

capital.
49) Exclusion of capital gains or losses, etc.
In other words, the "twilight zone tax" proposal is suggested as the structure

about which a good bill should be drawn. The detailed Items in the forum
report relate to the definition or delimitation of the taxable Income, the base
income, etc. The combination of the two, it is respectfully submitted, make up
an equitable, fair, and workable excess-profits tax, which will raise much more
revenue than the Treasury plan.

The CHAMMAN. Is Mr. Walter A. Cooper here Mr. Cooper of
New York City, chairman of the Committee on Federal Taxation,
American Institute of Accountants.

259829---------4
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STATEMENT OF WALTER A. COOPER, NEW YORK CITY, CHAIRMAN,
COMMITTEE ON FEDERAL TAXATION, AMERICAN INSTITUTE OF
ACCOUNTANTS

The CHAIrHAN. You have a brief that you will file?
Mr. Coopzm. I have, sir.
My name is Walter A. Cooper, of Scarsdale, N. Y., appearing for

the American Institute of Accountants, not representing any tax-
payer at all. As a matter of fact, the worse you make it the better
it is for us. [Laughter.)

We are here to try to give you our views on this law.
Senator GOROE. It is a pretty good bill, then, is it notl
Mr. CooRz. Yes, sir; from that point it is. We do have 18 specific

recommendations, of which I would like to take up a half dozen at
this time.

The first one is we do not believe the excess profits tax law should
be rushed through now and made retroactive. It is intended as we
understand it, to be directed at excess profits growing out of the war
business program yet it is perfectly obvious, the way the program
is going, that proAts to be taxed will not be realized until next year.
You are rushing through a bill with many complications that no one
yet understands fully.

Senator Dsvis. What page are you reading from?
Mr. Coopm. I am not reading at all, I am just discussing what is

in here in more specific terms.
Just to illustrate the retroactive features, how this is going to

affect sonic taxpayers, I am going to give you just one case. It is the
case of a corporation engaged in the contracting business in Florida.
In 1936 and 1937 it realized no profits because it had little work. In
1938 it got busy on a long-term contract that was completed in Janu-
ary of this year. It reports on a long-term contract basis, so it
figured no profit until the contract was ended. That was 1940. So it
has no income in 1938, or 1939, either, for tax purposes. Although
actually this profit of $150,000-odd realized in 1940 is the result of
work in 1938 and 1939, it has very little capital because, as a matter
of fact, it is insolvent and its creditors have been carrying it. It
started with a small capital and built that up through earnings, had
some bad contracts during the depression period, and lost its accumu-
lated capital. So now on this profit of $150,000, it is going to be
called on to pay an excess-profits tax of $33,000-odd, on top of an
income tax of $25,000, and that is a total of $58,000; yet had it known
that this tax was going to be put into effect, it could have taken steps
to reduce that liability, which obviously is excessive. It could have
had its creditors take notes and develop a borrowed capital; it could
have requested permission to use the proportional income basis so as
not to defer all that income into the excess-profits-tax year.

But you are making it retroactive, when thewater is over the hill,
as far as that is concerned, and it cannot do anything now. That is
just one way in waich the retroactive feature works ahardship in this
case, and there will be many others.

I am going to jump now to something that has been discussed
before, and that is the so-called special assessment l)rovision. My
committee submitted to the Joint Internal Revenue Committee last
July a long memo, the result of our study, on this excess-profits-tax
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matter, before any bill was proposed, and we therein hoped that spe-
cial assessment would not be necessary, but it is perfectly obvious,
the way this bill now works out, that there are going to be so many
cases of hardship that we must have some form of special relief.
What is in there now is not a special relief at all; it is just hitting
the case where they cannot determine the capital. It has no effect on
those cases where it can be determined, and the law works a haixdship.

I personally had a lot of experience with that law, and while it is
not all that could be hoped for and the best thing in the world, it is
much better than nothing at all.

Senator VANDENBERO. You are speaking about the 1921 law?
Mr. CoovRr. I am speaking about the 1921 law. We therefore

recommend something similar to sections 327 and 328, with a more
specific statement of the abnormalities to be covered, and which will
grant relief, and we also recommend a separate board outside of the
Treasury Department. We do that because the Commissioner of 1
Internal Revenue is charged with the duty of collecting the revenue,
and he follows the law. Ae do not think le also should be the one to
grant relief to either determine whether it is proper or how much. H

Senator VNDrNBER,. Cannot the Board of Tax Appeals do it ?
Mr. CooPER. It raises this question, that the Board hearings and

records are open to the public, and it might lead to making available
to the general public information about other taxpayers who are not
before the Board. I think the Board wou'd be an ideal body if it
could be so provided that any information with.respect to compara-
tives, as we used to call it, be kept confidential and not a matter of
public record.

Senator VAwDEIBERO. Your judgment is that without something
comparable to section 327 of the 1921 law, that this law would be
seriously inequitable to many taxpayers

Mr. Coorxa. Exactly. The company that I mentioned is one that
would have obtained relief under the old section of the law.

Senator DAvis. Are you of the opinion that the National Defense
Commission should have some representation on that board

Mr. CooPrm I do not think that is material, if you have the right
men. I think the Board of Tax Appeals is perfectly capable of
doing it. I think that is enough. I (to not think it needs the repre-
sentatives of any industry. It should be a relief board composed of
capable men who can determine whom to relieve and how it should
be computed.

The oHAIRMAN. Can you write out a provision for us applying to
the Commissioner of Internal Revenue?

Air. Coorma. I can.
The CHAIRMAN. You will take care of it?
Mr. Coom. Yes, sir.
Senator VANDENR Ro. I wish you would also write one out involv-

ing the Board of Tax Appeals and the necessary protection to be put
around that process.

Mr. CooPE. I will do that.
The CHAmmAN. Please do so right away.
_Mr. CooPm. The second point I want to bring out is the consoli-

dated returns feature. Much has been said about that, and in the
memorandum that we submitted, as I mentioned before, we outline
our reasons for suggesting and feeling that consolidated returns
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should be permitted, not the least of which is the fact that the
Securities and Exchange Commission requires consolidated -tatements
for the purpose of properly determining income.

The CIKA!RMAN. Mr. Cooper, our draftsmen tells us it would take
them at least 6 weeks to write that out. Will you give us that as a
part of your testimony

Mr. Coomin. I will be glad to cooperate with your draft-nien. It
seems to me they have taken long enough to work out a complicated
bill now and I think they might spend a little time on a consolidated
returns feature instead ot the complications they now have.

That, again, goes right back to the first point I made, that rushing
through a bill leads to a bad bill, if you haven't time to do it.

Senator VAIDENBURO. We cannot collect under this bill until March
15 of next year.

Mr. Cooi. That is right. If excess-profits taxes are to be made
out of the defense program, they are not. going to be made this year
an ray.

The third point is, while you call this an excess-profits tax bill,
I think it is really a tax on normal income. I understand it has
been estimated that $00,000,000 will be raised, or thereabouts, after
the first year, or after it gets into effect. If you assume an excess.
profits tax rate of 35 percent--and that is probably a little high-
that envisages approximately $2,6000,000 of annual excess profits
growing out of the defense pro ram in which you are going to spend
,2,800 000,000. That means either the contracting agencies are going
to make contracts at exorbitant prices or else this bill is going to tax
normal earnings.

We recommend that you allow a minimum rate of 8 percent in all
cases. Another reason is that the nominal base period is not normal
for many industries, many companies. We originally recommended
in that connection that the taxpayer be given the opportunity of
taking in 3 of the years 1935 to 1939, consecutive years, or any 3
of the years 1924 to 1927. The year 1926 is being referred to often as
a normal year. That 1924 to 1927 period will exclude the 1928
and 1929 booms.

Senator VANDENBFJIO. I do not understand what you will do with
that period.

Mr. Coormm. Instead of the taxpayer being required to use as the
base period for computing its base earnings the 1936-39 period.
that it be given the option of taking 3 years out of that period, or 3
years out of the 1924-27 period. Those industries that were in the
doldrums in the 1936-39 period but were on a more normal basis in
the 1024-2? period, can thus have a normal base.

The CHAIRMAX. You do not think they went far enough in this
bill fMr. CoorPE. Not at all, because they still require the use of the 4
yetirs and merely say, "Do not deduct the loss, if it happens to be a
loss in one of tose four years." That does not. help the company
at aft that did not have a loss but made no money either.

We would like to point out that the bill as written is very compli-
cated. We think it can be simplified. I just listed in here eight
different possible rates, depending on whether you are using the
lowest invested capital or the preferential Invested capital. or bor-
rowed capital. I shall not read them, but we suggest. that the whole
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thing can be simplified by providing for a recognition of paid-in
capital plus accumulated earnings, if any, under all circumstances. If
you adopt the idea of lowest invested capital, which may change each
year, then a corporation may have two rates on its lowest invested
capital and then on its excess which ties the thing up in knots, makes
it more difficult to follow. It can be simplified if you merely rec-
ofnize 8 percent minimum, or whatever rate may be finally adopted.
We recommend that apply on capital paid in plus accumulated sur-
plus in all cases, whatever it may be, and eliminate the preferential
rate, a lowest rate, and all those complications. We do-not believe
that all these different rates justify the complications that will
develop.

We recommend an unusevd exemption in any year be carried for.
ward. Business does not run annually and evenly, it-runs in cycles,
and if a corporation should lose money or make less than its allow-
able exemption in 1 year we suggest it be permitted to carry that
unused exemption forward so in the final analysis it will pay only
on the excess profits exceedillg accumulated exemptions.

There are niany things we have to do in determining income, from
an accounting point of view, that you cannot do for tax purposes
For instance, a corporation is working on munitions and an explosion
occurs this year and it has a lot of damage claims, they are not
settled until next year, and that loss this year cannot be deducted this
ear. We accountants would make them set up a reserve to cover it,
ut for tax purposes you cannot deduct the reserve. Similarly,

we cannot defer expenses for tax purpose For all these reasons we
think it is equitable to provide for carrying forward any unused
exemption.

Senator GEoRoE. That would be true in the case of old corpora.
tionsl

Mr. COoPrR. That will be true of all corporations, but it will only
apply to the excess-profits-tax years. A new corporation could not
have any carry-forward until after the first year. They then may
or may not have one.

We call attention to the fact that themethod of computing the tax in
the case of a period of less than 12 months can and will, in many cases,
work-out very inequitable. There has been a definite trend in recent.
years toward the use of the natural business year for accounting
purposes. When a corporation changes to that kind of a fiscal year
t is a short period. As a rule, that is the end of a business season,

when it has made the most money. The law requires that they be
put on an annual basis, and it will work out fairly only if the
earnings for that short period are comparable with the monthly
earnings for the entire year.

Take the illustration'of a corporation operating a Florida hotel.
Let. us say it decides to close its accounts May 31, which is the end
of the season. In that. 5 months it makes all its profits, and it does
not make anything the. remaining 7 months, or may make some little
profit or a loss. If that corporation's tax year were continued for
the end of the year-I have used some figures in a table that I have
submitted--suppose it makes $08,000 in flat 5 months' period and if
the rest of the year it breaks even, it should be taxed on the full
$68,000, and that would be $4,250. I am taking the excess-profits tax.
Under this law it would be required to pay taxes as though it wer,
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going to make in the whole year something like $157,000, so its excess-
profits tax would be $13,000 instead of $4,250. We have a definite
suggestion here for a means of computing the tax in a short fiscal-
'ear period. I am not going into it in detail, unless you want it
after. There is an illustration of just how it will work out in each

case.
The CHAMBMAN. Mr. Cooper, we thank you very much.
Senator VAN.DENBElo. Let me ask Mr. Cooper one question.
I am interested in your theory of carrying over exemptions. I

want to ask you whether that fully covers the particular thing that
challenges me. The Department of Commerce reports that the
profits, the annual net'profits of all business corporations with assets
of less than $500,000,000 from 1936 to 1939 is less than the losses
sustained by those same corporations from 1931 to 1935.

Mr. Coonz Yes.
Senator Vawraxarzo. In other words, they lost more from 19.1 to

1935 than they have gained from 1936 to 1939, which is the earnings
base period for excess profits.under this law. It seems to me obvious
that that is not a fair profit base in view of the Previous experience
of losses.

Mr. CooPm. Yes.
Senator VAsNWDEBo. And I am wondering whether, in line withthe exemption carry-over idea, there is any equitable fashion in

which credit could be given for losses during a previous base period.
Mr. CoorsR. Well, my provision with respect. to carrying forward

exemptions would have no bearing on that at all.
Senator VANDENBERo. I understand that. It is in line with the

general relief idea.
Mr. Coopm. Yes.
Senator VANDENBER. I am asking you whether there is any sense

in it,
Mr. CooPRz. There is. It is in line with the same idea that business

does not run on an annual basis. You have a year of loss and a year
of gain. There are certain types of businesses, I suppose the dairy
business runs fairly even-thire are many businesses that make good
money one year and expect to lose the next year. It depends on sea-
song. Take the company engaged in making spring wear, and if this
spring its business is bad all that business is piled up the next
year. You and I who did not buy a spring coat because there
was no spring will buy that next year. In the meantime they
have not only lost money but have not certainly earned any excess
profits, unless in the 2 years the result is that it made excess profits.

Senator BRnw. On page 16 of your brief you state that the election
of the taxpayer should not be binding.

Mr. Coor m. That is right.
Senator ByRm. It is my understanding in theory it was not bind-

ing: that he can change it from year to year. Do you think that
is clear?

Mr. CooPEx. We think it is clear that fro'iiyear to year the tax-
payer can change; we do not think it is clear that a taxpayer can
change with respect to any ora year. That is what we think ought
to be done.. In other words, if a taxpayer signifies in his return that
he wants the income baso, let us say, for 194Q, we think if there is
any change made in those figures he ought to be able to switch over
to the invested capital basis, if he wants to, for that same year.
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Senator BYmw. As of what date? There ought to be some date
somewhere.

Mr. CooPE. Whenever the income or exemption in 1940 is finally
determined. There are hundreds of cases in which a taxpayer would
have to make up his 1910 return without knowing what his income
is in 1936, 1937, 1938, or 1939, or some of those years. I can think,
in my own office, of at least 30 cases where we are tied up we do not
know what the income is going to be for 1937 to 1939, and we do not
know for 1940 either. We have many cases in which invested capital
will have to be determined.

Senator ByRI. The language in the bill does not cover it.
Mr. Cooupm. It is ver' similar to the joint-return election which

has been held to be bind Jor4heap-dular year.
Senator Byiw. you mind submitu to the committee your.

recommendatio some change that should made to cover itI
Mr. Coor es, sir; I shall.
Senator . assume thi 'g'Qjn in the this brief of

Mr. Coop "
The AMMAN. YT.t
Sena Byw. Ahink i o theWord. It very good.
Sen r A I o44 that t~te gures fo the latter

are a ,itt se e methods e loyed by
iff"e t companies, in se g. u a d eatio reserve o charging

off i he previous peri ger my erially d conse-

qe ythprIe oiil 'bs little ti rtificial,

a the ha e hedifferent meth of real-* n this evehatAr. t here que ion arIo original
md 1939 and Ind ius forreco nation A tted I I that come forth a periods current o both- leSe th respect

to dep ation so that they onh t a m Ile We have
any num ofcases ib1iich t t X 8 rate f depreciation

ought to figured on~tha. is t rough ha ber of these
y-ea rs. Lt aythey use 10 percent, the 'Tr yDepartment
comes inin 19 nd 1939 and satys that is.ex ye and cuts- itforthe year 1 .9. the meantime inconjW r 1936 and 1937 has

e he bthat h- so low base income because
of the high ae

The CHAIRMAN. If you wan( to submit an additional memorandum
on that point, Mr. Cooper, you may do so.

Mr. Coori_. I shall do that.
(The bri6f submitted by Mr. Cooper is as follows:)

TATEMENr or WALiu A. COOPER AS CHA~rhtAN OF THE COMMIr m O FtDEAL
TAXATION or Tim AwnaoAN IfsrrrurT or ACcOUNTANTS BEFORE TIr SE19ATE
FINANCE OoMkIrr

Ify nameI. Walter A. Cooper, of Scarsdale, N. Y., chairman of the com-
mittee on Federal taxation of the American Institute of Accountants. I do
not appear as a representative of any corporation, group, or corporations, or
industry. As a representative of the accounting profession of this country,
the members of which have had long and broad experience wjth the application
not only of recent Income tax laws but of former war and excess-profits tax
laws, I am here to express our views on the proposed legislation. These are
expressed on the basis of as complete a study of a most complicated proposal
as time has permitted, and in the light of an experience with and knowledge
of corporations Of all types engaged in all kinds of business.

Our recommendations, some of a technical nature, follow:
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L A RETROACTIVE EXCESS-PROFITS TAX L[%W SHOULD NOT BE ENACTED NOW BUT TIME
SHOULD BE TAXKErN TO DEVELOp FAIR AND MORE EQUITABLE G=ISLATION WUICH

SHOUVJD BE MADE EFFECTIVE JANUARY 1, 1941

Although the burden of determining excess-profits tax liabilities under such a
complicated and Involved law, the like of which has never been seen before,
will fall, to a material extent, on the accounting profession, which, from a
selfish point of, view, may be benefited thereby through the creation of a
greater demand for its services we nevertheless feel that in the interests of the
country as a whole and business In general, our tax legislation should be as
simple as possible and should be fair to all.

No law imposing so severe a burden upon the taxpayers of this country should
be enacted until they bare had an opportunity, not only to study and under-
stand its contents, but to apply them to their particular circumstances and
ascertain their effects. That has not yet been possible. The Indicated purpose
Is to prevent the development of so-called "war millionaires" who might prosper
unduly under the defense program activities. Yet, such activities are barely
getting under way; little, it any, production has been started; and certainly
little, If any, Income will be realized therefrom in 1940. Why, then, should there
be such haste, particularly when baste undoubtedly will lead to an unsatis-
factory law, and the proposed retroactivity will work undue hardship on many
taxpayers. There Is need for the amortization provisions because taxpayers
must now contract for such additional facilities as may be required. The
profits from their operation, however, will not be realized to any appreciable
extent until next year, and the excess profits tax Is aimed at those profits.

The circumstances of many taxpayers, who will be harshly treated under the
pending bill, not only because of its general terms, but also because of Its retro-
activity, have been brought to your attention as many have been brought to the
attention of my committee. A single further illustration Is all I now submit
in that respect.

It Is the case of a corporation engaged in the contracting business in Florida.
It earned no income during the 4-year base period, but during the last 2 years
It was working on a contract which was completed In the early part of 1940. As
It reports on a completed contract basis, the entire Income for the past 2 years'
work becomes taxable In I9M0. The closing of the contracts will thus produce
an Income of $125,000 (after income tax). Not only does It have no base period
earnings, although the Income taxable in 1940 is wholly the result of business
carried on during the base period, but It has only a nominal Invested capital.
That Is because it started with little capital, built that up through earnings
and then lost so much It became insolvent, its liabilities now exceeding its assets.
Under the proposed bill, it will be required to pay an excess profits tax of approxi-
mnately $332M on top of an Income tax of $24,745, a total of $58,000 on an
Income of $150,000.

Had the company known at the beginning of the year what was to happen
taxwLse, steps might have been taken to alleviate the situation, such as having
the creditors take notes for their claims, thus, creating a borrowed Invested
capital. The harshness of the general provisions of the law, and especially Its
retroactivity, Is clear.in this case, and many other similar situations exist.

Accordingly, we urge that the excess profits tax proposals be eliminated from
the pending bill and that sufficient time be taken to develop a sound law that
will be prospective, rather than retroactive in Its application.

II. CONSOLIDATED R TURNS SHOULD BE RNMED OR INC0UE A14D
EXCESS-R'ROFTS TAXES

We submit that the only proper way in which the Income, be in ordinary or
excess, of any group of affiliated corporations can be determined Is on the basis
of consolidated accounting. It is necessary in many cases to have subsidiary
corporations and for reasons that are fundamentally, economically and socially
sound. As a matter of fact, the Government through the Reconstruction Finance
Corporation Is now insisting on the organization of what they refer to as dummy
corporations, but which are really subsidiary corporations, in connection with
loans for defense purposes. Private financing frequently requires the use of
subsidiaries for similar reasons. State laws or regulations, the retention of
trade names and goodwill, and many other reasons, make necessary the use
of subsIdlary ceaporatlons. Much progress has, been made in eliminating
thosp that are unnecessary, but many still remain and must remain.

Subsidiary corporations are nevertheless an integral part of a business unit
and any determination of Income on the basis of the sepdirate companies results
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in an Incorrect determination of the group income. Consolidated Income state-
meats are required by the Securities and Exchange Commission and thus our
Government now says to taxpayer corporations that for the purpose of acquaint-
lag present and prospective Investors with the true earning power of a group
of corporations conoidated Income statements must be filed, yet for tax pur-
poses they cannot be filed.

Furthermore, if consolidated returns are not required the field will be open
for much tax avoidance. In some cases this may be merely avoiding the unjust
burden of separate return requirements; In others, It will lead to Inequitable
avoidance In that the aggregate taxes will be less than would be payable on
the same business and Income earned In a single corporation or computed on a
consolidated basis.

It has bea suggested that the taxation of affiliated groups on a con&,,li-
dated basis would result in less revenue the first year. However, there should
also be taken Into aecouot the probable greater revenue that would ri-sult
over an extended period of time. Aside from that, the effect on revenue should
not be the controlling motive. Equity In the assessment of Ihe burden is
more Inportant -and an tunjust levy is never justified because It will produce
more revenue.

It Is stated in the report of the Ways and Means Committee that considera-
lieu was given to the matter of consolidated return,, but satisfactory pro-
visions covering the same could not be developed In the time available. That
is just another Illustration of the manner in which haste makes for lXor
legislation which prompted the suggestion previously made, to defer the enact-
ment of the excess-profits tax provisions. We again urge that the right to
file consolidated returns be recognized to the end that our income-tax incotme
conforni to accepted accounting principles, to busine& practices, and the re-
quirements of the Securities and Exchange Commission, which In the Interests
of obtaining Informative and proper statements of income requires that con-
solidated statements be filed by all registrants.

tMl. THE RATS OF FxNEMPIO ON INVESTED CAPITAL SHOULD BE IN(Ml5EA5D

It has been said that the pending bill Is intended to tax excess profits and
to prevent the development of so-called war millionaires who might pro-per
unduly as a result of the defense program expenditure& it has also been
estimated that the bill will produce some $300,000,000 of revenue annually in
later years. If that be true the tax will be levied on not merely excess
profits but normal Income, or else Congress expects the contracting agencies
of the Government to make contracts with producers at exorbitant prices.
Assuming an average excess-profits tax rate of as high as 33 percent, the
revenue estimate envisages annual excess profits of approximately $2,000,000,000.
On the average that is almost as much as we propose to spend for defense
activities ($14,000,0W0,000 in 5 years averages $2,800,000,000 per annum).

It is obvious, therefore, that the real effect of the law will be to tax normal
earnings. This results, In part, from the fact that the rate of return proposed
to be allowed on the majority of invested capital will be less than normal.
The minimum 5 percent rate, which will be allowable in many cases because
the average earnings during the base period were subnormal, Is less than
normal interest rates and less than average preferred stock dividend require-
nients In most cases. To levy such high rates of excess-profits taxes on income
which does not exceed a normal return on capital Is not only unjust but it
will certainly tend to retard business activity. The Inherent risks In general
business operations will be greater bec-ause business which rests on defense
program activities is likely to cease whenever the defense program activities
cease. Obviously, business will not go ahead on that bass.

To make the legislation more truly an excess-profits tax law, we urge that
the exemptions on capital be placed at a minimum of 8 percent, and that the
maximum rate allowable be 12 percent If earned during the base period. We
further recommend, In order to equalize the effect on and credits of companies
engaged In Industries that operated on a subnormal scale during the proposed
base period, that taxpayers be permitted to -use as the base period any 2 of
the years 1924 to 1927, Inclusive, or any 3 of the years 196 to 109. Inclusive,
Instead of being required to use the 4 years 1936 to 199, inclusive. A state-
ment outlining more fully the reasons for that recommendation was submitted
by our committee to the Joint Committee.on Internal Revenue In July.

Should this recommendation be adopted,. the excess-profits tax. law will un-
doubtedly produce less revenue than the pending bill, but it will be more truly
an excess-profits tax law and will prevent the unreasonable accumulation of
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wealth out of defense activities just as well as the legislation now proposed.
More important, It will not create the hardships and difticulttes that are bound
to ar:se under the pending bill and will prove less deterring upon general bust-
ness activity. We must always remember that though defense program work
may provide Increased business and activity in the production of the means of
defense, that activity will, we hope, come to an end In due course. We should
not meanwhile enact legislation that will tend to kill off general commercial
activity not based on defense program contracts. Should that come to pass we
will find our country worse off than ever when the defense program work ceases

IV. IHE PROVISIONS FOR MANY DIFFERENT FNEMPTION RATE AND INVESTED CAPITALe
BASES ARE TOO COMPUICATED AND SIIOUII) BE SIMPLIFIED

The many different rates and invested capital bases provided for In the pend-
ing bill lead to an unusually complicated tas structure which we believe is not
warranted by the benefits to be derived by either the taxpayers In the form
of equitable taxation or the Government in the form of revenue or the pre-
vention of tax avoidance.

It Is proposed to have rates of:
1. Five percent and 7 percent minimums for old corporations having a lower

base period earning rate.
2. Five percent to ten percent on Invested capital of old corporations that

earned In excess of the minimum rate during the base perixl.
. Six percent and eight percent adjustments for decreases or increases in

paid-in capital when the income method is used.
4. Eight percent and ten percent for new corporations.
5. No recognition of capital increases through accumulated earnings when

the income basis is used.
. Eight percent and ten percent for new capital In old corporations regard-

less of their base period earning rates, such new capital Including accumulated
earnings.

7. Eight percent and ten percent on net recoupment of original capital which
may be lost after the tax goes into effect-the lowest capital basis regardess
of the earnings rate In the base period.

& When successor or transferee corporations are Involved preferential rate
amounts combining several of the foregoing may apply to the one corporation.

We strongly urge that the entire construction of the law as well as the In-
vested capital and credit determinations which may be required be slmpli-
fled by:

1. The general recognition of Increases or decreases In capital invested
whether they result from capital paid In or Increases and decreases In acca-
mulated earnings under both invested capital and Income credit methods.

2. The adoption of a maximum and minimum range of 8 percent to 12 percent
for the adjustment of the base credit for recognized increases or decreases in
capital Invested.

.3 The application of the mean between such rates, or 10 percent to new
corporations.

4. The simplification of the tax structure and the law by providing for a
straight recognition of all capital increases regardless of whether they arise
from capital paid in or accumulated earnings at the 8 percent to 12 percent
rates (depending on the base period earnings rate) in the case of corpora-
lions existing (actually or constructively) during all or part of the base period
Pnd 12 percent In the ease of taxpayers usings the base period Income method
(whose base rate must have exceeded 12 percent since otherwise the invested
can'tal method would be.used.)

The adoption of this proposal will make possible the elimination of those
sections of the law requiring the determination of whether capital increases are
due to earnings or paid-in capital, make unnecessary the determination of the
source or preferential amounts in the ease of mergers, exchanges, etc., make
unnecessary the complicated provisions dealing with lowest invested capital
under or over $500,000.00, etc.. and, except as to tW increased exemption rates
proposed should not appreciably affect the revenues.

v. uxs XXwrzors 81OUw 22 cummin moawaso

Any unused exemptions should be carried forward to become available In
succeding years so that there will be no excess profits, on a cumulative basis,
until the aggregate Income exceeds the agvgr te exemptions.
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Under the law income must be computed on an annual basis--though business
cycles never conform to such a basis. Also, technicalities as to time for the
deduction of expenses or losses, or taxation of income, frequently require a
treatment that is not in accord with good accounting practice, which seeks to
apply expenses against the income produced thereby.

In many businesses fluctuations are expected so that In 1 year a loss or little
Income results while in another year substantial Income results. These are
the "feast or famine" companies. The average may not be excesive-and the
average Income for 1936-9 is required to be used as the exemption base-not
the highest yearly earnings only.

Deductions for reserves of many types are required for the purpose of deter-
mining true Income but are not allowed for Income tax purposes.

Disputed losses are deductible only when settled-not when really sustained
and are thus not deducted from the Income resulting from the operations which
led to the loss.

In expanding operations preliminary expenses are sustained, to be recouped
out of future Income, which may come In the succeeding year.

When long-term contract business Is involved and profits are determined when
contracts are completed, the result of more than 1 year's business may be piled
up in 1 year for tax purposes.

For any or all of the foregoing reasons the profits for one year alone may be
excessive, though the average of several years will not be excessive. This
Inequity can be alleviated In part if unused credits or exemptions can be carried
forward to apply against future profits.

vT. TilE BASIS R OMPUTINO TAX ro PmEoRI or LESS THAN 12 MoMSvs SHOUW
B m0OIIfl)

Subsection 711 (a) (3) will apply In cases where the taxable year is changed
so that for the period of the change, a return for less than 12 months Is re-
quired; or In the case of newly organized corporations adopting a fiscal year
ending less than 12 months after organization. The requirement that the Income
be placed on an annual basis will produce an equitable and fair tax only If it
be a fact that the Income for the short period Is ratably comparable with the
earnings for a full year. Should such short-period earnings be In excess of the
average rate per month, the tax will be excesive and unduly burdensome.
Should the earnings be less, a way for avoidance of tax is open.

During recent years there has been a definite tendency and trend on the part
of business in general to adopt fiscal years that coincide with the natural busi-
ness year, Instpad of the calendar year. This change has been fostered, not
only by the accounting profession, but by business organizations generally, and
particularly, the Securities and Exchange Commission, which supports the use
of a natural business year In the Interest of providing security holders and
prospective Investors with the more Informative statements and earnings re-
ports that the use of the natural business year for accounting purposes makes
possible. Treasury statistics Indicate that during the 15 months from January
1939 to May 1940, Inclusive, 4,808 taxpayers requested permission to change from
a calendar to a fiscal year basis.

Many businesses are seasonal and when changes In fiscal years are made, the
income for the short period is usually considerably In excess of a ratable portion
of the year's earnings because the proper fiscal year should end with the active
business season, thus Including, as a general rule, the profitable period of
operations. A typical Illustration is that of a corporation operating a hotel,
let us say, In some part of Florida. The season generally ends In mldspring,
say May 31, and all the Income of such a corporation will be derived from
operations during the first 5 months of the year. During the remainder of the
calendar year, the corporation will be lucky to break even, particularly as
during the last few months of the calendar year, it Is likely to be incurring
substantial expenses In the nature of getting ready for the seasonal operations,
training and developing staff, etc, for the next year. To Illustrate the effect
of section 711 (a) (3) as proposed, take the case of a corporation engaged in
the business Indicated and earning, during the 5 months ended May 31. a net
Income for exces-profits tax purpws of $M000. Assume further that it has
an invested capital of $MO,000 upon which it Is entitled to an exemption rate
of 8 percent. Such a corporation will probably earn little or nothing dining
the remaining 7 months of the year, and for this Illustration I shall assume that
the remaining 7 months produce neither net gain or loss. If It continued for



54 SECOND REVENUE ACT OFlI40

the full calendar year, its tax, on the figures given would amount to $4,250, but
under the provisions of section 711 (a) (3), If it should change to a natural
business year, ending May 31, It would be required to pay a tax of $13,178. A
law that produces such a result Is most inequitable. Conversely, of course, if
the Income for the short period should be less than the annual average, too low
a tax will be payable.

To remedy this, we suggest that the proposed bill be modified to provide that
in the case of a period of less than 12 mouthN there be added to the income
for the short period the Income for the remainder of the full 12-month period,
taking the months Immediately following the end of the short period; that the
tax be computed on the basis of that 12-month income and that the amount
payable for the short period be such proportion of the tax on the 12-month
Income as the amount of the income for the short period Is of the Income for
the 12-month period.

If the income for the short period be the same as for the year, the full tax
thus determined should be payable and If the Income for the short period be
greater (because a net loss was sustained during the balance of the year) there
should be payable an excess-profits tax, computed at the same average rate on
the larger short period Income as results from the full 3ear computation. A
tabulation of how this suggestion would work out Is annexed.

Such a change would present *-, complications and would not reduce revenue.%
but, If anything, is likely to increase revenues. Obviously, a corporation that
would be required to pay an excessive tax, under the proposed law, would simply
not change its fiscal year; while one that might pay a lesser tax, under the
law now proposed, would request permission to make such a change. On the
other hand, the enactment of the present proposal will likely stop completelythe very desirable trend of business corporations toward the use of a natural
business year for accounting and other purposes.

vU. THE EMmoN TO uSE OR ANY YEAR SaTrn THE INCOME OR 1NMS'T*T CAPITAL
METHOD SHOULD NT aE INDINo FOR THAT Ol ANY OTHra Y_.Aa

Section 712 (a) requires the taxpayer corporation to signify in its returnfor each year whether It desires Its excess profits credit to be computed under
section 713, the Income basis, or section 714, the income and invested capital
basis. The law does not Indicate whether such election Is Intended to be binding
with respect to such year, regardless of what changes may later be made in
the Income, invested capital, or base period rates upon the audit of the returnsfor the several years Involved. Perhaps it Is not intended to be binding, but
experience with the administration of other elective provisions of the income.tax code, such as the joint return election, Indicates that the~language used
may be held to Involve the making of a binding election as to the particular year
Involved.

If It Is not Intended to be a binding election, the law should be clarified to
make that Intention clear. If It Is Intended to be a binding election, the law
should be changed so as to provide that the tax, as finally determined, be com-
puted under whichever method produces the lower tax.

This is Important because there will be hundreds of cases In which It will
be Impossible at the time of the filing 6f spy return to know the amount ofexceSs-proft credit under either basts. There are many pending Cases Involving
the bare period years, both In the courts and in the Bureau of Internal Revenue;
and until they are disposed of, the base period Income or capital will not beknown. In many cases, too, the adjustment being considered or discussed with
respect to the base period years will affect the current year.

A typical Illustration of that is the possible and probable adjustment of
depreciation under the provisions of T, D. 4422. In many other cases the
amount to be included in invested Capital with respect to ass.ts paid In, par-
ticularly Intangible and nondepreelable assets, has never been determined; and
with respect to such values, particularly as to Intangible assets, there is much
room for difference of opinon regarding values.

A taxpayer should not be required to make a binding election with respect
to the basis of Its excess-profits credits In the face of either a lack of knowledge
as to Its base period or current period Income and/or capital, or uncertainty
regarding.same. We therefore recommend that the election with respect to any
year be not binding and that the law so state.
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VIIL DETERMINATION O INCOME IN BOTH THE CURRENT AND BASE PERIODS SHOULD

EXCLUDE LOSSES 0 DIIUCTIONS ARlISON OUT OF THB RJETIREMrNT O DISCHARGE
OF BONDS, ETO., AS WELL AS THE INCOME THEREFROM

Paragraph 711 (b) (2) (A) (W) (and comparable subparagraphs of other
sections make the same requirement with respect to taxable periods) provide
that in the computation of excess income any Income arising from the retire-
ruent or discharge of bonds, etc., shall be excluded. This is sound as it excludes
Income of a nonrecurring nature, although the effect of it generally will be to
reduce the Income and earnings rate of corporations which were operating on a
low-profit basis (which made possible the discharge of indebtedness at a profit).

We urge that equity requires that losses or deductions growing out of similar
circumstances which will Involve primarily the deduction of imnanortized dis-
count or premiums on call should likewise be excluded. Such deductions are of
a nonrecurring nature and have no relation to current business operations, in-
come, or excess profits. The failure to exclude such deductions, which are
really not applicable to the income of the period in which sustained and which
usually serve to reduce future expenses through the. flotation of new securities at
a lower Interest rate, will have the effect of reducing the base-period income
and/or earnings rate on which the excess income of the current year is based,
while the current-year income will be greater than it otherwise would be
because of the lower interest rate on the replacement indebtedness. While
accepted accounting practices do not treat these deductions as applicable to
the income in the year in which the bohds are retired, income-tax procedure
has made the deduction In that year mandatory, eveu though it may result In a
net loss for the year.

We urge, therefore, that the subparagraph referred to and comparable sub-
paragraphs in other sections of the law be modified to provide for the exclusion
of any unamortized discount or premiums arising out of the retirement or dis-
charge of bonds, debentures, notes or certificates, )r other evidences of indebt-
edness which have been outstanding for more than 18 months, as well as the
exclusion of income as now provided.

Ix. LONG-TERM CAPITAL GAINS AND LOSSES ON DERIECIABLE ASSkTS O L0 LESS
THAN I'NADJUSTW COST SHOULD NOT BE EXCLUDED

It is proposed that long-term capital gain and loss be excluded in determin-
Ing either the current year and base period excess-profits income. It is further
proposed that assets held for more than 18 months and subject to a deprecia-
tion deduction should be regarded as capital assets, the gain or loss on the sale
or exchange of which Is to be excluded from the Income computations.

During recent years the matter of depreciation deductions has been the sub-
Ject of much discussion and dispute between the Bureau of Internal Revenue
and taxpayers, as the Bureau has sought, through administrative policy, to
substantIally reduce depreciation deductions. Normally, the question of the
rate of depreciation really Involves the year In which deductions are taken, Hs
under-depreciation produces a write-off or loss when the asset is eliminated or
sold, while over-depreciation, should the property be sold, will result in i tax-

-able profit. At first, when the provisions of the Income-tax law denied to cor-
porations deductions for net losses on capital assets, Including depreclm:ble
capital assets, there was much taxpayer resistance to proposals to reduce depre.
ciation charges. A year or so ago, however, the law was amended to exclude
depreciable capital assets from the definition so that the Ios resilting frini
the dfisposition of such assets became deductible, thuts providing the Treasury
with the argument that If the rates proposed were too low, n lo." deduction
would be allowed later.

It Is now proposed to deny the deduction for excess-profits-tnx purpose.
This Is c*rialn to lead either to considerable dispute nud litigation regarding
the amount of deprecirtion charges or to the enforced scrsppinX (ns In the
recent past) of aiss-ets which might otherwise be salable and useful to other
producers, as losses from scrapping would not be disallowed as a los on mle.
This may he particularly serious If such equillment should be useful to others
In con.,snmmating the defense program and becomes unavailable by reason of
such demollion.

We suggest, therefore, that the proposed bill be modified so that the provisions
of section 11 (a) (1) (B) and other comparable subsections be made nonappli-
cable to gain or loss resulting from the sale of a depreciable capital rsset for
an amount less than the cost or other unadjusted basis of such asseL Under
such circumstances, then, the gain ox loss on the sle or exchange of the asset,
which In reality represents over- or under-depreciation, as the case may be, will
be taken Into account In determining excess-profits tax liabilities.



56 SECOND REVENUE ACT OF 1940

X UNDER THE INCO.EE METHOD TAXABLE STOCK DIVIODUS SHOULD ]BE TSEATED AS
ADDITIONAL CAPITAL PAID IN

The bill provides that in computing capital additions under the Income method
distribution of stock or rights to acquire stock shall not be regarded as capital

aid in. We recommend that this be modified to exclude from capital additions
,nliy such stock dividends or rights as are not regarded as taxable income in tle

hands of the shareholders and that there be included in capital additions such
stock dividends or rights as constitute taxable dividends to the shareholders.
Should a corporation distribute a cash dividend and the stockholders turn about
and reinvest such dividend through the purchase of additional capital stock, the
shareholders would be taxable on the dividends received, and the corporation
would receive credit for an addition to capital. Should such a corporation
Issue a taxable stock dividend, the shareholders will be taxable just as though
they had received a cash dividend, yet the corporation will receive no credit
for additional capital.

There is no reason to force the use of the roundabout method, which Is obvl-
,usly what will be done where it is possible so to do, or to require the payment

of a larger excess-profits tax In such cases where the distribution of a cash
dividend and its reinvestment Is not feasible by reason of the peculiar circum-
stances of a taxpayer corporation. More likely, of course, In such cases the
dividends will not be distributed. It is desirable to encourage the distribution
,f taxable divIdends, which will serve to Increase the personal income taxes

ef the shareholders. The change here recommended is not at all likely to
decrease revenue, but, on the contrary, If it has any effect, will increase reve-
niues from personal income taxes.

Xl. ON THE INCOME BASIS, C-XPITAL IIDUC-TIONS 5IIOUVW) BE ADJUSTABT FOR
DECREASES IN THE INADMISSIBLF ASSETS

Section 718 requires that the capital additions for which credit is allowable,
In computing the excess-profits credit based on income, shall be reduced for any
increase in the investment in the inadmissite assets. This is sound, but it Is
noted that In the case of a reduction In capital through a distribution to share-
holders that Is not out of earnings or profits, no comparable adjustment Is
allowed for a decrease In the Investment in Inadmissible assets. Thus, for
example, if a txpayer corporation should distribute shares of stock of another
corporation and the distribution be one that Is not out of earnings or profits,
It would be charged with a capital reduction, although its income would not be
similarly reduced, Inasmuch as 85 percent of the dividend from such stock is
not taxable. The same result would obtain if the corporation should seli its
stock In the other corporation and distribute the proceeds.

We recommend, therefore, that appropriate adjustments comparable to those
contained in section 713 (c) 3 (A) and (B), be allowed for the distribution
of an inadmissible asset as an offset against any capital reduction representing
distributions not out of earnings and profits, now covered by section 713 (C) (4).

Xl. DISTRBUTIONS IN FIRST SIXTY DTY$ OF TAXABLE YEAs SHOULD NOT BE AUTO-
MATICALLY DEDUoD AS Or THE BMLNINO OF THE YEAR

We suggest the elimination of subparagraph 118 (c) (2) requiring the deduc-
tion from invested capital of distributions during the first 00 days. It appears
to be a carry forward from the old 1921 excess-profits-tax law which, however,
required Invested capital to be reduced by any distributions during the year In
excess of the earnings accumulated at the date of the distribution, such earn.
ings to be computed on a pro rats basis. However, with respect to income taxes
under the existing statute, any distributlon made during the year is deemed
to have been made out of current-year earnings regardless of distribution during
the first 00 days or of the amount earned at the date of the distribution, and
the proposed excess-profits-law tax applies the same theory and principle to
distributions after the first 00 days of the taxable year. There is no reason
for the distinction under these circumstances, particularly as subparagraph 718
(e) (2) is likely to be ineffective anyway since it will lead to a delay in the
payment of dividends until aftee the first 00 days have passed (except as to
early 1940 distributions before an excess-profits ta~c was contemplated.)
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XI1I. ON THE NOOUE BASIS REOOITION SHOULD BE ACVORDED CAPITAL INCR.ASM

OVER THE AVERAGE BASE PERIOD CAPITAL INSTEAD OF WFN0 LIMITI TO INCREASES
ArER THE FIRST EXCESS-PROFITS TAX YEAR

It Is provided, In section 713 (c) (dealing with the income method credit)
that the base-period Income be Increased by a percentage of the additions to
capital subsequent to the beginning of the first taxable year coming under the
excess-profits tax. Thus, a corporation that happened to Increase Its capital,
1)ecember 31, 19W, will obtain no increased credit by reason thereof, while a
corporation that Increased Its capital on January 2, 1940, will obtain an in-
creased credit. This Is clearly Improper and inequitable as between taxpayers.

Capital added during the base period has been effective in producing income
only since it was added. The additional Income It produces is divided by 4 in
the averaging, but no Increase Is recognized for the added capital.

To use the Illustration previously given, capital added In December 1939 could
have produced no income. It will produce income during the excess-profits tax
years and assuming the other capital produces the same income as it averaged
during the base period, all the income from the new capital would become excess
profits. If the rew capital were added during the base period, the Inequity
is proportionate. To remedy this, we suggest that section 713 be modified to
provide that, in addition to an increa,;ed exemption based on the capital addi-
tions subsequent to the beginning of the first excess-profits tax year, an addition
be recognized for the difference between the paid-in capital as of that date and
the average paid-in capital during the base period. Thus, for example, a cor.
portion having average capital during the base period of $50000 and earnings
of $100,000 would, If it increased its capital December 31, 1939, have the same
credit as a corporation In otherwise similar circumstances increasing Its capital
on January 2, 1940. In the case of increases subsequent to January 1, 1938,
and prior to January 1, 1140, proportionate recognitton'would be given.

A table is annexed to show how this suggestion would work out in comparison
with the pending proposals.

XIV. Ex EMHrOaS sh.!MILAN TO THAT oRANTED PASOHAL-sEavcE CORPORATION s s1ot-
BE AVAILABLE TO ALL COXPOELATIONS HAVINO A LIMITED NUMBER OF SHAIEHOLD S

Some of the serious hardships likely to grow out of the proposed law Involve
the smaller corporations, In the operation of which the principal stockholders
are quite active, and which have relatively small capital In relation to their
earnings, In many cases, by reason of general business conditions during the
base-perlod years, which nmde it difficult for the smaller bu.lnesscs to operate
profitably, many such corporations had low Income. A return to more normal
operations and Income yield will require such corporations having little or no
base-period income and low Invested capital, to pay an unduly burdensome and
much higher excess-profits tax than would be payable If the shareholders con-
ducted business as a partnership rather than a corporation. Unless they be
personal-service corporations, there is no way out.

Accordingly, we recommend that all corporations having 30 stockholders or
less be given the privilege of electing to be exempt from excess-profits taxes,
provided their shareholders Include their proportionate shares of the corporate
Income in their Individual income-tax returns in the same manner as provided
for personal-service corporations. This will not make posihlle substantial
avoidance of excess-profits taxes that ought to be paid because, In the case of
corporations having large incomes, the personal surtaxes on the shareholders
will probably be Increased at least as much as the excess-profits tax thereby
eliminated. It will be helpful only in the case of the smaller corporations, but
that will merely eliminate a hardship that should not be Imposed rather than
confer a benefit.

Xv. INSURANCE COMP.fNIES SHOULD BE EXEMPT

There appears to be no provision in the law for the exemption of insurance
companies whose normal net Incomes are determined under special provisions
of the Code. Furthermore, with respect to mutual Insurance companies which
have no capital paid in and whose Incomes bear no relation to capital of any
kind no provision Is made In the pending bill for any Invested capital.

Mutual Insurance companies have no capital and though there may be a
small amount designated as surplus their total holdings of as.wtt are offset
primarily by retained reserves: thds except for the effect of the base period
income method all Income might be subjected to excess-profits tax. The fund'
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in the possession of mintual Insurance companies represent the deposits of
thousands of policyholders to provide for the mutual protection of each other.
The Income derived from them can only be investment income and the nature
of Investments available to Insurance companies are limited by State-regulating
authorities. Should such deposits Increase so that the total assets increase the
income would also Increase, yet the only credit available for excess-profits.
tax purposes would be the base period Income, If any, arising out of a smaller
amount of premium deposits.

Stock companies, on the other hand, would have an invested capital, but
the assets with which they operate represent not only their own capital but

* deposits or premium payments of the insureds which are paid In advance. The
Investment of such funds Is limited by regulating authorities to the more
stable and -lower income-producing investments, yet the requirement for the
reduction of Invested capital on account of Inadmissible assets might so reduce
the invested capital allowable as to subject the companies to excess-profits
tax, and It can hardly be said such companies realize excess profits when
both their income and their premium rates are so subject to the control of the
States as to prevent the realization of excess profits.

Provision has been made for the exemption of certain types of investment
companies. The real income of insurance companies generally is the Income
derived from Investments. In view of the Substantial Inequities that would
result if Insurance companies are subjected to tax on any portion of their
incomes which may be determined to be excess profits under the proposed
legislation and in view of the fact that they are comparable to controlled In.
vestment companies of the mutual type, which are to be exempted, we urge
that all insurance companies be exempted from the proposed excess-profits
tax.

XVL A VRL EQUITALE ZMEUF PaolSION SHOULD EM ADDED TO HE LW

About the middle of July, shortly after the Joint Committee on Internal
Revenue Taxation started consideration of an excess-profits tax law, the com.
mittee on Federal taxation of the American Institute of Accountants, after a
rather comprehensive study of the problem, submitted to the Joint Committee
on Internal Revenue Taxation a complete memorandum on the subject. In
that memorandum it was suggested that a relief provIslon, similar to the special
assessment sections of the old excess-profits tax laws, was not desirable and
that a law should be developed to make the inclusion of such a relief provision
unnecessary.

It seems now obvious, however, that any excess-profits tax law along the
lines of that now proposed, as to the basis, rate and method of determining
exemptions or the rate of tax requires the inclusion of some equitable relief
provision the present proposal merely covers cases in which capital cannot be
Determined) that will avoid the undue hardships certain to arise in many cases.
A'number of these have been brought to your attention. The proposed law can
be well-nlgh ruinous to a number of taxpayers, not the least extreme example of
which Is the illustration of the contracting company previously given.

We urge, therefore, that a relief provision similar to that of prior laws, be
Included with a more adequate statement of the abnormalities to be recognized
and the hardships to be alleviated, and that the determination of whether or
not relief should be granted and, If so, the amount or basis thereof, should be
made by an independent board or group outside of the Bureau of Internal
Revenue.

XVII. THE EXISTING O sXCFAs-2orITS AND CANITAL-T0(I TAX tAVwS SHIot RE RE ALED

It Is now proposed that we hare not one but two excess-profits tax laws. We
reall7e that to make a capital stock tax law workable, If It Is to be based on a
free declaration of value, some form of excess-profits tax must be coupled with
It. However, Inasmuch as a capital basis must be determined by most corpora-
lions for the purposes of the new excess-profits tix, there now seems to be
no need for a capital-stock tax based on a declaration of an arbitrary value
having no relation to actual or invested capital values.

We, therefore, recommend that If the revenues presently being obtained from
the capital-stock tax are required, the present law should be repealed and one
of the following be substituted in lieu thereof:
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(a) Increase the normal income-tax rate by 1 percent. Under the existing law
taxpayers who guess correctly their future earnings and provide through their
declarations of capital-stock values just enough exemption to equal the income,
pay a capital-stock tax exactly equal to I percent on net income. Those who
are bad guessers may pay more, but there is every reason to eliminate the
guessing feature and substitute a 1 percent additional income tax so as to place
all taxpayers on a comparable basis.

(b) If a capital-stock tax not related to Income should be preferred (and we
deem it preferable), the tax should be levied on the average Invested capital
for the year as determined for excess-profits tax purposes and in those cases
where the base period Income method is used, the basis for the eapltal-stock
tax should be a capitalization of the base period income at the maximum rate
plus or minus capital additions or reductions recognized in computing the excess-
profits income credit.

This suggestion will simplify the tax structure materially,. will not require
any computations or determinations in addition to those required for excess-
profits tax purposes, will put the tax on a logical rather than a speculative basis,
the computation of the tax can be shown on the excess-profits and income-tax
return, and the tax can be paid at the same time as the income tax. This will
simplify the preparation of returns, eliminate the filing on the part of the tax-
payer and the auditing and handling on the part of the Treasury Department
of an additional return for each corporation and will reduce the work of col-
lecting the tax, as it will merely require the payment of larger quarterly amounts
instead of a separate additional amount.

xvII. AMOkRIZATION SHOVL' NOT BE LIMITED TO COSTS INcuRED AFTER
JtLY 50, 1940

The amortization provisions seem to be very well *outlined to protect the
Government, on the one hand, and be fair to taxpayers, on the other hand, ex-
cept in oue respect the deduction Is limited to costs incurred after July 10, 1940.
In many cases taxpayers, anticipating the ultimate need of the United Stat .
to have available facilities for manufacturing the materials of war or defense,
undertook plant expansions prior to the date stated. In maty cases these steps
were taken after discussions with and, in some cases, at the request of, repre-
sentatives of the War or Navy Departments.

Corporations which undertook to make such expenditures in anticipation of
our requirements and should be co'. .urmled therefor are now being penalized
in comparison with taxpayers who declined to Incur expenditures for additional
facilities until assured of an amortization deduction.

We, therefore, suggest that the provisions be expanded to apply to any facll-
Itie, the construction or Installation of which was undertaken after the out-
break of hostilities in Europe. The provisions of the pending bill requiring
the appropriate authority certify that such facilities are essential for the
prosecution of the defense program should be here applied also. Thus no ex-
penditures made for normal purposes would be certified and would not be
subject to an amortization allowance.

EXHIBIT A

Illustration of the effect of the suggested change In section 711 (a) (3) relat.
Ing to the computation of tax for periods of less than 12 months.

Amevmed facts

(1) A corporation changes from a calendar-year basis to a May 31, fiscal
year. Its Invested capital fcr the year Is $500,000 and it is enl"led to an 8-
percent credit.

(2) It earns $66,000 excess profits net income during its 5 months' season
ending May 31.

(3) The three alternative possibilities are that during the succeeding I
months It-

(a) earns or loses nothlng-12 months' result would be $6000.
(b) earns $11,000-the 12 months' result would be $77,000.
(W) loses 6,000--the 12 months' result would be $60,000.

2952"-40---5
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(4) The tax results would be:
Cle(1) CleWI CM. e ')

.............................. ~ h 837
Under qua=e*e ch3nge ...................... 4,250 6,00 tw

(5) Computed as follows:
(I) 'Under pending bill:

Excess-profits net income ($&i,000-153X360) -$157.,I
Less credit (8% of $500,00=$40,000+$5000) ---------- 45.000

balance ---------------------------------------- 11.,8s2.

Tux oil $112,82 ------------------------------------ 31.008

Tax payable ($31,008+30OX153) -----------------------.. 3. 1TS

(11) Under sugeted change:
(a) 12 months' Income ----------------------------- ,000

Le," credit as above ----------------------------- 45, 000

Balance ------------------------------------- 11.000
Tax ou $11,000 ----------------------------------- 4,250
Tax payable ------------------------------------ 4,250

(b) 12 months' income ------------------------------ 7,000
Less credit as above --------------------------- 45,000

Balance -------------------------------------- 3 000
Tax on $22,000 ---------------------------------- 7,000
Tax payable (6/7ths of $7,000) ------------------- i. 000

(c) 12 months" Income--- ....................... 00,000
Less credit ------------------------------- - 4, 000

Balance -------------------------------------- 15, 000
Tax on $15,000 --------------------------------- 3,000
Average rate on Income 3/00ths or --------------- 5%,
Tax payable (5% on $00,00) -------------------- $3,.0

EXHIBIT B

Tabulation illustrating effect of proposal to give recognition to increases In
capital during the base period In determining credit by the average income
neihod (under sec. 713), nsume-

Amount of Invested capital Jan. 1. 1 ----------------- $40, 000
Anount of Invested capital Jan. 1,1940 .--------------------- 00,.000
Amount of Incrcase In capital during base period ------------ I00,000

('onputatlon of amount to be included in credit under section 713 on account
of Increase:

Average I Amount of r Amount o(vee capita credit (tlual Average In- credit (equasl
ktte ba' difference Tetod caitl iff~rce

.. between In- for b,, between in.
late of irereLse 'erl''l after' vested capital Date of Inceme _ priods atter vested eaptaltlInreeet as oil Ia nd1inelt 0. Jan. ,

perd of I M1940 an,4 sv- ( tof I1 ade
day ignored) drg ignored) erse foedba*

Dec. 31,.M....... SV O tCM.. .. A1D ee. 3 1, 19 39 .. . . . . . . . .1 1I/0,0(3 " 1 3 100 5 Ju n e 3 0 . 1 ? .......... - - - 4 2 , . 1 ,7.50

Junie 30I13 412.500 V.7,&D Dec.e. II, 13..........450 Mom .n00
D . l .... ... ... 42,000 I&OD0 June 0o, X ...... 7.. , , 5M I 25o
Jnne 31 . 19"1 ........ .. 417, .2,500 " A a Ian. l, 19 .......... 0 0
Dec. 3, 2937 .......... .M3o 60.000

Under the pending bill there would be no credit for the added capital.
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SUPPLEtIENTAL MEtMORsANDUM Stmirnll) BY WALTER A. COOE'EB

During my oral testimony some questions were asked regarding deduction
of depreciation reserves when rates were changed by the Bureau of Internal
Revenue and I was requested to submit a supplemental memorandum witi
respect thereto, as well as to suggest appropriate provisions of law to cover
certain changes recommended. The supplemental memorandum with respect to
depreciation deductions and one other point follows:

THE EFUT OF CHANCES IN DEPRECATION S.lES AND A s'GFTIOV TO EREIFDV
TIlE FAME

During recent years the Bureau of Internal Revenue has undertaken to revise
and materially reduce the depreciation deductions of many taxpayers. These
reductions have been made either because It Is alleged the basis upon which
depreciation has been conputed Is excess ive or that the rates of depreciation
applied to cost of deprectahle assets were excessive usually the latter). In
many cases these changes were first made subsequent to 103 and In some of
them the first changes will not be made until 1940 or later years. If the changes
In depreciation deductions are made in excess-profits years only or during part
of the base period only, the result Is distorted and the taxpayer may be require '
to pay an excess-profits tax on Income which is really not excessive. To illus-
trate the effect the tabulation below shows the net income during the base
period and during the year 1940 as It would be computed under the taxpayer's
method. In this illustration the net Income before depreciation deduction during
the base years and the first taxable year remains constant In order to eliminate
from the Illustration the effect of fluctuatien In Income or expense other than
depredation adjustments. Thus the amount of net Inome before the deprecia.
lion deduction is assumed. However, the depreciation deduction is taken from
ai atitial ease that Is now pending. The figures follow:

1938~4-ft 197 9 140aer

(e) Net inftne eore deprecrtle de-
dcticlon ................. .. .9 $9.D000 $!D 000 100,0)0 -00'W

() ,ttro -.......-............. 40.,0001 4%, 000 40mO 40. CO 71)00 M.0o0

From the foregoing Illustration It Is clear that the taxpayer's average Incom
during the base period Is the same as its average Income iii 1IWO and there should
be no Income subject to excess-profits taxes. At the present time the Bureau of
Internal RIevenue Is auditing the tax returns filed by the taxpayer for 13*S and
1939 aind it propos-es to reduce depreciation for those 2 years by reducing thu'
rate of depreciation from 10 percent to 5 percent. This will cut depreciation
proteteally in half so that as the result of these changes the figures given In the
iliustrntion above will be changed as follows:

IM3 1937 1938 19N9 4-year Ioaverfte

(0) Xet !ncowe teroce deerectrtion de-|

(4) )Vreirtlon ..................... 9 00 9Q. OD 47,000 A000 7M 6 W10

(C) 'Net intooe----------------..40000 402,00 433 000 4400) 4?7. 500W 01-.01

From the foregoing It will be observed that although the Income of the taxpayer
remains the same, the adjustment of the depreciation ebaige (a matter of mate.
anatlcs only) for only 2 of the base years, coupled with the adjustment of the
charge for the taxable year 1940 will result In the taxpayer showing profits of
$24,000 In excess of the base period Income, subject to excess-profits tax If the.
rate be 50 percent of 12.000, yet as a matter of fact It has realized no exem
profits at all.

The pending bill provides for making certain adjustments to the base perild
Income In order to put the computatlot thereof on a normal basis comparable with
the'computation of the taxable year net Income. In order to relieve this situation
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so far as It Involves a change In the base or rate of depreciation, it is suggested
that In any case where the basis or rate of depredation Is changed by a deter-
mination of the Commissioner of Internal Revenue, the deduction for the same
Item during all of the baie years should be recomputed and redetermined on thle
same basis and at r'.e same rates. Under such a provislon the computation in
the illustrated case gli en would then shw the following:

19M 17 19 Im 4-year iO

(a) Net income befoe depreciation de-
duction .................... iMOOD ..50t00 M0ODO M~0OW0 MOW,00 $50,0(6) Deprectaton .......................... 480o O OD 47,00 50,000 4%500 1 Wo

) Net income ..................... 452,000 4 00 453,1000 450.00 451,500 111, 50

From the above illustration, it will be observed that if the appropriate adjust-
ment is made during all of the base period years the average ba,-e period Income
will be the same as the current year income and there will be no income subject
to excess-profits tax which is the fact. Without provlsIon for such a correction
the base period comparatives would be distorted In such a way as to show
excess income where none exists.

THE PROVISIONS RtOIATINO TO FOREIGN cORPOAI'ONS SHOU BE CHANGED SO AS NOT
TO REqUIRE THE PAYILNT OF EXCESS-PRITS TAXES WHEN NO EXCESS PROFITS
AR EAZ.NE4

Section 712 (b) provides that foreign corporations engaged in business in the
United States during any part of each of the 4 bace period years must compute
their excess-profits credit under the provisions of section 713 and accordingly
must be taxed under the provisions of section 710 (a) (1) (the income credit
method). They are not given the rl'ht to elect either the Inuerne or invested
capital method.

As a result of the above such foreign corporations will be required to pay the
additional 44'-percent tax on normal-tax net income even if they earned no
excess profits.

To Illustrate: Assume a foreign corporation earned during the base period
$100,00 on average Invested capital of %2,000,000. It has thus earned only
5 percent and under the invested capital method it would pay no excss-profitI
taxes even If it had the same capital during the taxable year and earned
$100,000.

However, because It Is required to use the Income method such a corporation
will be required to pay 4*-percent additional Income tax on that $100,000.
As a matter of fact even if It earned only 2', percent on Its capital during the
taxable year, or $50,000. which is one-half of its base period Income, it would
still have to pay the additional 44-pereent tax on that $50,009.

It is understood that this result was not intended ; that In the first draft It
was provided that resident foreign corporations should compute their excess-
profits credits under the Income method so that only earnings In excess of the base
income would be taxed. Subsequently the requirement that 44 percent of the
normal-tax net Income be levied on corporations using the Income method was
added, apparently without realization of the fact that it would require a foreign
corporation to pay that additional or excess-profits tax though it actually earned
no excess-profits Income, This should be corrected.

In order to correct the two situations above described and to provide for equita-
ble relief and an election for domestic corporations that is not binding, there
follows below four suggestions for changes In the pending bill.

With respect tu the equitable relief provistons, it is not now suggested that
the Board of Tax Appeals be empowered to grant that relief because the methods
under which the Board operates are such that It w6uld be Impracticable for the
Board to undertake to determine the amount of the relief to be afforded In any

particular case. To do that properly it would have to have available and before
it a complete record of the data with respect to all corporations. Otherwise, it
would not know the correct or proper comparativs to use or proper tax tO levy
in any particular case. It i., therefore, recommended that the granting of such
relief as may be In order in any particular case be left to the administrative
authorities, who will have available all the necessary data.
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SUGGYSTFD CHANGES TO COVEt DEPRECIATION ADJUSTMENTS

Add to sections 711 (b) (2) (A) (on p. 10) and 711 (b) (2) (13) (on p. 12) the
following:

"(VI) AwjusiM&TS oF BAsIS FoR OR RATE oF DEcPWIATION.-If, as the result
of a determination by the Commissioner of Internal Revenue, the deduction for
depreciation allowable under section 23 (L) for any taxable year beginning after
December 31, 1I9, Is computed on a basis or at a rate different from the basis
for or rate applied to the same or similar depreciable assets for any of the taxable
years In the bate period the amount of the depreciation deduction under section
23 (L) for such base period year or years shall be recomputed on the same basis
as and/or at the same rates applied In the taxable years and there shall be
deducted for such base period year or years only the amount of depreciation as
so recomputed.'

SUGCs TF CHANGE TO PERMIT TAXPAYER TO F[J" AT ANY TIME TO USE FATHER INi-
COME OR INN'FDTED CAPITAL METHOD WIHICHEVER PiODUCES THE LOWER TAX IN THE
LIGHT OF I tAL DIERUINATIONS Or RMT INCOME OR INTEST1) CAPITAL FR TilE
TAXABLE YI'AR OR THE RARE POSOD

Change section 712 (a) (on p. 13) to read as follows (omitted portion in
brackets-new portions in Italics) :

"(a) Dowu.-io c ORo iox.-In the ca.e of a domestic corporation, the first
taxable year of which under this subchapter begins on any date in 1940, which was
in existence during the entire forty-eight months prior to such date, the excess-
profits credit for any taxable year shall, (at the election of the taxpayer made In
its return for such taxable year be an amount computed under either section
713 or section 714, tchtcherer rceute (in the lower tax under the application of
sections 710 (a) (1) or (2). (For election in case of certain reorgpnirations of
corporations not quallfil tinder the preceding sentence, see section 741.) In the
case of all other domesile corporations the excess-profits credit for any taxable
year shall be an amount computed under section 714."

SUGGESTED CHARGE TO FLIMINATE THE DISCRIMINATION AOAIKST SOME FOREIGN
CORPORATIONS

Change section 712 (b) (on pp. 13 and 14) to read as follows (new matter
added in italics) :

'(b) FoRoIGN (o3oToN.%s.-In the case of a foreign corporation engaged
in trade or business within the United States or having an office or place
of business therein, the first taxable year of which under this subehapter
begins on any date in 1940, which was In existence on the day forty-eight
months prior to such date and which at any time during each of the taxable
years In such forty-eight months was engaged In trade or business within
the United States or had an office or place of business therein, the excess-
profits credit for any taxable year shall be an amount computed under action
713, but In surh caes the taz cqual to 4A per centum of the normal-fa"
tie$ fr'ome prorided for ia section 710 (a) (1) shall sot be lev/d, collected,
or paid. In the case of all other such foreign corporations the excess-profits
credit for any taxable year shall be an amount computed under section 714."

Also change the first part of seAlon 710 (a) (1) (on p. 2) to read as
follows (new matter in Italics) :

"(1) INCOME cEDrIT.--If the taxpayer's excess-profits credit Is computed
under section 713, and erespt as prodded in section 712 (b) a tax equal to
4A's per centum of t'.e normal-tax net Income, as defined in section 13 (a)
(2), plus":

A possible alternative method which may be preferred by the committee
and would eliminate the discrimination is:

"Permit foreign corporations to elect the same as domestic corporations
can elect to use either the Income or Invcsted capital credit method and then
pay the same taxe, Including the 44 percent of normal-tax net Income if that
provision is retained."

The above has not been suggested as the committee had some reason, not
apparent to the writer, for requiring some resident foreign corporations to use
the Income method.
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SUGGESTED sUaSTuxeT. FZJr POVISaONS oa R EctoN ii IN H. B. 10 113

S. T21. EQUITABLE RELIEF IN SPECIAL CASES.

(a) The excess-profits tax shall be determlued under the provision-, of s*ub-
sec-tion (b), In lieu of section 710, In the following cases:
. (1) Where the invested capital of any corporation at the beginning of any tax-
able year or during the base period or the excess-profits net Income during the
base period, or the Invested capital or excess-profits-tax net income during the
base period of any acquiring corporation, component corporation, transferor,
transferee, predecessor, or successor cannot be determined in accordance with the
provisions of subchapter H.

(2) Where the tax if determined without the benefit of this section would. owing
tu any abnormal conditions, nourecurring Income or nonrecurring deductions at-
fecting the invested capital or exces.I-profits net Income during the taxable jear
or the base period of the corporation, work upon the corporation an exceptional
hardship evidenced by gross disproportion between the tax computed without Imone-
lit of this section and the tax of representative corporations specilied In subsec-
tion (b).

(b) In the cases specified In subsection (a, the tax shall be the amount which
bears the same ratio to the net Income of the taxpayer (in excess of the specific
exemption of $5000) for the taxable year, as the average tax of representative
corporations engaged in a like or similar trade or business, bears to their average
net Income (in excess of the specific exemption of $4,000) for such year.

In computing the tax under this section the Commissoner shall compa:-e tie
taxpayer only with representative corporations whose Invested capital and excess-
profits net Income during the taxable year and the base period can be satisfactorily
determined under subchapter E and which are, as nearly as may be, sinlilarly
circumstanced with respect to gross income, net Income, profits per nnit of ludsi-
ness transcated and capital employed, and all other relevant facts and elrm-n-
stances.

(e) For the purposes of subdivision (a) the ratios between the average tax
and the average net Income of representative corporations shall be determined
by the Commissioner In accordance with regulations prescribed by him with the
approval of the Secretary.

ori-In order to present the excessive tax burden from which the above section Is
Intended to ive relief, working hardship upon the corporation before the relief cn be
determined. t suggested that any taxpayer making application for relief In ito tat
letorn be given the privlege of lkbatlng, with proper security to the collector. .0 percent
of the tax otherwise determinable uner the statutory met bod. Ih F1o percent of the
tax abated should become payable to the extent assessable after the determination of the
tax under this section, Interest at the statutory rate to be paid on any balance then
payable.

The C1AMIMAN. Mr. Kenneth Armstrong, Chicago, Ill., representing
Marshall Field & Co. All right, Mr. Armstrong.

STATEMENT OF KENNETH ARMSTRONG, CHICAGO, ILL.,
REPRESENTING MARSHALL FIELD & CO.

The CHAIRMAN. You may proceed. Mr. Armstrong.
Mr. Aaurmoxo. Gentlemen of the committee-
The CHAIRMAN. Is it the same matter that you testified on before

the joint hearings?
Mr. ARmsmoxo. After giving effect, Mr. Chairman, to the bill as it

has been revised, it brings up a new point in our issue.
The CHAMMAN. Have jou ota rief memorandum!
Mr. AitsmoNo. No, sr; f have just some.note3 here that I would

like to follow.
The CHMRMAx. All right. -

- Mr. ARusTIoxo. Gentlemen, I am here today as one of the many
thousand employees of Marshall Field & C., and for the purpose of
representing the many stockholders of that company, much in the same
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capacity that you gentlemen represent and protect the interests of the
people of these United States.

House bill 10413 states as its objective, "to provide revenue and for
other purposes"; and my company has asked me to appear here today
not to protest any increase in taxes which in the wisdom of Congress
is necessary in view of the increased expenditures for national defense,
nor does my copnpany object to the principle of an excess-profits tax as
a means of raising the additional revenue needed; but we are here to
point out to you, gentlemen, that the proposed bill as it now stands
axes at an exorbitant rate, earnings of this and many other companies

which are not excess earnings.
The CIHAIRMAN. Do you think this is more objectionable than the

other bill that you testified about I
Mr. ARMmo-No. Yes, sir.
The CAI MAN. You think it is ?
Mr. ARsismo.xo. Yes, sir. Due to the improvement in general busi-

ness conditions in this country today, we anticipate a 25-percent in-
crease in earnings before Federal taxes over the results for 1939; but
when we apply the formula, as we are obliged to do under section 710
(a) 2 of the proposed bill, we calculate that our Federal taxes for this
year will be 180 percent in excess of our Federal taxes for 1939. In
dollars, gentlemen, this means that a 25-percent increase in income
p reduces $1,414,000, and that the increase in taxes is $1,715,000, or
$301,000 more than the total increase in earnings. We are sure that
it is not the intention of this Congress to pass an excess-profits tax that
not only takes all the increase in profits and then some.

Because of the conditions existitig in our business we are not able
to qualify under section 710 (a) I of the act and must content ourselves
with fi urin excess profits at the minimum rate of 5 percent.

Marall Field & Co. was established in Chicago in 1856, and oper-
ated a wholesle and a retail dry-goods business. For a number of
years the wholesale was the more profitable end of the business, but a
change occurred in the buying habits of the country and the wholesale
started a downward trend; and in 1935, as a result of a most thorough
investigation, it was decided to liquidate the wholesale business. This
liquidation was completed by the end of 1938 but it means that luring 3
of the 4 base years provided for in this bill the retail store of this com.
pany was obliged to absorb not only the recurring operating losses of the
wholesale but also the additional liquidating losses as well. The retail
business of this company has made money in every year of its entire
history, except 1932. Now that the wholesale business is no longer
in ol e4rtion, the corporation today is a different business than it was
previous to 1939.

For today it is primarily a retail organization and the retail
division during the base years of 1936 to 1939 iad satisfactory
profits. As a matter of fact, they were better than the average when
compared with the figures released by the Bureau of Business Re-
search Harvard University, which show that those stores doing an
nnnuaf volume of business in excess of $10,000,000 reported a return
on their net worth of 11.5 percent in 1936, 8.0 percent in 1937 4 6
percent in 1938, and 8.3 percent in 1939. Yet this comnyA whose
retail profits were in excess of these percentages, is precud~ under
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this tax bill from using such rates of return and is obliged to use
the minimum of 5 percent.

Profits in excess of 5 percent for this company surely cannot be
called excess profits until they reach a figure substantially in excess
of that percentage.

The preferred stock of this company pays a 0-percent return to its
holders and surely the common stocidholders with the greater risk
should be entitled to a higher return-if not, how are we going to
interest new capital in this business?

Old corporations should be allowed the same rate of return on their
invested capital as that offered to new corporations. The stockholders
in old corporations are continually changing; with the economic
changes that have occurred in this country within the last 20 years
it is just as difficult to forecast the earnings for an old corporation
as it is for a new corporation, and it is just as much a speculation
on the part of an investor to put his money into stock of an old cor-
poration as it is to buy stock in a new corporation.

I wish to reiterate that it is not our purpose to object to paying
taxes or higher taxes, but we do believe that taxes should not be
inequitable as between taxpayers, at least taxpayers in the same type
of industry.

In view of the reluctance of Congress to enact in the proposed
bill special relief provisions which would permit consideration of
competitive conditions, we believe and respectfully suggest: (1) That
corporations be allowed an exemption of 8 percent on invested cap-
ital before the imposition of excess-profits taxes, and (2) that bor.
rowed capital be included 100 percent as part of invested capital-
for large corporations the same as small.

Senator VANDENBERo. Mr. Armstrong, would section 327 of the
1921 law substantially meet your necessity?

Mr. AnMs-roNo. Yes, sir.
Senator B-RD. Are there many companies similarly affected as

you sI
Mr. AaIrsoo. Yes, sir; Senator Byrd. I have heard previous

witnesses speak of the textile business. We have a number of textile
mills down in Virginia and North Carolina who are penalized by
having to use the 5-percent rate. On the other hand, there are cor-
porations who are not affected the same as we are, such as the retail
end of our business, but because of having this wholesale liquidation,
which was an unusual situation and our retail is not going to be
competitive with the other retail industries of the country, and we
have to meet this competition. So I think there are any number
of corporations that will be affected one way or the other. This bill
will either create a benefit or an undue penalty and the bill will not
be equitable between the vast majority of taxpayers in this country.

Senator By". Did your company invest an' new capital
Mr. Ai waRoxo. Yes, I think so, definitely. This company spent,

during the 4 base years of 1936 to 1939, the sun of $2,000,000 to in-
crease its facilities that is the purchase of land, buildings, and equip-
ment, and under this bill, because of the fact that they are obliged
to take the minimum of 5 percent they are not allowed, or rather they
are forced to consider all the income that arises from this increased
expenditure rs excess profits, which, in effect, in our opinion, are only
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normal profits accruing to a business that has the foresight to step
out and increase its facilities.

The CHAISMAN. You would elect then tie invested-capital method?
Mr. AnSimxONo. Yes.
The CHAIRMAN. Your concern would?
Mr. ARMsWoNo. Yes.
The CHAIRMAN. It gets a break in that over the original House sub-

committee recommendations on which the committee heard you, up to
$ 00,000 from 6 to 1yercent, credit; that is true, is it not?

Mr. ARmsroNo. Yes.
The CHAIIRMA N. And over $500,000 you get a break from 4 percent

credit to 5 percent, is that right?
Mr. Aigs aoxo. Yes, sir.
The CHAIRMAN. And then you et a furesher credit those who elect

to take the base period, you save from that penalty, that we put a 4.1
penalty on them, is that rightI

Mr. ARismo.O. Yes, sir, but contrary wise, Mr. Chairman, the
excess-profits tax rate is increased from 40 to 45 percent, so that the
advantages that we have in increasing the rate on the invested capital
fiom 4 to 5 percent are offset by the increase in the tax rate of from
40 percent to 45 percent. So that-, in answer to your original question
to me, this bill does not benefit us any more tjan the original bill
submitted by the House Ways and Means Subcommittee on Taxation.

The CnAIMAx. Then there is also a difference on the excess
profits of about 5 percent, if you take the method that you say your
company would take rather than the average earnings period.

Mr. AnMsRoxo. There is that advantage, but it is offset by this
other disadvantage, in my opinion.

The CHAInMAN. All right, Mr. Armstrong. Thank you.
Senator CO.NNAur. You are a professional tax man, are you not?
M.. Auis'moxo. No, sir; I am comptroller of Marshall Field & Co.

As I said in one of my opening remarks, I am one of 16,000 employees
working for that company.

Senator CONNALLY. That does not identify you. What kind of
employee are you ?

M[r. ARmsroo. I am comptroller of that corporation.
The CHAIRMAN. Anything else, Mr. Armstrong?
Mr. ARsswroxo. That is all. Thank you.
The COAunMAN. Mr. E. D. Evans of Chicago who represents Arthur

Andersen & Co., is the next witness.

STATEMENT OF EDWIN D. EVANS, REPRESENTING ARTHUR
ANDERSEN & CO., CHICAGO, ILL.

The CHAIRMAN. All right, Mr. Evans. Have you got a brief that
you want to put into the record?

Mr. EVANS. Yes, sir; I have.
T11e CHAIRMAN. Just point out the important points to us.
Mr. EVANS. I have only one point, Mr. Chairman, and it will only

take me a minute.
The CHAIRMAN. All right.
Mr. EVANS. My name is Edwin D. Evans. I am partner in the

accounting firm of Arthur Andersen & Co., of Chicago, Ill., one of
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the national accounting firms, and I have charge of the tax work in
all the offices of that firm.

I am a certified public accountant in a number of States and am
a member of the American Institute of Accountants and of the
Illinois Society of Certified Public Accountants.

I am here as a representative of Arthur Andersen & Co.
This tax bill is designed to levy an excess-profits tax on that part

of corporate income for current or subsequent years that is in excess
of a stipulated return on invested capital or of average earnings for
certain prior years. The Ways and Mfems Committee made mt very
definite attempt. to exclude unusual items in determining income
subject to the tax and income of the base years where such items
would result in the distortion of the income.' These adjustments are
set forth in section Ill of the bill.

One of these adjustments eliminates income derived from retire-
ment. or discharge of indebtedness. However, no provision is made
for the elimination of losses or expenses incident to similar transac-
tions. An example will clarify the point.

Corporation A sold its bonds in a prior year at par but in 1938
was able to repurchase them at 80. The 20point profit was taxable
in the year of purchase and the House, quite properly, has elimi-
nated this unusual and nonrecurring item from base-period income.
However, the reverse of this situation has not been accorded similar
treatment. Suppose Corporation B sold $5 000,000 of its 10-year
bonds in 1934 at a discount of 5 percent or $'250,000. Each year it
was permitted to deduct one-tenth of this discount or $25,060. In
1939, due to the existence of a favorable money market, it. refinanced
and therebyN reduced future years' interest. fiarges. The bonds of
1934 having been retired, the remaining unamortized discount, of
$125,000, together with any retirement premium which may have
been paid, was charged against 1939 income in accordance with the
Treasury Department's rilings, as approved by the courts. These
items of expenses are of the same unusual and nonrecurring nature,
as is the income mentioned in the first part of this example, and
often result in serious distortion or even elimination of in-ome.

I suggest, therefore, that section 711 be amended in the four places'
where income from bond retirements is dealt with by inserting the
phrase-
and deductions for retirement premiums paid and unamortized discount and
expense allowed in connection with
so that the revised paragraphs will read as follows:

Retirement or discharge of bonds, and so forth: -There shall be excluded,
in the case of any corporation, income derived from and deductions for retire-
meait premiums paid and unamortized discount and expense allowed in Con-
nectlon with the retirement or discharge of any of its bonds, debentures, notes,
or certificates or other evidences of indebtedness, which have been outstanding
for more than 18 months.

That is all, Mr. Chairman.
The CHAIRMAx. Thank you very much.
Mr. 1. R. Glass, New York City, representing the Tanners Council

of Americh.

11. 71 (a) (1) (C), (a) (2) (E). (b) (2) (A) ()1). and (b) (2) (B) (1i).
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STATEMENT OF I. R. GLASS, NEW YORK CITY, REPRESENTING
THE TANNERS COUNCIL OF AMERICA

Mr.. Gltss. Senator Harrison and members of the committee: As
econ(dilit for the Tanners Council I am not licce to go over some of
the technical features or deliver any speech on the technical fea-
tures of the measure as enacted by the House. The tanners whom the
Tanners Cruncil represents are not concerned with excess profits;
they do not question the validity or purpose of such a bill. As the
operations of the tanning industry have been rather notoriously
unpirofitable, the tanners are very seriously concerned, as members
of an unprofitable industry, with the aspect that the high rate of
the tax contemplated in the House measure would be paid from re-
turns which, over a period of 2 or 3 years, would actually be low or
show a loss. The earnings of tanning companies over 2 or 3 years
might well show a net loss, yet because of the character of the in-
dustry the high rates of tax might impinge upon a single year and
niahi, in that single year become 50 or 55 percent of the total in-
cme--that is, the total alter the taxes, including the excess-profits
taxes that the rate contemplated would take,

I think the two options offered in the House bill, that is to say, either
the average income or average earnings ratio or invested capital op-
tion are predicated upon two assumptions, or rather three: First. that
earnings in a base period are representative of the normal or reasonable
or fair returns to which a corporation is entitled' second, that those
earnings are actually available in such form as tbey can be utilized
through the payment of taxes; and, third, that the earnings of cor-
porations are regular and stable, not only in the base period but in
other times as well, and particularly in those years which will be
affected by the excess-profits-tax measure.

Now those assumptions or premises may be true of some industries,
but they are not the case, emphatically not the case, in the tanning
industry. The income of a tanning corporation is extremely erratic.
From year to year fluctuations may be as g t as 100 or 200 percent.
Profits in one year may be followed by equivalent losses in the next.

I should like to cite, if I may, several figures. For example, in the
period from 1929 on, based on a report by the Federal Trade Com-
mission on income taxes and processing taxes on agricultural coni-
modities and the tanning industry, at least the representative tanners
showed losses between 1929 and 1935--showed losses in all but 2 years.
The net loss over that period was something like $17,000,000 for 11
companies. In the period between 1936 and 1939 average earnings for
the 4-year period were extremely low. In 1939 the report showed
$600,000 earned on invested capital of approximately $7,100.000. The
preceding year, however, that company had a loss of $63,000. In
other words, the profit earned in 1939 was completely offset by the lo&s
taken in the preceding year.

The point I should like to emphasize has been brought up here be.
fore. It relates to the erratic and fluctuating character of income in
certain industries. I can speak best for our own, the training industry.
We have such an erratic and fluctuating character of income, that 'it
is almost impossible to assess fair excess-profits taxes in terms of an-
nual income. The income for a.single year can never be repre.ntn-
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tive of earnings in the tanning industry. The reasons for that are
fairly obvious and do not have to be repeated in great detail.

The industry has a very slow turn-over. It has an unusually high
proportion of inventory to total asets. The coincidence of a sudden
price rise and large volume may easily produce a large income for a
given year, a fairly heavy return on invested capital, but a year of
that character is unusual. It is axiomatic, as a matter of fact, in the
tanning industry that 1 year out of 4 or 1 year out of 5 is the year
that carries the tanners. Nevertheless the taxes which would be" im-
posed on a tanning corporation for that good year-taxes upon income
which would certainly be offset inevitably as the price cycle reached
the bottom-would absorb a very heavy proportion of income for the
single year.

Most tanning corporations would have to elect the invested capital
Basis of determining their excess-profits credit. Upon that basis they
would have the minimum option, that is to say 7 percent on the fiiet,
$500,000 and-5 percent on all capital thereafter. That minimum would
become to many companies the maximum tax credit which they would
be allowed.

It is probably quite true that the income of tanning corporations
over a period of years would not be seriously affected by those mini-
nmum rates, in soar as tanners do not have any excess profits, insofar
as they have been able to operate and will probably continue to oper-
ate for a few years, and that without reference to the new situation
which may be created by the national-defen.e program. Nevertheless,
the House bill, as written, will make it necessary for tanners to face
a very inequitable and, potentially, a very dangerous situation for
any single year.

There is a third point in connection with that analysis, and that
is the availability of income in a single year for the payment of taxes.
I think most tanners would concede, if income were available and
were actually realized and on hand, the dangerous or inequitable and
potential discrimination involved in the tax rate would not be very
serious, but the whole difficulty of our tanners is that they do not
have the income available for the payment of taxes at the rate called
for under the House measure.

Senator BAnIEY. They recoup in prosperous years the loses that
they sustained in prior years, where they have such los.sesI

Mr. GLss. Yes.
Senator BAILEY. That being so, there would be no inducement to

carry on an enlarged business or to invest new capital in it, is thatrilht Ir. GLyss. If I may I would like to read just a sentence or two

from a letter of a comparatively small tanner in which he expresses
his reaction to the House measure:

As you will readily realize from these figures. our only hope of continuing
In business is to ultimately eliminate our deficit position and to get some net
worth behind our stock.

The point he is making is that the company has been making a
deficit for a number of years, it had losses for the past 12 years. It
continued in business by virtue of loans and by virtue of credit ex-
tended to it by creditors.
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Senator BAiLEY. We ought to levy a tax bill that ought to be an
inducement to the investment of new capital, if we want the country
togrow.

Mr. GLAs. I agree with that, sir.
Senator B.iEsY. If we want business to grow, and if business does

not grow we will lose the last hope, whether the balancing of the
Budget will pay the national debt. That is the last hope.

Mr. GLAsS. I concede heartily in that statement, Senator.
Senator BAILEY. If we do not get that we will have socialism. Is

not that the alternative of the proposition I We must fix it so the
people will be willing to invest capital or take the whole thing over
and run it. Is not that what we have got to do?

Mr. Gross. That would be the practical effect of the measure as
applied to the tanning industry, because it would certainly tend to
dissuade the investment of capital in any tanning industry where the
condition would be faced that in the profitable years they would be
taxed at extremely high, unreasonable rates, without any offset, with-
out any compensation for the inevitable and necessary loss years.

Senator VTA.DE.nERo. What. would you do to meet that situation?
Mr. GLAss. It seems to me, sir, that there are two possibilities. If

no specific cognizance would be taken of the situation in individual
industries and if the tax is to be applied on an finnual basis, then the
exemption, that is to say the credit, ought to be high enough to corn-
prehenld situations of this sort a credit of 10 percent on invested cap.
ital, so in no single year could a company be seriously and adversely
affected by having to pay out most of its income for Federal taxes
without any offset in subsequent years of loss. On the other hand, if
it is possible to write a measure which will take practical recognition
of this problem, it would seem to me that the pofit of view expressed
by several witnesses today is extremely germane; that is to give recog-
nition of the fact that corporate income is not an annual proposition,
that corporate income cannot be measured in a period of 12 months;
that the only fair way of measuring corporate income would, in effect,
be on a cumulatory basis. In other words, to permit the excess-profits
measure to carry forward deficiency of credit for a given year. Even
that does not meet the problem, obviously, because in the first or in
any year in which the excess-profits tax might apply there may be a
very substantial levy on income without any previous deficiency to
carry forward. So that the tax would fall upon an average or cumu-
lative fiinme, and that the excess be measured in terms of your average
or cumulative income rather than the result for a single year. It seems
to me in that way can most of the difficulties which would flow from
erratic and fluctuating annual income be eliminated.

Senator G(uFy. Is not the trouble today with the tanning business
caused by two reasons: One, the time that elapses from when they buy
the raw material until it is a finished product? How long does that
take on the average? Fifteen to eighteen months?

Mr. GLAss. Do you mean in the case of tanners who import their
raw material ?

Senator GuFry. Yes.
Mr. Gross. It takes as long as 15 months.
Senator GUFFY. And the second reason is the decrease of consump-

tion of leather especially in ladies' shoes.
Mr. GLAss. YNot particularly.'
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!, Senator GuttEr. What is the decrease in consnimption? I am .isk-
ing for information. What is the decrease in the amount of leather
consimneld in ladies' shoes?

%fr. GLAss. In the past 10 years we have increased it approximately
.8 or 9 percent.

Senator GUFFFY. It has increased instea(l of decreased?
Mr. GLAss. Yes.

. Senator GUFFEY. I mean the aniotut of leather that has gone into a
-hoe.

*Mr. GLAss. Into the shoe business?
Senator GUFFEY. Yes.
Mr. GlAss. The fact of the matter is that they made 361 million pairs

in 19-29 and 403 million pairs in 1939.
Senator GUFFEY. I mean the amount of leather that has gone into

.the shoe itself. They have cut the toes out of most of them.
Mr. Oiass. That has been offset by the increased growth in number

of shoes produced annually.
Senator BALEY. You are using more leather now than you used 20

years ago?
Mr. (bass. Yes; except in 1920, when the volume was extremely high.
The CUAIRMAX. Have you something more?
Mr. (bass. I should like permission to file an amplified statement in

the record.
The CHAM1A-,;. All right, we will be glad for you to do it, but do it

right away.
* TheCnAxn,.mv. M1r. Clinton Davidson, Jersey City, N. J., represent-
ing Fiduciary Counsel, Inc. All right, Mr. Davidson.

STATEMENT OF CLINTON DAVIDSON, JERSEY CITY, N. I.,
REPRESENTING FIDUCIARY COUNSEL, INC.

Mr. D.%viDso,. Senators, I have been wondering why this bill treats
the allegedly wicked personal holding corporations more fairly than it
(toes the great majority of personal service corporations. Now, we be.
lieve that this treatment was not intentional, but was rather due to
an unintentional technicality.I Also, I cannot believe that this committee will intend that the defini-
tion of "personal service corporations" in the bill shall exclude about
P0 percent of the real personal service corporations from the personal
service corporations section of the bill, but I believe that the present
bill does just exactly that, due to a technicality in the definition.

I shall, therefore, this morning suggest to you only one thing, and
that is that the definition of personal service corporations be expanded
so as to include the average rather than the exceptional, and when that
is done we believe that the total revenue to be collected will be prac.
tifally not less than it is under the present definition, and we believe
that that definition can be changed by adding only 35 words in a very
simple manner.

Ever since the World War I believe there has been in the minds of
the revenue department, and I believe there is still in the minds of men
connected with the revenue department, who were there during the
World War, the picture of a personal service corporation being merely
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an incorporated partnership, and therefore it has always been the in-
tention to tax personal service corporations as far as exes-profits tax
is concerned just as if they were partnerships that had merely been
incorporated because of the advantage of the limited liability. Unfor-
tunately the wording of the definition in this bill eliminated the great
majority of the real personal service corporations, merely because it
states that to be a personal service corporation 80 percent of the stock-
hohlers must be actively engaged in the conduct of the business. and in
most personal service corporations 80 percent of the stockholders are'
not actively engaged in the work of the business.

To explain that, I might ask this committee how personal service
corporations are formed, and I believe that every member of the com-
mittee knows. It is something like this: Dick Jones or Bill Brown have
a special experience or ability, we will say, in the general insurance
business, and they have the opportunity of taking over a local general
insurance agency, and so they go to some other people in the town and
say, "We will need some capital. We believe this agency will be quite
prolfitable, but we need a certain amount of capital to iav salaries to
stall with, to take over the business, to furnish the office, that is merelyto er .tatted."

c het have to give the people who furnish thot capital up to 50 per-cent or more of the stock, and if those stockholders who put tip the
capital own more than 20 percent of the stock, then, according to this
definition, they are mot personal service corporations, although sub.
stantially in every other way they are personal service corporations and
they are rally simply incorjorafed partnerships.

Senator BAir.av. What is your definition of a personal service cor-
porationI

Mr. DAVIDSON. I have it on the last page here, sir of my brief. Now
I might ask anyone what is, as the gentleman asked, whit is a personal
service corporation. I believe it is this-

Senator BAILEY. A personal service corporation, if I may anticipate
you, is a corporation that does business upon the good will and upon
the experience of the persons rather than upon capital invested.

Mr. D.AVsoN-. That is right, sir; but they have to have some capital
to furnislj the office.
* Senator B.ATLEY. The assets of a personal service corporation are the
personal capacities, the good will and the experience of the felons
connected with it.

Mr. DAv1Dso.. That iscorrectsir.
Spitntor B.I.EY. Am I right about it?
Mr. DAViDsoN.. That is right in most cases, but in some cases some-

body has to buy into it.
Senator GOvor. No one buvs into it unless he has capacity and per-

sonal experience, is that not so?
Mr. DsvIoDO. In a great niany cases they do, sir. As an example

of how frequently it is done, the expression, "the silent partner" has
become a bywori. The silent partner is the one who put in the
money but dIoes not do the work. This is done so frequently that
we are all familiar with the expression of "silent partner." I think
the following are all of the characteristics of a personal-service cor-
poration and an incorporated partnership: One, it renders personal
service; two, c pital is not a nmaterian income producing factor; three,
there are usual y a small number of partners.
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I cannot think of, I never heard of, a partnership that had 200 or
300 or 400 partners. The very nature of a partnership limits it to a
small number of partners, and because personal service corporations
are usuallymerely incorporated partnerships they usually have a
small number of stockholders.

Now, another factor, capital is not the material income producing
factor, but yet in many partnerships as well as in personal-service
corporations there are partners who contribute capital rather than
doing the work.

Now, if this definition in the act would include all of those charac-
teristics, would give some attention to, for instance, the small number
of stockholders, the comparatively small amount of capital instead
of basing it so much on the fact that the stockholders who contribute
capital must be engaged in the work, I think you would come to a more
normal definition of a personal service corporation. It seems to me
that the present definition in effect. says to a 1of those personal-service
corporations who have the silent partners in them, it says in effect to
them:
. You may be merely an incorporated partnership, but If those who furnish the
capital Instead of work own over 20 percent of the stock, you are not a personal.
service corporation.

It says, in effect:
We give personal holding corporations, the allegedly wicked personal holding

corporations, we give them the privilege that you are asking for, that is to be
taxed as a partnership. Th t is the stockholders will pay the surtax and normal
tax on the income. Now, we give that to personal holding corporations whether
their 80 percent of the stockholders are engaged In the work or not, no qualifica.
tion at all. We also give them the privilege of tortnerships. We give them to
the small percentage of personal-service corporations. We give them to mutual
Investment trusts. We give them to a great many other investment trusts, but
if you happen to be one of the Incorparated partnerships where the people who put
up the capital instead of the work own more than 20 percent, you are just out,
you are treated far worse than the per.zonal holding corporations.

Now, I do not believe that it is the intention of this committee, nor do
I believe it has been th3 intention of any one to treat the great majority
of personal-service corporations that way. I think it is a purely
unintentional technicality that has done it.

Here are three reasons why it is unfair to treat them that way:
Section 713 of the bill does not apply to the personal service corporation
unless it has been in existence from 1936 to 1939, unless it has been in
existence all of that time they cannot take advantage of section 713. If
it has been in existence all or that time and still is a young corporation,
section 713 would not help it much, because it has not gained its stride.

Second, the investment capital basis is naturally unfair to a personal-
service corporation because, as we said, one of the characteristics is that
capital is not a material income producing factor, and if that is true,
then the invested capital basis is manifestly unfair.

Third, the personal-service corporations who have to raise some
capital-and they have to raise it from the people who do not do the
work but merely people who have the moie -if they cannot be
treated as personal-service corporations then it is going to be ex-
tremely difficult for the average young man who has the ability and
experience in some line of personal service, it is going to be extremely
difficult. in the future for him to get the capital that is necessary to
get that business started.
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Now, in conclusion, gentlemen, it is so easy to correct this difficulty.
There is no drafting difficulty, it is merely a question of adding to the
present provision 35 words. There is no drafting difficulty, and we
believe at. it will not decrease the total tax collected, or if it does de-
crease it the amount will be so very small that it will not be compar-
able at all to the great injustice that is being done to the great num-
ber of thvse personal-service corporations under the present act.

Now, if I may read this proposed amendment I shall be through.
(a) Defniton.-As used in this subchapter, the term "personal service corpora-

tion" means a corporation In which capital Is not a material income-producing factor
and either-

(1) whose Income Is to be ascribed primarily to the activities of shareholders
who a re 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 80 per centum in value
of all the stock of the corporation, or

(2) all of whose stock is owned at all times during the taxable year by or for not
more than 20 Individuals and whose Invested capital for the taxable year Is not in
excess of $500,000;

another usual characteristic.
If we merely add that one phrase into the definition we then

believe that the definition of personal-service corporations will include
the average incorporated partnership and will include the average real
personal-service corporation.

Senator GEORE. All right. Thank you, sir.
(The brief of Mr. David son is as follows:)

BsIEF OF CLINTON DAVISON ON BEHAS OF FDrciAn- Coussr.r., Ixe., lTRsT Com-
PANY OF NEW JERSE,"u BuiDio, JnsEry CITY, N. J., RE PERSONAL SERVICE COX-
PORATIONS

My name Is Clinton Davidson.
I represent Fiduciary Counsel, Inc., of Jersey City, . J., an investment advisory

organization.
I wish to direct the attention of the committee to section 723 of the pending rev.

enue bill which relates to personal-service corporations, that Is, corporations in
which ability and experience, rather than capital, are the material Income-producing
factors.

Since the Inception of the excess-profits tax Idea during the first World War, it
has been universally recognized that personal-service corporations should be given
the election of being taxed substantially as partnership Under this method, the
corporation's income is subjected to the normal corporate tax, and the remaining
balance, after deduction of such corporate tax, Is picked up In the individual returns
of the stockholders and subjected to Individual normal and surtaxes. Section 723
of the bill is obviously intended to continue this policy.

As the section is now worded, however, an overwhelming majority of the personal-
service corporations of the country are excluded therefrom. This Is because the
section Is limited In Its application solely to those personal-service corporations !n
which at least 80 percent of the stockholders are regularly and actively engaged in
the conduct of the affairs of the corporation. The exclusion of moot of the personal.
service corporations of the country by reason of this limitation Is because It con-
stitutes a characteristic of only a small percentage of such corporations.

WHAT ARE PERSONA -SERVICE COMPOAnIONS?

This committee knows how the average personal-service company is formed. Bill
Jones and Dick Brown have special ability and experience in the general Insurance
business and they desire to take over a well-known agency In their city. They
need a certain amount of capital, however, with which to set up their own business-
money to pay rent, buy furniture and equipment, pay salaries, and other expenses.
The corporation is formed and the men who Invest the capital customarily receive
up to 50 percent or more of the stock In order to Induce them to Invest Such in.
ducement is necessary because Jones and Brown have no Initial credit with which

239S29-40----O
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to borrow capital and the investment I uncertain and unscure. Usually the men
who Invest the capital under these circuiustntes know nothing of the personal
.services to be rendered and con.equently do not patrticipale in the active conduct of
the business.

Other types of personal-servIce corporations include inv~estment-advsory .ervi*es'4,
publication and news services, and hundrebs of other businesses In whith ability
and experience, rather than capital, are the income-producing factor

These personal-.erice corportions are in the nature of Incorporated i rtuel ships.
In some instances, as in the case of partnerships, all or substantially all 4t the
members are actively engaged in the business affairs of the corporation. However,
in nrau~y partnerships the Interest of one or more of the pilrtners is represented hoy
his capital contribution and the Interest of the remaining partners Is reprezentecd by
serves rendered to the firm. 'Ibis is more opt to he the typical relations4hilp in
tile case of the incorporated firm by reason of the fact that inorporatien is usually
for the purpose of affording limited liability to the member furnishing the capital.
As In the case of partnerships, the capital of the oersonal-servlce corporations Is
relatively small compared to thlt investel in Industrial enterprises and the member-
ship Is almost invariably limited in number.

PRESr T PROVISIONS or BIL

The proposed bill recognizes the unfalriess of subjecting ier.onal-,rvice
corporations to the excess-profits tax, and limiting Its credit to the average

iirniings basis under section 713 or the Invested-tapital basis under -mt~tti 714.
Some of these unfairnesses are as follows:

1. Section 713 Is available (only to those corporations which have beuti Iai exist.
ene for the entire base period front 1901 to 1031 and consequently would noot
be available to personal-service corporations organized si mc 1VIM. New per.
soual-servlce corporations a. - constantly being orgallized by men who are
acquiring ability and experlezt" In various fBeld.s. Ht-en If the corporattion had
been in existence during the entire base period. It Is very apt to be a relatively
new corporation, the earlngs of which during such period would not represent
its normal earnings.

2. The percentage of Invested-capital credit atescrilled by section 714 is obvil-
Oivl-y unfair In the case of personal-servtee c rporations bec ll their arnilags
are not based upon capital, blnt rather upon the experience and Mhllity of those
performing the services.

3. This treatment will make It more difficult in the future for sua. t-riora.
lions to secure the capital needed to get their bltsineuses under way.

The only fair treatment for personal-service corporations Is to recognize their
partnership characteristic and give them the right to be taxed accordigly.
The bill does this for a limited group of such curporatioui. ly reas)on of the
artificial limitation referred to above, however, lost of then are, It flet,
denied this treatment.

SUGGYED ALTSNATIVE LIMITATIONS

In order that those personal-service corporations whose Investing members
are not actively engaged In the business affairs of the corporation may be
brought within the scope of the bill, it is urged that alternative limitatlou be
added which will result It. including them without expanding tile section to
take in corporations not entitled to the personal-servIce corporation treatment.
The limitations suggested are based upon the typical characteristics of a per-
sonal-service corporation, namely, a relatively small amount of capital and a
limited number of stockholders. It Is submitted that if the capital limitation Is
placed at $500,000 and'if the number of stockholders Is limited to 20. with
the over-all limitation that capital shall not be a matterial inomie-proalucing
factor, the desired result will be obtained. An amendment to section 723 incor-
porating these alternative limitations will eliminate disertminallon between

frsonal-service corporations and will still keep the section within practicalItalians. 1
Shfeh an amendment, we believe, will Involve no drafting difficultle& It

would merely require the addition of the alternative limitations to the present
provision. Nor would It have any substantial effect upon the revenues. The
corporation Itself will be siubjected to the normal tax and. in addition, the
stockholders of the corporation will be required to pick up the remaining
balance of the Income In their personal returns where It will be again subjected
to tax at the individual normal and surtax rates. This latter tax alone is
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om.sldeead aldequate II the caste of [partnershlps to excloide them from the excess-
profits tax. Similar tax treatment Is even considered ndcquate to remove per-
soital holding tcinpalles, both domestic and foreign. from tile bill.

To efftevltate the foregolaig proposal, the following dnift of aa amendment is
suimil ted.

PM)MPOM') AMENDMIENT TO EX CEN-PitFITs-TAX BILL.

Amend ., 'tiloli 7M3 tIt ratd its follows:
*8F,. 723. 'I;EONAt. SEKYt(E (')RPORATIONS.
"(a) J)cflmutlopi.-As used In this subchapter, the term personall service cor-

poration" mmm"imns a clrporation in which capital Is not a material income-produc-
lg f::ctor :id either--

"(1) whose inome is to be ascribed primarily tto the activities of share-
holders who tire reguhimly engaged in the active 4onduct of the affairs of the
corporation and are time owners at all times during the taxable year of at
least 80 per tentuin in value of all the stock of the corporation, or

'(2) all of whose stock Is owned at all times during the" taxable year
by or for not more thMan 20 individuals and whose invested capital for the
taxable year Is not in excess of $.500.000-

"but does not Incmlude any foreign corporation, nor any corporation 60 +per
centum or more of whose gross Income consists of gatns, profits, or Income
derived from trading as a principal. For the purposes of this subsection, an
Individual shall be con-sidered as owning, at any time, the stock owned at such
time by his spouse or minor child."

Senator (;EonoE. Mr. Andrew Trudgian.

STATEMENT OF ANDREW B. TRUDOIAN, REPRESENTING THE
NATIONAL ASSOCIATION OF CREDIT MEN

,0r. 'TIUDOIAN. I have prepared a statement that, with the leave of
the committee, I would like to hand in and supplement with just a
few remarks.

Senator GEoRG. You may put it into the record.
Mr. TRUDOIAN. I represent the National Association of Credit Men

and its interest in this law is the maintenance of a sound national
credit. I myself happen to be the tax consultant of S. D Liederdorf
& Co., certified public accountants, and I have been in the tax busi-
ness about 20 years. I worked under the old excess-profits tax law.
"1 want to say" that I had grave difficulty in computing the tax of
three companies after I came into po session of a copy of the pro-
posed bill, despite the 20 years' experience. It is extremely compli-
cated, so complicated that'the average businessnisn, who does like to
understand what the tax that he pays is about, will never understand
it; he cannot possibly do it.

The second thing I want to mention is that the law is based on a
comparison of the result of two periods, 193849 as against 1940.
Well, 1936 to 1039 was not necessarily a normal period. As a matter
of fact, no base period is necessarily normal, but where you have a
period as in 1936 to 1939, where excise taxes were higher in some
.cases than they are now, where you had an agricultural adjustment
tax law going off, where maybe you had some labor difficulties, or you
spent a lot of money from which you would get the benefits in 1910,
there is no fair comparison possible. If there is to be a comparison,
certainly there should be an election on the part of the taxpayer to
compare 1 year with 1 year in that base period.

One of the particular corporations whose income and tax liability
I checked up on under this ill had one bad year under the income
basis.
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As the result of that, the corporation's excess-profits tax would be,
$289,000. Its income tax will be something over $30,000. That is
on an income a little in excess of $2,000,000.

I checked up on another company on the invested capital basis on
the same day that the court upheld their good-will claim: Their
excess-profits tax would be $250 000 But if that good will does not
hold up I do not know what will happ n.

I checked up on another company that. had been through a re-
organization and their excess-profits tax will be $225,000 as against
an income tax of $227,000.

Now, if you give an election to companies to pick out the best year
then there. is no reason why a company that was in existence just a
part of the period cannot use that comparative basis. It should be
able to use it because it is a normal period for comparison, and we
have to at least give the corporation the benefit of selecting the best
year for the comparison.

Another thing about the law where there should be some benefit
is the fact that only borrowed capital covered by paper can be in-
eluded in invested capital; open accounts cannot, Now, a lot of
corporations have to finance with open accounts, and it does seem to
me that all borrowed capital should be considered. They throw out
the interest deduction on the amount of borrowed capital which the
bill allows, so therefore if you pay interest on this open account in-
debtedness either the taxpayer should be able to deduct the interest
or the indebtedness should be included in invested capital.

The bill itself, in my opinion, will today not be susceptible of any
accurate enforcement. The law properly'allows intangibles to be
paid in for stock or shares to the fellow who was lucky enough to
pay them off and have it recorded on the books for 20 3ears-back
to prove whatthe value was when he put them in. The formulas for
figuring out these intangibles are very complicated. The bill has
all kinds of formulas. t uses Hoskills formula for leaseholds, and
arbitrary formulas for good will. You have to have the figures
required by the formulae, and if you are not lucky, or have not kept
complete books from 1850 you will not get good will while some
others will. Section 327 of the old law might help that situation,
but it is not in this law.

Section 327 covered a company that was sustaining a hardship.
The taxpayers' attorney would go out and survey all the favorable
companies he could find, and the Government would get the favor-
able companies it would find, and, they would arrive at what was
considered a representative peicentage of invested capital for the
purpose of working out this company s tax. All of those things are
of course provocative of litigation, unknown liabilities for credit
purposes tremendous expense for accountants and the businessman
does not Uow what it is all about. A law of this kind today, especi-
ally with consolidated returns not in the picture, cannot help but
produce the greatest inequity and unfairness and until some better
faw can be worked out, I feel that this treasure should not go
through.

The provisions with regard to reorganizations and exchanges are
unsatisfactory. To be required to trace down the values, to find
the adhen if you cannot find them to Ve penalized, is a tremen-
dous hardship.
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I have only one more thing to mention. Most of what I have to

say is covered in the statement, but I want to say this: Some corpo.
rations have to own subsidiary companies. Maybe they are selling
their products maybe they are manufacturing them. They do not
have to own al the stock, but they own part of it. In a situation
like that, the stock of a subsidiary company is an inadmissible asset
under this bill. The company may get no dividends out of the
other company, but the stock should be in invested capital and
the corporation should have an election to include that stock in its
invested capital.

Senator BAILEY. You had the experience of working under the
old law?

Mr. TRUDOIJA. I did; yes, sir.
Senator BAi.ty. Did you make a comparison between that act and

this proposed legislation?
Mr. TtUDGIAN. Well, under the old law the base period picked out

was possibly normal; it. was 1911, 1912, and 1913. The base period
picked out here is 1930? 1937, 1938, and 1939. We had an undis-
tributed profits surtax in 1930. The top bracket was 27 percent,
Corporations that could not pay out their money borrowed capital.
That borrowed capital bore interest the next year. 1911, 1912, and
1913, the years picked out, were normal in 'many relationships be-
tween business and its employees. In those days there were not
the ramifications of corporations that there ane ,now, no consolida-
tions to the great extent that we now have. In 1911, 1912,
and 1913, there were fewer varieties of business than there are now.
So I say that while that law was objectionable and was abolished
in 1921 for that reason, I myself--and I speak only for myself on
this-I feel that it is a better reasoned-out law than this one.

Senator BAILEY. Suppose we should take the 1918 act and modify
it with respect to the rates, apply increases in those rates; how about
decreasing the exemptions I

Mr. TRiuDLN. If you please, Senator, that depends on whether'
this is supposed to be a revenue bill or a recapture bill.

.Senator BAYLEY. My point is we did survive the old 1918 act, and
I assumed in the question that we would survive this one. Now, you
are a credit man. Under this bill, if I loan money to a corporation
have I a reasonable prospect of ever collecting it?

Mr. TI UDOIAN. Now, of course, I would not know, but I would say
this: Because of the complications of this bill and the impossibility
without court. litigation, in some cases, of knowing the amount of
the tax liability, such indefinite liability will have to be carried in
the statements of many companies. Those conditions would have
to be considered for credit purposes.

Senator BAYLEY. Do not you think, under these present circum.
stances, that the primary need in this country is a system that will
induce people to take their money out of banks and put it into
business?

Mr. TUDOIAN. I would say this: In 192 we did not have any
more excess-profit-tax laws. We lowered the capital.gains tax, and
from 19M to 1923 there was a decided business upswing. The
trouble with this type of taxation is that the taxpayer has a tre-
mendous expense under it,. He has to hire outside talent at high
prices. He is going to have- a court fight in many cases, and that
means lawyers.
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In addition to that, he is going to have all along this feeling that-
he does not know where he Is. Now, that was true also of the 1921
act the 1918 act, and the 1917 act. A businessman, it slems to ie,
if Le has to pay out his money, should be able to see where it is
going and why it is going out. Wheii he. gets a law like this, and
hie knows that his competitor may be paying very little while he is
paying a lot, lie runs into the uncertainties and difficulties which
always develop under a law based on excess profits.

Senator B.ILEY. You say you read the Congressional Record. If
you read the Record backlthere you would see where the Democrats
criticized the Republicans about not paying off the public debt,
through revenue.

Mr. Tntu IA.,. I think Republicans are always criticizing Demo-
crats and I)emocrats are always criticizing Republicans.

Senator BArLEY. I should like then to pay off the debt.
Mr. TuDoIAN. That is all I have to say.
Senator GERRY. How much do you take into account the fact that

in 1917 the country had been going along pretty p)rosperously, under
pretty prosperous times for a couple of years and industry was on a
little different level?

Mr. TRUDGIAN. In 1917 we had a war and there was an attempt
in the law to recapture. In addition to that, it was a revenue meas-
ure. I forget the exact details of how it worked now, but England
had put, on an excess-profits tax or war-profits tax and in this coun-
try they felt that that was the thing to do. The income-tax rate
was so low that it is possible that Congress felt it should not raise
the income tax tip to 20 or 30 percent from the low rate they had,
but that it would be better to put on a new type of taxation mod-
eled after the English system, or more or less modeled after the
English system. They tried it; it was an experiment.

Senator GanaY. I guess that. thet was another factor involved,
that is because the war had been going since 1914 and many indus-
tries had been established to meet the demands of the warring
nations, that gave the basis on which to go.

Mr. TRUDOL N. That is right.
Senator OGsoRoE. Thank you.
(The brief of the National Association of Credit Men is as

follows:)

ST. vxTrUENT OF NATIONAL ASPAc1ATbON OF CEnit M,I WiTH flnEtXrNcf To
H. R. 1(413-xcrss-Porirs TAx Aer or 1010

The National Association of Credit Men, with a membership of approximately-
20,000 representatives of manufacturers, wholesalers, anid Insurance companies
throughout the United States, Is devoted to the maintenance of sound credit.
Having this in mind It offers, through Its committee on taxation, the following
statement with reference to It. R. 10413--Ixcess-Profits Tax Act of 1910:

fpappropriatenes to meet objective.-As appears from the report of the
Subcommittee on Internal Revenue Taxation of the Committee on Ways and
Means, the purpose of the proposed act Is to recapture undue profits which
companies may earn as a result of participation in the national defense pro-
gram. It Is understood that out of the .00,00 Active corporations in the
United States only 70,000 will be taxed under its provisions, and the revenue so
raised may amount to around $700,000,000 annually.

It iS submitted that if recapture of excess profits Is the purpose of the tax,
and If the revenue resulting thereunder is only a sfontlary consideration, then
because of Its grave faults and Inequities, the measure Is an unsuitable instnt-
ment for accomplishing what Is desired. Some more selective form of taxation
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should be designed which wlli re-ult In the desired recapture of excess profits
but will not produce far reaching difficulties, hardships, and inequities.

If, however, the purpose of the law Is no longer the recapture of profits but
the raising of revenue, then the burden of such additional moneys should not
be placed on only the 70,000 corporations under the guise of their having
iidu profits, but its heavy toad shvnld be generally shared. Moreover, as
hereinafter pointed out many of these companies, because of their peculiar
situation and not because It should properly be borne by them, will be forced
to carry more of this burden ian others. Further, the load to be carried
will not be solely one of taxation, lint of the difficulties and large expense they
must Incur in endeavoring to establish their correct tax liability. Through
some form of taxation (tpable (of |iple determination and enforcement more
re venue can be equitably raised, than through the cumbersome and Inequitable
tax law under consideration.

G7caeral method of proposed tnr ineqsitable.-The general method of opera.
tion tf the tax is to tax at high graduated rates the so-called excess income of
corpoiRtions for years beginning after December 3i, 1.39, ascertained In one of
two ways: (1) By subtracting from earnings of the taxable year the average
earnings for the prior 4 base years, Increased by 8 percent of additions to
capital, and decreased by 6 percent of the reduction In capital occurring during
the current year; or (2) by subtracting from earnings for the current year the
same percentage of current Invested capital as the earnings during the prior
4 years bore to the Invested capital for those years. In any event such percent-
age uuay not exceed 10 percent or be less than 5 percent, except that for the.
first $500,000 of invested capital for the current year the minimum percentage
Is 7 percent instead of 5 percent. Moreover, corporations are allowed a 10
percent tax free return on new capital to the extent that It does not cause
the Invested capital to exceed $500,000. and 8 percent on new capital in excess of
that figure.

It Is submitted that this method of taxation Is Inequitable. Despite the
elaborate and Intricate provisions to obtain equality of comparison, it is Im-
possible to obtain equality of comparison for all--or even many-taxpayers.
Some types of business may have been fortunate enough to have had good
years during the base period; others my not. Many conditions prevailed
during the base period which make the comparison employed in the bill Inequi-
table. Some businesses felt the result of the disappearance of the Agricultural
Adjustment Act taxes. In resulting market disturbances. Others felt the press
(of the 10 percent manufacturers' exclse taxes, since lightened. Still others had
not yet recovered. during the base period, from the depreslon, or had their
labor problems solved, or been able to effect necessary refinancing. There may
also have been changes In management, and products marketed.

Equity In taxation, while it is recognized as not susceptible of absolute achieve-
ment, yet can be approached, and this is highly desirable. However, this cannot
be accomplished by arbitrarily selecting a base period that may be suitable for one
Industry but not another. A comparison of the results of time periods cannot
reveal excess profits due to an emergency.

Nor can It properly be urged that arbitrary 5 percent, 7 percent, 8 percent. or
10 percent returns on arbitrary Invested capital are equitable allowances. Most
frequentl," the Important factors In successful (oIratlons are such elements as
good management, well-organized employees, satisfied customers, and the results
of advertising in prior years. Under the present hill these Items are not reflected
or capitalized In determining the basis for arriving at excess profits.

Ineqitable limutatos on operation of the elvetion provided i the bill.-The
terms of the bill do not extend the alternative income credit computation to all
corpotationit. With certain limited exceptions, only those, corporations may em-
ploy the Income method which have been in existence during the entire 48 months
prior to the beginnlng of the taxable yper In 1940, All other rornorations are con-
fined to the Invested capital method. Thus, a corporation which was In existence
all hut 1 month of the requtiite 48 months would have no election to employ the
Income method. Certainly this Is unfair, and such a corporation should have
the PlectIon.

Moreover, it is Inequitable that the average of 4 years must be compared with
the condition and results of 1. The average of the 4 rears may be lowered by the
conditions connected with 1 or 2 which are not normal, The result may be that
what in a normal year will show excess profits as compared with the average of 4
years I or more of which were not normal. In Justice, If there Is to be a com.

I
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parson of the results of twa periods, one of which is arbitrarily considered as
normal the taxpayer should be permitted to select the income of the best year in
the so-called normal period for comparison with the year supposed to reflect excess
profits. If such a choice were allowed, then the election privilege under the law
should readily be extended to all corporations In existence during any portion of
the base period.

Time of electlon.-Another less fundamental defect in the bill is that it affords
another example of the traps which have been allowed to enter the field of Federal
taxation. The bill provides that the election between the alternative methods
must be made at the time the return Is filed. Similar time requirements have re-
suited repeatedly in Injustice with respect to husbands and wives filing Joint or
several returns, capital-stock declarations, bad debt charge-offs, and consent divi-
dend allowances. By the requirement that elections must be made as of a certain
date, inequities have resulted because at the time set facts have not yet been ob-
tained or fixed that would make a true election possible; also, when electing, mis-
takes have been made that should not be binding. The Intricacies of the proposed
law, as well as the heavy burden of ascertaining iLtcssary facts, concerning which
there may be reasonable differences of opinion, will make an election at the time
the excess-profits tax return Is filed extremely hazardous as well as onerous. The
result of an error In fact or In law may deprive the taxpayer of the more favor-
able alternative. No renson appears for a time limit on the right of election.

Imponfbility of accuracy iE determining invested capital.---Section 718 of the
bill provides that property of all kinds pald in for stock, or as paid-in surplus,
or as contributions to capital, shall be Included in invested capital at its basis,
unadjusted, for determining loss upon sale or exchange. Thus, a company
organized, say, In 1860, will have to go back and try to dig up the bases of the
properties that have found their way Into its l-ssession. Moreover, the unad-
usted basis of property varies over the years. Before January 1, 1921, It will

be generally the fair market value thereof when paid into the company. After
January 1, 19,21, it may be the cost to the person who contributed the property;
and what his cost is no one may be able to ascertain. But if it Is not ascer-
tained, great hardship will result.

Goodtill, patestet, lcaseAolds, etc.-In the computation of invested capital
appears another unfairness. Goodwill paid in can be Included and should be
Included as an asset. Those fortunate enough to have had goodwill paid in
before January 1, 1921, will get it included, usually at its fair market value
when paid in. However, after January 1, 1921, it will be included at the cost
to those who paid it in.

What is the fair market value of goodwill or leaeholds? There are con.
flicting formulas and there will be other conflicting formulas for their valuation
with resulting endless disputes as to the applicability of such methods of valu-
ing in the specific instances Involved. Further, there will be endless disputes
as to the correctness of figures dug up out of incomplete records 20 or 30 years
old for use under these formulas. It is submitted that the resultant litigation,
and tile expense that will result under the law as presently written should be
avoided by some special provision.

Those fortunate enough to have figures available may achieve wonders If
they have been likewise fortunate in paying in the goodwill. Those without
figures will be at a disadvantage. Taxpayers who have achieved goodwill by
honest effort may have none available to reduce their tax. The whole scheme
as it now stands will dellghit the tax experts to the worry, expense, and distress
of the taxpaying corporation and the Government agents. Goodwill and In-
tangibles are most valuable assets to many businesses, and should be included
in Invested capital. But their inclusion should be open to all taxpayers who
possess them, and if the law is to stand, there should be a reasonable basis
provided for their determination and inclusion.

Relief provision unithjfactory.-The effort in section 721 to circumvent the
difficulties Inherent in section 718 Is not very helpful, or just. Even In section
721 it is necessary to go back into the past to obtain the adjusted basis of
assets on hand. Nor should the taxpayer be compelled to rely on the relief to
be afforded by regulations of the Commissioner as providedd for In section 721.
After all the Commissioner Is an administrative tax officer, charged with the
duty to collect the tayes. le is not an Indcpendent judge, and any rules he
may lay doWn will, Of necessity, be affected by his rolt as advocate of the
revenue-collecting branch of the Government. Thl* is illustrated by the difilcul-
ties experienced by taxpayers when seeking refunds after the Agricultural Ad.
justment Act was held unconstitutional. The law should provide that where
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concerns are lacking In the necessary facts or figures, for the determination of
their tax, or where because of their peculiar circumstances hardship would
result to them by a strict application of the provisions of the law, their tax
shall be determined on the basis of the percentage of tax to taxable Income
existing with respect to representative concerns In their industry not so affected.

Graduated (as rateu.--As the bill now stands, the rates are graduated accord-
ing to fixed amounts expressed in dollars. These amounts apply to all cor-
porations, regardless of their size or the amount of their Invested capital. It is
submitted that in fairness the falling into high brackets should have some refer-
ence to the capital invested. Under the existing excess-profits tax la A, recogni-
tion has been given to this fact.

Effect of the repealed wxd trlbutcd-proits and other efforts to make com-
panies distribute their coarming.-fBeginning with 1936 and 1937, many tax.
payers were compelled by the surtax on undistributed profits to distribute earn-
ings to stockholders and finance with borrowed money rather than accumulated
earnings. Under the present law they must now suffer because only a percent-
age of borrowed capital covered by paper, except within certain limits, can be
Included in invested capital, and borrowed capital on open accouilt', chnrlot'be
included at all. In various Instances and for the reasons stated, capital in
1940 has been supplanted by borrowings which cannot represent Invested capital
under the law as proposed. It is submitted that in fairness taxpayers should
have the option to treat borrowed capital as Invested capital In its entirety.
After all, it analyzed, borrowed capital is capital, except that it belongs to the
lender as against capital which belongs to the stockholder.

Distinction between long- and short-term capital gains and fossos-,No reason
appears for the difference in treatment of long- and short-term capital gains and
losses. Short-term capital gains may occur during thb current year as a result
of which comparison with the years in the base period in which such gains
did not occur Is clearly Inequitable. In the case of long-term capital gains or
losses, the Inequity Is so obvious that the bill omits them from consideration.
It should likewise omit short-term capital gains and losses.

Income from retirement or discharge of bonds.-The law specifically provides
for the omission of Income derived from the retirement or discharge of any
bonds, debentures, notes, or certificates or other evidences of indebtedness which
have been outstanding for more than 18 months. It makes no provision with
respect to Income so ensuing from those outstanding for a shorter period. How-
ever, it is possible that taxpayers will realize more income In the taxable year
from the discharge or retirement of those outstanding for the shorter period
than they realized from such source in the base years. Therefore, since equality
in the factors involved In the comparative periods Is being sought, taxpayers
should be given the right to include or exclude such shorter term income as they
might elect.

Interest and borrowed cepftal.-In computing excess-profits Income under the
Invested-capital method, that portion of the Interest is excluded which borrowed
Invested capital bears to the total borrowed capital. This will prove unfair
where a taxpayer pays interest on a loan not evidenced by any paper and, which,
therefore, is not includible in Invested capital, and at the same time pays no
interest on a loan evidenced by paper which can be Invested capital. It Is only
interest on an invested capital loan that should be disallowed as a deduction.
It should be added, moreover, that there appears no reason for the exclusion
from borrowed capital of obligations not evidenced by paper. There appears
to be no reason why financing in one way should be treated differently from
financing in another.

Inequities in the instance of inreted epftal.-The provisions of section 714
providing different percentages with respect to lowest and average invested capital
seem unsound and Inequitable. It would appear that two corporations with
the same invested capital for the year should be on a parity. They both have the
same amount at the risk of the business. There would appear no sound reason
for differentiation and there might result the bad effect of Improper capitalizing
or manipulating of business capital with tax objects rather than business objects
in view if a distinction Is drawn between taxpayers because of capital conditions
at different periods.

Inequity of exIusiox of stock in corporations from intveted oapital.-Under
the proposed law stock owned in other companies Is an Inadmissible asset for
invested capital purposes. This provision can result in hardships in that many
companies may have a large stock investment in others from which they receive
no dividends. Such Investment may be essential to the operation of the owning
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-company. It Is suggested that an election be given to corporations to either
include or exclude corporate stock Investments conditional upon there being

-recognized the dividends from such stock.
Inequitles with respect to dhCttng.-&SStion 741 provides for an election in

the case of a taxpayer "in existence" for 48 months prior to the beginning of its
1040 taxable year. Yet this taxpayer, which was In existence may have change
its accounting period, and. apparently under the law as worded in setioln 713,
the 4 taxable years for comparison would include only the short" period following
the change and 3 succeeding periods: In other words a total for all periods
of Iess than 48 months. By its action it may have eliminated a bad period in
130 from the comparative figures. As a result its comparative period because
of its fortunate action in 1930 will be more favorable than that of another
taxpayer who must use 48 months. For a practicable working of the law it prob-
ably should so operate, but the point Illustrates another instance of the Inherent
-unfairness of the tax.

INequalityot the 44-p trcal tar.-The law provides with respect to taxpayers
electing the net income basis of comparison that they in addition to an excess-

-profits tax are subject to a 44-percent tax on income. It is submitted that
this brings out the general Inequity of the proposed excess-profits tax law. It,
as stated, is propounded as a means of recapturing excess profits. Yet a cor.

,poration which may, on the basis of comparative earnings, establish that it has
enjoyed no excess earnings will still be charged with a heavy tax burden on its
-ordinary Income for proving Itself innocent in this respect. It would seem, there-
fore, that more consideration should be given to the subject matter of excess-
profits tax legislation, and that some measure be drafted that would work more

'fitting results.
Reorvanlzatfons and exchamges.-Sections 740 to 700 of the bill are devoted to

-providing for the application of its general principles to reorganizations and
exchanges. Dependent upon the viewpoint there is some probable unfairness
in the election of the excess-profits credit bases as between so-caVed reorganxa.
'lions. It may be stated, however, that these sections when applicable will
require a very large quantity of mathematical calculations, and will, because of

-their complexity, result in much work for tax experts and tax accountants. They
will probably never be traced through and understood by a businessman or the
ordinary accountant in a corporate organization. Expense for outside help must
be Incurred to give effect to their provisions in Instances where facts ocxur coy.

•ered by these sections of the law.
Consolidated returns--The failure of the present law to consider or give effect

to the filing of consolidated returns reveals that the measure is premature and
consequently that legislation in this connection should be delayed until a proper

-scheme of taxation may be formulated. Under the economic organization of
present-day business with Its related and affiliated companies, no equitable

-excess-profits tax can be enacted which does not give proper effect to Inter.
company transactions and relationships.

SUMTHMARY

Summarizing what has been stated, it Is submitted that the excess-profits tax
law as proposed is unfair in that the taxable bases thereunder are derived from
arbitrary comparatives that do not admit of comparison. In addition Its ad-
ministration will result In great hardship and expense in the Instancp of taxuyers,
and great difficulties on the part of the auditors of the Treasury Department.
Moreover, If Its objective is to recapture excess profits it may well fail in thi
respect because of the fortunate situation of the vartlcular taxpayers it should
reach, and if there Is a capture It may well occur in the instance of those who In
reality have had no excess profits. If, on the other band. its objective is the
collecting of revenue. it is so unfair and awkward a median for this purpose that
nny Income collected under its provisions could not possibly compensate for the
hardships It will work. It may be added.that to most businessmen It will.
because of the complexity of Its provisions, forever remain an Incomprehensible
mystery. and the only neorle who will bens,1 t from fts nrovisionq will be the tax
expert and tax accountant, to whom It will prove a gold mine and delight.

CONCLUSION

. In conclusion the committee also desires to comanent concerning the assolatton
of the proposed amortization legislation with the'excess-Profits-tax propIl. It
Is generally understood that enactment of an pxcess-profits tax Is regarded as
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:n essential prerequisite to the adoption of a policy concerning amortization of
expenditures for defense purposes which will be acceptable to the Government
and to business. Whether separate legislation dealing with the question of amor-
tizatlon is necessary is perhaps outside the scope of this statement. Aore Im-

_portant, however, is the question of whether the development of a suitable policy
regarding amortization should be made dependent upon the enactment of a tax
which will Impose numerous burdens on the general business structure. The

-committee believes that It would hate been preferable to deal first with the ques-
tion of amortization for the purpose of expediting the defense program and to
proceed more deliberately with the Important question of a tax on excess profits.
That approach would have made possible a more deliberate study of the problem
of taxing excess profits equitably and, we believe, would have beeb even more
,effective In protecting the public Interest In connection with any special treatment
which might be accorded to companies participating In the defense program In
connection with the question of amortization.

The undersigned committee and the National Association of Credit Bien are
Interested In only one aspect of the tax situation, namely, the probable effects

.of this situation upon the credit standing of companies which may suffer from
the Imposition of an Inequitable and cumbersome excess-profits tax. The Im-
TIrment of the credit condition of these companies would serve no useful purpose
to anyone but might well create serious financial difficulties for the companies
or result In their failure.. The committee desires to reiterate Its clear recognition of the necessity of
preventing profiteering In connection with the operation of the Government's
defense program. It is forced to the conclusion, however, that the effect of
the proposed tax in that direction may prove to be secondary to the unfortunate
results which may follow the operation of the tax.: Avoidance of those diffl-
trlties would necessitate a more deliberate approach'to the problem of taxing
excess profits.

The committee believes that it voices the sentiment of the entire membership
-of the National Association of Credit Men In recognizing that all elements of
our country will gladly and willingly make sacrifices to promote the success of
our defense efforts. It recognizes that those sacrifices will have to be made
by business as well as by Individuals. It believes, however, that the necessity
for these sacrifices should not obscure the danger of enacting legislation which
will be needlessly detrimental to many companies without producing any cor-
responding benefits. Nothing could be more harmful to the country at the
present time than any action on the part of the Government which would dis-
turb or impair sound credit conditions. Sound credit is essential to sound
Industrial and commercial activity, and consequently essential to the ultimate
success of the efforts which are being made to mobilize Industry and business
In the common cause of national defense.

Respectfully submitted,
NATIONAL ASSOCIATION Or Cazwrn Mx,

is) AN.Dxw B. TRrPoKAN
Of To: Committee.

Senator GEoRE. I think we will adjourn now and meet again at 2
,o'clock.

Senator VANDENBERO. Mi . Chairman, a number of witnesses have
dealt with the special relief section, and I have had a little to say
about it. Iwoutd like permission to file in the record at this session
a memorandum brief compiled by John E. McClute counsel of the
McLouth Steel Corporation, dealing with the experience under see-
tions 327 and 328 of the aw of 1921. T ask permission to have this
printed in the record.

Senator Ozone. Without objection, it may be printed in the record.
(The memorandum brief referred to is as follows:)

I[EMoSANDuM HatEr

H. P. 1041 INOT SUFFICIENTLY ,.OAD WITH F.FSPFCT TO SPECIAL .ELIEF
PROVISIONS

The bill affords no relef-
I. To a corpQration which Is placed In A position of substantial Inequality

because of the time or manner of organization.
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2. To a corporation where tangible and intangible assets of recognized value
and substantial in amount built up or developed by the taxpayer, are excluded
from invested capital.

In administering the special relief provisions of the Revenue Acts of 1911,
1918, and 1921, the Bureau of Internal Revenue recognized certain definite situ-
ations as constituting "abnormal conditions affecting the capital or Income of
the corporation," as specified in the revenue act. During 1922, the then Solicitor
of Internal Revenue (office title now Chief Counsel, Bureau of Internal Reve-
nue), after giving the matter considerable thought and study, officially ruled
as follows:

"Due to the difficulty which has been experienced in interpreting and applying
Law Opinion 1090, it appears advisable to reconsider that opinion. Further-
more, it is necessary to give further consideration to the question of what
constitutes proper comparatives for the M Company, the case which was under
consideration in Law Opinion 1090.

"It Is my opinion that the following represent the typical and common, cases
In which there is present an abnormal condition affecting capital or inome of
a corporation:

"(1) Where a corporation is placed in a position of substantial orgauiatlon;
"(2) Where the capital employed, although a material income-producing

factor, is very small or is in a large part borrowed;
"(3) Where there are excluded from invested capital computed under -etlon

326 intangible assets, of recognized value and substantial amount, built up or
developed by the taxpayer;

"(4) Where the net income for the year is abnormally high, due to the
realization in one year of (a) Income earned during a period of years, or
(b) extraordinary profit derived from the sale of property the principal value
of which has been demonstrated by prospecting or exploration and discovery
work done by the taxpayer, or (e) gain derived in one year from the sale of
property the Increase in value of which had accrued over a period of years; and
(5) where proper recognition or allowance cannot be made for amortization,
obsolescence, or exceptional depletion due to the World War."

From the foregoing it can be observed that one of the abnormal conditions is
where a corporation is placed in a position of substantial Inequality because
of the time and manner of organization; also, where there are excluded from
Invested capital Intangible assets of recognized value and substantial In amount
built up or developed by the taxpayer. The present tax bill, H. R1. 10413, how-
ever, does not recognize nor give any relief to either of the foregoing situa-
tions. The present bill has recognized the other abnormal conditions referred
to in Law Opinion 1100, but entirely ignores the other two pertaining to the
time or manner of organization and the building up of goodwill or other
Intangible assets by the taxpayer which cannot be included in invftted capital
proper.

3'LOUYrH STEEL CORPORATION ADVERSELY ArFECTD BY BOTH OF THE FOROING
OMISSIONS

The lcLouth Steel Corporation was organized in 1934, and for the first 5 years
of its existence the corporation spent substantially all of its gross income in
developing and building up business. Its average annual earnings for 1936,
1937, and 1938 were approximately $34,000, but in 1939 and 1940 and as the
result of spending large sums of money during the prior years, the corporation's
annual earnings would be approximately $400,000 a year (actual earnings for
1939 of $290,000 and estimated earnings for 1940 of $500,000). These Increased
e(trnings for 1939 and 1940 are not the result of fortuitous circumstances, but
result largely from efforts and money spent in prior years In developing the
business.

Because of spending a large portion of the gross receipts during 1930, 1937,
and 1938 In developing the business, the corporation's earnings during the base
period are extremely disproportionately low as combared to previously estab-
Ilshed concerns engaged In the same line of Industry. Clearly the time and

manner of organizirrg the McLouth Steel Corporation would be recognized as
an abnormal condition under Law Opinion 1100, supra, were the special relief
I rovislons of the prior excegs-proflits-tax law made a part of H. R. 10418.
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RECOM MEDArIONs

It is suggested that the present bill be amended so as to Include the special
relief provisions which were contained in the prior revenue acts during the
excess-proflts-Ax years of 1918 to 1921, Inclusive. Otherwise many corporations
are going to have "exceptional hardship" which Congress heretofore recognized.

Respectfully submitted.
XcLourn Srxzr CoarouiAoi,

By [signed] JoIN E. McCSusOx, Counsel.

Senator GEORGE. Are there any other witnesses here that were not
here this morning when we ca1Ied?

(No response.)
Senator (hERu.. The committee will take a recess until 2 o'clock.
(Whereupon, at 12: 45, a recess was taken until 2 p. in. of the same

day.)
AIrHMNOON SESSION

(The hearing was resumed at 2 p. in.)
The CluxAIMAN. The committee will come to order.
Mr. Kuehnle.

STATEMENT OF C. P. KUEHNLA, CENTRAL NATIONAL BANK IN
CHICAGO, CHICAGO, ILL.

The ChAIRnfAN. Mr. 0. F. Kuehnle, Chicago, Ill., representing the
Central National Bank in Chicago.

You may proceed, Ar. Kuehnle.
Mr. KuzaNm Senator Harrison and members of the committee,

in appearing before your committee I want you to know that we
recognize the national necessity for an emergency bill of this charac-
ter and would not want our remarks construed as opposing the meas-
ure in any way. My purpose in appearing here is to endeavor to
point out in a helpful way a number of phases of this bill which could
prove to be inequitable to newly organized institutions and most par-
ticularly to commercial banking institutions.

I am not appearing as an expert. in tax legislation. My work con-
sists of directing the affairs of the Central National Bank in Chicago
of which I am the head. This is my first experience in matters ol
this nature, and I must present my material in a practical rather
than technical manner.

The inequities in the proposed law as they affect virtually all
younger commercial banking institutions, ana very probably nmer-
ous other enterprises, are detailed briefly below:

(1) No alternative has been given to a corporation organized subse-
quent to January 1, 1936 other than they use a percentage of invested
capital as the credit base Ior excess profits.

(2) Special consideration has not been given to banking corpora-
tions whose disposal of earnings is not their own private affair, but is
subject to regulation and supervision by the Treasury Department and
other regulatory bodies of the Federal Government.

(3) Banks have not been specifically exempted from section 720,
which deals with inadmissible assets.

Theory and intent of banking legislation sincebank holiday:
1. First, as a general proposition applying to all newly organized

banks, there has been a revolution in the commercial banking business,
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owing to legislation and remlatory control since the bank holida),.
which makes the 4-year period 1936 to 1939 anything but a fair nor.
mal basis upon which to determine the. relationship of income to cap-
'ital, or of capital to potential business.

2. Reasons: A banking institution, to be consistent with conservd-
tire management and regulation', must build slowly. 'This retards th
time when any new bank reaches its normal business within its partic.
ular field.

3. The whole theory of banking legislation since the bank holiday
has been with the thought. of securing sound banking on the long-pu4L
basis

4. No new bank operating consistently with and in the spirit of that
theory could possibly have reached its normal position, either as to,
earnings or capital and reserves, in the short period of the past 4 year..

Federal Deposit Insurance Corporation theory of protection to the.
public: The objective of the Federal Deposit Ihisurance Corpoiation
legislation and regulation is to place all banks on a sound basis with
a ratio of deposits to capital of 10 to 1. There are just two ways fo.-
a new bank to af fain that objective':

First, from net profits retained as reserves.
Second, from sale of stock.
(1) Any'subsfantial added expense which-reduces the net earnings-

retained as reserves will delay the day when new banks can hope to
attain-the objective of the Federl Deposit Insurance Coration.

(2) This tax bill does exactly that. Hence, this legiation is ip
direct conflict with the whole theory and intent of bank legislatiorn
since the baik holiday.sale o

(3) As to the other alternativ'-the sale of stock'thiS legislation
closes that door to new banks. "

Restricted limited earnings will make the sale of additional stock to
present stockholders or the public most difficult.

We are here representing, not nierely our institution but, unofficially,
a score of newer banks in the city of Chicago whose situation is identical
with hundreds of newly organized corporations throughout the country.

It is our opinion the bill in its present form distinctly discriminates
against newly organized banking institutions which cannot use the"
average 'earnings credit either because they are precluded by the lavi
because they were organized subsequent to January 1. 1936, or, as will
generally be the case, no earnings to speak of were shown duriiig the-
period on which the average is based.

Using the Central National Bank as an example for all young banks:
We bean' business the fall of 1938, and, consistent with the conditions
generally -surrounditig any new, bank during its furmatjve Years, no
earnings of any consequence were realize util the latter part of 1939
During the pt1iod from October 1936 to date, the operating expenses of
-the bank were kept at a very' minimum and the officers'and.employees
were paid very noininal salaries for their efforts in building the bank
to it presentt stattis. According to itcome-tax returns as filed, te
earnings during the base period-1936 to 1939, inuicsive--were ts fol-
lows as compared with estimated 1910 profit:
1 : s------------- .............------------------------------------- $
1083: Los -------------------- --------- -------- 1.5. 201938: Profit . . . . . . . . . . . . . . . . . . '-_ .. . . .. . . . .l O8'

' roPrOfit _. . "9,-131
19-40: Proit,estimated- .---------- ------------------------- 20O
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It is obvious that the resulting average would be so low it could not be-
used even though its consideration were permitted under the act.

It also appears that the percentages applicable to invested capital for-
exemption under the second alternative which must therefore be ised
are. entirely too low for the banking industry as a whole and most par.-
ticularly so for newly organized banks.

The reasons supporting our conclusions are:
For the purpose of presenting a comparison of the effect of this legis-

lation, we shall use two existing banking corporations in the city, of
Chicago: First, the Central National Bank (our own institution), age
4 years; the second, a "Typical National Bank of Chicago," age 8yeors,.
or exactly twice the age.
. Considering these cases, Central se it was organized after .Jan-
nary 1, 1936, cannot use a r and if it, could, this
base would b6 Qf no ad age, because the first 3 rs of bank opera-.
tion are loss years.

Typical flank passed, the I t age and was in normal
profits of $120, per year Is of J jnas 936. en they have-
a 4-year easrn base to he s ent has not.

Wo bth banks will I rofi or 1940. Typi Bank,.
by is of 4- ar lve inco tax. ay 0

Central ust coil) .f 1v apital. ntral
would pay n excess-profit taxl. he
cal Bank ld pay $4,Mor I, rin had4 Ws
normal e o .000 t nis u its
high inve ed-capit t e cess.rofit tax.

'While t Is.exam isc t o h 0 only your attn ic
called to t e tpro I f0 ftois outof proport it in te M, 11 ing-Thig Isjo viously a u. uiis o, rary to blic

policy that e8-31"er -&d baWn w of only, ive a
greater exem ion basis under t era ernat elen the ear-old
bank is more Iteed of such .ef, T con n is anal ous to all
newly organi rporations.

In mentioning t above parallel illustration, I speak lfirst-hand'.
knowledge, since I If was connected officially i e leadership of
both ifistitutions.

In regard to the second . owance for earnings on.
invested capital has never n regarded as a normal 'eturn for newer
banking institutions until their reserves had been established. Duiink
the first 5 years Of a bank's operations, a minhim o! 50 percent, and puot
infrequently 80 percent to 100 percent of net earnings should be Itained
for the purpose of creating reserves, stability, and a satisfactory rAUto
between capital and depositliabilit.y. This principle is a constant point
of emphiss by the National Banking,)epartment,.the Feelers| Reserve-
authorities and theFedei al Deposit Insurane Corporat on" repreeibta-
tive The principle has become recognized by virtually alt aithorit-..
tive bodies as fundamental, for it constitutes the Wgsio sa(ohardh-
thrown up for the protection of the public and hence rs a" matter of'
pubHc- policy., " ,'

In regards to, point 8: The Inadmissible-asset provisotn should nqt
apply to banks, as it is not their capital funds which are invested i-
these assets, but customers' deposits.
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We do not consider that the invested capital of any bank is invested
in the so-called inadmissible assets, but do consider the capital as in.
vested in those assets which are necessary to the normal operations of a
bank. These would include our investment in furniture and fixtures,
leasehold improvements, stock in the Federal Reserve bank, and stock in
a safe deposit company.

As a businessman Isubmit my views of practical recommendations
for your consideration:

(1) An increase in the specific exemption from $5,000 to $50,000, or,
as an alternative, an allowance as a specific exemption of an amount
which banks are urged to add each year out of their earnings to their
capital surplus and reserve accounts by the National Banking Depart-
ment and the Federal Deposit Insurance Corporation. Some specific
exemption should be considered for all newly organized corporations,
because any organization not in existence for 2 full years prior to
January 1, 1936, is practically precluded from using an average normalearninil aso; or(2) aheprivilege to use, as an exemption, the earnings for the first

6 months of the year 1940, converted to an annual base. It is our opin-
ion that these earnings are not even remotely related to expenditures
for national defense; or

(3) Section 205 of the act of 1917 approved October 3, 1917,
granted relief to certain taxpayers who had no pre-war net income
from trade or business, or whose percentage of net income based on
invested capital was lower as compared to other representative com-
parable taxpayers. We suggest that a similar section be added to
this proposed law-that banks and other corporations not having a
4-year base period be allowed to use an average of base period in-
come credits of comparable representative corporations.

(4) Banks should be totally exempt from section 720 ("Inadmis-
sible assets") for the reasons already specified.

I wish to thank the committee for their courtesy in permitting me
to a appear.

The CHAmMAN. Thank you Mr Kuehnle.
Is Mr. Carroll, of New York City, here?
(No response.)
The CHAIRMAN. Mr. Carroll doesn't answer.
Mr. E. R. Mellen, Newark, N. J.

STATEMENT OF E. R. MELLEN, NEWARK, N. ;., VICE PRESIDENT
AND TREASURER, WESTON ELECTRICAL INSTRUMENT COR-
PORATION

Mr. Mnjux. Mr. Chairman, there hasn't been sufficient time in
which to prepare a brief, but we would like to reserve the privilege
to revise andsupplement for the record anything that we may say
at this time.

The CHAMMAN. I hope you will do it quickly.
Mr. Mnzua . Yes sir; we will.
My name is E. h. Mellen; vice president and treasurer of the

Weston Electrical Instrument Corporation of Newark, N. J.
We manufacture electrical measuring instruments, a rather highly

technical product, not particularly wel known to the average la.
man, and yet having a very wide seope of application and use in
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many industries, including all branches of the electrical industries
and aircraft, and so forth.

As we have studied this bill, we have come to the conclusion that
for our particular industry there are certain discriminatory features
which will bear very heavily upon us due to the business and the
method of capitalization of our business.

Senator TowNSEND. What is your capital ?
Mr. MELLEN. We have 164,000 shares of common stock at the pres-

ent time.
Senator TowNsEND. At what par?
Mr. MLLEN. $12.60.
The bill as passed by the House of Representatives, and introduced

in the Senate, contains many provisions which, to us, seem to be
highly discriminatory against certain taxpayers, to the benefit of

The invested capital basis of computing excess profits credit is
highly inequitable in that it discriminates against the companies who
are either under-capitalized or who are operating on a minimum of
paid-in capital.

It also discriminates against those companies with highly efficient
managements, and tends to remove the incentive for economy and
efficiency in management.

The differentiation in rates between the average earning basis and
invested capital basis, will practically compel taxpayers to use the
capital basis and thus force them into'a situation to be discriminated
against.

This would be particularly dangerous, in our opinion, from a com-
petitive standpoint.

Following is a list of the modifications which seem to us necessary:
1. Equalization of rates of tax. Make excess-profits net income

resulting from the average of base yearly earnings subject to the
same rates as are to be used in the invested capital basis.

2. Give to taxpayers the election to use any 3 of the 4 years in
the base years.

3. Relief to taxpayers for reduction in capital made by them dur-
ing the base period.

4. Relief to taxpayers for losses incurred by them during the base
period on account of venturesome risks entered into for profit.

I will elaborate on these four points.
The first probably requires very little supplemental information,

because it is a self-explanatory statement.
The second-that the taxpayer may have the right to elect any

3 of the 4 years in the base period-is particularly pertinent as it
applies to the earnings basis since, in our case, we were unfortunate
enough to have 2 years in which our earnings were very low, and
obviously we would be penalized in using that basis because of our
inability to earn a normal profit in those 2 years.

Thira, the relief to taxpayers for reduction in capital msdefby
them during the base period is particularly important in our par-
ticular case. - ..... .

During the year 1939, our directors at that time considered it de.
sirable fi-om a conservative and business point of view to proceed
to retire a preferred stock issue which we had outstanding at that

25020-I0----7
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time. To retire that issue required slightly over a million dollars
in cash, and that stock issue had certain featuivs which, in a sense.
night cause it to be considered as practically a prior lien on the
business itself.

Therefore, during the year 1939. we proceeded to retire tit stock
issue without issuing any additional stock, using our cash resources
and also proceeding to borrow from the bank for that purpose.

Under these circumstances you can readily understand that. having
reduced our invested capital during the year 1939, we will be unjustly
discriminated against as we proceed to use the invested capital a.Z i
basis for the determining of the excess-profits tax to apply.

The final recommendation applies also in our particular case.
because we had ventured into a new prxluct npproxinately 4 years
ago, and in doing so incurred losses amounting to approximatelv
$50,000, as a result of which no profits have been made-on lhat par-
ticular venture to (late.

The product, I am glad to say, is now on i basis where it is showing
a return, but obviously our capital investment has been reduced by
the losses, and we will pay an increased exce--profits tax at the
present time because of that particular venture.

In summary, we feel sure that it is not the intent of the Member.s
of Congress to enact %ny discriminatory legislation which will
unjustly react to the disadvantage of any patlicilar company. and
it seemed only proper that we should pi'-.ent our Iarficul'a- view-
point.

I might also &y in conclusion, that from our preliminary analysis.
we are quite conident that to pay the tax next year, because of" our
reduced capital investment at the present time will probably neces-
sitate us going to the bank and borrowing fund . I don't know that
this perhaps would be unusual, but there Was one other period in
our history, namely, during 1918 or 1919, when the excess-profits tax
applied during the war period, when our predecessor company, for the
first time in its history, was obliged to borrow in order to pay its
tax; and after the war was over, we found that we had substantial
inventory, receivables, and so forl h, in which, of course, most of our
profit was tied up at the time.

Senator DAviS. When you say that you borrowed funds, what do
you pay for them

Mr. mir -;. At the present time 11 percent.
I might also say, in conclusion, that we feel that probably we may

be an exceptional case, becausk I haven't been able to find another
company, although there must be some, which has, during this par-
ticulor period, reduced its capital investment, ant as a result may
e subjected to this particular penalty to which I refer.

The CHAIRMAN. You speak of borrowing someni money?
Mr. M.tm. Yes.
The CARMAN. And then increase your capital investment I
Mr. MiuL . To a small extent. We borrowed $400,000, and tIhe

actual amount required to retire the stock w'hs $1, 020,000.
The CHAImAN. Thank you very much.
(The statement referred to is as follows:)



SECOND REVENUE ACT OF 1940 93
STATLUENT BY FkaL R. inLEN, ViCE PaxiNzT AND Txr.sumE oF WtsTO."

Etze ICAL INSTRMET CORPOULMON, NinyAmK, N. J., B aRE COmumf ox
PINANes, UNITF STAxA SNAT, ON' SMMrSBE 3, 1940, WITH RESPW TO H. R.
10113, SixoND RIENVE Acr OF 1940

The company which I represent, the Weston Electrical Instrument Corporation,
manufactures electrical indicating Instruments, a technical product not generally
familiar to the average layman, but having wide application throughout the elec-
trical industries, Including public utilities, electrical manufacturers, aircraft, etc.

The business was founded In 1888. The basic patents originally taken out by
.Yr. ldward Weston 40 to 50 years ago have all expired, so that competition Is
keen. Among our competitors are Included the two leading electrical manufac-
turers In the country, plus a host of smaller manufacturers who compete with
certain types of our instrunnts.

Our ability to maintain a position of leadership Is based on the quality of our
product, and our price is generally higher than that of our competitors. Our
product is supplied to the Army and Navy In various forms, and is also used
extensively on all types of aircraft. During the last World War, practically 100
percent of our facilities were devoted to Government service.

We have 1,50 employees ft the present time. Our capitalization consists of
9 2.000 authorized shares, $12.50 par value, of which there are outstanding 100,58
shares. This stock Is listed on the New York Stock Exchange. We have ap-
proximately 1,6500 stockholders, with no one individual stockholder owning as
much as 5 percent of the outstanding shares.

In appearing before thli committee, I represent no organization or group (f
organizations who may or may not be actively engaged In any activities In con-
nectlon with this bill. However, as an officer and director of the Weston Elec-
trical Instrument Corporation, I feel that a definite responsibIlity exists to present
to the committee the viewpoint of my company on this proposed excess-profits
tax bill, In the Interests of our stockholders and employees who will be vitally
affitt!LI by the provIsions of this bill.

The bill as pased by the House has many technical features which In the short
time available It hAs not been possible to analyze carefully. However, It Is
apparent that there are many provisions which to us seem to be highly dis-

criminatory against certain taxpayers.
The invested-capItal basis of computing exceis-profits credit Is most Inequitable.

In that it discriminates against the companies who are either undercapitalized or
who are operating on a minimum of paid-in capital. It also discriminates against
those companies who have eflicent management, and tends to remove the Incentive
for economy and efficiency in management.

'Ihe differentlatIon in rates between the average earnings basis and the Invested
capital basis will practically compel taxpayers to use the capital basis, and thus
force them Into a situation where they will be dismalminated against. This woull
be particularly dangerous. from a competitive standpoint for a company such as
the one I represent.

Without attempting to review or make any specific recommendations on many
technical details of the bill, I am listing four specific modifications which to us

seem necessary.
1. Equalization of rates of tax.

Make excess-profits net Income resulting from the average of the base
year earnings subject to the same rates as are to be used in the
Invested capital basis.

2. Give to taxpayers election to use any 3 of the 4 years in the base year
when usIng the average earnings basis.

3 Relief to taxpayers for reduction in capital made by them during the
base period.

4. Relief to taxpayers for tosses Incurred by them during the base year on
on account of venturesome risk entered Into for profit.

1. Rqvalkoatioa of rates of taz.-We suggest the elimination of the provision
of ection,710 (a) (1) of the bill, which Imposes an additional tax equal to 4.1
percent of normal-tax net Income as the price for the privilege of using the average
earnings basIs.

We further suggest that all of the tax rates specified in section 710 (a) "(I) to
be applied to adjusted excess-prolits net Income resulting after deduction of the
excess-profits credit computed in pursuance of section 713, be revised to coincide
with rates is specified In section 710 (a) (2) of the bill.
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We submit that the differentials In the tax rates In section 710 (a) (1) and
section 710 (a) (2) of the bill will serve to minimize and, in fact, destroy the
elective features of the bill as between the use of the average earnings method
and the Invested capital method of computing the amount of profits to be taxed
as being In excess of normal earnings. As herelnbefore stated, It Is our opinion
that the differences in tax rates In the present bill will compel taxpayers to aban-
don the average earnings method in favor of the Invested capital method, and thus
force themselves Into a position to be discriminated against.

2. Election to use any, . or 4 ycara.--4)ur suggestion that taxpayers using the
average income basis be permitted to nwe any 3 of the 4 years in the base
period is due entirely to our own experience. We were unfortunate In that
during 2 of the 4 years from 193 to 1939, Inclusive, our earnings were sharply
redtaed to a subnormal level; and, as a result, we shall now be penalized by
having to pay a higher tax, because we failed to have adequate earnings in
those 2 years.

& Relief for reduction in capital.-At the beginning of 139, the capital of
the Weston Electrical Instrument Corporation included 27376 shares of class
A stock-a preferred stock both as to dividends, which were cumulative, also
participating with the common stock after $1 had been declared payable to the
common shareholders; and, furthermore, preferred as to liquidation and voting
rights under certain conditions; in particular, If dividends on this stock were
omitted In any one year, at such time f(ll voting rights and control of the
company passed to class A stockholders, to the detriment of the rights of the
common stockholders. In a sense this particular stock Issue was the equivalent
of a prior lien on the business.

In the Judgment of our directors, and in anticipation of continued satis-
factory earnings, the decision was made, as a sound and conservative finanting
procedure, to retire this preferred stock. To accomplish this, the sum of
$1,026,000 was required. This was provided partially out of earnings, the
balance by a bank loan of $400,000. It was anticipated that such boirowings
when Incurred would be repaid out of 1940 earnings.

Under the provisions of the proposed bill, It Is now apparent that our com-
pany will be penalized for following this sound and conservative procedure as
approved by our directors this past year. In other word-, we shall be obliged
to pay a substantially increased tax, due to the reduction of our Invested capital
by the retirement of this preferred stock issue.

4. Relief for losar'a resulting front rcnrsrraoaw risk.--In order to expand the
fields of sale of our products, thereby tending to stabilize our operations and
provide more stabilized employment for our employees. 4 years ago we ac-
quired the United States rights under certain foreign patents for the manufac-
ture of a thermometer operating on a new principle. During the lose period of
190-39, Inclusive, we expended considerable sums In engineering and develop-
ment work on this product, plus marketing surveys, trales and advertising, etc.
As a result, a total net loss In excess of M3,0,000 was Incurred.

Now we are glad to say that this prolu(t Is on a profitable basis, but It
will be a matter of years before we shall recover the amounts expended during
the development stages.

However, under this tax bill as now proposed, we shall be penalized and, we
believe, unduly discriminated against because of our efforts In this direction,
since our Invested capital has been reduced by an amount to correspond with
these losses.

Conclusion.-Ta conclusion, our preliminary analysis of this proposed excess-
prcflts tax bill reveals that this tax will bear heavily and, we believe, unjustly
upon us In comparison to many large Industries who are in a much more favor-
able position, by having adequate capital or even being overcapitalized at this
particular time. Our business has grown over thie period of the last half century
by the plowing back of earnings into the business. Dividend distributions to
stockholders In the last 10 years have been very modest.

Furthermore, It must be realized that the proposed tax will be almost con-
fiscatory In its nature, In that to provide the Cash with which to pay the
tax next year, It will probably be necessary for'us to borrow from. banking
connections. Obviously with this condition In prospect, such dividends as we
may pay this year and following years while this tax Is operative must he
very limited Indeed In order to conserve our cash.

Unfortunately, when business trends are upward, profits do not all show
up in cash. Most substantial amounts are rqfnyested in increased facilities,
Inventory, receivables, and so forth. During the last war, when a similar tax
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was enacted, we were also obliged to borrow in order to pay the tax. lu fact,
this was the first borrowing in the history of the company. In other words, It
was not only necessary to borrow in order to pay the tax, but when the war
was over such profits as were left were tied up In inventory, receivable, and
machinery, and equipment.

We are only one of many small companies in the country who have, by
careful and conservative management, been able to maintain a competitive posi-
tion, provide employment, and a limited return to the stockholders who have
Invested their funds in the business.

While we can appreciate the necessity for raising funds with which to finance
the proposed national-defense program (although we are not yet at war),
nevertheless we are sure that It is not the intent of Congress to enact a
tax law that would seriously discriminate against taxpayers.

It Is our conclusion that such discrimination exists in the present bill, and,
in particular, if we must have an excess-profits tax at this time, that some
relief would be obtained by the modifieations which have been suggested

WESTON EULTRICAL INSTRhiLENT CORPORATION.
E. I. 3|FLtUN, lVice Prcsdent and Treasurer.

The CHAIRMAN. Mr. Flannery I
STATEMENT OF WILLIAM FLANNERY, CORNING GLASS WORKS,

ELMIRA. N. Y.

The CHAIRMAN. Mir. William Flannery, Elmira, N. Y., of the
Corning Glass Works.

Mr. FLA'.Nny. Mr. Chairman and gentlemen, I represent the
Corning Glass Works and also the-

Senator DAvis. Is Corning Glass part of Macbeth I
Mr. FLAiNxiy. Macbeth is part of Coming. The old Coming

Glass and Macbeth were consolidated in 1936, and now constitute
one company, operating plants in Pennsylvania, Rhode Island, New
York, and with subsidiary companies in other jurisdictions.

From an examination of' this proposed measure, we found two
ways to determine whether we had an excess-profits tax: One by the
amount of invested capital over the base period, and the other, the
average earnings.

For a company of our size--and we think for most companies of
moderate size ependent upon skill and economical operation, the
base period of an average earnings is the one which we would be
forced to choose, or to go to, in determining the amount of our
excess profits.

Now, under this method the measure proposes a tax of 4.1 percent
upon the normal income of a corporation as soon as any excess
profits are determined.

The graduated tax is then applied to the excess profits after the
4,1-percent tax is imposed on the normal income.

Now the normal income, of course, has no deduction for Federal
taxes, for the ordinary income taxes, The result is that the 4.1 tax
increases the income tax to 25 percent.

In consequence, a single dollar of excess profits results in an in-
creare of the ordinary income tax, so to speak, regardless of whether
that increase exceeds the so-called excess profits. As a result, unless
the excess profits exceed the amount of the increase in the normal
tax, so to speak plus the graduated tax, you have a tax which may
be in excess of the amount of profits involved.

For example, assume a corporation with a 4-year average net
income of $134,000, upon which the income tax is approximately
$24,000. The basis for the excess-profits tax is $110,000.
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Assume in 1940 that) by reason of 12 percent better than average
income, it has an income of $150,000, which parenthetically may not
be due to defense orders at all but, say, to a more aggressive sales
policy. The result is that you have a tax, normal income tax, de-
ductible, of $31 50, a specific exemption of $5,000, and a base of
$110,000. This leaves you an excess profits of $3,650 subject to the
tax. The tax which follows, however, is $7,062.50.

A similar result occurs if you take a corporation with an average
income of $1,340,000 over the base period, with an income-tax de-
duction of $240,000, leaving a basis of $1,100,000.

If the 1940 net income is $1,500,000, the normal tax is $313,500
to be deducted therefrom, with a specific exemption of $5,000. The
remainder is $1 181,500, against which is applied a base of $1,100,000.
The excess profits are $81,09, the tax is $86,525.

On the other hand, should these corporations make $300,000 and
$3,000,000, respectively, the excess profits in one case would be
$122,300, and $1,268,000 in the other. The tax upon one is $52,720,
or 47.8 percent of the profits involved; and on the other is $711,000,
or 56 percent.

In other words, with a small amount of excess profts you have a
tax in excess of 100 percent thereon, while, when you have a large
amount of excess profits, you have a tax approaching 50 percent,
above or below it, depending upon the amount involved.

Now, it has been suggested that the failure to provide a credit
for the increase in what we might. call the normal income tax of
4.1 .percent has been due to a desire to increase revenues. However,
no increase in revenues can justify the fantastic results coming from
the measure as now drafted, s6 it seems to us.

It is also in conflict with the policy of Congress, and inconsistent
with the whole history of revenue taxation.

If Congress feels that additional revenue should be obtained by an
increase in the ordinary income tax upon corporations whose earn-
ings run above the average, and I should stop here to say that the
net result, of course, of this average is to average down the good
years to make up for the poor years; in fact, in our experience in
the two corporations I represent, we have 1 poor year, I good year,
and 2 years just fluctuating around the average. So that the tax
would apply to all good years, and therefore reduce our average
earnings.

If it is the desire of Congress to tax corporations when they have
such 'ears, by an increase in the income tax, then credit for that
additional tax should be given, should be allowed, and the tax
should probably not. exceed the amount of excess profits involved;
and in any event it should be deducted before the graduated tax is
ap lied.

owl this can be accomplished by a relatively simple amendment
to section 710 (a)(1) of the bill, providing that the 4.1 percent
tax shall be applied first against the excess profits to the extent
thereof, and in no event more than the amount of the excess profits;
and the scale tax, the graduated scale tax, applied to the balance.

I would like permission, Mr. Chairman and Senators, to file my
memorandum that I have prepared.

The CHArMMAN. There is no objection td your filing it.
Mr. Fwi zft. Thank you.
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(The memorandum referred to is as follows:)

MEuoANDUvM cOCEaNiNo 710 (a) (1), IMPosITIoN or TAX AND RESULTS

The proposed measure provides the taxpayer a choice between two methods
for determining excess profits. One Is dependent upon Invested capital and is
particularly applicable to low-Income-producing properties. It Is the probable
choice of public utilities, railroads, and banks.

The other method is dependent upon average earnings over the last 4 years
with adjustments for Income taxes and other items. It Is the method which
is most likely to be chosen by small or medium-shed corporations, especially
manufacturing companies, whose success depends more upon skill and econ-
nomical operation than upon bulk investment, and whose earnings fluctuate
substantially with business conditions and their own developments.

Under the average earnings method the bill Imposes a tax which In some
instances exceeds the earnings or profits bringing about its application. When
this method is chosen a tax of 4.1 percent is first Imposed upon the entire net
income of the corporation and then the graduatd tax Is applied to the excess
profits. No allowance Is made for what is in effect an increase of the Income
tax by 4.1 percent, although the normal income tax is deducted from the earn-
ings In arriving at the amount of excess profits. In consequence, a single dollar
of excess profits over the exemptions imposes an additional income tax. As
a result the excess profits must exceed such additional tax as well as the grad.
uated tax or the taxpayer Is assessed more than the amount of profits involved.

For example: Assume a corporation with a 4-year average net income of
$134,000, the normal tax upon which is approximately $24,000. In the absence
of adjustments for other deductions, its excess-profits basis is $110,000. Also
assume thot 1940 Is better by 12 percent than the average year so that its net
income is $150,000, parenthetically due, however, to better conditions or more
aggressive sales efforts rather than defense orders. To determine its excess
profits there would be deducted from the net ncem a normal Income tax of
$31,350, a specific exemption of $5,000, and the exemption base of $110,000.
The result Is $3,650 In excess profits subject to tax. The tax which follows
is 4.1 percent of the net income ($150.O5X.041) $,150 plus one-fourth of the
adjusted excess profits ($3,650 - 4) $912.50, a total of $7,062.50 upon excess
profits of $,650.

A similar result occurs if we take a corporation with an average net income
without dividends of $1,340,000 over the base period. The Income tax deduc-
tion is $240,C00 and the excess-profits tax base $1,100,000. If the 1940 net
income Is $1,500,000 with a normal income tax of $313,600 to be deducted there-
from, together with $5,000 specific exemption, the retainder is $1,181,500 to be
applied against the base of $1,100,000. Thus the excess profits are $81,500.
The taxes following upon this would be $86,525, made up of 41 percent of the
net Income plus the graduated tax.

On the other hand, should these corporations make $300,000 and $3,000,000,
respectively, in the current year, the excess profits In one case would be $122,300,
and $1,268,000 in the other. The smaller tax would be $52,720, or 47.8 percent of
the profits taxes; and $711,000 upon the larger, or 58 percent of the earnings
taxed.

It has been suggested that the failure to provide a credit for the 4.1 percent
tax was diie to a de.lre to increase the revenues. However, no Increase in reve-
nues that can be obtained In such a manner under this bill justifies the capricious

* results or the imposition of a tax which within limits is greater upon smaller
rather than larger profits. It L4 also in conflict with the policy of Congress and
inconsistent with the who!e history of revenue taxation.

If Congress feels that additional revenue should be obtained by an Increase In
the ordinary Income tax upon corporations whose' earnings are In excess of a
base period when they have chosen that period for the measurement of profti,
the tax should be applied evenly by percentage or graduated upward upon the
amount of earnings.
" Such a remlt can be obtained by an amendment to section 710 (a) (1) of the

bill providing that the additional tax upon normal Income shall be deducted
from the excess profits and in no event be greater than the amount of such profits,

,and that the graduated tax following shall be levied only upon the balance of
such profits after the deduction of the 4.1 percent tax.

The CHAIRMAN. Mr. Benjamin F. Castle.
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STATEMENT OF BENJAMIN F. CASTLE, WASHINGTON, D. C.,
REPRESENTING MILK INDUSTRY FOUNDATION; INTERNA-
TIONAL ASSOCIATION OF MILK DEALERS

The CHAIRMAN. Mr. Castle, of Washington, representing the Milk
Industry Foundation and the International Association of Milk
Dealers.

All right, Mr. Castle.
Mr. CAs m. Mr. Chairman and gentlemen, I appear for the sole

purpose of presenting the viewpoint of one businessman. I think that
I understand the first page of this bill-

The CHATIMAN. What did you say I
Mr. CASTLE. I said that I thought I understood the first page of this

bill.
The CHAIRMAN. Well, you have made progress.
Mr. CASTLE. Therefore, I realize I have temerity in appearing here.

I have sought some intelligent counsel, however, and I would like to
suggest for the scrutiny of the committee-I think it has been men-
tioned by previous speakers-that there appears to be in the drafting of
the bill a desire on the part. of the drafter to drive corporations from
the use of the average earnings arrangement to the percent on
capital basis, because there appears to be a penalty of 4.1 percent
operating against those who take the average earnings basis. It
doesn't seem to me that if Congress desires to have an alternative
method which is fair to the Government and fair to the taxpayers,
there should be anything in the nature of discrimination between
the two.

In other words, free selection on the part of the taxpayer should be
there.

In attempting to see into some of the clauses of the bill, I believe I
perceive that there is a definite loading in the ascending scale, placed
upon the number of dollars of excess profits of any given corporation;
and it strikes the casual and uninformed observer that a corporation
could earn a very substantial number of dollars, that is, a very large
number of dollars, and part of this earning could be called excess
profits; and yet, on the basis of the total business done by that cor-
poration and on the basis of the total number of owners, I mean
stockholders, who are the owners of a corporation, on the basis of
the percentage on capital, the earnings could be small as compared
to a corporation with little invested capital earning a very much
smaller number of dollars.

I cannot see the equity under our system of free enterprise and under
our conception of democratic government, in making such a tax
arrangement.

I believe it is true--my figures are purely' from memory-but I be-
lieve that there is one large corporation in the country that has
385,000 stockholders. It has about 200,000 employees. It is conceiv-
able that that corporation would earn many millions of dollars-
but when you divide it by the jiumber of owners, it certainly doesn't
look very big.

Therefore I commend to your attention an arrangement by which
the net profits will be based upon a percentage, a fair percentage on
capital, or in excess of what you might call iiormal percentage earn-
ings, rather than upon mere dollar size,
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Amortization is not of especial interest to the business group that
I happen to represent but I have a feeling that all business is in-
terested in anyt hin which affects any other business group, anything
which stops the activity of business or tends to slow it; and I am told
by those who are definitely interested in the creation of manufactur-
ing facilities which have a direct relation to the defense program,
that the amortization feature of this bill is important to them not
only in essence but in time. And one of my friends has suggested
that the reason for rushing this bill through is in order to get the
amortization provision approved and made a matter of law so that
those who have to consider the construction of additional facilities
can get busy.

I don't understand anything of parliamentary procedure or the legal
procedure of drafting bil, but I cant see why that. amortiza-
tion bill cannot go in on its own merits, and your committee or
any other committee concerned, could then have time to devote to this
very complicated tax bill the time that it merits. I think a lot better
meu than I am have thought of that, sir, but it impressed me as a very
practical thing.

The amortization is impolant to these people, and if time is of the
essence, I don't see why it. hs to be incorporated in this bill, if it iA true
that a great deal of tine is needed to draft a basic revenue measure
such as this.

Thank you very much.
Senator GurFEY. What is the Milk Industry Foundation I
Mr. C.AsE. The Milk Industry Foundation is the economic statis-

tical organization that studies the economics of fluid-milk distribu-
tion in the United States.

Senator GUFFEY. How is it financed, and how is it maintained?
Mr. CASTLE. It is financed by the International Association of Milk

Dealers, or rather by the members of that association.
Senator GUFFEY. Who are they; how many international milk con.

cerns are there in this country
Mr. CASTLE. There are several thousand milk distributors.
Senator GurY. By "international," do you mean trading with

Canada and this country, or Cuba and this country?
Mr. C.T.w . I don't know any milk dealers you would call inter-

national, but there are some members in Canada, in England, and
in the Argentine.

Senator (hJFFEY. But they are not international milk dealers?
Mr. CAS'TL. I ,aid international association.
Senator GUFrFr. How is the revenue raised, on the basis of the

volume of business by the people who belong to this Milk Industry
Foundation?

Mr. CASMrL.. You mean the revenue for the foundations
Senator (JuFFEY. Yes.
Mr. C.%STL& It is on the 1qsis of the number of milk routes that

each one operates.
Senator Gurryx. How much do they raise a year
Mir. CASTz. About $40,000 or $50,000.
Senator Gunvriy. All the large concerns in this country are in It?
Mr. CASTr Yes.
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Senator GurtEY. And you are at the head of the lobby her, are
you?

Mr. CAsny- No, sir.
Senator Gurter. Who heads the lobby here ?
Mr. CASn I don't know, sir.
Senator GurnYE. I am glad for this information. Thank you very

much.
The CHAIRMAN. Mr. Richardson.

STATEMENT OF HENRY J. RICHARDSON, NATIONAL SLUG
REJECTOR, INC., ST. LOUIS, MO.

The CHAIRIM AN. Mfr. Henry J. Richardson, repiesenting the
National Slug Rejector, Inc.

Mr. Rrcu.Rn.so. Mr. Chairman, I represent the National Slug
Rejector, Inc., of St. Louis. This is a small corporation that was
incorporated before 1936. It has a paid-in capital of something like
$30,000, or less. It has lately perfected a device under patents. which
throws slugs out of all of these automatic machines that take small
coins to operate them.

All of its stock is owned by the patentees or members of their
families.

During the year 1940 it is expected that the flush sale- of this
iv-eentlk perfected device will bring the company's income up to
something between $300,000 and $400,000. It represents the fruits
of probably 10 or 12 years of industrious effort on the part of its
inventors, who transferred it to this corporation.

Under this bill as it, stands at present that company will pay
approximately, or approaching, the full maximum limit ot 45 percent
on all of its profits.

Capital is not really necessary in the operation of its business.
There are only a few machines need to operate !his device.

They, therefore, will distribute all of their earnings which are not
used to pay taxes, and the stockholders who receive it will go into
the surtax brackets at the very top. I figure that approximately 85
percent of all the income that will flow from this proposition will be
paid to the Government in taxes under the present bill.

Under the prior war and excess profits taxes, such situations as
this were relieved by the power given to the Commissioner to fix a
rate of tax, based upon the average of concerns with a normal income
and invested capital. No such provision is in this act at the pre-ent
time, and we naturally recommend it.

There is also the possibility, it seems to me, in a case such as this,
that the definition of a personal-service corporation might be suffi.
ciently broadened to permit a corporation like this to fall under that,
and then all the earnings would be taxable in the hands of the indi-
vidual stockholder, whether distributed or not.

I have just heard of this situation this morning by long-distance
telephone; I haven't prepared any drafts or Sections, or anything of
that kind. In fact, I can't find where it would fit into this bill unless
it is under the definition of a personal-service corporation.

Thank you, gentlemen.
The CMnxiaXA. All right, Mr. Richardsofi.
Mr. Connolly.

100
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STATEMENT OF 1OHN L. C01INOLLY, SECRETARY, MINNESOTA
MINING & MANUFACTURING CO., ST. PAUL, MINN.

The CHAIRMAN. John L. Connolly, secretary of the Minnesota Min-
in .& Manufacturing Co.

hr. CONNOLLY. Mr. Chairman and members of the Senate Finance
Committee:
My niame is John L. Connolly. I am secretary and general counsel

of the Minnesota Mining & Manufacturing Co. of St. Paul, Minn.,
which has been, for the past 30 years, engaged exclusively in manu-
facturing.

We manufacture coated abrasives, that is, sandpaper; Scotch ad-
hesive tape- rubber cement; roofing granules- and other related
products. We have our main factory in St. Paul, Minn. We have a
factory in Wausau, Wis., where we manufacturer roofing granules, and
a similar factory in Copley, Ohio; and our rubber cement is all manu-
factured in Detroit, Mich.

I have read the House subcommittee report, and the House bill
10413, which proposes to tax certain corporations for excess profits.

Our corporation would come under the average-earnings basis;
that is, our earnings for the years 1936 to 1939, both years inclusive,
would be more than 10 percent. Therefore, we would elect to use
that credit.

The House bill increases our excess-profits tax 38 percent over the
House subcommittee proposal. That is, taking the same excess-
profits income, the tax is raised in the house bill 38 percent. Taking
the normal net income for 1940, as estimated, the House bill increases
the total amount 7.5 percent, that is over the committee proposal.

Our company has consistently followed the policy of financing its
growth out of earnings; that is, retaining a sufficient amount of earn.
ings each year to finance its growth.

lNeither'the subcommittee report, nor the House bill, provides any
credit for the second year, that is, 1941, for any earnings that have
been retained to finance growth.

It does recognize, even where you use this credit capital brought
in from the outside, either by way of additional stock sold, or paidin
sirplus, or other contributions to capital; but it fails to recognize
earnings for the second year that is left in the business, and when I
say earnings, I am talking about a reasonable amount of earnings
retained in the business.

We believe that the House bill with respect to the credit based on
average base period income should be amended to provide as follows:

The credit is to consist of the average net Income for the base period, In.
created by 8 or 10 percent of money or property (taken at its basis for tax
purposes) paid Into the corporation for stock or as paid-in surplus or as a
contribution to capital, after the beginning of the taxpayer's first taxable year
under the excess-profits tax and each excess-profits-tax year's undistributed
earnings.

It is also believed that the House bill providing for a base 'eriod
consisting of 4 taxable yeats could well be amended to rovie that
the right be accorded taxpayers to discard at least 1 of the 4 base.
period.earnings years, or if 5 base.period.earnings years are adopted,
the right should'be accorded to taxpayers to discard 1 or 2 of those
years. We recognize the fact that you may discard a loss year, or
if you have 2 loss years, you nay take the highest; but foi the coi.
porations that had had income, or no losses, this gives them no relief.



We further recommend that the excess-profits-tax law include a
provision permitting or requiring affiliated corporations to file con-
solidated returns for each excess-profits-tax years, and their average
earnings and average invested capital be based upon consolidated
earnings and consolidated invested capital for the base period. This
would-be a fair provision from the viewpoint of the taxpayer and
of the Government.

Mr. Chairman and gentlemen. I recognize that the members of your
drafting staff say that this cannot be done in the short time allotted.

Our corn pany has operated profitably for a number of years, and
we know that one of the principal reasons for its success has been
the constant development of new products, and the investment of
capital in plant and equipment to produce and market such products.

The activities of the company and its progress may best be illus-
trated by the increase it has made in employment and research. In
1928, the company had 517 employees; in 1933, 956 employees; and
in 1910, 2,380 employees.

It now employs in excess of 100 chemists, whose entire time is de-
voted to research and the development of new products. Such prod-
ucts in no instance replaced previously developed and marketed
products--they are all new.

In other words, the research work and development of new prod-
ucts has been financed entirely out of undistributed earnings. At all
times the company has been paying a reasonable dividend to its
shareholders, and it has just paid its ninety-third consecutive quar-
terly dividend.

At the present tinie, the company is engaged in a large building
program, which, consistent with its policy, is being financed out of
undistributed earnings.

In 1930, its total property and plant account amounted to $2,140,-
000. In 1940, that account had increased to approximately ,,700,000.
Construction in 1940, now in progress, will result in an expenditure
in excess of $1,000,000.

We also feel that the 4.1 percent increase in normal tax is very
unfair. As I pointed out. it increases our total tax over the House
subcommittee proposal 7.5 percent, and our total excess-profits tax,
with the increase and change in the schedule, to 38 percent of our
entire excess-profits income.

We feel if that is to be retained, as the previous speaker has stated,
it should be allowed as a deduction from normal income before com-
puting excess-profits income.

If the House bill is enacted into law without a provision for an
added credit of a percentage of retained earnings, such a law would
definitely, in our opinion, curtail the future expansion of our com-
pany, and similarly situated companies.

Senator Gr-o o. Mr. Connolly, wouldn't it be fairer to give the
taxpayer the election to use his prior earnings or his invested capital.
andin the event he uses his prior earnings, impose the 4.1 percent,
or a 25-percent tax, provided his normal tax, plus his excess tax,
excess-profits tax, did not equal 25 percent, or whichever was the
greater?

Mr. Co onLLY. As I understand you, tle amount of excess profits
it would pay, or total tax, would be a minimum of 25 percent of its
entire income

SECOND REVENUE AMOF 0 1W4102
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Senator GaonoE. A minimum of 25 percent.
Mr. CoN0oLLY. Well, I would think so.
Senator GrEoRG.. Now let me ask you, on th6 question of consoli-

dated returns is there anything difficult in drawing a simple amend-
ment to this bill to permit affiliated companies to file consolidated
returns under such rules and regulations as the Treasury might
)romulgate?

Mr. C OvxoLy. Well, that was in the prior excess-profits-tax law,
and it permitted or required-the Commissioner had the authority.
as I recollect now to permit or require-and that is what I have
recommended. I don't think it would be a hard proposition.

Senator GEoRoE. It could certainly be made permissible under such
rules as the Treasury might issue, so that any taxpayer who wished
to file consolidated returns for the purchase of his excess-profits tnx,
might apply to the Treasury and obtain the rules and regulations
n aer which he could be permitted to make that type of return. I

don't see the difficulty myself in that simple regulation, or simple pro-
vision in the law which would authorize the Treasury to issue tha e
regulations.

Mr. CO.xoLL,. To tell you the tnith, Senator, I don't either, but I
haven't checked it back.

Senator GEORoE. If it were made compulsory to file, I can see then
that we would hpve to set out in the law the terms under which the
consolidated returns should be made, but where it is merely per-
missive, and the taxpayer desiring to use it can get the rules and
regulations of the Treasury Deprtment. I fail to see wholly why
there is any difficulty about framing it, or allowing it. In the long
run I believe that the consolidated returns would be favorable to
the Treasury, not necessarily immediately, but for excess-profits-tax
purposes it would seem to me to be, in the long run, favorable to the
Treasury.

Mr: Cw oxNojY. I would think the Treasury would have a vast
experience on that, from the prior laws.

The CHAIRMAN. Thank you very much.
Are there any other witnesses here who have come to Washington

to testify, who are here and who desire now to be heard briefly?
o response.)

The CHAIRMA,. I take it that there are not,
I would like to say that tomorrow a representative of the Treasury

will be heard, and Mr. Knudsen, of the Council on National Defense
will be heard, as well as Mr. Staem of the staff of Joint Committee
on Internal Revenue Taxation. If, following those, there are any
witnesses here who want to be heard, pleas give your name to the
clerk of the committee, and we will try to hear you on tomorrow.

For the information of the committee, I wish to have incorporated
in the record certain letters, briefs, and so forth, submitted by
various individuals and oWanizations. relative to excess-profits tax-
ation and special amortization.

(The letters, etc., referred to by the chairman are as follows:)

B ar or uir 1[ANUCIuFAc Aseocnnox or Coxrwri cur, !zo., O,, Ttft
HAT-r o1 PsROOE EH-ICmsPars Tk'Ainox, SrLcu AMmnlhAlrION, A'?M
THZ VirsON-TI .Amum Ac'

The Manufacturers Association of Connecticut. Inc., has a membership com-
prised of substantially all of the manufacturers, both large and small, ir

103



104 SECOND REVENUE AOT OF 1940

Connecticut. Its members employ well over a quarter million people nnd
approximately 95 percent of the total manufacturing employment in Connecti-
cut. Among its members are manufacturers of products absolutely essential
to the national defense, and manufacturers who are applying their machinery
and facilities to the manufacture of essential defense products. The manu-
facturers whom the association represents, therefore, have a very real Interest
and conces in any measures adopted to aid the national-defense program by
way of tax changes and any law designed to limit excess profits which might
be derived as a result of the defense program, directly or indirectly.

t. THE VI NSON-TILUM ILL AM

We recommend the repeal of the Vinson-Trammell Act, As amended, with
respect to contracts or subcontracts entered into or completed nfter Ihcmbcr
31, 1039. The proposal of the subcommittee of the House Committee on Ways
and Means is that the Vinson-Trammell Act be suspended during taxable years
to which the excess-profits tax will be applicable. In the proposed excess-
profits tax, there Is no limitation as to the duration of the tax. It may last
only 2 years, or it may be necessary to continue it long after the present
emergency Is over. In any event, It would be wise legislative policy not in
allow the automatic revival of the Vinson-Trammell Act, since an entirely
different form of tax might be desirable. Consideration of the desirability
of a change would be forced If the Vison-Trammell Act were repealed at
this time, rather than suspended.

IL SPECLMt A ROTIL.TON

It is recommended that In connection with the amortization of emergency
facilities, such amortization be allowed for Income and excess-profits tax purposes
of facilities acquired or to be acquired In connection with the emergency declared
by the President on September 8, 1939. to exist. The date we have suggested
appears to us to be a more natural one In view of the fact that expansion coming
under our proposal Is properly within the present emergency. There seems to
be no reason why a manufacturer who was more farseeing than others should
be penalized by not being allowed the special amortization privileges. At any
rate, the date of July 10, 1940. adopted by the committee, seems to have no
reasonable connection whatsoever with plant expansion for defense purposes.

tit. LxCESS-PaoKtrs TAxTION

The excess-profits tax as proposed by the committee contains an alternative
credit against profits before the tax is imposed. The first alternaUve credit Is
average earnings over the years 1938 to 1939, inclusive. It a corporation chose
to elect under this provision, its profits would be frozen at the 1938-39 average
level--a depression level for mct businesses. It would seem that war profits
could be subjected to taxation without such a drastic limitation of the freedom
of a corporation. We want good business and good times to return: we do not
want to remain any longer In this period of low return to savingR. We want to
be Induced to save; we can be so induced when there Is a prospect of a good
return on savings. If average earnings are to be taken as the base for a credit
against profits, then it would seem fairer to allow a corporation to select any
8 of the 4 base years upon which to determine average earnings. It Is well
known that most corporations had a bad 1938 fiscal year. The treatment of
loss years as zero years would help only a very little, and only those corpora-
tions who suffered losses. A majority of corporations suffered a deficiency in
earnings.

Serious consideration should also be given to the proposal permitting a
weighted average in accordance with the direction which earnings progress, for
example, if earnings of 1038 to 1038 progressed upward, then 19M8 should be
weighted c¢e, 1IM, two, 1938, three, and vice versa if earnings decreased.

The second alternative credit allowed in the 0yoposed excess-profits tax bill
Is an amount equal to the percentage of Invested capital for the taxable years
which a corporation's earnings during the bata period bears to its ILvested capital
for the base period, but not to exceed 10 percent or less than 4 percent, No one
should deny that 10-percent earnings on a corporation's Investment Is excessive.
Four-percent earnings as a minimum allowed 01y the tax law is low. The pro-
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posal would allow a minimum of 6 percent on the first $50,000 of Invested
capital, and there seems no logical reason why a 8-percent minimum should not
be allowed for the entire Invested capital

In order to allow corporations who have had earnings of less than 6 percent
over the base perod years to place their company back on a sound financial basis.
a further credit should be allowed on the deficiency in earnings. The suggestion

* has been made that this provision allowing a carry-over of deficiency in earnings
be extended to all corporations to allow them to earn an average of 10 percent
on their Invested capital. This Is not an unreasonable proposition.

Borrowed capital should include borrowed physical assets as well as borrowed
money. This is especially important at the present time, because plant facili-
ties and equipment are being required hy defense production Industries. It
Is also very likely that the United States Government may purchase plants
and equipment and loan them to manufacturers to operate In the production of
goods for the defense program. These manufacturers should be allowed to treat
this transaction as borrowed canttal so far as the excess-profits tax Is concerned,
or some equitable treatment should be provided for.

The percentages of 06% percent and 33% percent for the allowance of bor-
rowed capital as Invested capital Is an arbitrary selection. The greater burden
Is always enforced against the larger corporation who Is the larger borrower.
Such lirge borrowers would be entitled to include only one-third of the amount
above $1,000,000 of borrowed capital as Invested capital In view of the limita-
tion in the proposed lax bill of 4 percent minimum earnings, the further treat-
ment of allowing only one:third of borrowed capital to be included in Invested
capital must be Interpreted as discouraging large corporations nod large borrow-
Imr. Congress should consider carefully whether any such policy is within Its
intentlon.

It Is not entirely clear from the subcommittee's report as to Just how pay-
ments on borrowed capital would be treated In the computation of the excess-
profits tax. For example. a corporation with capital in excess of $1,000000
borrows $10,000,000 for a new plant and new equipment not entitled to the special
amortization as part of the defense program. If, during the tax year, $1,000,000
Is paid off, how i- that Item to be treated? Will It be an addition to capital
In Its entirety entitling the corporation to a credit of 8 percent of the amount?

In the cave of a credit on the average earnings basis, the question has arisen
as to whether or not Norrowed capital would be treated as additions to capital
entitling the taxpayer to 8 percent of the percentage of borrowed capital which

.Ia permitted to be adied to Invested capital.
The method of computing equity-invested capital by the general rule will not

be at all easy for corporations of long stalling, and It would seem rightfully to
be the taxpayer's option to use the cash on hand plus the aggregate adjusted bases
of the assets of the taxpayer then held minus the indebtcdns outstanding at such
time, Instead of allowing the Commlioner of Internal Revenue to determine
when a taxpayer might use this method.

Several corporations will be confronted with a situation where a wholly owned
subsidiary corporation was dissolved during the base period. Some provision
should be made to allow them to consider the earnings of those subsidiary cor-
porations In computing average earnings for the base period. Likewise, a similar
provision should he made in connection with the computation of the credit on the
alternative invested capital basis.

REMAL Or PRESENT EXC-AS-PnOFITa AND CA rIAL-STOCX TAXES

It Is recommended that the present excess-profits tax, based on the fictitious
declared value of capital stock, be repealed. It has been a guessing game with
corporations, the more fortunate ones having guessed a declared value high
enough to absolve them from excess-profits taxes, the less fortunate, however,
having guessed conservatively, suffer a tax of thousands of dollars. The capital-
stock tax has little or no meaning divorced from the present excess-profits tax
and it should also be repealed. The amount of revenue derived from these two
taxes is Insignificant compared to the value of ridding the tax structure of thi-
"gambling game" and relieve corporations of the utter confusion in which they
find tLemtelves concerning this tax. The present excess-profits tax will become
nil the more absurd If the proposed excess-profits tax based on "invested capital"
is enacted.

We submit these matters for your serious consideration.
Respectfully,

,PAL' W. AD-%us,
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Au nuc.-A N.WSPAPFA OULtD AUXlLLaY.
SUrer Spring, Md., Awgust 41, 190.

Senator PAT IIARSISOV,
Chafrmwn, Seale Fiaonce Cowsntttee,

ttate Oj1co Building, Waahsgton, D. 0.
DF-ta SzNsAoa: At its convention held in Memphis, Tenn., In July, the American

Newspaper Guild Auxiliary adopted a strong resolution opposing all forms of war
profiteering.

In keeping with this resolution I should like to request that your committee adopt
a more effective excess-profits tax Ihan the measure now under cMsidention-an
excess-profits tax that will really prevent large corporations from making huge
earnings at the public expense during this current emergcy.

We feel that the tax proposed thus far by the House Way stuid ,Means Com-
mittee contains so many loolihtles and exemptions that they are scarcely more than
gestures to offset repeal of the Vinson-Trammell Act limitations on profits.

lKnclosed is a copy of our resolution. If your committee decides to hold hearings,
we would appreciate having this communication and the resolution placed in the
record.

Yours very truly,
Et&Rvru RftUK,

ice President, Amenrw m Newspaper Guild Awsiliarv.

Rhr*l .nox-ANwrmorrrmmwo

Whereas one of the effective methods of keeping America out of all wars Is to take
the profits out of war, and

Whereas it Is common knowledge that profiteers took advantage of the Worlil War
to raise to exorbitant heights the prices of food, clothing, rent, and other necessl
ties of life, and

Whereas such profiteering and such Increases In the cost of living Inevitably result
in a reduction of the real wages of workers and seriously depresm their
already Inadequate standard of living, thus constituting In effect wage cuts:
Therefore be It

Resolred, That the American Newspaper Ouil Auxiliary in convention aa-
sembled at ?/ci phlij'Vnn., on July 11, 1940, go on record as opposed to all
forms of wat profiteering and pledge to combat them wherever they may
occur; and be it further

Resolred, That we urge the Government of the United States to act by legislative
and administrative means against war proflteerog; and be it further

Resolred. That national and local antiwar profiteering boards bet set up with
adequate trade-union consumer representation.

Tu Oxoara Ct,
Passaic, N. J., Augusi tt, i9|0.

Hon. W. W.auss aFIsovs,
Utd States Senate% lVathinplon, D. 0.

Dr%i Sttxoa B'amra: ! would very much appreciate word from you to the
Senate Finance Committee urging the following provisions In the proposed excess.
profits tax bill: (1) That tihe base period for calculating excess-prolits credit he
extended to the 5 years 1l5 to 1M. inclusive, and, further, that the taX'pmyer be
allowed to select the average of any 3 of these 5 years: (2) that those companies
who have had a total deficit for the last 5 years be permitted a credit of 10 percent of
their invested capital Inforce at the beginning of the suggested period (January
1, 1936)-this capital, of course, to be adjusted by any redemptions or addition
taking place between January 1, 1933, and Decembtr 31, 1939.

We thoonghly appreciate that no excess-profits tax law can be written which
will be satisfactory to everyone and we expect to Ly our share. However, we
are quite positive that it Is extremely more important right now that capital.
goods Industries, which have exised under extreme hardships during the past 8
year.% be permitted to regain their lost capital than It Is to put them out of bus-
ness for the sake of small additional tax revenue.

Our Justifiestion for this request Is that this company suffered considerable losses
for the whole of 1938 and for the first 6 months of 10(19 and the tax laws of the last
few years have not permitted replacement of capItAl depleted during the last 10
yea rs. We think these circumstances embrace many companies and our request for
3 of the last 5 years Is justified.
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Furthermore, we have a hiif interest in a company which manufactures one
type of product sold only to light and power utilities. Because of the general lark
of confidence In this Industry, the type of expansion by utilities requiring this
product was so severely reduced as to cause losses for 10 year, accumulating an
extremely high deficit. It is now quite probable this company will commence to
make profits which can reach extremely high figures because of a general buying
Urge. Such profits will be entirely due to business which should have been
plned during the last 7 or 8 years and which is now forced, not only by the
present armament plans, but by general business improvement. Except for the
fact that the two corporations owning the stock of this company have been able
to invest further funds. the company would now be in bankruptcy. It Is In con.
sideraton of tlits situation that we believe such a company should be entitled to
a crmlit of 10 1*,rtent of the Invested capittil existing at January 1, 1935.

As the membership of the Senate Finance Committee is Intlined to give these two
matters serious and favorable consideration, we are quite sure that wvord from you
will be of wkcistan(e to them.

Respectfully yours,
T"s Oxo.six Co..
A. F. Utvr, Treasurer.

Ten Rocusm Cmwma or Ooamusu
Auguet 1, 1940.

Hon . PaT Haauxsow,
OhofrwmkS Bnste Firaare Comm10tce,

Beste Oloe Buildsg, Was into, D. 0.
MY Dasa SENATOR 1iARalSO,: On August 8 Mr. Roland B. Woodward sent you

n copy of the enclosed statement representing action of our board of trustees
on the excess-profits tax.

I am asking that our statement be Included in the record of Senate hearings
on this subject.

The following additional comment based upon analysis of H. R. 10413 has
been approved by our officers to supplement the recommendations appearing on
pages 2 and 4 of our statement of August 7. 1040:

1. The rates of taxation should be the same regardless of whether credits
are based upon invested capital or past earnings. To accomplish this, it is
recommended that when credits are based on past earnings (a) the 4.1 percent
additional normal tax be removed, and (b) the excess-profits tax rates be made
the same as those for credits based on invested capital.

2. Provision should be made to repeal upon passage of a new excess-profits
tax the present excess-profits tax, and the present capital-stock tax.

3 Consolidated returns should be permitted both for any excess-proflits tax
as well as for present corporation income taxes. With reference to this point
it Is noted that the report of the House Ways and Means Committee states that
consolidated returns were considered in connection with the excess-profits tax,
but "It was not possible to prepare a consolidated return provision without
delaying the bill for a conoslderable length of time."

This last consideration points to the desirability of enacting separate legis-
lation for amortization rather than allowing the need for amortization pro-
visions to bring about hasty enactment of makeshift tax legislation.

Very truly yours,
WAUM I. PAKS,

prc sident.

AuousT 7, 1940.

STATEMFiTr OF "HE ROCHzTaI CuAMz ,o O CoumMx ON Domrax Exa cw-
I'sWMv TAX

The Rochester Chamber of Commerce recognizes the great need for tin.
proved national defense, and strongly urges that no obstruction be permitted to
impede its attainment. We recognize also that heavy expenditures. will be
required for defense. It is our view that fonds for these expenditures should
be obtained as far as possible by the following means: (1) By funds that would
be saved through economy in other governmntntal expenditures. (2) by bring.
Ing about an Increased level of general business activity through modification

2.9S29-40-8
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of present Federal taxes which deter business expansion, and through correction
which handicaps business.

While It i our view that an excess-profits tax would have dangers of dimlu-
ishing industrial production, would be Inequitable, and would be possessed of
great administrative difficulties, we would not oppose a defense excess-profits
tax if it Is found that it is inescapable In order to secure funds essential for
defense purposes We insist, however, that any defense excess-profits tax
legislation be so drafted that It does not produce serious obstructions to national
defense by preventing industry from obtaining funds for increasing productive
output. In this connection it must be recognized:

(1) That only from private industry (at the Federal Governmeut secure the
materials and supplies essential for defense. A basic defense problem, there-
fore, Is to bring about the needed increased output in production. This, in turn,
requires the investment of capital to create Increased plant and equipment.
Srich investments can only be obtained by permitting the use of earnings for
this purpose, or by allowing sufficient earnings so that the investment of funds
will be attracted from outside of the business. Unfortunately any defense
excess-profits tax would tend to decrease rather than Increase the amounts
of funds that would be available for expansion. At best, then the defense
excess-profits tax can only be so designed as to mnilmize the adverse effects
that would accompany It;

12) That a defeite excem-pt-efits tax woqJ4 produce further inequalities In the
Federal tax structure. With respect to the present tax structure, the Rochester
Chamber of Commerce has previously recommended that "the :Fedtea! Govern-
ment undertake a nonpartisan study of taxation to*ecure a more equitable
system of taxation, and to make more of the tax base visible by broadening
the base of the income tax." It Is inescapable that a defense excess-profits
tax will make the present bad situation worse because of the diverse nature of
financial structures, profit record& and degrees of development of various in-
dustries. These conditions require that a defense exces-profits tax should
provide alternative plans as a means for minimizing injustices in widely
different cases.

M Nsz "xcrBss-MaorIvS TAx PROVISIONS

The only apparent ways for computing excess profits seem to be on the blasi-
of (1) the taxpayer's invested capital, 12) the taxpayer's earnings record
for previous years, (3) a combination of both, or (4) some special arrangement
made between the taxpayer and the Government.

The first method was used In the excess-profits tax measures of 1917 to
1921. It also constitutes the basis of the La Follette bill which was considered
In connection with the Revenue Act of 1940. During World War experience,
many administrative difficulties were encountered. From the taxpayer's point
of view one difficulty of the plan when It forms the sale basis of the tax Is that
large taxes unduly penalize corporations with capital Investments which are
relatively small with respect to earnings.

R COUMNI)ATIOSS 70'l MxCCss-POnTs TAX IE ISA1MTO

Primarily from consideration of the business structure of the United States.
but not omitting our own experience in the World War and the more recent
experience of Britain and Canada, the Rochester Chamber of Commerce recoin-
mends that If defense excess-profits tax legislation Is Inescapable, It should
embody the following principles:

(1) Any defense excess-profits tax legislation should be limited to the period
of the defense program.

(2) The plan should be flexible enough to provide for differences In financial
"strocthres ahd types of v ribs cotporatlons. To this end, a choice should be
given the use of invested capital or past profits as the base for computing the
tax. Provision should also be made for special determinations where necessary.

(8) Provision should be made for tax adjustments on account of new capital
brought Into a business at any time after the stahdard profit period.

(4) The amount of the normalincome tax should be deductible in determin-
Ing profits subject to the exces-profits tax.

(5) Credit for foreign taxes should be allowed against the total tax Including
excess-profits tax.
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(e) In using the standard profits method, Incomes of companies later merged

or otherwise absorbed should be Included In standard earnings.
(7) In using the Invested capital method, the net worth of companies merged

or otherwise absorbed should be Included In the invested capital.
(8) A corporation should be given the option of being allowed an Invested

capital equal to the amount of its last adjusted declared value for capital stock
tax purposes (excluding any increase In declared value as allowed the taxpayer
for the year 1940).

AMOR'TILM'ION OF COST OF DENSE FACILITIES

After a conference of the President, administrative officials, and congressional
leaders on July 10 It was officilly announced that "the excess-profits tax bill
soou to be introduced will Incorporate a provision for amortization over a 5-
year period of additional facilities, including both plant and equipment, certl-
fled as immediately necessary for national-defense purposes by the Army and
Navy and the Advisory Commission of the National Defense CounciL" The
Idea of including amortization provisions with the excess-profits tax has been
retained In Washington, and Is included in the measure reported to have ben
approved last night by the House tax subcommittee.

It seems unwise to have amortization provisions linked with the excess-profi
tax. There Is a possibility that It will take considerable time to handle the
complexities of an excess-profits tax. But It Is Imperative that facilities for
production for national defense be increased immediately. This, In turn, re-
quires large investments of private capital without delay. Because a great
part of the new facilities will have little or no useful life when the defense
program Is ended, investors In order to be Induced to supply funds must be
assured that such funds will be recoverable and will not be considered profit
or taxable Income.

It appears that the need for Immediate provision for the amortization of the
cost of defense facilities could be met Independently of provision for an excess-
profits tax. In this connection, it is noteworthy that under the Vinson Act
and EKecutive order of 1940 provisions are made for certification by the Secre-
tary of War or the Secretary of the Navy, to the Commissioner of Internal
Revenue as to the necessity and the cost of special additional equipment to be
charged against contracts. This certification has nothing to do with Income tax.

Recosmincdation -The Rochester Chamber of Commerce recommends that
separate legislation be enacted at the earliest possible date to provide for amor-
tization over a 5-year period of additional facilities certified as immediately
necessary for national-defense purposes.

Respectfully submitted.
ROCHSTER CHAMMax or CosMsItLC,
WARRVO & PAR8. PredMCt.
ROLAND B. WOOWAND. Ejcestire Vice President.

MIUOILMUDUM ON TIIE XcssS-PRsoVTs TAx RvSatsMIl %11. EURHA 3. FMIMMAN

15 BROAD STORE , Nzw YomK, N. Y.
lion. PAT 11,atlsoN:

1. THE sRITtSH MKIRP.CE IN WORWh WAS

(a) Taxpayer received a choice of the best 2 of the 3 pre-war years.
(b) The principle of gradualnest. The tax rate on war profits was set at

50 percent In the flsal year 1014-15 and rose to 80 percent In 1917-1&
(e) The tax was truly a tax on war profits or the excess over pre-war profits.

The tax Ignored net capital or Invested capital except In cases of new enter-
prises which had no pre-war base. In this event the law allowed an exemption
of 7 percent on the capital invested for Individuals and 6 percent for corpora-
tions.

I. lRAN.CR
France was late In adopting suitable tax measures. The excess-profits tax

was.enacted on July 1, 1916. -It followed the British precedent of a base of
the three pre-war years, and 9f n rate of tax which began at 50 percent and
rose as the war progressed. -
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IMI. GOUMANY

Germany had no tax on war profits because the Federal Government could
levy only property taxes and taxes on Income were reserved to the several
member states. In June 1910 the Federal Government levied a tax on the
increase in the value of property over the preceding year. In 1918 another
tax was levied on the increase from 1914-18--a sort of war-wealth levy.

IV. ITALY

Italy's excess-profits tax was based on invested capital. The chairman of the
Ways and Means Committee, then Representative Claude Kitchin favored this
form so greatly that it was enacted in the United States. The tnx In Italy
enacted in November 1916 was imposed on all profits above S percent on Invested
capital. The rates ta-gin at 2.) percent and rose t (D percent on profits, in excess
of 20 percent on invested capital. Oa, January 1, 19r20, Italy imposed a tax on
Increase in war wealth, namely, the difference between a corporation's net capi-
fl In 1914 and 1918.

V. aussUA

Russia, like Italy, also adopted a tax on profits in excess of a certain percentage
cn authorized capital. Profit up to 8 percent on this capital was exempt and
the rates of tax rose from 20 to 40 percent on the taxable amount above 8
percent.

Vt. APPRAISAL

The British. who have the soundest fiscal policy In Europe and have the longest
experience with taxes on Income dating back to 1842. were fiscally In the best
condition at the end of the war. The English pound suffered the least devaluation
of any belligerent's currency. The other countries mentioned above suffered
great devaluation up to 100 percent. The British procedure, therefore, Is then
and now worth studying. Our own excess-profits tax during the World War,
la d on invested capital, was severely criticized by a special committee of the
American Economle Association (copy attached). It was difficult to find what
-oustltutes invested capital and not to discriminate against efficient versus ineffi-

cient companies. Furthermore, many cases of unsettled taxes were pending for
10 years or more since the World War. The British type had practically no
cases pending.

MII. RMOMMENDATION

Undoubtedly, the feature of net invested capital will again cause difficulty.
To obviate It, would it not be possible to have a straight tax on Increase of.profits
above some basic average period. However, because of the low level of corporate
earnnxs in recent years, the increase In prAts would be abnormally large.' Per.
hap the taxpayer should be afforded, as in the 1915 British law, a choice of years
which would give a fair average or a normal year, as for example (a) choice
of best 2 of the past 3 years; (b) choice of any 3 years, 1937-SO or 19303-.S or
1935-37. For newly established businesses, apply the experience of similar-sized
companies in the same Industry. In other word-, tax the same percentage of the
profits of 1940 or 1941 In a newly established business as applied to comparable
profits In the same Industry. For expansion of plants, the same principle could
apply. To the additional plant buUt recently, allow a tax-exempt return or a
i:re-war base comparable to that which applies to the rest of the plant. For
such purpose it would be necessary to have In the United States a device which
has proven very successftl In Great Britain. There the treasury has an advisory
committee for each industry to handle tax appeals and technical matters con-
cerning the Industry. For instance, In the chemical industry there would be
representatives on the chemical section of such a board of tax appeals, Including
manufacturers, independent accountants, not employed by the chemical industry,
such as university professors of accounting, and others who would set rules for
the Industry and decide on appeals.

VIM LATE. AAMVSTMENTS

Since speed of defense Is a p!:mi prerequisite, It Is important that the tax
situation be clarified soon so that iniLustry can proceed to the Important work of
prod-tctlon. Egrors can be adjusted later by reflneingts and subsequent legisla.
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nation. Europe after the World War provides a wealth of experience on how
war-gotten wealth was taxed by the government in a more leisurely and deliberate
way after the crisis was over.

REPO?, P SINTV AS SVPnZ Tz N No. 2 OF HE AEItICAN E 0NOMIO R 'w,
BMaSCH 1919, PAGE 15

The success of the tax was due not so much to the manner In which the law
was drawn, as to the skill and good Judgment of the Internal Revenue Depart-
ment In administering the act and to the loyalty of the taxpayers In complying
as best they could with the crude, obscure and, In many ways, harsh and unequal
revenue measure.

The law undertook to levy the tax at rates varying with the percentage which
the taxable Income bears to the Invested capital. Statistics show, as might
have been expected, that the tax collected bore no necessary relation to war
profits and imposed much heavier rates upon small, than upon large, concerns.
* * * Great difliculties have been encountered In administering the present
law in defining invested capital; in the case of borrowed capital; In cases where
corporations had Issued stock for the purchase of tangible property; In connec-
tion with value of good will, and In the provision made for patents and copy-
rights. In the definition of income also, several difficulties have risen, especially
In connection with the limitation of deductions on account of salaries actually
paid In the ease of profits which fluctuate from year to year; In the case of
Industry carried on with different degrees of risk and different degrees of sta.
ability, and in the case of net income In excess of the specific exemptions. Other
great difficulties appeared in connection with the determination of nominal capi-
tal In fact, had It not been for the administrative discretion exercised by the
Internal Revenue Department which went to the extreme limit, and perhaps even
transcended the limit, In interpreting the law, the results would have been far
more unsatisfactory than was actually the case.

Amac.Ar PAsTs MANUAcITRFss AssosArtox,
Los Angeles, August 11, 1940.

SmNATrE FINANcE ( umtTz and TnE HOUSE WAYS AND MsAN CoMMr
SUnitfd ,Xtate4 CapitoI, Washington, D. 0.
OGmsrmxsa: The Aircraft Parts Manufacturers Association wishes to express

its appreciation to this committee for the opportunity to present Its views on
proposed profit taxation. Unfortunately the information we have been able
to obtain on the proposed legislation has been nebulous, and press reports In-
di-ate little time will be given for Its study. Had more time been available a
personal presentation would have given the committee a clearer picture.

Here on the west coast, the tremendous increase In aircraft production has
drained the capacity of every associated trade, and the creation of the aircraft
parts processing Industry brought Into being an Integral and necessary element
in the building of aircraft. In all, well over a hundred small companies, em-
ploying approximately 10,000 persons In this area alone, are engaged either
entirely or partially in national defense collaterally to large aircraft manufac-
turers. This Includes machine shops, heat-treatIng and plating companies, ac-
cesory manufacturers, tool makers, and precision shops of all kinds. From
this grup was formed the Aircraft Parts Manufacturers AssociatIon for the
purpose of obtaining and dl.seminatIng information of interest to Its members,and to cooperate with the military services and aircraft manufacturers in
carrying out necessary regulations In keeng g with present conditions.

0nly indirectly engaged in military work, usually small in capital and lacking
Washington represetation, the aircraft-parts processor Is not consulted and is
uninformed when new legislation is drafted. In such a position these small
bnsluesmen often are unaware of the legis!atIons and regulations that affect
ihem. Had this not been the case, there Is no doubt but that thousands of
protests would have been presented to this committee to consider in connection
with this legislation. reactcaly all of the firms engaged In the aircraft-proc-
essing Industry are affected by thti proposed legislation In varying degrees, but
many of them are resigned to the fact that its enactment would put them out -
of bnslness.

We feel sure that the Intent of the proposed law Is to provide revenue for
rAtional defense without placing an unfair hardship upon any size or class of
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Industry. We submit, however, that the proposed legislation (insofar as we-
have been able to determine) not only is discriminatory against any small
growing business but spells financial ruin for the aircraft-parts manufaeturer-
end places a barrier In the path of creative development and Ingenuity.

The aviation Industry Is in the unusual predicament of having little experience
tr precedent from which to gage its future policies. While this situation
gradually Is being overcome in the larger corporations, it Is particularly dis-
tressing to the young growing concerns. Established practices so valuable to an
cider company simply are nonexistent. Parts are being machined and manufac-
tured daily that are new In design and present new problems. They are subject
to rigid inspection resulting in a sizeable percentage of rejections. Plant
machinery formerly olprated 8 hours a day often Is in use 12, 1g, or even 24
hours a day. Methods of depreciation and obsolescence become pure conjecture,
and costs may be only roughly estimated. In the face of these difficulties, even
the small subcontractor bids competitively for his business % and under legislation
already in effect excess profits must be refunded but losses must be absorbed
when unforeseen contingencies occur. Moreover, the entry of a company into
the aircraft Industry subjects it to so many laws anl rtgulatlons that a larger
overhead and consequent production cost result.

Some members of our association are not exclusively employed In the aviation
feld, but all are engaged In the business of manufacturing or processing parts,
accessories, or products used in the aircraft industry. At a time when their
existence and even their ability to prosper mind expand Is vital to American
national defense, it seems incredible that legislation should be proposed which
discourages sound management and Initiative and encourages overcapitalization
and Inefficiency. It would place some of these processors in the difficult position
c.f choosing between expending their efforts along the lines of stable and well-
established Industries where years of experience assure them of a moderate
pr.,t, or devoting their efforts to a growing Industry which faces all the hax-
ords and uncertainties of inexperience, changing conditions and obsolescence,
with no guaranteed profit, and the probability of failure and loss that is an
Inherent risk In every new enterprise.

The companies engaged In this business range from those who have started on
practically no capital to those who represent million-dollar Investments, but
almost all have been In business only a short while.

Let us take a few examples of how this proposed legislation may affect
companies In this category.

A companyy has just been incorporated with $200,000 authorized capital, of
w ieh $M0,000 has been paid In. While reports concerning the proposed profits
tax indicate that special treatment will be given to new companies, there is
no Indication as to the form such treatment will take. Under present pro-
posals, new capital will be allowed a maximum normal return free of tax of
10 percent, which permits this corporation a tax-free profit of $11,000, including
the $000 specifically exempted. At the present time the company employs
30 men but plans on engaging approximately 100 when new capital and new
equipment Is received. With only $11,000 tax-free profit, the purchase of one
turret lathe ($6,000) and Installation of any minor equipment would use up
the company's entire annual profit without taking Into consideration other
taxes and any return on Investment. The privilege of amortizing over a period
of 5 years or less Is, of course, better than over 10 or 15 years, but with
the price of machinery at its peak and the probabilities of working these ma-
chtnes 24 hours a day, such amortization will leave no residue value. This
particular company was established primarily for meeting the production re-
quirements of the aircraft companies and may already be considered an Im-
portant link In the chain of rearmament requirements. But the enactment of
the proposed legislation will discourage, If not prohibit, the completion of Its
plans for expanding by sale of the remaining authorized stock or by reinvest-
ment of earnings.

B Company wat fourdod armroxImately 3 years ago and entered the field
of automile screw-maitite a* d turret-lath products. Its capital Investment
was $8,000 and it was doing approximately M8,000 wbrth of business per month
on a 10-percent profit basis. For themost part, it supplied commercial accounts,
such as refrigeration, heating, electrical specialtles, and oil-well-tool manufac-
turers. A year ago the company entered the aircraft field. The volume was
increased and overhead Increased accordingly, but its entire plan of production
changed. Instead of producing a certain amount of parts on a steady volume,
Its production became unstable. It was required at certain times to give over-
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night service and to plan a large expansion program which is in the process
tif being completed. The number of employees has Jumped from 30 to 00. The
officials of the organization have drawn only reasonable salaries and the capital
Investment has approximately doubled. The effect of the proposed legislation
would be to force this company back Into the more stable commercial line
which could be followed with the same measure of profit and less hazard.
Such a policy would halt the expansion program, cut down overhead, and
release half of the employees.

C Company has an Investment of $2,50,000 and has been In business for 4
years, more or less concentrating on the development of a few specialized
products. It has suffered the pains of experimentation resulting In negligible
earnings. The corporation feels that It now has "worked the bugs" out of its
business and Is In a position to earn a more equitable return on Investment
during the next few years. On varied anticipated earnings, however, the effect
of the proposed legislation would be as follows:

On earnings of ------------------------- $25,000 $0,000 $100,000
0 percent credit plus $5,000 exemption ---- 20,030 20,000 20,000

Amount subject to tax ----------------- 5,000 40,000 80,000

Subject to 25 percent tax ------------ 5,000 17,500 17,500
Subject to 40 percent tax. ------------- 20,000 20,000
Subject to 5 percent tax -------------- 2,5W00 42,500

,xcess-profits tax ------------------------ 1,250 13,625 33, M5
Normal Income tax (Federal) ------------- 4,750 11,400 10,000

Total of two taxes on earnings ---- 6,000 25,025 52, 65
Profits remaining ------------------------- 19,000 4, 975 47,375
Percentage to capital --------------------- 7.6 13.09 18. 95

In other words, a 10 percent profit would be reduced to a net of 7.6 percent,
a 24 percent profit to 1399 percent, and a 40 percent profit to 18.5 percent-
without taking Into consideration State and local taxes. While the likelihood
Is remote, If this company Is able to earn 24 percent for the next 4 year&
(reduced through taxation to 13.99 percent) with their negligible earnings
for the past 4 years, the net experience In aviation development over an
8-year period would be less than 0 percent, out of which must come all the
extra expenses of a normal business endeavoring to grow.

D Company entered the business In 1938 with a very limited capital, em-
ploylug only a few men. It specialized on precision parts and some develop-
ment and experimental work in the aviation field. Through personal man-
agement and supervision of the owners It has been successful In growing so
that It represents an investment of approximately $100,000, entirely built up
from earnings. This would Indicate that approximately $30,000 has been turned
back Into the business esch year for the purchase of machinery, etc., necessary
for Increased aircraft production. Under the suggested tax plan, with exempted
profit of only $15,000, the continuation of such a policy of expansion Is remote,

By comparson let us analyze the case of an overcapitalized corporation, say
with $5,000,000 capital and expensive executive personnel and overhead which
has contributed little toward the development of aviation. Irrespective of how
poorly the company had been managed In the past, It would enjoy the possibility
of a $303,000 tax-free profit while engaged In any long-established Industry.
This comparison is discouraging to the small businessman who has given
willingly of his time and effort to have a small part in the creation of an
Industry that almost overnight has been represented as America's greatest
potential element of national defense.

In many of "his messages our President has encouraged the expansion of our-
particular Industry, has expressed his concern for the small business, and has
stated his desire to decrease unemployment. In most cases when one of the
firms engaged In the aircraft-parts business accrues a $5,000 profit, It is
returned to the business in the form of a machine or plant extension, thereby
Increasing national-defense production, stabilizing small business, and specif-
cally placing four men in gainful employment In that shop without taking Into-
consideration the men that will be employed In Its manufacture, malntenancei,
and productive ability.
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A fair and equitable return is one of the prime requisites of the investor.
Necessary and Immediate expansion is of major importance to our national
defense. But with its uncertainties, aviation has to offer the Investor some
particular financial Inducement over less-speculative forms of business.

If the vital defenses of the country are of any importance, and we believe they
are, this business should not be handicapped by taxation which stultifies all
who would risk their capital In it.

The legislation proposed may be considered fair merely because It applies to
all industries. But obviously a tax of this type cannot be made equitable to
all companies, and what Investor Is likely to risk his money In aviation tnder
strict profit limitations when be can be assured of the same profit limitations
in an established business with a moderate earnings record based on a genera-
tion of experience? We believe we are safe in stating that had such legisla-
tion been In effect during the pioneering stages of the automobile or aviation
Industries, no such Industries would be in existence today. And the small
growing aircraft parts processor needs support from the investing public. The
alternative of borrowing money from the Government or elsewhere for expn-
sion, is contrary to sound financial policy when little opportunity is afforded for
its repayment. The aircraft-parts processor objects to having to pay all of his
profits out in taxes and then be compelled to borrow from the Government to
meet demanded expansion thereby relinquishing the advantages of Individual
enterprise and private management.

To summarize, we present the following objections to this proposed legislation:
1. Congress should pass no bill that will place an undue hardship on small

business.
2. The basis of taxation should be personal Income and the rates adjusted to

produce the revenue necessary to run the Government Instead of penalizing
productive enterprise.

a Companies engaged In national-defense work already are swamped under
an avalanche of laws and regulations requiring overhead out of proportion to
their production. This proposed change in methods of taxation will greatly
Increase this condition because It introduces a new factor involving additional
ramifications In Its Interpretation and administration.

No doubt many alternatives will be suggested, and may we respectfully offer
the following:

(a) If the intent Is to preclude the possibility of profiteering on military
contracts, discard this plnn of taxation bases on Invested capital and revise
the Vinson-Trammell Act to a 12-percent profit limitation on sales volume
thereby giving a reasonable though limited Incentive to the small business-
man who Is endeavoring to serve his country in national-defense production,
and at the same time leave him a possibility of doing justice to his stock-
holders.

(b) If the resultant revenue Is a necessry factor, Increase the exemption
from $5,000 to $50,000 profit, giving small business an opportunity to grow
con."rvatively and at the same time remove only a neglgible amount of pos-
sible revenue from the Treasury.

(e) Exempt those firms under $1,000,000 capitalization which are engaged
In national-defense work, or exempt the amount of their profits so reinvested.
Certain Instrtment and specialized trades were exempted from the provisions
of the Virn-on-'lrammell Act, recognizing the highly speculative and experi-
mental phases of their business. The same condition certainly exists In the
aircraft parts processing Industry today.

(e) Finally. whatever form of tax legislation originates In this Committee,
we hope It will be clear and conclse In Its terms and not such as may be
subject to the variable interpretations and rapidly changing rulings of admin-
Istrative officials.

May we point out that since childhood we have been told that there shall
be 7 fat years and 7 lean years, and while the turning of reazmable profits
back into an expanding business to take care of rearmament demand, hardly
should be construed as "fattening," there is no doubt In the mind of any
economic counsellor that extremely lean years ma, be anticipated In aviation
production when the present defense objectives have been reached.

One of the greatest assets of American business Is Its ability to produce
under a system providing Incentive to Ingenuity, initiative, and creative
development.
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We appeal to the members of this committee to protect this heritage.
Respectfully submitted.

Amciirr PARTS 31ANtT-ActLBRES AsocIAIto,
By JACK FROSr,

Secretary.
The CHAIRNIA.x. The committee will now recess until 10 o'clock

tomorrow.
(Whereupon, at 3 p. m., a recess was taken until 10 a. ni., Iednes-

day, September 4, 1910.)
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WEDNESDAY, SEPTEMBER 4, 1940

UNITED STATE SENATE,
COMMITTEE ON FINANCE,

11'aehingfon, D. C.
The committee met, pursuant to adjournment, at 10 a. m. in room

312, Senate Office Building, Senator Pat Harrison (chairman) pre-
siding. ,

The CHAIRMAN. The committee will be in order.
Mr. Sullivan, we will hoar you first this morning if you are feeling

well enough to start this proeeding.
Mr. SULLIVAN. I feel very much better than I did yesterday, sir.
The CHAIRMAN. And may I say to the newspapermen that he will

be followed by Mr. Stamp and at 2 o'clock Mr. Knudsen of the Defense
Council will be here, and then, following Mr. Knudsen we hope that
there may be time to hear some of those who are on tile calendar to
be heard.

STATEMENT OF RON. JOHN L. SULLIVAN, ASSISTANT SECRETARY
OF THE TREASURY

Mr. SULLIVAN. Mr. Chairman, and members of the comdttee:
The bill, H. R. 10413, passed by the House on August 29, which is
now before you for consideration, imposes an excess-profits tax, re-
peals the profit-limiting provisions of the Vinson-Trammell Act, and
makes special provision for the special amortization of the cost of
defense facilities.

These three aspects of the bill are interrelated. They have an
important bearing on the rapid expansion of production under the
national-defense program and on the equitable distribution of the
cost of that program.

On June 8 1940, during its consideration of the first Revenue Act
of 1940 the Ways and Means Committee adopted a resolution con-
taining the following sentence:

It is the desire of this committee, which is favorably reporting a bill which will
enable a larger proportion of our citizens to participate in the responsibility of
providing an adequate national defense than has ever been the ease before, that
there shall not be an opportunity for the creation of new war millionaires or the
further substantial enrichment o already wealthy persons because of the rearma-
ment program.

The committee then instructed its technical assistants and the
Treasury Department to accelerate their work on excess-profits taxa-
tion and also on special amortization for national-defense industries.,

The conference committee on the same bill on Juno 21, 1940.
resolved that an excess-profits tax should be enacted as soon as
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possible. Its resolution called upon the Treasury Department to
submit an excess-profits tax plan to your committee and the Ways
and Means Committee of the House, not later than October 1, 1940,

At approximately the same time, the agencies of the Government
charged with the duty of letting contracts for national-defense orders
brought to tie attention of the Treasury Department two aspects of
existing tax legislation, which they believed retarded work on Gov-
ernment contracts. I refer to the provisions for depreciation or
amortization and tie profit-limiting features of the Vinson-Tranimell
Act.

In his message of July 1, 1940, the President recommended to the
Congress the enactment of an excess-profits tax. lie said in part:

We are engaged In a great national effort to build up our national defense to
ineet any and every potential attack.

We are asking even our humblest citizens to contribute their mite.
It is our duty to see that the burden is equitably distributed according to

-ibility to pay so that a few do not gain from the sacrifices of the many.
Accordingly, the Treasury Department speeded to a conclusion its

study of these problems. Shortly thereafter it presented a plan for
the taxation of excess profits with accompanying proposals for special
amortization and suspension of the Vinson-Trammel Act to the Sub-
committee on Internal Revenue Taxation, which had been instructed
by the Ways and 'Means Committee to prepare an excess-profits tax
bill.

During this time the staff of the Joint Committee on Internal
Revenue Taxation also formulated a plan of excess-profits taxation
which differed from the Treasury plan in certain important respects.
In its recommendations to the Ways and Means Committee, the sub-
committee combined some aspects of both plans.

The report of the subconunittee was presented to the full committee
on August 8. Thereafter your committee and the Committee on
Ways and Means held joint public hearings on the subcommittee's
recommendations. The bill now before you embodies their recom-
mendations, modified by the Ways and Means Committee as to
rates and further iiodified to relieve certain types of hard cases dis-
closed in the public hearings.

It is highly desirable that taxpayers know as early as posible what
the terms of this Revenue Act are going to be, since it applies to 1940
income. We all recognize the importance of this and it has been
emphasized by the governmental agencies in direct charge of strength-
ening the national defenses. With this in mind, the Treasury Depart-
ment, having made its recommendations to the subcommittee, has
been guided by the purpose of encouraging the prompt formulation
of a bill which; would meet with the approval of the Congress. Accord-*IIV, it has in the deliberations of both the subcommittee and the
full Ways and 'Means Committee accepted those proposals made by
members of the committee and the staff of the Joint Committee on
Internal Revenue Taxation which appeared likely to speed action
toward the desired end.

I turn now to a discussion of the three sections of the House bill.
First the excess-profits tax.;
The bill provides for an excess-profits tax on 1940 and subsequent

incomes. The tax applies to corporations but not to individuals or
partnerships.
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There are two inportan t reasons why individuals and partnerships
are excluded. Their incomes are already subject to graduated sur-
taxes which exceed 75 percent in the top brackets. Tile other rcasmn
is the difficulty of determining their invested capital. An individual
doing business either as a sole proprietor or as a member of a partner-
ship does not have the benefit of limited liability, lie risks all of
his assets, whether they are actually employed in the business or not.
That makes it extremely difficult, if not impossible, to determine the
invested capital of his business.

The bill also exempts from tax the first $5,000 of excess profits,
and corporations with excess profits no greater than that amount are
not required to file tax returns. '[here are at present approximately
500,000 active corporations in the United States. In 1937 less than
70,000 of these had normal tax net incomes of $5,000 or more. As a
result of this exemption a substantial portion of all corporations and
most small corporations will be relieved from the excess-profits tax.

Several other categories of corporations are also exempt. These
include (a) the nonprofit corporations exempt from the general income
tax (,c. 101, corporations); (6) domestic and foreign personal holding
companies; (e) mutual investment companies; (d) foreign corporations
not engaged in trade or business in the ULnited States and not having
an office or.place of business therein; (e) domestic corporations which
regularly derive substantially all of their gross income from sources
outside the United States, if at least half of their gross income is
derived from the active conduct of a trade or business; and, finally,
(J) corporatibns receiving compensation from the United States for tho
transportation of mail by aircraft, if their income exclusive of such
compensation is insufficient to establish excess-profits tax liability.

An excess-profits tax should apply only to those portions of a cor-
poration's profits which are deemed to be excessive. The bill provides
two alternative standards for the determination of excessive profits.
In general, a corporation may elect to compute its excess profits
either (1) on the basis of the absolute amount of its average earnings
in the base period, or (2) on the basis of the average rate of return on
its invested capital in the base period. The standard in either ease
relates to a base period consisting of the four years, 1936 to 1939,
inclusive.

The choice of either method is available to all domestic corporations
except those not in existence at the beginning of the 1936 taxable
year-the start of the base period. It is ava able also to those do-
mestic corporations which, while themselves not in existence in 1936,
stem through certain tax-free exchanges or reorganizations from
other corporations which were in existence at that time. Foreign
corporations which did business in the United States during the entire
base period are required to use the average earnings method. Fcr
other corporations the invested capital method is mandatory.

Corporations using the average earnings method measure their
excess profits by a comparison of the earnings for the taxable year*
with the average earnings for the base period. If the earnings for tLe
taxable year exceed average base period earnings, such excess ovcr
and above a $5,000 specific exemption is subject to the excess-profits
tax. A corporation, for insance, with average earnings of $60,000 in,
the base period and taxable year earnings of $80,oc0 gets an excess-
profits credit of $69,000 and a specific exemption of $6,000. It has

15,000 of taxable excess profits.



The amount of the credit, that is, the amount of income allowed
free of excess-profits tax, is affected also by changes after the base
period in the amount of invested capital employed in the business.
T he credit is increased by 8 percent of new capital or decreased by
6 percent of the reduction in capital.

In determining the average earnings for the base period, a corpora-
tion which had a deficit in one or more years of the base period may
assume its income in one such year to have been zero. In this manner,
the largest of the deficits is prevented from reducing the corporation's
aggregate earnings for the other base period years, and thereby re-
ducing the size of the credit.. For example, a corporation with earn-
ings of $1,000,000 in each of three base-period years and a deficit of
$1,000,000 in the forth year, is permitted to enter its deficit year
income as zero. Its excess-profits credit is one-fourth of $3,000,000
or $750,000. If the deficit year had been included, its credit would
have been reduced to one-fourth of $2,000,000 or $500,000, rather
than the $750,000 under the present provision.

Senator VANDENBERO. Why shouldn't it?
Mr. SULLIVAN. We think it should, sir.
Corporations electing to measure excess profits on the basis of

average earnings in the base period are taxed at graduated rates
ranging from 25 percent on the first $20,000 of excess profits to 50
percent on that portion of excess profits in excess of $500 000. In
addition, they are required to pay a 4.1 percent tax on their normal
tax net income.

The net income used in the determination of earnings for both the
base period and the taxable vesr is the net income computed for incomne-
tax purposes, with certain'adjustments. Long-tern capital gains or
losses (on depreciable or nondepreciable property held for more than
18 months) are disregarded. Nornal corporation income taxes are
deducted. Income arising from the retirement or discharge of the
taxpayer's own indebtedness is excluded.

Two special provisions in the bill prevent an unjustifiable reduction
of the base-period income and the amount of the income free of tax.
One of these pertains to corporations which suffered losses during the
base period because of fire, storm, shipwreck, or theft not compensated
for by insurance or otherwise. Suchlosses were deducted for income-'
tax purposes. The bill however, permits them to be disregarded in
determining base-perioa income. The other relates to processing
taxes under the Agricultural Adjustment Act of 1033. When, early
in 1936, that. act was declared unconstitutional, some corporations
reimbursed their customers for processing taxes previously collected
from them in the selling prices of processed commodities. For con-
venience some of these, reimbursements were allowed as deductions in
computing income tax net income for 1936 and subsequent years,
although the taxes collected from customers had been included as
gross income in an earlier year. This method was simpler than recom-
puting the tax for 1934 and 1935. The process, however, resulted in a
distortion of the income for the base period. In order that these
corporations may not be penalized, the bill provides that such refunds
should not reduiee the amount 6f base-period income for purposes of
the excess-profits credit. "

Under the alternative method, the presehee or absence of excess
profits is determined by a comparison betv re6n the ratio of earnings
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to invested capital in tie taxable year with such ratio computed for
the base period. If, for instance, a corporation earned 8 percent on
its invested capital in the base period, it. is permitted to earn 8 per-
cent oni its invested capital for the taxable year, in addition to the
$5,000 specific exemption, before the application of the excess-profits
tax. As under the average earnings method, corporations having
deficits (luring the base period are permitted to disregard (ie year of
highest deficit in coniputing their average rate of return for the four
base period years.

Corporations with deficits or very low earnings in the base period
are relieved by being allowed to earn free of excess-profits tax a
minimun of 7 percent, on the first $500,000 of invested capital and
5 percent on the remainder of invested capital. In the ease of corpo-
rations with exceptionally high rates of earnings in tle based period,
a maximum of 10 percent of the invested capital for tine taxable year
is penuitted to be earned free of excess-profits lax. In all cas, a
specific exemption of $5,000 of income is provided.

Additional capital is permitted a tax-free return of 10 percent in
(lie case of new capital which does not cause the totnl invested capital
to exceed $500,000 and 8 percent in the case of any additional new
capital. All capital in excess of the amount of capital at the beginning
of the taxpayer's first taxable year under the bill is considered to be-
new capitol. If, however, inested capital subsequently reaches a
lower figure, increases beyond that figure are counted as new capital.
New corporations are allowed the same rate of return free of tax as
new capital.

If the corporation was in existence during only a part of (lie base
period, its credit is determined on the assumption tinat for the period
it was not in existence it had an invested capital equal to its invested
capital at the beginning of its 1910 taxable year; and that it earned
10 percent on the first $50,000 of such capital and S percent on the
balance.

For corporations using the invested capital method, net incomes
for the base period aund for tine taxable year are adjusted in the same,
manner its in the ease of corporations using the average earnings
method. Two. additional adjustments are also made. Dividends
received on the stock of all corporations (except foreign personal
holding companies), included in income for income tax purposes, are.
eliminated. Net income is increased by the anionunt of interest paid
on that portion of its indebtedness included in Invested capital.

For corporations using tine invested capital inmethod the rates of tie
excess-profits tax are 5 percent lower all along the line than those
imposed on corporation using the average eanings niethods. They
begin wit h 20 percent on the firat $20,000 of excess profits and increase
to 46 percent on that portion of excess profits in excess of $500,000.
In addition, corporations using this method are not required to pay
the 4.1 percent tax on normal tax net income imposed on corporatolis
for tie privilege of using the average earnings methl.

Because of the variation in the iianner in which the excess-profits
credit-the amount of income prmitted fr-e of tax--is conmputed'
under the two methods, corporations with relatively high rates of*
earnings in the base period will generally have smaller taxable excess
profits under the average earnings method than under the alternative
invested capital method. The provision for lower tax rates umder



the invested capital method than under the average earnings method
is intended to diminish the disparity of tax liability under the two
methods.

The bill defines invested capital as the sum of equity capital and a
part or all of borrowed capital.

The portion of borrowed capital included in invested capital
decreases as tile size of the corporation increases. This is a recog-
nition of the fact that, in general, the smaller the. corporation the less
its ability to secure equity capital in the money markets. The
amount of borrowed capital included in invested capital is 100 per-
cent of an amount o' borrowed capital, which when added to equity
capital does not exceed $100,000; two-thirds of borrowed capital
which when added to equity capital, exceeds $100,000 but does not
exceed $1,000,000; and one-third of borrowed capital which when
added to equity capital, exceeds $1,000,000.

Senator VANDENBERG. I was just asking Senator Townsend whether
hio understood that.

Mr. SULLIVAN. I will be veiy glad to elaborate.
A corporation has $50,000 in equity capital, and it decides it wants

to borrow $100,000. The first $50,000 of that $100,000 it borrows
does not bring the total investment above $100,000. So that first
$50,000 is admitted to invested capital 100 percent just as though
it were new equity money. The other $59,000 above the total
investment of $100,000, is admitted at two-thirds and is counted at
66% percent in the computation of the investment.

When you get over $1,000,000 it is admitted at one-third; and from
our examination it. appears that that will correspond about with the
rates those companies pay for money.

In other words, when a large company is floating new bonds upon
which it is paying 231 or 3 percent, we feel that we should not allow
that to be admitted to the base in its entirety, and they be allowed
to earn 8 percent of that free of taxation, because that certainly
would encourage an over-expansion that might not be entirely
desirable.

Income from Government bonds and the stocks of other corpora-
tions is not taxable. Therefore, these investments themselves should
be and are excluded from invested capital.

Special relief is provided in cases where the Commissioner is un-
able to determine the taxpayer's equity invested capital. In such
cases equity invested capital is taken to be an amount equal to the
cash on hand plus the aggreate of the adjusted bases of the tx-
paver's assets less his outstanding indebtedness.

bomestie corporations using either method of excess-profits taxa-
tion are allowed a foreign tax credit. In line with the practice under
the general income tax, the bill allows a credit against the excess-
profits tax for income and profits taxes paid or accrued during the
taxable year to any foreign country or to any possession of the United
States to the extent that such taxes are not offset by credits against
thn income tax. The credit is subject to the, limitations which apply
to the credit allowed for the purposes of the corporate normal in-
come tax. In other words, the foreign tax credit cannot reduce the
income and excess-profits taxes otherwise due on the portion of
income that is derived within the UnitedStates.

Personal-Aervice corporations are accorded special treatment. A
personal-service corporation is defined asone whose income is attrib-
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uted primarily to the activities of the principal owners or stockholders
who are themselves regularly engaged in the active conduct of the
affairs of the corporation and in which capital is not a material
income-producing factor. Such a corporation may signify in its re-
turns for any taxable year its desire not to be subject to the excess-
profits tax. In such ase it will be exempt from tax. However, in
order to obtain such treatment, the shareholders of the corporation
are required to include their pro rata shares of the undistributed
income of such corporations in their respective personal incomes
subject to tax under the normal and surtax rates of the individual
income tax.

Title II of the House bill relates to the amortization of emergency
facilities. Under existing law, the taxpayer is permitted to spread
the cost of his depreciable assets over their expected useful life. The
rate of depreciation allowed is arrived at as the result of engineering
studies, based upon what our best and most current information leads
us to believe is the useful life of the building or equipment. With
changing industrial conditions, these depreciation rates are being
constantly revised. This arrangement is fair to the taxpayer and
fair to the Government, since the cost is allowed to be deducted from
income during the years when the asset is contributing to the tax-
payer's income.

In the case of the expansion of plant and the construction of equip-
ment for the defense program, however, the length of time during
which orders for weapons and other materials of war will continue is
uncertain. In those cases in which the plant and equipment will
have little or no other use after the completion of the defense program,
the rate of depreciation must be increased if the manufacturer is to
have the opportunity of charging the cost against income during the
period of the emergency. Such accelerated depreciation, or amorti-
zation, cannot be allowed under existing law.

Senator VANDENBJERO. Will you just illuminate that subject at this
point?

Mr. SULLIVAN. Well, we are allowed, under the present law, to
give a reasonable allowance for depreciation. Depreciation, as dis-
tinguished from obsolescence, mearis the physical wear and tear.

We have, as I just said, a constant study going on as to the life of
various types of equipment, machinery and buildings, and we have
those figures compiled for each type of machinery and all types of
building construction.

Nowi that is based on the most current engineering investigation,
and that is the basis upon which we proceed.

In addition to that, we have the problem of obsolescence. If a
company is manufacturing an article for which public demand sud-
denly c ases, then that plant becomes obsolete; it is still a perfectly
good plant from the point of view of physical ability to stand up,
but economically it becomes useless, and that is obsolescence.

Under the present law, when that becomes obsolete, the remaining
undepreciated cost of that plant may be taken in the year when it
becomes obsolete.

Now, for us to go ahead and allow special amortization rates would
mean that we would arbitrarily be guessing two things; in the first
place, we would have to guess that at the expiration of the emergency,
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or the particular contract, the plant would be economically useless.
That is a very difficult assumption to make.

Then, you have to make a second guess, which is that it will become
useless in a particular year. And those are two things that are very
verv difficult to do.

We do not believe that the present law gives us the power to do that.
We further believe that it would be unwise for us to be given this
power. We think that there is no problem more important to the
taxpayers in the law than the problem of depreciation.

I think we all agree that they should all be treated the same, onexactly the same basis, except when a special emergency arises and
Congress decides that certain exceptions should be made. We believe
that the power to make that exception vests in the Congress alone
and not in the Treasury Department or the Bureau of Internal
Revenue.

Senator VANDENBERG. Your statement says, on page 12 [reading]:
Under existing law, the taxpayer Is permitted to spread the cost of his depre-

clable assets over their expected useful life.

Mr. SULLIVAN. That is right.
Senator VANDENBERG. If their expected useful life is the existence

of the emergency, why wouldn't you be entitled to make a contract
of that sort witl them?

Mr. SULLIVAN. We don't know that that is the expected useful life.
There are certain facilities that are being constructed for purely
national-defense projects, which may be just as useful after the war
is over, or the present emergency is over, or the particular contract
they are built to perform is over, as they are during the time that
contract is being performed.

Senator VANDENBERG. I fully understand that, Mr. Sullivan. The
only point I don't see is how you obviate any of these imponderables
by new statute to any greater extent than you could face them under
your existing power. Why do you need new law?

Mr. SULLIVAN. Because that law gives us the particular power in t
restricted series of cases to confer special amortization.

Now, under the proposal, the bill as it comes before you, in order
for a manufacturer to secure this special amortization, the National
Defense Council, plus either the Secretary of War or the Secretary of
the Navy must jointly certify that this new facility is necessary to
national defense.

Senator VANDENBERG. Well, then, this new statute is a limitation
upon the power you already have?

Mr. SULLIVAN. I think not., sir.
Senator GEORoE. Just a minute, Mr. Sullivan. You say it is

necessary for them to certify that it is necessary to national defense.
Do they stop there?

Mr. SULLIVAN. I beg your pardon.
Senator GEORGE. Is the certificate that is issued on the recom-

mendation of the National Council and the Secretary of War or
Navy, as the case may be, limited to mere certification that the par-
ticular facility is necessary for defense, or do they go further and
specify what the depreciation-and obsolescence Amounts to?

Mr. SULLIVAN No- they do not.
Senator GEORoE. Ihey turn that back W the Treasur?
Mr. SULLIVAN. No, sir; under the bill atomaticlly the amortiza-

tion to which they are entitled is 20 percent a year, for 5 years.
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Senator GEORGE. Oh, yes; so you are relieved of any responsibility.
But now, Mr. Sullivan, section 23-L of the Revenue Act, allows you.
to allow reasonable depreciation?

Mr. SULLIVAN. That is right, sir.
Senator GEORGE. And the same principle is inherent in- the'deple-

tion allowance?
Mr. SULLIVAN. Including a reasonable allowance for obsolescence.
Senator GEORGE. Reasonable.
Mr. SULLIVAN. That is right.
Senator GEOROE7 Very well. Now, why haven't you the power

under existing law to allow reasonable depreciation and obsolescence?
You say that it is a guess. Certainly it is a guess. But wouldn't it
be very simple to say that this allowance is subject to readjustment
when this emergency passes?

Mr. SULLIVAN. I don't think that would be very satisfactory to the
taxpayer, and I don't think it would be strictly honest on our part.,
sir. If we are not sure enough about it so that we have got to go
back and correct it later on -

Senator GEORGE (interpoing). You want Congress, then, to say
that it is going to be all obsolete and all pass out in 5 years, but you
are not willing to take that responsibility?

Mr. SULLIVAN. I don't want Congress to say that at all.
Senator GEOtoE. That is what you are doing.
Mr. SULLIVAN. I beg your pardon, sir. This bill says that in view

of the prt~snt emergency and our necessity of speeling up these
orders, and to encourage them, they must confer this special privilege
which cannot be granted under the present law.

Senator GEORGE. I take issue with you on it, but that isprobably
a moot question if you are going to put it in the law that they should
b3 allowed 20 percent. But if it is reasonable to allow depreciation
of 20 percent per year on a facility constructed to meet this national
emergency, and if it is reasonable to make an allowance for obsoles-
once, the Treasury has the authority to do it.

Mr. SULLIVAN. That is correct, but I think we are using "reason-
able" in two different ways, Senator George.

Senator GEORGE. I don't think so.
Mr. SULLIVAN. Under this law, it may be prudent, it may be the

wise thing to do; but I couldn't say to this fcommittec that it is reason-
able to expect that, an ultra-modern factory that is to be constructed
in the latter part of 1940 or the first part of 1941 built with all of the
latest skill and engineering experience, is going to be absolutely useless
in 1946. I don't think that is "reasonable," and yet I believe it is
desirable and prudent to grant this amortization to those companies
that. are putting up now facilities for this picture.

Senator GEORGE. It may not be reasonable under the amortization
section in this bill to reach that conclusion. It may be that that
facility will have a use after the passing of the emergency. That is
true. But we are saying here in the law that nevertheless it should be
written off.

What I am saving is that under the statutes which permit you to
allow "reasonable" depreciation and "reasonable" obslescence, you
could do the same thing; if you guessed that within 5 years it would
become obsolete or obsolescent, you could do the same thing, couldn't
you?
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Mr. SULLIVAN. No; I think we would have to have something more
than that to go on.

Senator GEORGE. What?
Mr. SULLIVAN. Well, for instance, when prohibition came into

effect its date was anticipated, and we knew at that time that a
brewery was going to become obsolete on a definite date. The
Supreme Court in the Niagara Falls Brewing Com/pany case held that
as between the time of the passage and the time it became known
that prohibition was coming into effect, and the date on which it
came into effect, they coi!d charge off as obsolescence whatever
remained in the brewery.

Senator GEORGE. I understand that., but after all you have the
authority to allow "reasonable" depreciation, and you have the
authority to allow "reasonable" obsolescence. A plant becomes
useless commercially when its machinery wears out, or when the
product that it makes ceases to have a market, and we are framing
this tax law on the theory that it is going to run for 5 years, that is the
June tax act was framed on that theory.

Mr. SULLIVA,.. But, Senator George-
Senator GEORGE (interposing). I understand. Now, you may not

-want to assume that power, but I am asking you if you haven t got
the power?

Mr. SULLIVAN. I am saying that we have not, and the reason I am
perhaps more emphatic than I should be about it, Senator George--
because I recognize that this is a matter upon which people may very
well entertain differences of opinion-is that the Supreme Court has
very recently determined that mere extra facilities beyond capacity
to use facilities does not make those facilities obsolete.

Senator GEORGE. Why? Because you decided that they were not
obsolete and the Supreme Court merely said you have the power to
sa that?

Mr. SULLIVAN. I think the Supreme Court in that decision was
pretty emphatic--.
. Senator GEORGE (interposing). I know; but your decision was that
you wouldn't allow that obsolescence.

Mr. SULLIVAN. I think the Supreme Court makes up its own mind,
they don't follow us willy-nilly.

Senator GEORGE. Suppose you had allowed it in that very case?
Mr. SULLIVAN. Then it never would have gone to the Court.
Senator GEORGE. And that would have been the end of it.
Mr. SULLIVAN. That is correct.
Senator GEORGE. Therefore, you have the power?
Mr. SULLIVAN. Oh, well, now just a minute. I will say this-
Senator GEORGE (interposing). I know you don't want to assume

that power.
Mr. SULLIVAN. I will say this, that we had the opportunity of

assuming a power which we did not believe we possessed, and we did
not assume that power.

Senator GEORGE. You had the power, you simply denied the tax-
payer what he claimed was the proper obsolescence or depreciation.

Mr. SULLIVAN. And the Supreme Court said that it was not proper.
Senator GEORGE. I think it is an academic thing. If we don't put

something in the statute that covers it, of course there is no need of
discussing it.

126 SECOND REVENUE ACT OF 1940



SECOND REVENUE AYr OF 1401

Now, you are statisfied that the statute is all right and Congress is
going to rely on your judgment about it?

Mr. SULLIVAN. Yes, sir; we are satisfied that the statute is right.
Senator GEORGE. We take it to be your judgment on that question

that these added facilities are going to become either what we now
call for lack of better term, in "1obslecce or that-the depreciation
is going to absorb all the value within the statutory period that follows
the issuance of this certificate.

Mr. SULLIVAN. Excuse me, Senator George, that is not our judg-
ment. We don't know that they are. We are sa:jing that regardless
of whether or not they do, it is prudent and wise to confer this special
privilege of assuming that they are going to-

Senator GEORGE (interposing). But we are writing it in the law?
Mr. SULLIVAN. That is right.
Senator GEORGE. After all, we are basing our decision on your judg-

ment, plus the judgment of the National Defense Council and that of
the Secretary of W' ar.

Mr. SULLIVAN. Yes, sir.
Senator GEORGE. Well, that is all right; and, as I say, in the sense

that we are going to cover it by an express statute, of course it is an
academic question as to what power you now presently have.

Mr. SULLIVAN. All right. I would like the opportunity of dis-
cussing it with you further at. some later date.

Senator CONNALLY. Isn't. the real issue between your views and
those of Senator George, that your construction is that under the
present law you have got to confine it to actual depreciation?

Mr. SULLIVAN. That is correct..
Senator CONNALLY. This is a sort of constructive depreciation.

Whether it is depreciated or not., we are going to say it is.
Mr. SULLIVAN. That is right.
Senator GEORGE. You have to do that always when you say "depre-

ciation" because a plant may last 25 years which you say won't last
but 10, and they frequently do, and you may say it is obsolescent
when actually ithas got some commercial value?

Mr. SULLIVAN. That is right, Senator George, and when we are
basing our opinions on the finest engineering experiece, we go wrong.
That is why we don't like to guess beyond that sphere.

Senator VANDENBERG. In opening up the subject, Mr. Sullivan, I
want to assure you that I didn't mean to criticize any department of
the Government for underestimating its legal powers these days.
[Laughter.]

The CHAIRMAN. You gave this advice to the Council on National
Defense, didn't you?

Mr. SULLIVAN. Oh we consulted together frequently, enator.*
The CHAIRMAN. And you gave that opinion to them that it would

be better to have an enactment of this into law?
Mr. SULLIVAN. Yes sir
Senator GEORGE. You do think that the 5-year period is, all things

considered, a just provision in the act?
Mr. SULLIVAN. Yes sir
Senator GEORGE. YOu do approve that?
Mr. SULLIVAN. We do, sir.
Senator VANDENBERG. Suppose the emergency ends in 2 years?
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Mr. SuLLIV.N..:Under the statute they then reopen their returns
for those 2 years and, instead of taking 20 percent amortization, they
take 50 percent for those 2 years.

Senator VANDENBERO. In other words, it, all falls back on the period
of utilit ?

Mr. ULLIVAN. That is correct.
Senator VANDENBERG. Which I supposed was what was in the law

at present.
Mr. SULLIVAN., No; it is the period of the emergency, Senator.
Senator CONNALLY. I didn't understand that. If you mean that

the period of the so-called emergency only lasts 2 years-
Mr. SvULLivA. (interposing). They are allowed to open their returns

under the bill as now drawn.
Senator CONNALLY. Who determines whether they will take 20 or

-50 percent, the Bureau?
Mr. SULLIVAN. Well, the amortization statute enables them to go

ahead at regular depreciation rates.
For instance if they complete their building in the latter part of

the year, and they want to run 2 or 3 months on the regular depreci-
ation rates, they are allowed to do that. They don't have to take
this special amortization. But once they elect to go on amortization
they then have one further election of going back to regular depreci-
ation rates, and the reason why that provision is in there is that we
anticipate that many of these plants may decide, after they have
taken the 20 percent a year for 1 or 2 years, that they are taking it
too fast, and they will want to then go back to regular depreciation,
and they are allowed to do that.

But when they are working during the emergency on a particular
contract, if they aren't to continue, or if the emergency ends, and
they are not going to operate that plant any more, they are allowed
to reopen their returns ard take that amortization over the period
in which they were working on the contract.

Senator GEOROY.. The whole theory being that they are entitled
to get back their cost for a facility constructed primarily and exclu-
sively for national-defense purposes?

Mr. SULLIVAN. That is correct, Senator George.
I have already referred to the fact that the Advisory Commission

to the Council'on National Defense, and the War and Navy Depart-
ments have informed the Treasury Department that the inability of
manufacturers to secure special amortization allowances is impedig
the letting of defense contracts. In the light of this information, the
Treasury recommends that provision be made by law for special
amortization of the cost of new plant and equipment necessary to
the defense program over a period of 5 years, with a provision for
shortening this period if the emergency should last for a shorter
period. Such provision is contained in the present bill.

This bll provides further that an emergency facility may not be
destroyed, demolished, impaired, or substantially altered without the
written consent of the Secretaries of War or Navy. If such consent
is not given within 90 days the Secretary of War or the Secretary of
the Navy is directed to purchase such facility at a price not to exceed
its adjusted basis nor less than $1. The special deduction for the
amortization of emergency facilities is conditional upon the taxpayer's
acceptance of this restriction.
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Title III of the House bill relates to the profit-limiting provisions of
the Vinson-Trammell Act. That act limits profits on Government
contracts for the construction of naval vessels and Army and Navy
aircraft. The Treasury Department has been informed by the
Advisory Commission to the Council on National Defense and by the
War and Navy Departments that these restrictions have dissuaded
many manufacturers from making contracts or subcontracts. The
extensive special bookkeeping requirements necessary to determine
the actual profit on the contracts are reported to have discouraged
manufacturers from proceeding with national defense work.

The Vinson-Trammell Act deals only with a limited kind of con-
tract-that for the construction of naval vessels and of airplanes.
With the extension of the defense program to include large scheduled
purchases of all types of equipment useful and necessary for the
national defense, it is evident that broader profit-limiting provisions
are necessary. The excess-profits tax, which is of general application.
should accomplish that purpose. It is neither necessary nor desirable
to have outstanding at the same time what are in effect two profit-
Jimiting provisions.

In view of the situation, the Treasury Department recommends
the suspension of the Vinson-Trammell Act for the period in which
an excess-profits tax is in effect.

Senator BYRD. Mr. Sullivan, has either the Navy or the War De-
.partment made any contract with escape clauses, whereby if the
Visioh-'Irammell Act is repealed, that that can be opened up and
the profits increased to the manufacturer?

Mr. SULLIVAN. I do not know, Senator Byrd, whether they have
or not. I think I should say this in relation to your question. It is
provided that inamuch as excess profits go into effect as of last
January 1, that the suspension of the Vinson-Trammell Act should
also revert to that date.

Senator BYRD. It is a fact then that there is such a clause?
Mr. SULLIVAN. So far as the contracts are concerned, I do not

know.
Senator BYRD. Who would know that?
Mr. SULLIVAN. The Navy Department-
Senator BYRD (interposing). And the War Department?
Mr. SULLIVAN. Yes.
Senator BYRD. They don't function through the Treasury; copies

of tLop contractss are not filed with the Treasury?
. Mr. SULLIVAN. Only in those rare instances where they ask for
closing arements.

Finally, I would like to refer to the similar limitations imposed,
under the Merchant Marine Act of 1936, on the profits of ship construc-
tion contracts let by the Maritime Commission. The Treasury De-
partment is informed by the Coniunission that these profit-limiting
provisions of the Merchant Marine Act should not. be suspended be-
cause of special considerations which do not apply in the case of the
Vinson-Trammell Act, but that the companies involved should not be
subject to both profit limitation and excess-profits taxation.

To meet his situation, the bill permits the taxpayer one of two pro-
cedures. It authorizes the inclusion in gross income of the entire
amount of the gross proceeds of these contracts, and allows the pay-
ments recaptured by the Maritime Commission to be credited against
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excess-profits taxes due. Under an alternative procdure the taxpayer
is required to include in his gross income only the 10 percent profit
permitted under the Merchant Marine Act and to compute the
excess-profits tax on that basis.

The CHAIRMAN. In that connection, I am in receipt of a letter from
Chairman Land of the United States Maritime Commission which I
want to put into the record at this point, and I would ask you to con-
sider this matter so that when we get into executive session we can ask
some questions with reference to their objections:

(Letter referred to it as follows:)
UNITED STATES MARITIME COMMISSION,

Hon. PAT HAtRRIS, Washington, September 8, 1940.

Chairman, Committee on Finance, United States Senate.
My DEAR MR. CHAIRMAN: The bill H. R. 10413, which has passed the House

of Representatives and which has been referred to the Committee on Finance of
the Senate materially affects the United States Maritime Commission In its ship-
construetion activities. As you know, a principal objective of these activities
is the procurement of the modern merchant vessels required under the national
defense program as essential auxiliaries to the Navy in war or national emergency.

The Merchant Marine Act, 1936, as amended, contains provisions relating to
the recapture by the Maritime Commission of profits in excess of 10 percent of the
total contract price of contracts and subcontracts for ship construction under that
act. These provisions are similar to those contained in the Vinson-Trammell Act
which applies to naval and aircraft construction. These profit recapture pro-
visions of the Vinson-Trammell Act are suspended by the terms of th pending
bill for such period as the excess-profits tax Is in effect. It is understood that this
Vinson-Trammell Act suspension resulted from representations to the effect that
its operation tended to discourage competition among manufacturers and sup-
pliers who preferred to accept commercial orders not subject to the complications
of special accounting, etc., in preference to orders for naval and aircraft work to
which that act applies this being especially the cas with respect to subcontracts.
It is not believed desirable to suspend the recapture of profit provisions of the
Merchant Marine Act insofar as they relate to prime contracts for the construc-
tion of vessels for the Commission since there are commercial considerations
Involved which do not apply in the ease of the Vinson-Trammell Act. Pro-
vision accordingly was made in the bill by the Committee on Ways and Means
of the House of Representatives, which provision was adopted by the House
(H. R. 10413, see. 724) to protect shipbuilders engaged on Maritime Commission
contracts from being subject to two profit limitation provisions at the same time,
the limitation provisions of the Merchant Marine Act and the excess profits
tax of the bill.

The reasons which make it undesirable to suspend the profit recapture pro-
visions of the Merchant Marine Act as related to prime contracts for ship con-
struction apply with very much less force to subcontracts. It Is expected that
some of the various shipyards throughout the country will shortly be engaged
exclusively upon naval ship construction whereas others will confine their activi-
ties almost entirely to commercial construction, largely on contracts with the
Maritime Commission. In the case of subcontractors, however, the same con-
cerns to a very large extent will be called upon to supply machinery, materials,
and other items to both groups of shipyards, namely, those engaged on naval
work and those engaged on wor. *or the Maritime Commission. If these sub-
contractors are relieved entirely from the profit recapture provisions of the
Vinson-Trammell Act, but are required to conform to the profit recapture pro-
visions of the Merchant Marine Act it may become difficult for shipbuilders having
Maritime Commission contracts to place orders with such subcontractors upon a
satisfactory basis. It appears desirable therefore, to accord to subcontractors
under Maritime Comnision contracts tte same treatment as Is provided by the
pending bill with respect to subcontractors who would otherwise be subject to
the provisions of the Vinson-Tramtell Act. It is accordingly pro psed that the
profit recapture provisions of the Merchant Marine Act be suspended with res-
pect to subcontracts, such suspension to be similar to that provided for In title
II of the pending bill with respect to the Vinson-Tramniell Act.

By suspending the profit recapture provisions of the Merchant Marine Act so
far as they relate to subcontracts, the subcontractor for naval work and the
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subcontractor for Maritime Commission work will be put upon the same footing
so far as relates to the limitation of profits the Government relying for protection
upon the pending Excess Profits Act instead of upon the recapture provisions of the
Merchant Marine Act and the Vinson-Trammell Act. There is no reason to
suppose that the Government's interest will be adversely affected since the excess-
profits tax will thus replace the recapture of profits by the Maritime Commission.
Since the building of merchant vessels suited to serve as naval auxiliaries is essen-
tial to the national defense, it Is highly desirable to remove any possible cause for
hesitancy in accepting Maritime Commission work on the part of suppliers of
machinery, parts, materials, etc., who are offered business from both naval pro-
gram shipyards and merchant-program shipyards.

It is suggested that the proposed suspension of the Merchant Marine Act recap-
ture provision should not apply to subcontracts where the principal contractor
and the subcontractor are owned or controlled by the same Interests; this exception
Is obviously desirable to avoid otherwise possible improper use of the corporate
veil.

In view of the foregoing, the Commission respectfully suggests that the bill
If. R. 10413 be amended to add to section 721 thereof a provilon to the effect
that unless the principal contractor and the subcontractor are owned or controlled
directly or Indirectly by the same Interests within the meaning of section 45 of
the Internal Revenue Code, the provisions of section 505 (b) of the Merchant.
Marine Act, 1936, as amended, shall not apply during the period of suspension of
the profit-limiting provisions of the Vinson Act as provided by title I of H. R.
10413, to subcontracts which are entered into or completed in any taxable year
to which the excess-profits tax provided in title I of the bill Is applicable or would
be applicable if the subcontractor were a corporation subject to said tax, and
during such period any provision In any agreement requiring any subcontractor
to agree to pay to the United States Maritime Commission profit In excess of 10
percent of the contract price of any such subcontract shall be without effect.

Title II of the bill, with respect to amortization deduction in general permits a
5-year amortization write-off for emergency facilities based upon certification as
to necessity in the interest of national defense by the Advisory Commion to
the Council of National Defense, and either the Secretary of War or the Secretary
of the Navy.

The title also Includes provisions for payments of unamortized special-facility.
costs in cases of termination or cancelation of a Government contract, etc., and
provisions limiting or governing the demolition of special facilities for which
special amo ,|zation deductions have been taken, all of these provisions requiring
action of one *.ind o: -nother by the Secretary of War or Secretary of the Navy.

In view of the relation vi kh the building of vessels under the Maritime Com-
mission bears to the national-defense program it is believed that the same amor-
tization provisions should apply to such shipbuilding. It is respectfully re-
quested that the bill be amended by inserting the words "or the United States
alarltline Commision" after the word "Navy" at appropriate places so as to
include the Commission with the Secretary of War and the Secretary of the Navy
as having the authority necessary under this title.

If these suggestions are adopted, I believe that the national-defense program
will be facilitated substantially without jeopardizing the interest of the Govern-
ment.

I shall appreciate an opportunity to have these suggestions gone Into more
fully with you or your staff, in whatever manner you may find most convenient.

Sincerely yours, (Signed) E. S. Meo,

Chltftan.
Senator VANDENBERG. Is the Treasury Department satisfied with

the bill as it passed the House? Has it any recommendations to
make with respect to changes?

Mr. SULLIVAN. As I said in the statement., we feel that it is impor-
tant that a bill should be passed. We feel that it is necessary for the
manufacturers to know what they are to get in the way of special
amortization, and also to know what they are going to have levied in
the way of special taxes, and we think until they do know that, we
are going to face delays.
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We originally recommended a plan. It was known as the Treasury
plan. I heard several witnesses testifying here yesterday refer to the
present bill as the Treasury plan. It is not the Treasury plan.

But in the course of the'work in the House, two plans were joined
together and certain refinements and relief were added to them, and
that is the bill that passed the House. I couldn't say that it is the
bill that we would prefer above all others, Senator Vandenberg, and
I think it is terribly difficult to ever get a bill satisfactory to everybody.

Senator VANDENBERO. I thought I read into some portions of your
statement, a dissent to some of the provisions in the bill as it now
comes before the committee.

For instance, in the example case you gave of the corporation which
earns $1,000,000 a year from 3 years, and then loses $1,000,000 the
fourth year, and is not permitted to deduct the $1,000,000 loss, I
understood you to say that you thought they ought to be permitted
to deduct that?

Mr. SULLIVAN. There was no dissent in that parageaph, Senator.
Senator VANDENBERG. But as I understand it, at tTie present time

they are only permitted to consider that loss year at zero.
Mr. SULLIVAN. That is right, and that is what we approve.
Senator VANDENBERO. You approve of the zero?
Mr. SULLIVAN. That is right, rather than it appearing in the

computation as a minus million.
Senator VANDENBERO. What is your feeling about section 327, the

relief section, in the law of 1921?
Mr. SULLIVAN. Well, under our original proposal we were very

definitely for a general relief provision, sir, but we have given relief
in so many cases that we don't feel that there is left sufficient require-
ment to justify all of the administrative expense and inevitable egis-
lation that would grow out of it.

Senator VANDENBE1RO. Well, repeated instances appear before the
committee of taxpayers who apparently are going to be seriously and
inequitably embarrassed by the terms of this law. It is not going to
be an excess-profits tax as far as they are concerned, it is going to be
a tax that reaches into their regular earnings, and in many instances
it creates a competitive situation which is rather serious for them.

Should there be no forum in which they can appeal for equity, as
was provided in the law of 1921, and as you recommended in connec-
tion with this law in the first instance.

Mr. SULLIVAN. We provided for special relief in some cases where
records are lost, and for that reason they cannot determine their
invested capital and where it has to be reconstructed, or where the
records are inadequate. We had many examples come iTp in the
hearings before the House Ways and Means Committee, and as each
example arose, we tried to cure it.

We had-and I refer to it this morning-a case where there was a
hurricane or a flood, or something that destroys property, and there
is no insurance. We are allowing that to be restored to the invested
capital base. We provided to take care of those people who are
seriously prejudiced by the refunding of processing taxes, and as they
have come up, we have tried to take care of all of them.

Senator VANDENBERG. But the fact remains that it is obvious you
haven't taken care of all of them, and what is the objection to at least
a paraphrase of section 327 of the 1921 law so that there is some forum
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into which the taxpayer who obviously is aggrieved by a law, can go
go for relief?

'Mr. SULLIVAN. When these hearings are concluded, if we find that
there are cases which we cannot cure in the statute itself, we would
seriously consider what you are speaking of. But we want to have an
attempt, since we have gone so far in relieving hardship cases in the
statute itself, we want to have an opportunity to cure whatever is
left without resorting to a method which in the past has proved admin-
istratively cumbersome and terribly expensive.

Senator VANDENBERG. Well, I agree that it would be preferable to
textually correct the situation, but assuming that we were to take the
law as it passed the louse, it seems to me that something like section
327 is indispensable in the name of even decent fair play.

Mr. SULLIVAN. We are keeping track of all the criticisms that were
mafde, and if when you go into executive session, we cannot present
you with a solution of those problems, we will seriously consider 327.

Senator VANDENBERO. And in the meantime you are expecting to
make suggestions dealing with these specific cases that have been
submitted to the committee?

Mr. SULLIVAN. Yes; there was one made here yesterday morning-
and I don't remember the name of the gentleman who made it-where
he expressed the belief that a corporation should have the power to
change its election as to the particular method it was to use, because,
since last year's and the previous year's tax liabilities hadn't definitely
been determined, they weren't in a position to know. We don t
object to that, we think that was a good suggestion.

i am not trying to defend any bill in its present form, I am merely
trying to explain it.

The CHAIRMAN. Doesn't this bill give a right to change from one
year to another?

Mr. SULLIVAN. It does, sir, but he was correct in his criticism that
it did not give him the right to change after he had elected for a par-
ticular year, when the determination of tax liability of previous years
might indicate that he should have elected the other method than the
one he did choose. And we think he shouI4 have that privilege.

Senator BYRD. What date do you think he should have the right to
elect, what is the latest date in the calendar year?

Mr. SULLIVAN. We haven't decided that, air.
Senator CONNALLY. On that point, you would want him to elect

before lie paid the tax, you wouldn't want him to pay it and then
come back and reopen it?

Mr. SULLiVAN.. We are giving a little thought to that too. We just
don't know.

Senator TOWNSEND. Mr. Sullivan, under section 718 of the bill,
page 26, eqity invested capital is defined to include "money pre-
viouslv aid in for stock, or as paid-in-surplus, or as a contribution toCapitali'
M'r. SULLIVAN. That is right.

Senator TOWNSEND. Now, is it the opinion of the Treasury experts
that this language covers a debt of the corporation forgiven by the
stockholders both as to principal and interest?

Mr. SrULLIVAN. Would you repeat thAt, please?
Senator ToWNSEND. Is it the opinion of the Treasury that this

language covers a debt of a corporation forgiven by the stockholders
both as to principal and interest?

133.



134 SOOND REBNNUBAOT OF 1940

Mr. SULLIVAN. I should think it would, yes.
Senator TOWNSEND. Well, now, under regulation 101 of the Reve-

nue Act of 1938, at page 3 1, it says:
In general If a shareholder In a corporation which is Indebted to him gratui-

tously forgives the debt, the transaction amounts to a contribution to the capital
of the corporation to the extent of the principal of the debt.

The regulations limit the contribution to the principal of the debt,
and, in addition, the rule is not absolute.

Now, if a corporation owed $10,000 to its principal stockholder
and an additional sum of interest amounting to $2,500, and the stock-
holder forgave both, would that not amount to a contribution to
capital to the full extent of the $12,500?

Mr. SULLIVAN. I think it would, sir.
Senator ToWNSEND. In view of the fact. that a restricted interpre-

tation has been put upon such a set of facts in the regulations, would
it not be necessary to put a specific provision in the statute in order
that both principal and interest of a debt forgiven be included as
equity invested capital? In other words, would the following lan-
guage accomplish this purpose, and would you be satisfied with it?:

At page 26, line 13, after the word "capital", a parenthesis and
then the following:
(including the amount of any obligation of a corporation. whether principal or
interest, gratuitiously forgiven by a shareholder)

Mr. SULLIVAN. I should think offhand that would be all right, I
would want to go over it, however, Senator.

Senator TOWNSEND. Well, now, one other question:
Will a company which has for a large number of years prior to 1940

expended largo amounts of money solely in the development of uin-
plements of war for such an emergency as now exists, have any oppor-
tunity to recover its development and patent costs? This, assuming
that all of the company's expenditures are represented by deficits.
Such a company will have neither invested capital nor an earning base.

Mr. SULLIVAN. But they are allowed to earn a minimum on invested
capital of 7 percent of the first $500,000, and 5 percent beyond that,
regardless of their record before January 1 1940

Senator VANDENBERG. HOW much will this bill produce, Mr.
Sullivan?

Mr. SULLIVAN. At 1940 income levels, we anticipate a $305,000,000
gross yield.

Senator VANDENBERG. How much would that be eaten into if
the general exemption were raised from $5,000 to $25,000?

Mr. SULLIVAN. I don't know, I will get you that figure. I think it
would be eaten into.very substantially.

Senator VANDENBERO. I assume s0.
Senator GEOR E. What do you estimate as subsequent years'

earnings?
Mr. SULLIVAN. I haven't an estimate on subsequent years, but I

have estimates where the income of each corporation is increased 10
percent, 15 percent, and 20 percent over the estimated calendar year
1940 levels.

Senator GEoRoE. Would you mind putting those into the record?
Mr. SULLIVAN. For instance, if in 1941, corporate incomes increased

10 percent, we would estimate this bill would yield $530,000,000.
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Senator CLARK. You mean general corporate incomes?
Mr. SULLIVAN. That is right.
Senator CLARK. What basis do you have for assuming they are

going to increase?
Mr. SULLIVAN. I beg your pardon, I haven't assumed that. I said

if the increase is 10 percent the yield will be $530,000,000.
Senator CLARK. I think it might be fair to say that these war babies

would increase their income, but, this bill includes everybody as I
understand it.

Mr. SULLIVAN. That is correct.
Senator CLARK. It seems to me to be a very violent assumption to be

basing your estimates of revenue on an assumed increase of business
of 10 or 15 or 20 percent, because as far as other business other than
the war babies arc concerned, this bill is calculated to decrease their
business and decrease their income, rather than increase it.

Mr. SULLIVAN. I don't share that view with you, sir. I think that
any substantial prosperity that conies out of national defense to some
degree or other, directly or indirectly, will reach most of the business
of the country.

Senator CLARK. I think if you study the history of the last war you
will find a good many businesses, not participants in the so-called war
prosperity, were put out of business with the taxes they had to pay.

Mr. SULLIVAN. I think there were some, yes, but there were
certainly a lot of other businesses, with no war contracts, that did
marvelously well because of the money spent in the national-defense
program.

Senator CLARK. It would be a very violent assumption that a tax
bill is going to increase income 10 or 15 or 20 percent.

Mr. SULLIVAN. I am not anticipating anything, and I am not an-
ticipating what the 1941 income will be. I am merely saying that
if each corporation's income in 1941 shows an increase over 1940 of
10 percent,, the bill will yield $530,000,000; if it shows an increase of
15 percent, the yield wil be $640,000,000; and with an increase of
20 percent, this bill would yield $750,000,000.

Senator GEORGE. You mean an average increase?
Mr. SULLIVAN. Yes, sir; for each corporation.
Senator GEORGE. On the whole group?
Mr. SULLIVAN. Yes sir.
Senator CLARK. I don't want to unduly detain you on this, but

you can outline to the committee in a general way the changes which
have been made in this bill since you testified before the House com-
mittee-at which the Senate committee attended-which brought
about the increase in estimated revenue for this year?

Mr. SULLIVAN. Yes; I can.
Senator CLARK. What are the changes? You testified before the

House committee?
Mr. SULLIVAN. Yes.
Senator CLARK. And stated that the bill, as it was then projected,

would raise $190,000,000 this year?
Mr. SULLIVAN. That is correct for the net yield-the gross yield

was $225,000,000.
Senator CLARK. How much is it estimated now?
Mr. SULLIVAN. $305,000,000 gross yield.
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Senator CLARK. Can ybu briefly outline to the committee tle
changes in principal that brought about that increase?

Mr. SULLIVAN. Yes; I can. There were several changes on one
side of the ledger that reduced the yield-relief of hardship cases,
allowing a deficit year to be considered zero, and other relief provisions
that were inserted into the bill which reduced revenue.

Then the rates were changed and under the bill as it now stands
any corporation electing to use the average-eanings method mukt pay
foi that privilege an amount equal to 4.1 percent additional tax on
its normal tax net income.

Then you will recall that in the bill, or the proposal that was being
considered at the time that you referred to. the rates were based
upon certain percentages of credits, and they went up like a flight of
stairs. Now the rates run up in a straight'line, ant they" are some-
what higher. That is where the additional revenue cows from.

Senator GEORGE. In other words, Mr. Sullivan, by changing these
excess brackets-percentageof theinereased earnings-to a flat anioun t,
you step them up faster?

Mr. SULLIVAN. Yes, we did, sir; that is right. That, plus-
Senator GEORGE (interposing). That applies to both types of cor-

porations, I mean whether they elect one formula or the other?
Mr. SULLIVAN. That is correct.
Senator GEOROE. So there is no discrimination there at least?
Mr. SULLIVAN. There is discrimination to this extent, Senator

George, that the company that has elected to file under average
earnings will pay 5 percent more tax than the company electing under
invested capital.

Senator OEORGE. I was speaking now purely of the brackets.
Mr. SULLIVAN. The brackets are the same.
Senator GEORGE. And you fix a bracket on the basis of the amount

in dollars?
Mr. SULLIVAN. That is correct.
Senator GEORGE. Not on percentage of earning?
Mr. SULLIVAN. That is correct.
Senator GEORGE. Now, let me ask you, Mr. Sullivan, going back,

you say very frankly that the legislative purpose of an excess-profits
tax is to tax excess profits or excessive profits?

Mr. SULLIVAN. That is right.
Senator GEORGE. As you put it here?
Mr. SULLIVAN. That is right.
Senator GEOROF. But you have put at least two or three penalties

on the corirations who elect to take their prior earnings, haven't
you?

Mr. SULLIVAN. Yes, sir.
Senator GEORGE. You put a definite penalty on them?
Mr. SULLIVAN. That is correct.
Senator GEORGE. You first put a penalty of 4.1 percent?

* Mr. SULLIVAN. Yes, sir.
Senator GEORGE. That is to say they will pay 25 percent on their

normal tax, or 25 percent, if they elect that method?
Mr. SULLIVAN. Correct.
Senator GEOROE. And then you have readjusted those brackets,

basing them on the amount of income which is, of course, applicable
to l'th types of corporations, as I understood you to say?
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Mr. SULLIVAN. That is right.
Senator GEORGE. Then you have increased tlhe rate oi tile excess

profits by 5 percent in eacfi bracket?
Mr. SULLIVAN. That is right.
Senator GEORGE. On those who elect to pay on their prior earnings?
Mr. SULLIVAN. That is right.
Senator GEORGE. Rather than on the invested capital?
Mr. SULLIVAN. That is correct.
Senator GEORGE. Well, now, why wouldn't it be fairer to allow both

types of corporations-or to allow a free election, allowing the com-
panies who had prior earnings that they wished to take as the basis
rather than invested capital, and make a reasonable adjustment in the
rates that you allow on the invested capital? Now, I am not speaking
about how it is going to affect the revenue. I am perfectly willing to
ask you that question next, and let you say. But why wouldn't that
be fair?

Mr. SULLIVAN. You mean to have them treated more nearly alike?
Senator GEORGE. Well, they have the option; they can take either

option. Presumably they would take the one most favorable to them.
Mr. SULLIVAN. Certainly. I believe that under the bill, as it now

is, the company that elects to use average earnings will receive far
more favorable treatment than the company that ises invested
capital. The reason why the additional 4.1 percent normal tax
was put on for the privilege of using the average earnings, and the
reason why the rates were made 5 percent higher in any given bracket
for those companies using average earnings, was because the com-
mittee felt, and we all felt, that there was'such a tremendous advan-
tage to the company that had very large earnings in the base period
that it would have a competitive club to hold over the heads of other
competitors in the same business whose earnings had niot been sub-
stantial during the base period; that we would have to do something
to put them on a more nearly equal footing. We believe that the
company that will use average earnings is still in a far more favorable
position than the ordinary company that will file under invested
capital, and the further we go in bringing them onto an equal footing
in the bill, I think the further we will go to increase the advantage of
the company that is filing under average earnings.

Now, as to reduction in revenue, I haven't any figures but if you
have any figures in mind as to rates, we will be very glad to get, an
estimate.

Senator GEORGE. I am not asking you that, but it seems to me--
and you know my view, of course--

Mr. SULLIVAN (interposing). Yes, sir.
Senator GEORGE (continuing). It seems to me that the taxpaying

corporation should be allowed to-take its average earnings on a fair
basis, or its invested capital on n fair rate of return on that invested
capitol, and that ought to put them relatively on a fair competitive
basis, not absolutely, of course, because there are too many other
things that enter into it, but relatively, they maintain relatively--er-
tainly if you have got a fair rate of return on invested capital, you have
got the same condition that you have got now in your economy.

Mr. SULLIVA. That is correct.
Senator GEORGE. And of course a lot of things are built up on that

economy and you have got a situation that seems to me ought not to
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be disturbed by putting these extraordinary penalties on the higher
earning companies. I can't justify it in my own mind. If they had
been earning so much over a period that we select, and their average
earnings over that period, before any emergency arose or any expendi-
tures were made, was that, they probably are in a class of companies in
many instances that wouldn't be directly affected by the increased
expenditure of Federal funds for defense purposes, although they may
share in the general economy, of course, that is improved by that
expenditure, if they have been earning a reasonable or an average
earning over that period, their true excess profit is what they earn in
excess of that amount after this period commences and after we pass
this law.

Mr. SULLIVAN. Of course, the obvious objection to that, Senator
George, is that we are building a definite ceiling over a new corporation
or a corporation that has not been doing well in recent years, and wve
are saying, "Well, you have been making $3,000,000 over your base
period, and when you get up above $3,000,000, we are. going to start
to take part of that away from you in excess-profits tax; whereas, your
competitor who has been making $60 000,000 in the last 4 years, will
still be able to make $60,000,000 before we take a cent away from
him in excess-profits tax"-,which is the only objection to it.

Senator GEORGE. Yes. Well, that is true, but that is true now,
that is true under present law. What I am trying to avoid is sub-
stituting my judgment or the Treasury's judgment, or anybody's
judgment for the business management and control of the corporation,
and to say that we are now going to stop your profits at a point that
we regard as excessive, we (1o say we are going to put higher taxes on
you at a point where you are earning excess profits, but we are not
going to undertake to control you further than that.

Mr. SULLIVAN. Yes, sir.
Senator GEORGE. Now, you alloi-for new capital-say with a

new corporation, you allow them 10 percent?
Mr. SULLIVAN. That is right, sir.
Senator GEORGE. That is 10 percent.
Mr. SULLIVAN. On the first half-illion dollars.
Senator GEORGE. Yes.
Mr. SULLIVAN. Eight percent beyond that.
Senator GEORGE. And 8 percent beyond that?
Mr. SULLIVAN. Yes, sir.
Senator GEORGE. If you allowed a flat percent, Mr. Sullivan,

couldn't you greatly simplify this bill, if you just allowed a flat 8 or
6 percent or whatever you say, 10 percent., on all corporations?

Mr. SULLIVAN. On current invested capital.
Senator GE:ooGE. Yes.
Mr. SULLIVAN. Regardless of previous years.
Senator GEORGE. Yes, sir.
Mr. SULLIVAN. That is the 1921 act.
Senator GEORGE. Yes.
Mr. SULLIVAN. It would simplify the billa great deal. You mean

eliminating the alternative proposals?
Senator GEORGE. Even if you kept the alternative proposal, if

you used the 8 percent flat on the current year, or 10 percent?
Mr. SULLIVAN. Well, I wouldn't agree to that if the average

earnings method alternative was to remain in the bill, Senator, that



SECOND ]REVENUE ACT OF 103

would be further penalizing the company that had to take invested
capital. If they were not to have their choice that definitely would
simplify the bill, but if they were to continue to have the power to
file under average earnings, I think that you would be getting into
trouble there.

Senator GEORGE. Well, now, you tax also on the 4.1 that the cor-
poration is required to pay for its election, don't you?

Mr. SULLIVAN. You mian we tax on it?
Senator GEORGE. Yes; didn't you put a tax on that tax? In other

words, the corporation has to pay 4.1 percent ih order to elect its
prior earnings?

Mr. SULLIVAN. That is right.
Senator GEOROF. And where do you start your excess profits?

You include the amount paid out on 4.1
Mr. SULLIVA. (interposing). Oh, no, sir.
Senator GEORGE. Are you sure?
Mr. SULLIVAN. You d6duct your normal corporate tax.
Senator GEORGE. But this isn't normal?
Mr. SULLIVAN. Do you mean on the 4.1?
Senator GEORGE. Yve's.
Mr. SULLIVAN. Oh, yes: the normal tax is all that is deducted in the

of taxation before the excess-profits tax applies.
senator GEORGE. So the excess-profits tax really applied upon what-

ever amount is paid out on that 4.1 percent,?
Mr. SULLIVAN. Yes.
Senator LODGE. Mr. Sullivan, could it be truthfully said that cer-

tain parts of this bill are more urgent from the time standpoint than
others?

Mr. SULLIVAN. I am not one of those who share that opinion.
Senator LODGE. You do not think so?
Mr. SULLIVAN. No; I do not. I think if I were a manufacturer I

would be just as interested in finding out what you were going to take
away from me as I would be in finding out what you were going to give
me with the other hand, and I don't know how I could bid intelli-
gently on contracts unless I had some idea of what my tax liability
was going to be. I think if they were separated, and I presume that
is what you had in mind-

Senator LODGE (interposing). The suggestion has been made that
some of these provisions could be enacted promptly, and others should
be given further study.

Mr. SULLIVAN. I don't think it would solve the problem.
Senator VANDENBERG. In providing those figures for me, Mr.

Sullivan, will you also provide a table showing what the reduction in
revenue would be if the exemption is increased from $5,000 to
$10,000; also to $15,000; to $20,000, and to $26,000?

Mr. SULLIVAN. Yes.
Senator HERRING. In the original suggestion of the Treasury, you

provided for consolidated returns?
Mr. SULLIVAN. That is right.
Senator hERRING. That has been dropped, I see. Why is that?
Mr. SULLIVAN. It was one thing to do at that time under that one

proposal. Now, there has been increasing demand for that. Given
the time, a reasonable amountof time, and I think that we would have
to consult Mr. Beaman and Mr. O'Brien to determine whether it

25982--40----10
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would take an additional 2 or 3 or 4 (lays to do that; we think we could
get into this bill a provision for permissive filing of con-olidated re-
turns. It would take a much longer lime to draft the provisions for
mandatory filing of consolidated returns.

Senator IIERRlO. Don't you think, by not permitting that. you
are going to do injustice to certain corporations?

Mr. SULLIVAN. We may be doing some.
Senator HERRING. On the bottom of page 5 here it says, "far other

corporations the invested capital method is mandatory." You mean
by that, foreign corporations?

Mr. SULLIVAN. That is right..
Senator HERuiN. It should say, "for other foreign corporations"?
Mr. SULLIVAN. That is right.*
Senator BYRD. As I understand it, cash on hand is included in

invested capital?
Mr. SULLIVAN. That is right.
Senator BYn. Is there any restriction on a corporation not

clearing a dividend and keeping that cash on hand in order to get a
greater credit,?

Mr. SULLIVAN. I ain not so sure that I understand what you mean.
A surplus that is put back into the business increases it.

Senator BYRD. Suppose the corporation thought it. best for their
company to keep the cash on hand-

Mr. iULLIV,, (interposing). Oh, section 102 will restrain them
from doing that, if tMat money is not being used for the purpose of
furthering the purposes of the business. If that money is used and
put into a fund to provide for the erection of additional buildings,
that is all right. If that money is used to just-

Senator BYRD. (interposing). Section 102 is only appealed to in
extreme eases?

Mr. SULLIVAN. That is correct.
Senator BYRD. But in the nonnal operation of business, the com-

pany could keep a half a million or a million dollars on hand, a big
company, at their discretion, and if they thought it more advanta-
eous to them not to declare dividends and have the cash on hand to
e added to the invested capital, of course they could do that?
Mr. SULLIVAN. Yes, provided the business required it,.
Senator BYRD. Isn't that theory in conflict with the Treasury

Department's advocacy of the undlstributed profits tax?
Mr. SULLIVAN. To that extent, yes.
Senator BYRD. In other words this is an incentive not to declare

dividends to a certain extent, while the undistributed profits tax is for
the purpose of compelling corporations to declare dividends?

Mr. SULLIVAN. That is correct.
Senator BYRD. So you have got two principles of taxation some-

what in conflict.
Mr. SULLIVAN. That is right, but we are entering an era in which it

is very much to the advantage of everyone to encourage expansion,
Senator Byrd.

Senator BYRD. Why wasn't that era just 'as important when the
Treasury advocated the undistributed profits tax, when business
conditions where then not as good as they are today?

Mr. SULLIVAN. I don't know, sir, I wasn't here. [Laughter.
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Senator LODGE. Mr. Sullivan, there has been a great deal said about

how complicated the language of this bill is and how practically
nobody understands it. Isn't it possible to simplify this language
without losing the essential subject matter?

Mr. SULLIVAN. That effort has been already made. sir.
Senator LODGE. It has been made?
Mr. SULLIVAN. Yes.
Senator LODGE. I an very glad to hear that.
Senator HERRiNo. Is this the result?
Mr. SULLIVAN. That is correct, sir. [Laughter.)
Senator Lonar. That is as simple as you can get it, is it?
Mr. SULLIVAN. I didn't say it was simple.
Senator LA FOLLEYIfE. That flows from the effort to combine these

two different theories?
Mr. SULLIVAN. Oh, yes; either of these two plans would be far

short.
The CIAIRAN. We started out with an excess-profits tax and we

find we are now taxing prosperous corporations. What is your
reaction to putting a little additional percentage in excess-profits tax
on those having war contracts?

Mr. SULLIVAN. You mean on the company that has a direct con-
tract with either the War Department or the Navy Department?

The CHAIRMAN. Yes. What do you think about some differential
on those corporations?

Mr. SULLIVAN. I assume you are now speaking of just the oni
conipany that has the contract with the War Department?

The CHAIRMAN. Well, I am talking about contractors and subcon-
tractors who make excessive profits out of the large national defense
expenditure; those are the ones I was led to believe we were going to
collect excess profits taxes. from, but I find that other prosperous
corporations are penalized by higher taxes here, much higher than
those that are going to assuredly make sonic money out of these
expenditures we have made.

Mr. SULLIVAN. I don't know that that is true, Senator Harrison.
The companies that have increased business and increased profits
because of war contracts, are certainly going to get caught under this
bill.

Senator BYRD. Is that, true of the United States Steel Co.
Mr. SULLIVAN. Oh, yes.
Senator BYRD. Will they pay an excess-profits tax?
'Mr. SULLIVAN. On something around $28,000,000 according to

present indications.
Senator BYRD. Is that correct?
Mr. SULLIVAN. That is right, on the basis of tentative figures.
Senator BYRD. I understod their invested capital was so large

that even though their earnings were greatly increased, they would
pay no excess-profits tax?

Mr. SULLIVAN. I think Mr. Stain and I figured that they had an
exemption of around $54,000,000.

Mr. S'rAm. About $65,000,000 now.
Mr. SULLIVAN. If their earnings are $80,000,000, as I understood

they were estimated to be, that would make $15,000,000 subject to
an excess-profits tax at a rate of about 45 percent.
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Senator BYRD. Mr. Stain stated in executive session, as I under-
stood it, $300 per share.

Mr. SULLIVAN. Under tile bill we don't figure invested capital at
the value per share.

Senator BYRD. I know you don't, but I understood that Mr. Stam
said that was the amount of invested capital of the United States
Steel.

Senator CLARK. I distinctly understood him to use the United
States Steel Corporation as an example of a corporation which, under
the Treasury pan, would not pay any tax at all. I assume that
putting in an alternative is not going to make the United States
Steel *o. pay any more tax if they choose the alternative.

Mr. SULLIVAN. Assuming Mr. tam was correct in the first in-stance, but at that time I think lie was figuring on their 1939 income.
Mr. STAM. I think they had about $40,000,000 in 1939, and they

then wouldn't. pay any tax.
Senator BYRD. I vould like to ask a question about borrowed

money.
What restrictions or limitations on the borrowing of money are

there? Has it got to be for some purpose of expansion?
Mr. SULLIVAN. It has to be evidenced by a written evidence of the

debt.
Senator BYRD. Such as a note, not a mortgage?
Mr. SULLIVAN. Such as a note.
Senator BYRD. Of course, there is a certain amount, of discretion

that would be vested in the management as to whether to borrow for
operating expenses or not, and keep a surplus on hand.

Mr. SULLIVAN. That is right.
I don't think I have answered Senator Harrison's question, yet.
The CHAIRMAN. I don't think so either.
Mr. SULLIVAN. Once you get beyond the company that has a direct

contract with the War or Navy Department, then you are getting into
a good deal of difficulty. For instance, you have a company t at is
making one type of little screw that is used in airplanes for war pur-
poses, is used in tanks,'and used in a variety of other domestic uses
entirely unrelated to war. To determine what part of their expense
went into making those for the war contracts, is an exceedingly diffi-
cult thing. If you are going to restrict it to the fellow who has a
direct contract with the War Department or the Navy Department,
that would be much easier to work out, but I think we would want
to discuss that with them and with the National Defense Council
before making any recommendations to you on it.

The CHAIRMAN. Would that slow up this defense program?
Mr. SULLIVAN. I don't know, that is why I would like to discuss it

with them, Senator.
The CHAIRMAN. I think that the American people who believe in

the excess-profits tax felt that those who were going to make the biggest
profits out of those contracts ought to pay a good part in excess-profits
taxes, and they can't reconcile that we take the prosperous concerns
and put an ordinary normal corporate tax on them by penalties both
in the excess profits and on the normal corporate tax.

Mr. SULLIVAN. Do you want us to discuss that with them?
The CHAIRMAN'. We will have to discuss it in executive session, I

suppose, but I would like to have you ready to answer it.
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Mr. SULLIVAN. We will.
Senator GEORGE. Mr. Sullivan, going back to the borrowed capital,

do you exclude interest paid?
fr. SULLIVAN. Well, we do it this way. If the borrowing is so

small, the total invested capital is so small, that all of the borrowing is
admitted to invested capital, we then exclude interest. If the bor-
rowing is admitted 66% percent, we admit one-third of the interest..

Senator GEORGE. You admit the same proportion of interest-
Mr. SULLIVAN (interposing). In reverse. We admit the interest on

that part of the borrowing which is excluded from the base, that
fraction.

Senator GEORGE. Would it be an unsound principle to allow all
borrowed capital to go in, and exclude all interest?

Mr. SULLIVAN. Yes, I think it would, sir. A large company that
can borrow money for 2Y or 2,' percent, and then be allowed to earn
8 Percent on it-ihat wouldn't be fair, sir.

Senator GEORGE. Well, I don't know, if they can earn 8 percent on
it, that is the reason they borrow, they want to make money.

Mr. SULLIVAN. Yes; but they might not be increasing their profits
8 percent just because they had that additional money, but they
would be allowed to make 8 percent.

Senator GEORGE. So that additional money is a part of theircaitalC ir. SULLIVAN. That is right., without paying any tax on it, whereas

that money was only costing them 2% or 2,% percent.
Senator BYRD. Preferred stock is regarded, of course, as investedcaitaI?

ir. SULLIVAN. Yes, sir.

The CHAIRUAN. There was a great deal presented to the joint
hearings about those who elected to go under the average earnings
basis, that they might take three out of those four years?

Mr. SULLIVAN. Yes, sir.
The CHAIRMAN. Now, that was not objected to by the Treasury

except on the theory that we might lose too much revenue?
Mr. SULLIVAN. Yes, that is correct, Senator Harrison. In fact.

the power to elect any three out of the four years in the base period
was part of the original Treasury proposal. But then we had all these
other alternatives, I think at the time the question was asked, the
revenue under the bill, the proposal, was down to $160,000,000, and
we hadn't estimated how much it would reduce that if we allowed
them to take three out of four, but we now find that it would have
reduced it $60,000,000, or in other words, a little more than one-third.

The CHAIRMAN. But since you went into the process of those addi-
tional penalties on those selecting the average basis, and also the
hoisting of those that elected to go under this invested capital, from 6
to 7 percent up to $500,000, and from 4 to 5 percent on those over
that-that has increased the revenue so much. How much now would
you say it would amount to if we should change the 3 to 4?

Mr. SULLIVAN. I don't know. We haven't that figured. I
should think roughly if the same ratio applied it would be a third, but
I will have that estimated.

The CHAIRMAN. How much loss of revenue?
Mr. SULLIVAN. We will get that for you.
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The CHAIRMAN. What is your idea as to what this bill will product
in 1941? You have given us, of course, the figure if business increased
sp much. What is the idea of the Treasury now, if this bill should pass
in its present form, for 1941, because we al realize that 1940 is not a
very fair year for an'estinfate?

'Mr. SULLIVAN. That is correct, Senator. But we don't know, it
depends on so many factors, it depends upon the speed with which
the national defense program gets going. It depends on domestic
business. There are so many factors that enter, that anything we
gave you would have to be termed a guess rather than an estimate.

The CHAIRMAN. Then your testimony as to $160,000,000 was
merely a guess?

Mr. SULLIVAN. No, that was on 1940 income.
Senator TOWNSEND. That is $305,000,000?
Mr. SULLIVAN. That is right. But to anticipate what it is going

to be a year from now-
Senator BYRD (interp sing). I saw a newspaper report saying that

the year 1941 would bring in $900,000,000; what have you to say
about that?

Mr. SULLIVAN. I am sure I don't know, I saw the same report.
Senator LODGE. When does this bill go into effect?
Mr. SULLIVAN. As of January 1, 1940, it affects income earned

during 1940.
Senator LODGE. Does all of the bill-I am talking about the bill

as a whole?
Mr. SULLIVAN. Amortization goes back to facilities constructed

after July 10. The Vinson-Trammell Act goes back to January 1,
1940.

Senator LODGE. And the rest of the bill takes effect on its passage?
Mr. SULLIVAN. I think I have covered the three parts of it.
The CHAIRMAN. Now, Mr. Sullivan, on the amortization feature,

you go back to July 10?
Mr. SULLIVAN. Yes, sir.
The CHAIRMAN.,It was stated before the joint hearings, I think by

the Assistant Secretary of the Navy, that tlrey had made some con-
tra ts'prior to that date, bit ii'the'vevar 1940. Do you think it is
fair to go back to the first day of this year-if we are going to im-
pose the excess-profits taxes and they were led to believe, certain
industries, that the amortization feature would be worked out.
They acted in good faith with the Government and entered into
some of these contracts-don't you think it is fair to put it back to
January I? I understand there are a few such cases.

Mr. SULLIVAN. I had understood that July 10 was selected because
that was the first date upon which anybody indicated that special
amortization would be allowed. That is why July 10 was taken.

The CHAIRMAN. I think July 10, as I understand, was selected
because we had a conference and one of the members of the con-
ference said that we agreed, so far as we were concerned, on that,

lan, and an announcement was made to that effect, and that is why
it was selected; but prior to that, the Defense Council had made soni'
contracts-

Mr. SULLIVAN (interposing). I don't believe so, sir.
The CHAIRMAN'. Or the Navy Department?
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Mr. SULLIVAN. I think the Navy was interested in some contracts
made prier to September 1939.

Tle CHIR..AN. I wish you would investigate that thoroughly.
Mr. SULLIVAN. I will, sir.
TIe CHAIRMAN. We want to be fair with people and if they have

gotten an impression that Congress is going to take care of the
situation or they wouldn't have made these contracts, we should not
discriminate against them.

Mr. SULLIVAN. I will look that up.
Senator CONNALLY. I have some information along that line about

concerns that claim to have expanded their plants even before Sep-
tember 1939, and since that time, and under this bill they can't get
any amortization until July 10, 1940, is that right?

Mr. SULLIVAN. That is right.
Senator GFORGE. They can't get the special amortization?
Senator CONNALLY. I mean the special amortization that is granted

under this bill. That is what you were asking about, wasn't it, Mr.
Chairman?

The CHAIRMAN. Yes.
Senator CONNALLY. I think we ought to look into that because I

think we ought to treat them all alike.
Senator N ANDENBERG. I wanted to ask what the $305 000,000 you

were going to raise thih fiscal year-what percentage of the estimated
deficit for this fiscal year, the $305,000,000 is?

Mr. SULLIVAN. I don't have that figure here, sir.
Senator LODGE. At what date do you expect to get receipts as a

result of this bill, what is the first date?
Mr. SULLIVAN. March 15.
Senator LODGE. Of 1941?
Mr. SULLIVAN. That is correct.
Senator LODGE. That is what I had in mind in my other question.
Mr. SULLIVAN. I misunderstood you.
Senator LODGE. From the stallpoint of getting money into the

Treasury, you won't start getting money until March 1941?
Mr ULLIVAN. That is right.
Senator LODGE. And the Treasury contends that the advantage to

the businessman in knowing promptly where he is outweighs the
potential advantage to the businessman in having a bill that was more
carefully worked out and more carefully studied?

Mr. 9ULLIVAN. We could all of us work together on an excess-
profits tax bill for years, and we wouldn't come out with anything on
which we all agreed, or that wouldn't. be subject to complaints of some
character.

Senator VANDENBERG. But you think bad news is better than no
news?

,Mr. SULLIVAN. I think it depends on how bad it is, Senator Val-
denberg.

Senator CLARK. Mr. Sullivan, you indicated before the Ways and
'Means Committee that the Treasury ald the Defense Council were
in some disagreement on this matter of amortization as to what would
come--wouli become of this property that was to be amortized after
the amortization period; that the TIreasury thought it ought to be
written into the law and the Defense Council thought they ought to
be permitted to handle it by contract?
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Mr. SULLIVAN. That is correct, it wasn't so much as to what became
of theproperty but a difference of opinion as to how it should behandled.

Senator CLARK. That is the essential question, isn't it, what
becomes of the property?

Mr. SULLIVAN. That is right.
Senator CLARK. In other words, if you permit corporation A, let

us my, to go ahead and vastly expand their plant facilities, they
receiing Government contracts during this period, they vastly expand
their facilities, build a new plant, I mean practically build a new
plant, and are permitted to amortize it for tax purposes over a period
of 5 years, and also permit it to amortize it out of profits as to the
actual cost over the period which is practically what it amounts to-
I understand some of the large corporations demanded that they be
permitted to amortize profits out of the first contracts to be let-now,
if you permit that, you have beaten the Government out of a large
amount of taxes and at the same time, at Government expense, what
in effect amounts to presenting corporation A with those facilities
which they would own at the end of the period, and by which process
they wou d be put in an impregnable position with regard to any
competitor who hadn't nceiv ed Government contracts. Isn't that a
fact?

Mr. SULLIVAN. Yes; it is.
Senator CLARK. Don't you think that the matter of the disposition

or the ownership of the property at the end of this period should be
considered right along with the provision for the amortization of the
taxes?

Mr. SULLIVAN. It very well might be.
Senator CLARK. And that was, as I understand, the original position

of the Treasury, that it should be?
Mr. SULLIVAN. The position of the Treasury was this, that if they

are to be allowed to have this special amortization, that then, in that
event, when the emergency is terminated, they should not be allowed
to demolish or alter those premises without getting the permission of
the Secretary of War or the Secretary of the Navy, and if the Secretary
of War or the Secretary of the Navy felt that that was a facility for
which his department had a continuing need, lie should then be allowed
to buy that at the adjusted basis.

Senator CLARK. Tite point I am returning to is-don't you think
that that ought to be written into the law? Ihave been advised of the
plan which has been worked out by some of the experts of the Defense
Council, and I think it is a very good plan, but they insist, as I under-
stand it-and I certainly so understood your testimony, and I under-
stood what they told me to the same effect-they want to do it by
their own contract and their own regulations. The Defense Council
is an unofficial body, it might be wiped out by a Presidential order at
any moment, and some other body constituted, and it does seem to
me that on a matter of that importance, as to the disposal of that
property, that provision should be written into the law instead of hav-
ing it left to contract.

Mr. SULLIVAN. I am in thorough accord with the statement and it
is in the law.

Senator CLARK. I wasn't able to find it, I will be glad to have you
point it out to me.
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Senator GEORGE. If we increase the normal rate of tax on all cor-
porations 3 percent-

Mr. SULLIVAN (interposing). The additional yield, you mean?
Senator GEORGE. Yes.
Mr. SULLIVAN. That would be about $225,000,000.
Senator GEORGE. And then under this bill as the Ways and Means

Committee considered it on the report, it was estimated that, this
excess-profits bill would yield about $190,000,000, less $60,000,000,
or, with some changes made in it, $190,000,000.

Senator TOWNSEND. $160,000,000, less $60,000,000.
Mr. SULLIVAN. There were different changes that went through at

the last minute which brought the gross yield at estimated 1940 in-
come levels to $305,000,000.

Senator GEORGE. It would produce, without the penalties, how
much in your judgment now, without the penalty of 4.1 and the
increase in the rate of the excess-profits tax?

Mr. SULLIVAN. You mean before the changes in rates were made?
Senator GEORGE. Yes.
Mr. SULLIVAN. I think it was down to about $160,000,000 net

yield.
Senator GEORGE. Would you say $150,000,000? And a 3-percent

increase on all corporate rates, normal, would produce about
$225,000,000?

Mr. SULLIVAN. Now, you are talking about putting a 3 percent on
the corporations that don't have to file under any excess-profits tax?

Senator GEORGE. Put it on all of them.
Mr. SULLIVAN. Even though their income is less than $5,000?
Senator GEORGE. Well, of course, we have got some graduations

for the smaller corporations.
Mr. SULLIVAN. If it is on all of them it would be $225,000,000.
Senator BYRD. If this bill is enacted as it is, plus the other Fed mrl

taxes which corporations pay, what percent of the earnings on the
average do you think tl.ey will be required to pay in Federal taxes?

Mr. SULLIVAN. We viilf gIt that figure for you.
Senator BYRD. I would like to know what percent of the earnings

of the corporations will be paid in Federal taxes. I am informed on
good authority that it will be from 30 b 35 percent.

Mr. SULLIV AN. We will find out and get it for you.
Senator GEoRGjE. You mean the effective tax rate?
Senator BYRD. I mean the total combined Federal taxes.
The CHAIRMA N. Are there any other questions?
Senator CLARK. I don't think this covers what I was driving .at,

this passage that you showed me from the proposed bill, but it is tied
in with so many other provisions that it is very difficult, so I will have
to come back to that later.

The CHAIRMAN. You are excused for not being able to understand
it right off.

Senator GEORGE. Mr. Sullivan, before you go, will you please fur-
nish, if you can furnish it, what the difference in the revenue would
be if you based your brackets on the increased earnings and not on
the amount?

Mr. SULLIVAN. You mean percentage, rather than in dollars?
Senator GEORGE. Yes.
Mr. SULLIVAN. We will got that for you.
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Senator CLARK. This provision reads: .
Any taxpayer taking deductions for amortization of emergency facilities pur.

suant to the provisions of this section may not thereafter destroy, demolish,
impair, or substantially alter such emergency facilities without the consent in
writing of the Secretary of War or of the Secretary of the Navy. In the event
that such consent is not given within a period of 90 days from the date of receipt

-of written request therefor, the Secretary of War or the Secretary of the Navy,
as the ease may be, shall and he is hereby directed to purch&w such facilities at
a price which he shall fix-
within certain limits.

Mr. SULLIVAN. That is right.
Senator CLARK. Suppose the manufacturer doesn't wish to demolish

or impair or destroy,but he goes right on using it, in his own business?
Mr. SULLIVAN. That is right, and it continues to be a facility upon

which the Secretary of War can call.
Senator CLARK. And he has a tremednous advantage in any com-

petition with any competitor because he has a new plant, built, at
Government expense, which he is permitted to continue just as long
as he doesn't want to demolish it, which he naturally wouldn't want.
to do if he has got a new plant which can manufacture more effi-
ciently than any competitor.

But until such time as he applies for permission to demolish this
new plant which has been built at Government expense, then he can
go right on using it.

Mr. SULLIVAN. That is right, and the. Government is in a.botter
position, too.

Senator CLARK. That is a matter of very serious dispute.
Mr. SULLIVAN. Just a minute. Doesn't it then have available for

its use, if another emergency arises, facilities which are kept in good
repair, which are operating. and the Government has no expense of
maintaining them?

Senator CLARK. But the fortunate contractor who has obtained
these Government contracts has a new plant, built at Government
expense, which lie is permitted to use, while any competitor would
have to build a plant at his own expense, or if he has an old plant,
would have to use it on an inefficient basis in competition with these
favored contractors who have gotten these contracts and have been
permitted to amortize them.

Mr. SULLiVAN. As between manufacturers, that statement is quite
-correct.

Senator CLARK. That very largely affects the industrial well-being
of the United States, taken as a whole, doesn't it?

Mr. SULLIVAN. It does if the orders are restricted to a few in each
industry; yes.

Senator CLARK. So the Government of the United States is in the
position of having certain manufacturers, building them plants and
turning them over to them at Government expense?

Mr. SULLIVAN. I surmise that most of these plants that are certified
as necessary for national defense, will be plants in which war material
alone is being manufactured. ;

Senator CLARK. Well, I don't know. The United States Steel, for
instance, not to harp on my daughter too much, but the United
States Steel, or Bethlehem Steel, make a good deal of war material.
They could very readily use those plants for making other material
titan war material. It seems to us it will be a very serious question.
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when we go to pass this amortization feature, to see exactly where it
is going to land you.

Senator VANDENBERO. You say you understand the advantages to
the Government are that the facilities are available to the Govern-
ment after this emergency, for another emergency if one should arise?

Mfr. SULLIVAN. Yes.
The CHAIRMAN. After the amortization, they would have to pay

tlie full tax.
Mr. SULLIVAN. Yes.
Senator CLARK. But they would have a plant that the Govern-

ment has just given them. I was advised by a representative of the
National Defense Council that irrespective of the amortization
features of this tax bill, that a great number of these armament man-
ufacturers, or munitions purveyors, had demanded the right to
amortize as to the actual cost out of profits in 1 year, that is out of
the first order that they received. But when we get into the question
of tax amortization, we are getting into some very closely affiliated
questions as well.

Senator BYRD. In other words, the cost of the plant is added to
the contract?

Mr. SULLIVAN. That is right.
Senator CLARK. They arc very closely affiliated and it seems to

me the two ought to be considered together.
Tie CHAIRMAN. Are there any. other questions of Mr. Sullivan?
If not, suppose we mect at half-past one. Mr. Star, we will hear

you this afternoon and also Mr. Knudsen.
(Whereupon, at 11:50 recess was taken until 1:30 p. m. of the

same day.)
ArERNOON SESSION

(The committee resumed at 1:30 p. in.)
The CHAIRMAN. Mr. J. C. Roberts.

STATEMENT OF 3. C. ROBERTS, TREASURER OF TEXTILES,
INC., GASTONIA, N. C.

The CHAIUI.AN. Mr. Roberts is from Gastonia, N. C., representing
Textiles, Inc. Is that right?

Mr. ROBERTs. Yes, sir. My name is J. C. Roberts, treasurer of
Textiles, Inc., owning and operating 16 fine-combed yarn mills in
Ga3tonia, N. C

The textile industry, and especially the combed yarn part of the
industry, is essentially a feast and famine operation with very short
feasts and very long famines. For this reason I suggest that the
excess-profits tax be based on cumulative income, that is, losses and
unused credits should be the basis of adjustment of prior and/or
subsequent returns.

Our company, a consolidation of June 1, 1931, was capitalized at
values as at that date. There immediately followed a drop in cotton
prices that cost us close to a million dollars. Since that time, due to
sales of plants, adjustment of depreciation and several famines we
have incurred a substantial deficit. However, our plants are now in a
fine competitive condition and yet we will, under this proposed bill,
be at a disadvantage in that we will be faced with higher taxes than
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our competitor who has not been faced with similar difficulties.
Through our efficiency and also due to expenditures for revamping
our mills, we can, at the same prices make a a rger profit than we could
last year, but any increase will not be termed excess and be taxable.
This should be subject to relief by review by an independent board.

It is my belief that consolidated returns both for normal taxes and
excess-profit taxes should be permitted. This is considered good ac-
counting practice, is required by certain governmental regulatory
bodies, and results in showing the net increment to the stockholders.
It also eliminates any tax on unrealized profits on sales by one affiliate
to another, the goods being in the inventory at the end of the tax
period.

If consolidated returns are not allowed, I suggest that investments
in affiliates be not eliminated as inadmissibles, but that intercompany
dividends be entirely eliminated in the computation of normal tax, anid
that if such dividends are paid between the close of the tax year and
the filing date of the return, then the dividends would be subject to
the excess-profits tax of the parent corporation but used as a deduction
in the exces-profits tax of the subsidiary.

One of our subsidiaries is financed with a very low capital and owes
us a considerable sum of money on open account. Under the proposed
bill they can only use as invested capital the sum of the equity capital
plus certain percentages of borrowed capital provided such borrowed
capital is represented by notes, bonds, and so forth. This open
account would therefore be eliminated from their total invested capital
and would react greatly to their detriment.

I suggest that 100 percent of borrowed capital be allowed and this
should not be limited to debts represented by notes, bonds, and so
forth, but should also include advances on open account.

It should be pointed out that the suggested base period, 1936-39,
inclusive, contains ears which have not been closed as far as income
taxcs are concerned. One cannot, therefore, accurately compute the
baso. for. comparison with 1940. Furthermore, in the election by a
taxpayer as to tho base under which he will be taxed he is at a great
disadvantage because of the fact that while le has elected to take a
certain base for the 1940 income, he may wish to use the other base
after his normal income tax returns for prior years as well as 1940 have
been examined by the Department. Permission to make this change

In election should be included in the law.
I suggest that the rates of exemption are not adequate and believe

more consideration should be given to that feature with the possible
exemption of an amount equal to at, least 10 percent of the sum of the
e equity capital plus 100 percent of the borrowed capital. I also believe
that no larger exemption should be granted to a new company than
that allowed an old company, as naturally this discrimination could
certainly be considered as unfair competition with a company already
established.

Senator VANDENBERG. You referred to the fact that some other
regulatory bodies required consolidated returns. Do you have any in
mind?

Mr. ROBERTS. The S. E. C. would be one.
Senator VANDENBERG. Mhat?
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Mr. ROBERTs. The S. E. C. would require that. I do know some
of them are requiring it.

The CHAIRMAN. Thank you very much.
Mr. Livingston.

STATEMENT OF DONALD M. LIVINGSTON, PILADELPHIA, PA.,
REPRESENTING LIVINGSTON, MONTGOMERY & CO.

The CHAIRMAN. Mr. Livingston is from Philadelphia and repre-
sents Livingston, Montgomery & Co. All right, Mr. Livingston.

Mr. LIVINGSTON. Mr. Chairman and Senators: I have come
specific criticism of the particular bill that is involved and some
general criticisms on the theory of the excess-profits tax. We have no
experience except with the 1917 tax.

The CHAIRMAN. You have a brief, haven't you?
Mr. LIVINGsToN. No, sir; I have not.
The CHAIRMAN. If you want to elaborate on the points that you

will make in these 10 minutes you may do so.
Mr. LIVINGSTON. All right, sir. Our experience is with the 1917

and 1918 excess-profits taxes, and during that period about 10 percent
of the taxpayers who reported used the earnings base and the other
90 percent used the invested capital. Now since that time there have
been a great many new commissions that have come in, the Federal
Power Commission, various State utility commissions, and they have
had a lot to say about the rate of return on invested capital.

The CHAIRMAN. What is this Livingston, Mongomery & Co?
What business are you engaged in?

Mfr. LIVINGSTON. Public accountants. The courts have invariably
held in public utility cases that many elements besides original cost
and the amounts paid in on stocks and bonds must be considered as a
part of the invested capital. I do not believe that the act as passed
by the House is constitutional and would get by the Supreme Court
for that reason.

Now we have at the present time a rather high income tax, Federal
income tax, and we have a lot of State taxes. I do not believe in 1940
that there is going to be much of an increase in general income.
We are not at war and I do not believe that the country is ready to
see an excess-profats tax passed hurriedly. I think that they are
quite willing to pay their share of whatever the cost of defense is, but
that they would like a tax of this sort considered for a period of several
months, so that a great deal of testimony could be put on the record
as to the effect on business.

Now on the two bases proposed by the present bill, the earnings
base provides for 4 years from 1936 to 1939, inclusive, and in our
experience as public accountants we know of many cases where the
taxpayer has earned no net profit since 1932, with the exception
of I or 2 years.

If the taxpayer is restricted to zero earnings in years of deficits it
simply means that anything he makes over zero will be subject to the
excess-profits tax.

Now, specifically, on this present bill, the section which relates to
borrowed capital as a portion of the invested capital attempts to
equalize the invested epital as between corporations by limiting the
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amount of borrowed capital which goes in the base, two-thirds in one
case and one-third in another and 100 percent in another. The cost
of borrowed capital of the corporations varies materially. Many
things enter into the credit risk and the determination of interest rate.
Many of them must pay 6 percent, and some borrow for as little as
1 percent. For the Treasury Department to advocate an arbitrary
ruIe would, I believe, work an injustice on many corporations.

Now, the purpose of the bill as I see it, would be to accomplish two
things: First, to do away with the profiteers who would make huge
amounts on war contracts; second, to produce revenue. Mr. Sullivan
testified this morning that the expected revenue would run around
$305,000,000 for the first year. Now, under the defense program our
cost of rearmament will probably run from 10 to 25 billion dollars,
and with a sum like that it is probable that an individual buying a
plant for $10,000 or $15,000, in most cases he would plan for it over a
period of years, he would not ftssume he could pay for it out of I year's
income. We are in somewhat the same position. If we want to put
our house in order we will pay for it, but we should have a reasonable
period of years in which to do it, and our method of payment should
not be a hurried method which would lead to undue difficulty and make
a field day for lawyers and accountants who should have better things
to do on the defense program, than to wade through the courts on a
tax bill that is not properly drawn.

I would ask long and earnest consideration before any such bill is
approved by the Senate. That is all I have to say, Mr. Chairman.
Ift'ou have questions I will be glad to answer hera.

The CHAIRMAN. All right. Thank you, \Mr. Livingston.
Mr. Leonard Zick.

STATEMENT OF LEONARD ZICK, REPRESENTING MASTIC ASPHALT
CORPORATION, SOUTH BEND, IND.

Mr. ZIcK. My name is Leonard Zick, vice president and director
of the Mastic Asphalt Corporation of South Bend, Ind. I have made
a few notes here that I would like to review.

Our company was incorporated in 1932. We acquired this company
in 1934 for approximately $44,000, and whenm we acquired it it wtis
practically bankrupt. Our first year of profit was in 1936. Our met
income for the year 1936, before taxes, was $15,600, our tax was $3,800,
and our net income after taxes was $11,800.

For the year 1937 our net income was $57,000, our taxes paid
$11,631, and our net income after taxes was $45,943.

In 1938 our net income was $250,661 and our tax paid was $46,436,
and our net income after taxes was $204,225.

In 1939 our net income was $444,235, our taxes paid was $78,817
and our net income after taxes was $365,418.

Our net income in the 4 years in which we made a profit, in a
business which has been in business 8 years, we matte $768,074, or an
average in the last 4 years of $192,018.' If our net income for the year
1940 equals that of 1939 we would be subject to excess-prolits taxes,
under the bill as enacted by the House, in the amount of $252,217,
on which there is a $5,000 exemption, and as we have computed it.
under this bill our tax would be $201,444, oit a net income of $444,000,
or $122,627 in excess of what it was last year on the same income.
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In other words, our tax paid in 1939 was $78,817, and under this bill,
with the same income, our tax would be $201,444, or an increase of
156 percent.

The CHAIRMAN. You would probably take the invested capital,
method would you not.?

Mr. ZicK. No; our invested capital is under a million dollars, and
it affords us absolutely no relief, and this bill would take 45.3 percent
of our net income this year.

The CHAIRMAN. You say you bought this company for about.
$40,000?

Mr. ZiCK. That is right., in 1934.
The CHAIRMAN. Andyou built this company tip in 4 years to what

it is today?
Mr. ZiCK. In 1934 and 1935 we made nothing. It was largely

experimental. In fact we lost quite a little money. 1930 was our
first net income year. We made $15,000 in that year and paid a tax
of $3,800. In 1937 we made $57,000; in 1938 we made $250,000,
and in 1939 $444,000. We have been plowing that back into our
business, and we propose toplow it back, but if 45.3 percent of our
net income is going to be paid in taxes you can imagine what problem
we have, particularly when we anticipate placing a plant on the east.
and west coasts to supply people with this product of ours.

Senator VANDENBERG.1 ou would be out of the plowing business.
at any rate.

.W.-ZtcK. Yes, sir. Incidentally, our business is manufacturing
building material used for low cost'housing, on which there has been
considerable emphasis in the last few years. We are not engaged in
any way in making anything for defense purposes, at the present time
at least. We may be in a position to aid in building some barracks,.
or something of that sort, and applying our material in those places.
We employ 175 people and our business has been expanding very
rapidly, but we are afraid it is going to be stifled if this bill is going to
be enacted as the House has passed it. We feel some relief should be
given to the corporations that have invested capital of less than a
million dollars and were started in business within the last 10 years..
We feel there are a lot of medium-sized corporations that are not-
given any relief and that are very much discriminated against in this.
bill.

Senator VANDENBERO. Your need is obvious and the equity is:
obvious also. You are asked to bear more than your share of the.
burden.

Mr. ZicK. I would think so. From the testimony of Mr. Sullivan
this morning, as I read it, or as I understood it, lie said the bill this
year would provide about $305 000 000. If that is true, our little
company, which has been established in the last 8 years in this:
country, would pay one-half of 0.1 percent of that bill, and obviously
this is inequitable and unfair. That is all I have.

The CHAIRMAN. Are there any questions? Thank you very much.
Mr. John V. Lawrence. Mr. Lawrence represents the American
Trucking Associations, Inc.

Mr. LAWRENCE. That is correct, sir.
The CHAIRMAN. All right Mr. Lawrence. You have a brief.

Point out to the committee the important points.
Mr. LAWRENCE. Yes, sir. .
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STATEMENT OF JOHN V. LAWRENCE, WASHINGTON, D. C., GEN-
ERAL MANAGER, AMERICAN TRUCKING ASSOCIATIONS, INC.

Mr. LAWRENCE. Mr. Chairman, and members of the committee,
my name is John V. Lawrence. I am general manager of the Ameri-
can Trucking Associations, Inc., with offices at 1013 Sixteenth Street
NW., Washington, D. C.

The association is a federation of 50 associations in the various
States, the District of Columbia, and- the Territory of Hawaii. Its
membership represents every type of trucking service.

Members of the affiliated associations in the States are members of
the national organization, exercising their franchise through their
State or local association.

Power in the national organization lies in a board of directors, con-
sisting of seven members from each State and each Federal district
or Territory, drawn from different classes of operations.

The trucking industry, like all American industries, stands four-
square behind theprograni to rearm this country to insure our security.

As all other in ustries, and the whole people of the Nation, the
trucking industry knows the bill must be paid, and that increased
taxes are inevitable.

The trucking industry, private and for hire, pays all of the general
business taxes that other industries or businesses pay.

In addition, the trucking industry has been paying over $100,000,000
anually of the excise taxes on automotive equipment, parts, fuels
and lubricants, collected by the Federal Government. I might point
out that no other form of transportation pays this special form of
Federal tax.

Since July 1 the Federal gasoline tax, the major portion of these
excise taxes, has been increased by 50 percent, and the other items
have likewise been increased, still with other forms of transportation
left scot free.

For the use of highways, all motor vehicles pay special taxes to the
States-license fees, gasoline taxes, and so forth. The former Federal
Coordinator of Transportation, Chairman Joseph B. Eastman of the
Interstate Commerce Commission, recently issued a study on Public
Aids to Transportation. The study shoed that, without crediting
motor-vehicle owners with Federal excise taxes or special motor
taxes "legally diverted" by the States to nonhighway purposes,
motor-vehicle owners overpaid their share of highway costs by
$501,138,000 in the period from 1921 to 1937. The amount of over-
payment was greatest in the later years, totaling $110,772,000 for
1937.

Mr. Eastman found that trucks more than paid their share of
highway costs, by as much as $287 per vehicle per year on the largest
for-hire vehicles.

Thus, the trucking industry not only more than pays for the high-
way use through State special taxes, but, in addition to paying
general business taxes like all other enterprises, it pays special I eoeral
excise taxes visited on few other businesses, and on no other form of
transportation.

Proposals such as embodied in 11. R. 10413 applied to our industry
would retard greatly its continued service to the country's industrial,
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agricultural, and commercial life, and particularly to its national-
defense program.

The inotor-carrier industry is among the newest and largest of the
country's industries, hut it is composed iq the main-of small enter-
prises. Of more than 30,000 motor carriers subject to the juris.
diction of the Interstate Commerce Commission, only a few more than
1,100 are in class I, that is, doing a gross business of $100,000 or more
per year. Even the largest concerns are not considered as big business
enterprises by present-day standards.

Now to illustrate the nature of this industry-I could talk at great
length but we are rather limited in time-I just merely would like to
quote from a concurring opinion of Commissioner Joseph B. Eastman
in a recent case decided by the Commission, which I think is descrip-
tive of the industry. It is found in MC-F-1108, Keeshin Preight,
Lines, Inc.--Issuance of Notes, decided by the Interstate Commerce
Commission on February 3, 1940. In his concurring opinion, Com-
missioner Eastman said:

It should be borne in mind, also, that motor carrier operations differ radically
from railroad operations in a respect which is here pertinent. Railroads require
a heavy investment in permanent or long-lived property. Even railroad loco-
motives and cars have comparatively long lives. Motor carriers, on the other
hand, require a relatively Insignificant Investment, and for the most part It goes
Into automotive vehicles which have short lives and depreciate vety rapidly.
The tangible awsets of a motor carrier In the event of liquidation, can be depended
upon for little In the way of value. the financial soundness of such a carter has
therefore, a small relation to its tangible asets but is dependent upon the skill
with which operations are conducted and the market which is thus created for its
services. Those engaged In the business are accustomed to reckon the profits
which mark financial success, not in terms of the percentage return realied upon
the depreciated value of tangible assets, but in terms of the percentage of gross
revenue which Is earned. Yet the percentage of gross which brings financial
success is small compared with the like percentage which Is necessary to produce
as much as a 6-percent return on railroad investment. A motht eairrkr With an
operating ratio of 90 normally s prosperous, whereas for srila' proSperity a
railroad needs an operation ratio of 70 or better.

Motor carriers came under Federal regulat, on in 1935. Opponents
of the measure in Congress predicted increased motor freight rates
from the measure. But the result was just the opposite. On April 1,
1030, interstate motor freight rate, filed wth the InterstatA Com-
mere Comnmission, became kiiownpbhcly. A rgy of r~t" reduc-
tions ensued, as between motor airi&s "l.d as between motor cariers
and oiher carriers, continuing through 1037 With little" ab'pteimioE.
Motor carriers haA progressively descended, to. the plene df'the rail
carriers, who had been through thedepression imp rtunipg the COn-
gre and the people to save them from financial collapse.
* Then, in the -allof 1937, withthe botto'n dropping out of business
* activity, rail carriers petitioned thle Interstate'Coin nmrve' C(onimission
for a flat Inqreaso of 15 peenf In rates. Motoi cainers and other
carriers joined in this petiln. iThe Commission granted i' l0-per4
cent increase in rates, 5 percent onagrultufafand crtein b\4kc6z
moditits. 'As ' result, whi return to the carriers in 1038 w6& p6or,
the country's. transportation agencies had been saved.

Let me show the story in 1speflo .terzns. In the Fijfeen Percent
Rate Increase Clie, ex parte 123,. before' the Initestati Commerce
Commission) aititmess f6r oUt aaocihti6n tstifled thkt for 135, 389
motor carriers reported an operating ratlo of expense to income of

23989-.0--.--11
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96.16 percent; 434 carriers reported an operating ratio of 97.52 per-
cent in 1936, and an operating ratio of 99.65 percent for the first 9
months of 1937. Statement Q-00 of the Interstate Commerce Com-
mission shows an operating ratio of 99.08 percent for 883 class I
carriers in 1937.

Corresponding operating ratios based on reports of class I carriers
to the Interstate Commerce Commission were 97.26 percent in 1938
and 95.14 percent in 1939. Compared with the 90-percent figure
quoted by Chairman Eastman, of the Interstate Commerce Com-
nssion, as signifying prosperous conditions for a motor carrier, what
have we in the base period here proposed?

While in 1935 motor-carrier earnings were "fair," in 1936 they
were "poor" in the first 9 months of 1937 they were "dreadful,
and in the full year they were "calamitous"; in 1938 they were "poor";
and in 1939 they were "fair."

Thus using this 4-year period as a base period, credits from excess
profits fevies allowed would be on the basis of some average betweenPoor" and "fair." "Good" earnings would be subject to excess-
profits taxes and the penalty on "prosperous conditions" would be
ap ailing.

Cm a general view of business conditions over the 1936-39
period, therefore, it would appear that in all fairness the base period
should be reduced to any 2 of the 4 years 1936-39. We do not ask
this for our own industry alone. We feel that many other industries
similar in character are in the same boat.

In H. R. 10413, such penalties are placed on the average earnings
basis as to practically preclude its use. We ask that these penalties
be removed.

In addition, many of our carriers were building up their businesses
durihgthe base period and either alternative would create hardship.
Many other businesses are situated similarly. We ask that special
relief provisions somewhat along the lines of special assessment under
the old laws be provided for this type of corporation as a third alterna-
tive.

We ask that where the invested capital basis is used that it be on
a flat percentage of not less than 8 percent.

We ask that the taxpayer be permitted to include all borrowed
capital in invested capital, eliminating all interest deduction on theindebtedness.

We ask that consolidated returns be permitted for both normal and
excess-profits taxes.

We ask that no excess-profits levy will be made until after preferred
stock dividend requirements are earned.

We ask that adjustments be allowed to measure excess profits over
a 3-year period with a net loss carry forward and back; a deficiency
income carry forward; and excess profits carry forward.

While labeled an excess-profits. tax, such provisions in H. R. 10413
impress us more as a revenue-raising measure. We ask that if the
Senate should pass such a bill that everything be done to prevent the
imposition of taxes that will be punitive on normal incomes, par-
ticularlym n tho least able torbeser tlem. .

Mr. Chairman, I want to express oui appreciation' ot re ? Uppgr-
tunity to present our statement. .
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The CHAIRMAN. Thank you very much. Mr. Knudsen, we set

2 o'clock for you to be heard. If you are ready to proceed, we will
hear you now.

STATEMENT OF HON. WILLIAM S. KNUDSEN, THE ADVISORY
COMMISSION TO THE COUNCIL OF NATIONAL DEFENSE

The CHAIRMAN. Just proceed in your own way, Mr. Knudsen.
Some of us heard you and others of us read your statement when you
appeared before the joint hearings of this committee and the Ways
and Means Committee. We liked you so well that we want to hear
you here.

Mr. KNUDSEN. First, Mr. Chairman, I have a letter here from the
Advisory Commission to the Council of National Defense that I would
like to read.

The CHAIRMAN. Yes.
Mr. KNUDSEN. This is to the Honorable Pat Harrison, United States

Senate."
My DEAR SENATOR ITARRtSO.: After most careful consideration, the AdvL-ory

Commission to the Council of National Defense unanimously and urgently rece-
mends to your committee that subseftions (I), 9), and (k) of the Second Revenue
Act of 1910 be deleted and that there not be included in the bill any provision
limiting or restricting the use which a taxpayer may make of facilities against
which amortization or accelerated depreciation has been charged.

The CHAIRMAN. What section is that?
Mr. KNUDSEN. Subsections (i), (j)$ and (k) on page 91 and 92.
The CHAIRMAN. Some of us are not so familiar with this bill as

others are. Now read what you want struck out.
Mr. KNUDSEN (reading):

subsections (I), (j) and (k) of the Second Revenue Act o( 1910 be deleted and that
there not be included in the bill any provision limiting or restricting the use which
a taxpayer may make of facilities against which amortization or accelerated de-
preiation has been char ed.

The Commission Is in full accord with the objective of most adequatelyprotet.
lgthe interests of the United States Government with respect to its direct or
indirect contribution toward the creation of new facilities to meet the emergency
defense needs. The Commission believes, however, that this can be best and most
practically accomplished through the medium of standard clauses In the form of
contract.

A committee of the Commission has been working on these provisions for several
weeks past, and Its recommendations have been approved by the Commission.
These recommendations have been accepted in principal by the Secretaries of
War and the Navy and the Comptroller General. If you desire we should be glad
to have a member of the Commission present and explain to your Committee these
protective contract provisions.

The Commission teels that the protection of the Government's interest through
contract provisions is logical and proper, but that to introduce such provisions by
amendment to the tax law is illogical and cannot result in equitable application
to all the different situations which will develop.

The CHAIRMAN. Let me ask you "Did a member of the Advisory
Commission appear before the Ways and Means Committee with
reference to that?"

Mr. BIGGERS (of the Advisory Conmdssion). 'Ihere was a letter
presented, Mr. Senator.

The CHAI)IMAN. I recall the'letfer. I just wondered if any witness
or anyone representing the Advisory Commission appeared 6efore the
Ways and Means Committee.' I understood someone was going to
appear.
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Mr. BlooRRS. I appeared before the subcommittee.,
The CuAIRMAN, That was before the subcommittee. You appeared

in the beginning before Subconu'ittee of the Ways and Means Com-
mittee, but I mean after that.

Mr. BIIOERS, Ili their exccrtive sessions only.
The CHAIRMAN. I understood after that, that a request came for

somebody'to be heard.
Mr. Bmoqnas..Tho Commission made the request, but they were

never asked to appear.
The CHAIRMAN. Proceed, Mr. Knudsen.
Mr, KNuDSEN (reading):

The Commission is convinced that Inclusion of such provisions in the proposed
tax measure will tend to defeat the very purpose of the bill and thereby Impede
the defense program.

Sincerely, WILLUM H. MCREyNo m, Se ary.

The CHAIRMAN. Do you know what the views of the Treasury are
with reference to the provisions of the bill in that'you request be
stricken out?
Mr, KNUDSEN Yes I do.
The CHAIRMAN. Will it cause any ill feeling? Will you tell us that?

Just what are the facts?
Mr. KNUDSEN. Yes, sir; I feel that that will retard the program very

materially, Senator Harrison.
ThO CIIAIRMAN. All right.
Nr. KNtDS N. Particularly'that particular section. Now, if you

please, I hAve a statement to read.
The CHAIRMAN. All right..
Mr. KNUDSEN. On July 10, 1940, an announcement was made from

the White House that the principle of rapid depreciation or amortiza-
tion of new emergency facilities had been approved by the President,
the Secretary of the Treasury, the leaders of the Senate Finance
Committee, and the House Ways and Means Committe and also the
Advisory Conmission.

The statement in general terms was that required new facilities
should be depreciated for tax purposes over a period of 5 years.

The Advisory Commission informed a subcommittee of the Com-
mittee on Ways and Means that substantial amounts of private
capital would not in the Commission's opinion be invested in the
construction of such facilities unless corporations were Assured that
they would be permitted to aportize the cost thereof over a shorter
period than would be permitted under the present depreciation
provisions.
. The subcommittee of the Committee on Ways and Means recom,
mended to the Ways and Mea'n Committee satisfactory provisions
which carried out and gave ,e1ect to the White House statement.
The report of the subcoiimitte came to my attention about a month
ag and my recollection is that I testified the following day August
9, before the joint meeting of the Committee on Ways an-i Moans
and the Senate Finance Committee that the recommen'dations of the
subcommittee would induce'. many manufacturers to -expand their
facilities for defense purposes without relying on o6verhment funds
or Government guaranties of reimbursemgnt.
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It hascome to my attention since my return from an airplane-
inspection trip to the west coast that the present bill has had cer-
tain additional provisions added which contain a marked departure
from the substance of the recommendations concerning which I
previously testified. The provisions to which I refer are to be found
in subsections (i), (j) and (k) on pages 91 and 92 of the bill.

As I understand the effect of the added provisions, any business
which expended its private funds for the erection or construction of
required new facilities would, in order to secure the deductions rec-
ommended by the subcommittee be compelled to give a consent
that it would not destroy, demolish, impair, or substantially alter
such emergency facilities without the consent in writing of the Sec-
retary of War or of the Secretary of the Navy. Further, by refusing
consent, the Government would be in a position to acquire the prop-
erty at not the then fair value to the private business, but at the so-
called "adjusted" basis, which is the original cost less tax deductions,
and which in many cases would be some nominal sum not less than
a dollar. This is a radically new departure and must come as a
blow to the public, which had considered the report of the Subcom-
mittee on Taxation as accurately reflecting the original official
announcement.

These new additions1 moreover, will tend to:
(a) Place the disposition of privately owned property constructed

with private funds directly under the control of the Government if
the owners of such property are to obtain that which all have agreed
and announced as proper tax treatment for emergency facilities;
( b) Lead to a dearth of help from private capital and a consequent

additional and otherwise unnecessary drain on Governmental funds;
and

(c) Severely undermine the advantages gained by th6 White House
announcement that amortization provisions would be enacted. '.

If, at the end of the emergency, it turns out that plant facilities are
useful for productive purposes during the emergency period only, the
taxpayer is being only fairly dealt with by allowing him to charge off
his plant against taxable income during the emergency period. If,
however, the plant has productive use after the emergency period is
terminated, there is no over-all advantage to the taxpayer in the rapid
amortization because during the period after the emergency it will no
longer be able to deduct depreition or amortization on the plant,
it having already been completely written off for tax purposes.

After most careful consideration, the Advisory Commission to the
Council of National Defense has unanimousl y voted to recommend
to your committee that there not be eluded m the bill any provision
limiting or restrictigthe use which a taxpayer may make of the
facilities against which 'amortization or alerated depreciation has
been charged purauant to the terms of the bill.

The Commission is in full accord with the Treasury Department in
the objective of most adequately protecting the interests of the United
States with respect to its direct to indirect contribution toward the
creation of new facilities to meet the emergency defense needs. The,
Commission believes however, that this can most practically be
accomplished through the medium of contract provisions. -This
provides for the necessary fledb lity in the handlii of this highly
complicated problem. The Commisson, with the Na'ar and Navy
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Department's cooperation, devised forms of contracts which protect
the Government's interest in this regard.

The Commission feels that protection of the Government's interests
through the contract provisions is logical and proper, but that to
introduce such provisions by an addition to the recommendations
made by the subcommittee is illogical and cannot result in equitable
application to all of the different situations which will develop.

Moreover the Commission is convinced that inclusion of such pro-
visions in the proposed tax measure will tend to defeat the very
purpose of the amortization provisions in the bill and thereby impede
the defense program.

Certain of my associates, particularly Mr. Biggers, chairman of
the Commission's committee on taxation and finance, and his co-
members, Messrs. Leon Henderson and Donald Nelson, have given
this matter careful and thorough consideration, and I would be
pleased, if you desire, to have them elaborate the reasons why we all
believe the provisions to which I have referred should be deleted
from the bill.

I have one more statement, Senator Harrison, giving my views on
the excess-profits tax if you will permit me to read that.

The CHAIRMAN. We will be glad to get your views.
Mr. KNUDSEN. The defense Commission decided that the excess-

profits-tax bill, while very important, had no direct effect on the
prosecution of the defense program; therefore, ?,as not an appro-
priate subject for Defense Commission comment or recommendations.

Consequently, you will realize that anything I say here is purely
personal-just an expression of my own ideas.

I consider the defense program good insurance for our country in
these uncertain times. I believe at a substantial part of the cost
should be assessed against us now by equitable taxation of individuals
and corporations.

I assume that you intend this to be an excess-profits-tax law, as its
name implies. That seems to me to mean a tax on the excess profits
which may flow ;o various companies directly or indirectly as a result
of the defense program. Consequently, it seems fair that this should
be a tax on earnings above their normal past record and not a tax
basrd solely or largely on earnings above some arbitrary percent or
standard. I do not think a penalty tax should be imposed on normal
earnings. If the Government needs more revenue, why notobtain it
by a fiat increase in the corporation tax rate.You, of course, appreciate that I have had no opportunity to study
the detailed provisions of this very complex bill, so I hope you will
excuse me from making any comments other than this broad general
statement.

The CHAIRMAN. Gentlemen, are there any questions?
Senator VANDENBERO. Mr. Knudsen I would like to be sure I

understand the first paragrph in your Anal statement. As I under-
stand it, it is your point of view that the excess-profits-tax section of
this bill is'unrelated to your immediate defense problems?

,Mr. KNUDSEN. That is correct, sir.
Senator VANDENBERO. And that if the tw6 things were separated

and a little more deliberate time given on this tax, that cannot be
collected by March 15, would you rict feel better abodttit?. ,

Mr. KNUDiEN. I am. not expert enough to tell you about that
Senator, but I do know this: Having been around and seen a lot of
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manufacturers lately, I do know that this amortization feature is one
of the most important in our work today.

Senator BARKLEY. Mr. Knudsen, let me ask you this: You said in
your last paragraph that the Government needed more revenue there
ought to be more revenue in taxes. You mean considering the de-
fense program, or without regard to the defense program, that the
Government needs more money either for that or other purposes, and
there ought to be a flat increase.

Mr. KNUDSEN. I think you would have to find another means of
racing the tax; yes.

Senator BARKLEY. In other words, the excess-profits tax will not
alone raise enough money to pay for the defense program?

Mr. KNUDSEN. I think that is generally conceded.
Senator CLARK. Mr. Knudsen, I would like to ask you something

about this matter of amortization. It was testified some time ago,
I think the same day you testified before the Ways and Means Com-
mittee, or possibly a day or two later, by Assistant Secretary Sullivan,
that there had been some disagreement, some differences of opinion,
perhaps I should say, between the Treasury Department and the
Defense Council as to amortization, and it was the opinion of Mr.
Sullivan, I mean I asked the question as to what was going to happen
to these facilities that had been amortized over a period of 5 years,
or any other period, for the purposes of taxation, and also amortize
out of profits, as to the cost of construction at the close of the period
of use for the Government. Mr. Sullivan at that time testified as to
the difference of opinion between the Treasury Department and the
Defense Council as to whether that should be regulated by law or left
to the discretion of the Defense Council and be written in the con-
tract. He said this morning that the provisions of this bill took care
of that difference of opinion by writing it into the law, but the pro-
vision to which he referred provided only as follows-and this ii on
page 91, subsection (i)-

Any taxpayer taking deductions for amortization of emergency facilities pur-
suant to the provisions of this section may not thereafter destroy, demolish,
impair, or substantially alter such emergency facilities without the consent in
writing of the Secrtary of War or of the Secretary of the Navy. In the event
such consent is not given within a period of ninety days from the date of receipt
of written request therefor, the Secretary of War or the Secretary of the Navy,
as the case may be, shall and he is hereby directed to purchase such facilities at
a price which he shall fix not to exceed the adjusted basis but not to be less than
$1.00.

Apparently all that section has to deal with is a case in which the
receiver, or the manufacturer, or the industry which has taken
advantage of this amortization feature desires to destroy or remove
that facility, but has no reference to a situation in which the manu-
facturer might desire to just keep it.

Mr. KNUDSEN. Yes.
Senator CLARK. Would not that result in the Government having

built at Government cost-both for the purpose of tax amortization
and for the purpose of cost amortization-built at Government cost
a manufacturing facility which would be given as a bonus or free to
the manufacturer?

Mr. KNuDF.N. Yes.
Senator CLARK. And would that not result in an intolerable and

inescapably unfair competitive condition as against the manufacturer
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who has not been receiving a Government war contract? In other
words, let me make myself perhaps more clear. We wul assume two
companies, we will call them Corporation A and Corporation B, and
they are engaged in the manufacture or the production of similar
things; Corporation A is awarded a contract at the present time under
the defense program and builds large plant facilities perhaps a new
factory or tremendous additions to the old factory which they already
have; they are permitted to amortize for tax purposes over te period
of years in this bill, and for a period to be fixed in the discretion of
the Defense Council, apparently, for cost.

I understood from some representatives on the Defense Council
that some manufacturers isited on being permitted to amortize out
of profits the cost of the facility, out of thefirst contract to be awarded,
but whatever may be the policy as to that, if at the end of the time'
Corporation A is left in possession of this modern plant, tit up and
paid for 1.cticaly at Government expense, by Government subsidy
either in the matter of amortization of taxes or amortization of cost,
Corporation B, which was not awarded any of these war contracts,
did not have a new factory, and would not they be placed at a hopeless
disadvantage from a competitive standpoint?
* Mr. KNUDSEN. Making the same article?

Senator CLARK. Yes.
Mr. KNUDSEN. Well, he would be certified for amortization pur-

poses if he added any facilities to it. It factory B added facilities, he
should be certified by the Defense Commission.

Senator CLARK. Everybody knows certain companies do get
contracts in time of war and certain companies do not for one reason
or another. The company which did not build a new plant at Govern-
ment expense would be left in a hopeless ompetitive position in
relation to the company which did build a new plant at Government
expense if the plant of Corporation A, as I have used it, was permitted
to remain in possession.

Mr. KNUDsEN, TheoretiCally you are right. Practically, I cmidd
not figure out a situation where that could happen.

Senator CLARK. There Is no question aboUt it being true, if plant
* was not awarded Government contracts and plant A was.
Mr. KNUDSEN. They would have to do the same thing in order

for them to be in competition.
Senator CLARK. Suppose they were in competition originally,

though, and by the construction of a new and improved plant, which
is paid for, amortized out of Government contracts-and I assume
there is no question but that the contracts which you let propose to

de for the amortization of the cost of the plants as distinguished
from the taxes on them. You amortize the costs over a period of
years, do you not?

Mr. KNUDSEN. Yes; the Government would get the benefit of the
amortization.

Senator CLARK. What I want to find ou6 is as to whetbh.r there is
any provision in this law, or any other proWo!tl, with rerd to that.

Mr. KNUDSEN. In other words, you tell me' thit everybody ought
to have a Government contract.

Senator VLAI. No; I do no t.think teverybody,.ougt, to have a
Government contract. I am telling you that the facilities th6t the
Government pays for ought to go to the Government or the manu-
facturer ought to pay the Government for,those facilities.
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Mr. HENDERSON (of the Advisory Commission). Mr. Chairman, I
think Mr. Biggers, the chairman of our Taxation and Finance Com-
mittee, could explain very clearly the three types of situations for
financing of the expanded facilities. I think that might clear up some
of the confusion, particularly as to the ownership of the residual value,
which is what you are concerned with.

Senator CLARK. I was furnished a memorandum by yourself, Mr.
Henderson, which I a prove, but I think it ought to be written in the
law instead of being left to the discretion of some council or body which,
after all, might be abolished by Presidential order at any time or
changed in some way. I think a matter of that importance shoulA be
written into the law instead of being left to the discretion of any
body, organized or unorganized.

The CHAIRMAN. The Senator does not criticize Mr. Knudsen?
Senator CLARK. This is not criticism, Mr. Knudsen. It seems to

me it is an extremely important matter, which I know has been under
consideration by the Defense Council.

Mr. KNUDSEN. I just want to point out that the contracting officer
of the Government has got that privilege, when there is not any
emergency.

Senator CLARK. He has not got the privilege of amortizing the
ordinary factories.

Mr. KNUDSEN. He has got the privilege of making a contract with
the manufacturer.

Senator CLARK. Then why do you need this law? If you already
have the authority why are you asking the Congress for the law?

Mr. KNUDSEN. Because, under the old regulations of the Treasury,
it took a considerably longer time.

Senator CLARK. If the Government already has this authority,
what did Mr. Biggers mean the other day by giving out and saying
the whole defense program was being held up by the dilatory tactics
of Congress? If you already have got the authority, why has the
thing been delayed for one moment because Congress has not speci-.
fically acted?

I do not wish to interrupt Mr. Knudsen, except I desired to enter
into this discussion with Mr. Kundsen before somebody else testified.
I have no dispositioB to interfere with his testimony.

The CHAIRMAN. Does anyone else wish to ask him any more ques-
tions?

Senator BARKLEY. I got in a little late, and I did not get to hear
your full statement, Mr. Kniudsen, but I understand you recommend
the elimination of subsections (i), and (j).

-Senator GoRoi. And (k).
Senator BAuKLY.T. And (k). Did you go into detail as to the

reasons for it in your statement?
Mr. KNUDSEN. No; the other gentlemen here will explain that.
Senator BARKLEY.4 In a word, why do you recommend that, Mr.

Knudsen?
Mr. KNUDSEN. Because with only the Government stake in the

facilities being a tax saving, you are asking for control over the entire
amount spent for the facilities. The only stake you have in the bill is
the tax saved; which is only 21 percent of whatever is amortized.

Senator BARKLEY. Is that really the only stake the Government
has in it?
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r. KNUDSEN. Yes; the rest of the Government's interest is taken
care of through the contract provisions.

Senator BARKLEY. I see.
Mr. KNUDSEN. There has never been any disposition on our part,

the Defense Commission, to give plants away. That is out of the
question. We feel that the entire Government equity, if we may call
it that, can be handled by contract provisions. The fact that you
have a credit in taxes amounting to, say, 20 Vercent of the total should
not give the Government control of the facilities.

Senator BARKLEY. You think the elimination of these three
subsections would facilitate the program?

Mr. KNUDSEN. I am quite sure it would.
Senator BARKLEY. The entering into of contracts?
Mr. KNUDSEN. I am quite sure it would.
Senator BARKLEY. And speeding up the work?
Mr. KNUDSEN. And speeding up the work, sir. I have just come

back from a trip out in the field, and I have heard these questions
brought up all the time about amortization and accelerated depreci-
ation, "Could we pay for the plant?" and that sort of thing. It all
centers around this: If we have a 5-year plan that will work, we will
not have trouble to get people to work, to furnish capital, or do any-
thing we want them to do.

The CHAIRMAN. Are there any other questions?
Senator CONNALLY. That is based on the assumption that they

will make enough profit out of those contracts to pay for their plant?
Mr. KNUDSEN. That is not the question at all.
Senator CONNALLY. If they do not, then there is no amortization.

The amortization comes out of what they make, what they can deduct.
Mr. KNUDSEN. That is true, but there is no profit in there. There

would not be any profit unless the facilities had full value when they
got through with them.

Senator CONNALLY. You do not think anybody is goig to do work
for the Government and simply get their money back?

Mr. KNUDSEN. On the contrary, sir, I find quite a few people
making that statement.

Senator CONNALLY. What?
Mr. KNUDSEN. I find quite a few people making that statement

that thby are satisfied to get their money back, but they are worried
about whether they are not going to get their money back.

Senator CONNALLY. I wish to do business with some of them.
Mr. KNUDSEN. What is that?
Senator CONNALLY. I wish to do business with some of them. I am

not critical. Here is the point on this amortization question: A con-
cern doing business with the Government, making a contract with the
Government, it expects to get back through amortization, it expects
to get back profits enough to pay for the plant and then something
over. They want to make something out of it.

Mr. KNUDSEN. Of course, he does not know that until he has
finished.

Senator CONNALLY. No; but they make a figure on which they
estimate it. You talk about the Government having an advantage
through its Contract Division-the Contiact Division cAnnotmake a
man take a contract unless he wants it.

Mr. KNUDSEN. That is right.
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Senator CONNALLY. A man who is going to take the contract is
going to figure if he expands his plant he will not only get payment.
deduct enough profit out of the contracL to pay for his plant, but to
have some profit over. That is the normal reaction.

Mr. KNUDSEN. That is right.
Senator CONNALLY. That is all I have.
Senator CLARK. Mr. Knudsen, these manufacturers that you speak

of, who are willing to do this work for the Government simply to do
it to get the money back, are closely analogous to the much dis-
credited class of volunteers, from the military standpoint, are they
not?

In other words, they are very much in the minority, considering
the Government cannot depend entirely on the volunteers, as it has
been decided by the Administration.

Mr. KNUDSEN. Senator Clark, some of the concerns are so large it
only means a few percent risk.

senatorr CLARK. Some of the volunteers for the Army are large, too.
Senator BAnKLEY. Sonic might be discarded after a physical

examination, too.
Senator CLARK. Some of the plants might be discarded for the

same reason.
The CHAIRMAN. Mr. Knudsen, I want to ask you this question:

This bill has come to us from the House. You have studied the
various features with reference to the excess-profits tax, I presume?

Mr. KNUDSEN. Yes.
The CHARIIAN. It has turned out, in the study of it, that there

are certain discriminations, or punitive taxes, perhaps, in order to
force corporations into one or the other of the two plans which we
say they can take, either the average earnings theory or the invested
capital theory, and those that go into the first of the two methods
are, by this bill, penalized about 4.1 percent on the normal taxes that
the company must pay, and also an additional. 6 percent in the'excess-
profits tax that it would have to pay.

Now the thought has been that those that were going to make profits
out of these contracts with the Government, and those that were to
get large profits by virtue of these large expenditures, were going to
pay excess profits in larger amounts than the other class of corporations
would have to pay. Now under the bill there is no additional tax in
excess profits paid by that group. In studying this question when we
go into executive session, if the committee should decide to recom-
mend that a larger percent, a reasonable percent on those that get war
contracts or make profits out of the contracts should be imposed,
would that in any way slow up your program?

Mr. KNUDSEN. I think it would be a very difficult question to
decide.

The CHAIRMAN. It is a difficult question.
Mr. KNUDSEN. Because the ramifications of the program are such

that practically every avenue of income of the United States would
be hit with it before we are through.

The CHAIRMAN. Yes; we all realize every question in ths bill is
difficult. I do not know whether anybody agrees with every feature,
but I belioio that an excess profits bill that carried 'that philosophy
would be pretty much welcomed by the country, and I want to know
particularly whether or not it.might slow up your program, because
Ido not want to see your program slowed up.
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Mr. KNUDsEN. I think it would, sir.
The CHAIRMAN. What?
Mr. KNUDSEN. I think it would, I think it would slow it up. I

really feel it would if you single out the war material for taxation.
Some contractor might not be as efficient as others and might lose
money. If the program is spread over the entire business life of the
country, if it can be thoroughly absorbed by every branch of business,
then I think the program would be a success. The minute you dis-
tinguish one thing from another, whether one fellow makes shells and
another fellow makes shoes then I think you will have difficulty.
I am afraid I am not capable of indulging in a discussion on that
point.

Senator BARKEY. You think, you have a right to presume, that
if any manufacturing concern, or any industry, makes more than the
average for the normal period which is fixed in the bill, we have a
right to presume that that has been occasioned, in part at least, by
the defense program, and therefore such concern ought to bear his
proportion of the taxes, rather than singling out those who have
contracts with the Government for materials out of which they make
a rofit. Is that your theory?

vr. KNUDSEN. I think it would be very difficult to do it. I do not
understand how it could be done, to be perfectly frank with you.
I have to say, in justice, I am not much of an expert on that question.

Senator BABKLEY. I do not know of anybody who is, so you have
got a lot of company.

The CHAIRMAN. Are there any other questions? All right, thank
you, Mr. Knudsen. Mr. Bigger, we will be glad to hear you on
these questions which have been raised.

STATEMENT OF JOHN D. BIGGERS, CHAIRMAN OF THE COMMITTEE
ON TAXATION AND FINANCE, THE ADVISORY COMMISSION TO
THE COUNCIL OF NATIONAL DEFENSE

Mr. BIGGERS. I would like first to attempt to answer the question
asked by Senator Clark.

Senator C6NNALLY. If you start answering questions you will never
get to your statement. You may know more about taxes than we do,
but you do not know as much about questions. [Laughter.)

Mr. BIGoERS. Mr. Chairman, I made no attempt to have a com-
pletely formal statement.

Senator CONNALLY. Go ahead and make it. I withdraw my
objection.

Mr. BtooRs. I intended to supplement what Mr. Knudsen said.
If you ask detailed questions as to the operation of this plan I will
endeavor to answer them.

Senator CONNALLY. All right, Mr. Chairman, I withdraw my
objections. He will be sorry, of course. He can go ahead, but he
will be sorry before he gets through.

Mr. BaoOERs. I appreciate your advice, Senator Connally. The
sole purpose in recommending " amortization section, which is now
a part of the tax bill, was to encourage the use of private capital in
the construction of defense facilities.

Some of us have been working day and'night for 13 weeks' on it.
While Mr. Knudsen has been working on the more important problems
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of production some of us have been working on exactly the things that
Senator Clark has in mind, and that is to safeguard the Government's
interest in these plants which are provided by various means to meet
the emergency, and we have evolved from our contact with the differ-
ent situations three main lines of approach. One, those plants which
will be financed through the aid and encouragement of this amendment
wholly by private capital without any Government funds or Govern-
ment, obligation whatsoever. Now that we hope will cover a very
important segment of the defense program, particularly those com-
panies that make articles that have some future potential use in
normal industry, such as a turbine for a ship, and many other similar
articles. We think that those manufacturers, if given this tax en-
encouragement would, with their own money and without any Gov-
ernment obligation for reimbursement and %ithout any inflation of
price to take care of the cost of new facilities, be induced by this
provision to go ahead and expand their own facilities.

To answer your question Senator Connally, if I may take that
liberty, most companies will expand existing facilities, and therefore
they wall have perhaps substantial sources of income other than those
derived from the new facilities, and therefore their profit on the new
facilities is not the only profit against which they may assess this
depeciation for tax purposes.

senator CONNALLY. Well now, you are not oin to give them 20
percent on the existing plant and 20 percent on the new plant too?

Mr. BxooIRs. Not at all; 'sir. But suppose a company has a
number of different plants and is manufacturing many peacetime
products and adds a illion-dollar plant to manufacture some defense
products, that is only a small part of their total business. Their
profits on that may be neg lible, but their profits oil their total
business may be substantial. They would be permitted, as I under-
stand it under the provisions of this amortization feature of the tax
bill, to deduct 20 percent of the cost of these newly created facilities
from their total taxable income. In other words, if they built a
million-dollar plant they would be able to deduct $200,000 a year' from
taxable income. Now I think that is the point we would like to make
clear. In no sense is the Government, under this provision, reimburs-
ing the taxpayer for his investment.

Senator CLARK.. That is true, but that is done if the Government
pays an increase in the price for the goods, is it not?

Mr. BrooERs. Yes and that is exactly what we are trying our very
best to guard against.

Senator CLARK. I did not mean tolinterrupt you. You were going
on to the second section.

Mr. BIoO .Rs. This that I outlined is plan 1.
Let me explain what happens to the $200,000. On the assumed

million-dollar plant; $200,000 depreciation is chargeable under this
section. Under the existing law the corporation would be assesed
with a tax of 20.0 percent, say 21 percent so that their tax saving
on -that $200 000 depreciation would be' 442,000 roughly. Under
regular procedure, without this tax help they would presumably, on
the average, charge off 6 percent depreciation, approximately, instead
of 21 percent.; Six percent on a million dollars would be $60,000, and
21 percent of that would be $12,600. So their net saving under this
provision would be the difference between $42,000 and $12,600, or
$29,400 a year, or in the course of 5 years $147,000.
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Now that is all leaving out the question of the extent to which an
excess-profits tax might affect that situation. That would be the
benefit to the taxpayer under the existing normal tax.

We feel that would be an adequate incentive to induce a number
of companies on the border line between peacetime production and
defense production to come in and finance their new facilities out of
their own capital, without any contract obligation for reimbursement
from the Government., and without any inflation of price to cover
those facilities anti the one thing we are most anxious to guard against,
all of us, is inflation of price.

We think it is very unsound for the Government to pay a price
which includes any abnormal amortization or depreciation of plant
facilities. I fully agree with you. We have been working for 13
weeks on it.

Senator CLAnK. I know that is a fact.
Mr. BouEs. W o have the approval of the Comptroller General as

to our contract procedure, we have the concurrence of the Secretaries
of War and Navy and their assurance that their people will follow this
procedure for the protection of the Government a interests.

Senator BARKLEY. May I ask you a question?
Mr. Biooaus. Certainly.
Senator BArKvy. Take a case where some concern puts a million

dollars in for a new facility, or for an expansion, with its own money,
no Government money involved either by law or otherwise, during the
6-year period they are able to save in taxes, because of this provision,
approximately $30,000 a year, we will say, and over a 5-year period it
will be approximately $150,000 that they have saved.

Mr. BwocaEs. Yei.
Senator BARKLEY. Now the 5-year period is up and the company

has its own money invested, it still has $850,000 of its own money
invested there after deducting the $160,000 that it might have saved
over the 6.year period in taxes as compared to normalyears. At the
end of the 6 years what happens to the plant, or to the increase, or
to the condition of the company?

I ask that question because there seems to be a misapprehension
among a lot of peepe in the country that what the Government is
doing is giving back to the concern its million dollars that it has
invested in the plant, which is not true, of course.

Mr. Binaros. Quite so.
Senator BARKLEY. If it turns out in the future the million-dollar

investment is worth nothing for the production of normal products
not needed by the Government, the company may stand to lose that
extra investment unless it may utilize it for some future peace pur-
poses, as I understand.

Mr. Blosits. Yes.
Senator BARKLEY. Is that a fair picture of the situation?
Mr. BlGOsRs. That is a very fair plctuto of the situation. In that

case if that company were able to adapt its facilities to peacetime use
and went on operating. them it would be able to charge no further
deprecation against its taxable income, and if the tax rate is advanced
that company would be out of luck.

Senator 13AKLY That increase In facilities would be merged with
its plant and In the future would be 09rt of it and would be bntled
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to no more depreciation than if it had never been granted this 5-yearprivilege.
M r.B IGOERS. Yes, sir; as we see it, it is all a question of the rapidity

of the depreciation. All facilities theoretically are depreciated against
taxes during their life, and the Treasury and the Defense, Commission
agree that there is a probability that ninny of these facilities willenjoy ai short life only.Senator BAiKLeF. In the case I have illustrated, if the company
were unable to absorb its now facility, or its expansion, in its ordinary
peacetime business, the result would practically be a los of the amount
invested; wouhl it not?

Mr. BIoGEs. Yes; and therefore a company will not elect this
option, will not proceed at its own risk under this tax incentive unless
it feels reasonably sure that it can adapt or utilize it facilities after
tie emergency is over.

Senator CLARK. In that case in the case stated by Sanator Barkley,
the company is simply gambling $850,000 against ,S150,000 on its
judgment that this property will be valuable to then in their own
businme after the emergency, the 5-year period, is past. That is
practically what they are doing.

Mr. BioEns. Yes; that is true.
Senator CLARK. In its turn the Government is simply paying them

a bonus of $150,000 b-cause they want the facilities built now.
Mr. BoGERs. Senator, I do not think you can quite say they are

paving them a bonus.
Senator CLANK. That is what it amounts to. If they cut the tax

bill down that much, that amounts to a bonus. You can call it what
you please.

Mr. BiiquEns. All the Government is doing is allowing them to take
the depreciation more rapidly than tnder tho normal regulation and
existing law, and if they take it more rapidly and if tax rates continue
to advance it is quite possible that that company wifl'havo made a
mistake and that the Government, in the long ron, will benefit. The
Government will lose soei income under this plan during the next
5 -ears, but in the agregato it is our expectation that the Government
will not lose taxable income under this plan. We think a good many
companies, perhaps, after starting out to depreciate at the rate of
20 percent, seeing tax rates go up will change their mind and will not
take advantage of this. This is an encouragement to the use of
private capital and to that extent minimizes the drain on Government
credit.

If I may proceed to plan 2-
Senator BAnKLEY. Before you proceed to that, instead of paying

a bonus by the Govenment, if it is a bonus, the result is that the
Government pays in the difference in the taxes involved if the company
had expanded normally and not on account of the emergency, the
Government pays over the period of 5 years $150,000 for the use of a
million dollars presented in the expansion, which if calculated in
the terms of interest, would be about 3 percent on the' million dollars
if the Government had to use it itself, or borrow it.

Senator CLARK. It Is true, Mr. Biggers, in class 1, in which case
you say thpt the company which puts tip the money winds up with
the plnit, in full possession of the plant, just as though they went
out and built it in the first place.
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Mr. BtoaERs. Just tile same as though they took normal deprecia-
tion.

Senator CLARK. When Senator Barkley said the Government is
paying 3 percent on the funds-

nator BAnKLEY. That is what it amounts to.
Mr. DIGGEns. I may emphasize, as Mr. Reynolds' letter did, that

the Defense Commission is a unit in unanimously opposing the inclu-
sion of these three subsections (i), (j), and (k), which tie a string on
the subsequent use of privately constructed facilities, and we feel
that in so doing Congress will largely if not wholly, nullify, if those
amendments prevail, the effect of indueing private capital to come
in under this plan without Government guaranty, without price
inflation and without Government reimbursement.

The HAIRMAN. I received a copy of the letter which was sent to
Mr. Doughton. I would like for it to go in at this time in this record,
because it was in the other record.

Mr. Biuosrs. This letter which Mr. Knudsen read is an up-to-date
statement of the Commission's attitude, signed by the secretary of
the Commission, and is in your papers, Mr. Chairman.

Now under plan 2-
Senator BAILEY. Mr. Biggers, before you leave plan 1, it would ap-

pear that amortization by way of incentive to the investor of private
capital is based on the 6-year proposition, but suppose a contractor
made an extraordinary .profit, or the use of an unusual plant lasted
only 2 years, what provision is there for that?

Mr. Biuosns. The provision under this amendment is in the event
that the emergency ends in less than 5 years, that the taxpayer may,
if I remember the wording correctly, Mr. Sullivan, assess the depre-
ciation on his facilities against the period of use.

Senator BAILEY. That is contingent on the circumstances.
Mr. Bioosas. If it last less than 5 years.
Senator BAILsY. I have assumed it would last less than 6 years.

He might get a contract tomorrow for 6 months. What assurance
has he that he would get back what lie has paid in?

Mr. Bloozas. There is not any under this law.
Senator BAILEY. What would be my remedy in the way of nnmor-

tization?
Mr. Bioonas. You would only be privileged to continue the 20-

percent rate during the pendency of tle emergency, so long as the
national emergency lasts, the state of emergency recognized by
Presidential proclamnation.

Senator BAILEY. Then this plan would be of value only in event
that private capital for expanding the plant would be sure eta contract
during the 6-year period. Am Irlght about that?

Mr. BioGoS. Excuse me; would you state that again?
Senator BAILEY. I think you are running into the promise made by

the Senator from Texas, that there would be trouble in these questions.
I say in that event, this Incentive proposition, en the basis ofinduc ing
private capital, would be of value only in instances In which the
unusual plant was assured of getting contracts for a 5-year period,
because 20 percent a year for 5 sears id 100 percent. Would not you
have to get at it that way?

Mr. BGOo1RS. I think, sir, you are right, 'The average nihnufac-
turer would not elect to proceed under this, which is the most precari-



SECOND REVENUE ACT OF 1940

ous method of serving the Government, unless ho made a product for
which ho thought there would be continued Government demand, or
at tie end of the Government demand, a peacetino demand. Of
course, lie would not get a certificate unless his plant was designated
by the Secretary of War, time Secretary of the Navy, and tile Defense
Commission as being necessary for the emergency.

Senator BAILEY. How are you going to got an assurance that there
will be this unusual business for 5 years? I think it is likely to be
forever, I do not know, but we do not know what is going to happen.
TI hat being so, Mr. Biggers of course we do not know, we cannot be
assured of the 5-year period; therefore, we cannot be sure of the 100
percent amortization recovery. What inducement would there be to
private capital to invest?

Mr. BaoEnas. We think in many of the borderline cases, private
capital will invest under this plan, and if they do, it means in our
judgment, that the Government gets the creation of those facilities
and (lie availability of those facilities to meet Government needs at tle
least possible risk to the Government and the least posm'blo cost to the
Government.

Senator BAILEY. I was thinking about the other side of it, about the
other end of it. I am getting at the incentive to invest capital.

Mr. BIourms. Plan 2 which I would like to explain, will take care
of the situation where the man, the manufacturer, does not feel that
lie can take the risks that you just stated. This plan has been care-
fully worked out as a contract procedure, in cases where a defense
plant can and will be financed by private capital.

'Senator CLARK. This is class 2, is it?
Mr. Bioonaa. Plan 2, yes, sir- or class 2. The priato contractor

is able to obtain a firm, bankable contract from thio War and Navy
Departmnonts. The detail of this has been worked out and the prin-
ciple has been approved by the Comptroller General and by the
Secretaries of War and Navy. In such case the Government will
reimburse the manufacturer specifically and 'directly arid not as a part
of price for the cost of its facilities at the rate of 20 percent a year, and
if the emergency ends, or the Government contracts end at an earlier
date In that case the Government would pay up the remainder of its
reimbursement obligation at the date of terinination of the contract.

Senator BAILEY. There would be an immediate deduction?
Mr. BiloGnns. In that case the contractor would have the protec-

tion that you envision.
Senator CLARK. Would the Government take the facility in that

case?
Mr. Bionas. In our provision, in order to protect the Govern-

ment's interest and to prevent the practice that prevailed in the
last war where the cost of many plants was included in the price of
tle product and the contractor ended up with the ownership of a
plant which the Government had really paid for, to prevent that we
have provided that at the end of the emergency or at the termina-
tion of the contract, as the case may be, a board of appraisers or
arbitrators will determine the then fair value of the facilities, and the
contractor will have to pay the Government that fair value as de-
termined by the arbitrators if he wants to keep the plant, and If he
is unable to pay the fair value or disagrees with its fairness then he
must assign the plant to the Government for such use and disposi-
tion as it chooses to make of' it.

2--40---1
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Senator BAILEY. He would have to sell the land, too?
Mr. Bi. -;ERs. Yes; he would have to sell the land, too, if it was

built on his own land.
Senator CLARK. That being the case, say a man started the con.

struction of a battleship that would take 5 years, that would be a
contract for 5 years.

Mr. BIOGERS. Yes.
Senator CLARK. If a shipbuilder would go to work constructing

the necessary facility, he would do so without reimbursement from
the Government es to price?

Mr. BIOGERS. Yes.
Senator CLARK. If at the end of 3 years we had another naval

conference, like we had at the end of the last war, and decided to junk
that ship three-fifths completed, let us say, if the shipbuilder wanted
to pay tie fair rice he would have that facility, the Government
would pay him the unamortized portion of the original price and the
man would go ahead and have his shipbuilding company.

On the other hand, if he did not want to pay the Government the
part that the Government had to pay him by way of amortization,
then the Government would take it and pay him the difference. Is
that the way it would work?

Mr. BIGoERS. The Government would pay him his investment and
take the facility and keep it for its own use, so no one would get free
facilities out of the Government.

This contract plan, too, provides that the cost of facilities would
be accurately determined and audited in advance, and that that cost
would be paid the contractor ratably each year, separate from price
so it would not be hidden off and confused with price and so it would
not have a tendency to start a spiraling of prices, which is one thing
that Mr. Henderson can speak on better than I, but which we are all
so anxious to avoid as one of the outcomes of this emergency.

Senator BARKLEY. Is your plan No. 2 a substitute for plan No. 1,
or may they both operate to ether?

Mr. BIGOERs. All three of these plans may operate together, but
one can be applied to certain cases and the others to other cases.

Senator BARKLEY. Depending, in some cases, on the option of the
contractor or the Government?

Mr. BIGERS. Yes; it would really be at thepreference of the con-
tractor but the option of the Government. The contractor might
prefer one or the other, but the Government would have the final say
as to which plan would apply, which plan would be accepted.

Senator BYRD. Mr. Biggers, does the contractor have the first
option to purchase this plant at its appraised value?

?Mr. BIoGERS. Yes.
Senator BYRD. If he does not choose to purchase it, the Govern-

ment could sell it to anyone else?
Mr. BIGG Rs. Yes; after the Government acquired it the Govern-

ment could dispose of it. Take an airplane engine company, it has
used all of its own engineering ability, all of its organization talent,
its patents, inventions, equipment, and so forth, to manufacture air-
plane engines and therefore we feel at the end of the emergency it
would not be (air for the Government to sell that plant toa cQmpetitor,
that we must first give tn option to the original creator.-

Senator BYRD. It is merely an addition.
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Mr. BIGoERS. You are right. In the case of what we call scrambled
facilities, where it is an adition to a man's plant and there is an
involvement of equipment, it is almost indispensable, it is logical,
thoroughly logical that the original creator of those facilities should be

ven the option to buy. If lie does not buy, even in those cases the
government may take that machinery and keep the plant available.

The details of this contract, in all of its aspects, are so completely
understood by Mr. Donald Nelson, the coordinator of purchases, who
is also with me, that if you wish to ask any questions, I think he will
be better able to answer them than I. Mr. Henderson, Mr. Nelson,
Mr. McReynolds, as secretary of the Commission, and Mr. Adams,
representing Mr. Stettinius' division, worked with me on these par-
ticular problems.

The CHAIRMAN. The Advisory Council are all together on that
proposition?

Mr. BIGOERS. They are in absolute unity, sir, unanimously on
that proposition.

Senator BYRD. Mr. Biggers, is most of the expansion being done by
Government loans or the contractor or manufacturer putting up his
own money?

Mr. BIOOERS. Sir, as we started out, without this amortization
provision which you are now considering and without the contract
procedure that we have now evolved, no matter where negotiation
started, it always ended up with the Government or the R. F. C.
putting up the money, because of the uncertainties that existed and
that could not be settled. Now it was to" avert that that these other
plans were evolved and these other recommendations made, because
we feel it is to the national interest to utilize a maximum amount of
private capital and to minimize the call upon Government credit.

Now plan 3-
The UHAIRMAN. Before you come to that, may I ask you, in this

connection, you are asking us to strike out certain provisions. Is the
question so elastic that you feel you can do it by contracts rather
that to follow absolutely the statutory provisions?

Mr. BIosS. Yes, sir; we do.
The CHAIRMAN. And the Treasury's position is that it ought to be

written into the law?
Mr. BIGGERS. The Treasury's suggestion is it ought to be written

into the law. I would rather have Mr. Henderson, who has a broader
view of the economic aspects of this situation, perhaps, than I, I would
rather have him answer that question.

Senator CLARK. Would you give us class 3 first, and then go into
the discussion of whether it ought to be written into the law?

The CHAIRMAN. I just asked whether there might be some differ-
ence between the Treasur and the Defense Council on this proposition.

Mr. BIGOERS. There is. The Treasury thinks that this control
over facilities under plan 1 should be written into the tax law. The
Defense Commission unanimously believes that it will restrict, if not
completely nullify, the use of private funds.

Senator BYRD. Plan 1 is the depreciation?
Mr. BIGoGRS. Plan 1 is the use of private capital without any

Government guaranties at all, and the only Government inducement
is the amortization. ,.
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Now plan 3 is outright Government ownership of certain facilities
that are clearly and obviously required for the production of war
materials or defense materials for which there will be no future use.
That plan has been applied without any hesitation to the creation of
powder plants, to the creation of a tank arsenal, and similar situations
to that. The Army and Navy feel that they want those facilities,
that there is no probability of private use for a tank plant, we hope,
after this emergency and therefore the Government builds it and they
employ the best and most competent contractor to operate it.

Senator CLARK. And then the Government owns it?
Mr. BIGOERS. The Government owns it from the outset and in

pe tuity.
senator CLARK. Just like the naval gun factories that we have now?
Mr. BIGOERS. Yes. The amortization features, of course do not

apply to that at all. The amortization feature in the tax taw only
applies to plan 2, to the extent that if the Tretsury considers that the
Government's annual amortization payment under plan 2 is income
then the 20 percent deduction would offset that income, it would
wash itself out, but otherwise the contract would be so worded that
there would be no benefit. If the Government amortization is not
income then the contract would be so worded that there be no benefit
under he amortization provision under plan 2.

But it is very important, and to our minds a vital incentive under
plan 1. We feel if a man puts up his own capital with no commitment
from the Government, that there is no justifiable reason for the Gov-
ernment tying this string to his facilities and sayi"g to him that he
cannot, at the expiration of the emerency,motify Por substantially
alter his own facilities, and we feel if that string is tied to it, that the
private manufacturer with the other uncertainties existing, will cer-
taii4 not avail himself of that plan and the whole load will fall more
heavily on the Government underpfans 2 or 3.

Senator 3ARKtY. I understand in plan i the amottization applies
int oto inplan 2 it may apply-

Mr. xooGEss. As an offset.
Senator BARKLE-y. It may apply depending on'what happens, and

in lan 3 that it does not apply at all.
ifr. BoERs. Yes.
Senator BYRD. There can be a combination of plans I and 2, of

c~urse.
Mr. BidotRs. How is that; sir?
Senator BYRD. Suppose for instance, they have a new facility under

contract for a XIillibn dollars, then you could take the amortization
off that for tax' tposes and likewie r ecver.that full amount from
the GoOriment'in the contract with the Goverriment.
, * Mr. Bfoadr.s. If ydu'had a contract ffomthe Goveitnent, the rapid
dtreciati6n or amortization would offset the 06'verdment roinburse-
hivent. They would olieet one another. We checked that W&y'care-
fully.,

Senator BYnD. Is the 'reinbuirse ent in lieu of the'tax, the'amor-
tIation for tax p ioes? • I - M ,

Mr. B3ti6ks. Wo ldyou lke toeplain tex at, Mr. Hendeoii?
Mr. TI~hKDa9 . f did not catch theq ,.tion. .
Senator BYRD. The question I asked, cold not'there Wk'a 6nibina-

tion of plans I and 2? Namely, if the Government made a contract
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for the erection of a plant for a million dollars, the contractor may
collect the million dollars back from the Government and at the same
time gct amortization or relief from taxes during the operation?

Mr. HENDERSON. One would offset the other.
Senator BYRD. It would not be an offset, it would be a combination.
Mr. HENDERSON. That is plan 2, Senator. If the Treasury chooses

to treat those 20-percent payments for capital expansion as income,
then the 20-percent rapid depreciation for tax purposes.would be an
offset, of course, and that is the contemplation of plan 2.

Senator CLARK. Is not this a fact, Mr. Henderson, that in practi-
caliy I will not say every case, but in the great majority of cases with
which you had to deal with contracts-I am leaving out now entirely
the element of tax amortization, but is not it true in a great measure
that contractors demanded the right to amortize the cost of new
facilities and an increased cost to the Government? The gentleman
that you sent up to talk to me said in many cases the contractor had
insisted on amortizing the whole cost of the construction of his faclii-
ties in the first contract he had with the Government, even though it
extended only over a year?

Mr. HENDERSON. Senator Clark, that has been the contracting
procedure in Army and Navy procurement for quite a long time. In
most eases that has been sound from an accounting standpoint., be-,
cause that is a cost. The normal depreciation rate assumes, that is,
that a certain part of the cost of the plant will be assessed against the
product, and in the case of taxation it is' put on an annual basis. The
normal depreciation rate assumes, and we have come to know, that
industrial machinery and plant has a certain life, and the Treasury
schedule, I think, for normal industrial purposes, was pretty well
worked out. Now if that particular facility, which is erected to meet
a defense or a wartime need, has only the limited life and usefulness
of that particular contract, then it is a proper accounting charge"
against that contract. It runs the cost of the Government up tre-
mendously in those cases, but you might hjve a contract in which the
cost of increased facilities was far and beyond the profit that' was
made on the contract, in which case if the facilities had no further use,'
the contractor would be contracting for a sure loss.,

Senator CLARK. Suppose you had $uch.a fR iity a.shoe factor-
now shoes are just as essential as a gun or tanks or anything Ze.
There has been a shortage, I understand, of Armoy shoes. You take
in the case of blankets, I happen to know there has been a shortage
in the case of blankets, because I heard from some of the men in the.
field, that have been in the recent maneuvers, to that effect.. Suppose a fellow says All right, I will build a blanket factory here
whicH may not need alter the war is over, but I have got to amortize,
or get an increase in profits, of 20 percent"? As you say, that has
been the practice in the past. President Roosevelt states that he'
is not going to permit any war millionnaires. I do not see how we
are going to prevent it, unless we have very drastic amortization
features along tax lines. The plan w nh Mr. Biggers has outhned,
the three classes, was in accordance with the memorandum jnousaug-
gested to me, and it is fine, with the inclusion of the provisions of
class. 1 and 2, as you hie put them together. Without increasing
the, Once, how are you going to protect them?

Mr. HENDERSON. In tho first one, there will be no increase in price.
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Senator CLARK. You provided in both class 1 and class 2 that there
should be no increase in price?
Mr. HENDERSON. In plans I and 2 there is no increase in price.
Senator CLARK. In class 3, the price does not enter?

Mr. HENDERSON. Let us take the case of the blanket manufacturer,
for example; let us say that the Government is not able to get a
sufficient supply, within the demand period, of blankets, and it had
to enter into contracts for an expansion of facilities, then contractors
would have presumably, the option of either plan I or plan 2. The
price in each case would be $6, for example.

Senator CLARK. What I am trying to get at is, how you would
insure that? That is what I am interested in.

Mr. HENDERSON. The contracting procedure is the best assurance
of that. I think the contracting procedure is the best assurance of
that, because, under the existing arrangement, there is a pretty good
knowledge as to whether or not all the capacity of an industry for
making a needed article has been taken up. You know through the
information which the Army and Navy have been collecting, what
the capacity is.

Senator CLARK. They have had some years, now, in dealing with
that. What greater assurance are we going to have that they are
going to exercise a different course in this emergency than you say
they have exercised over a long period of years?

Mr. HENDERSON. I say over a long period of years what they have
paid for in increased prices have been machinery and facilities sup-
posedly needed for only governmental purposes. Where the vice has
come, and did come in the last war, with which I have some familiarity,
and I think that is the thing you are trying to get at and what we are
trying to get at, is when the contractor was left with a facility that
did have a useful value in ordinary business.

Senato! CLARK. That had already been paid for by an increase in
price. That i3 exactly what I am trying to get at.

Mr. HENDERSON. That is exactly what we are trying to provide
against under these three plans for financing the expansion facilities.

Senator CLARK. What I am trying to find out is why you insist
it ought to be left to the discretion of a transitory set of Government
officials rather than written into the law.I Mr. HENDERSON. Let me say this: If (i), (j), and (k) Were left in,
as far as the possibility of the use of plan 1 is concerned, I believe you
might just as well drop this whole rapid amortization out of the pic-
ture, because what you are in effect saying under 0) (j), and (k), is
that a manufacturer having paid for facilities out of his own funds,'
has got to surrender those, in effect, to the Government.

Now you take in this case of the $1,000,000 increase in facilities'
which the manufacturer put up under the example given by Mr.
Biggers, in which there is a recapture of $150,000 for tax allowances,
now all of it has been depreciated, has it not, at $200,000 a year?

Mr. BIoOERs. Yes.
Mr. HENDERSON. And under the circumstances existing here, the

Government can recapture tht for about a dollar. It is not the
Government's property, Senator Clark, it is a plain question of whose
property this 6. There is just'absolutely no reason ih the'world' for

paW ng this ropid amortization feature as any kiid of encoura em nt
to thnuse of private capital if you leave sublecflons (i), (j, an (k) n.
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Senator CLARK. Suppose, in addition to the caso you cited, they
also had increased the price 20 percent? I agree if they do not raise
their prices that the Government shall not seize their property simply
for the tax concession given in this bill. I think everybody would
agree with the fairness of that proposition. But if they get their tax
concession and in addition to that as most manufacturers in the past
have done, unless there is a revolution of the whole history of such
events, suppose they also get paid for their plant out of hiking their
prices, whom does the plant belong to then?

Mr. HENDERSON. I do not agree, Senator, that we have got to have
a revolution in order to prevent contractors from stealing the Govern-
ment Treasury, but I do think that there will be and there is a pros-
pect of considerably sharper negotiation on the Government side than
there has been in the past, certainly than there was in the last war.
The knowledge of markets, the knowledge of contract procedure, the
knowledge of purchasing technique available at the present time to
the Government is considerably in excess of any time when there was
any large purchasing program. For example, I know that with the
aid of the coordinator of purchases the Government has gotten two
articles already in large amounts at less price than the Government
has over gotten them before. That is, the Government is getting an
advantage on some of the large-scale purchases, whereas, on many
past occasions the mere presence of that large Government order in
the market was responsible for an increase in price. There has been,
and I believe will continue to be an alert procedure from which we
will get the benefit.

I cannot give you any guaranty against somebody stealing part of
the Public Treasury; Ican give you a sense of a great deal more
attention being paid to proper negotiations.

Senator CLARK. Mr. Henderson, I understand perfectly that you'
cannot write into the statute every detail of negotiations. " In spite
of the very complex details we have in the tax bills, we still have a
good deal of regulation. It seems to me that the Congress at least
ought to write the rules into the statute; in other words the classifi-
cations at least which the Defense Council itself has made, which are
presented to us by Mr. Biggers. They ought to be written into the
statute.

Mr. HENDERSON. Well, I see a great deal of difficulty under that
Procrustean bed in negotiating that kind of contract, to negotiate for
the thousands of articles that there are.

Senator CLARK. That is not any more a Procrustean bed to the
Congress than it is to the Defense Council, to lay down the rules.

Mr. HENDERSON. I disagree with you.
Senator CLARK. You mean to say that the Defense Council can

depart from rules laid down by itself? I think that is true.
Mr. HENDERSON. I think they should. If they do their work

honestly, I think they should, because what is needed in the instant
years is to get the matriel at the lowest price.'

Senator CLARK. That has always been the excuse for the war con-
tractor to gouge the Government.

Senator B1ARKLE. You have got to be able to deviate now and'.
then fim the rules in order to prevent the other fellow from having.
the biggest end of the skid pole.
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Mr. HENDERSON. I think, Senator Clark, that this Commission, as
I have seen it in action, wants to learn from the experience of the
Nye committee and the Graham committee, and I think it has plunged
itself assiduously into it.

Senator CLARK. I do not want to reflect on the Defense Council.
I know they are conscientious public-spirited men who have devoted
great talents and great sacrifice in the interest of the Government.
On the other hand, that same thing was true during the last war. A
number of extremely high-class, patriotic men were doing the same
thing. I do not think we ought to very specifically pass a lot of legis-
lation here to authorize that same thing to happen again.

Mr. BIGoERS. Mr. Chairman, if I may interrupt, I think the only
benefit we have over the gentlemen who attempted to do the right
thing in the last war is the record of their experience, and if we cannot
profit by that, then we are all wrong. I do not believe by law you can
make anybody honest or efficient, but I believe, sir that the War
Department and the Nay, in their. present spirit and attitude, with
the guidance and help of the coordinator of purchases and the Defense
Council, and with the knowledge that they have, can and will, under
contract procedure, do all that is humanly in their power to adequately
protect the interest of this Government, profiting by past experience.
But we do not believe you can write a provision in a tax law without
nullifying this feature of the law and to some extent impeding the
whole program.

We are absolutely in accord with your committee and the Treasury"
in the objectives, and the only difference we have with the Treasuryis as to t e procedure.I would lie to say one word, if I may, Senator Clark, in regard to

something. that you mentioned earlier. I made no statement charging
or critiezing the Congress for delay.

Senator CLARA. I do not believe everything I read in the news-

r. -BiaoOS~, I am glad to know that, because at the request of our
Commission our committee of five met with the press and a statement
was asked whether this contract plan that we evolved, which is plan 2
would solve the problem or whether other things were necessary, and
I made the answer, which these gentlemen, some of the press, ma.
remember, that our plan was only a one-legged home, that to run it
required the appropriation bill and the elimination of the Vinson.
Trammell limitations and all the bothersome cost avounting that it
imposes upon the subcontractor, particularly and the. amortization
hill. I have implied nothing, no criticism o? anyone, And only one
newspaper so interpreted the remark, and thtI in the headline and
not the quotation, so I hope you will excuse me.

Of course, I knew what Conr lad bee atruling with.The CHAIR'AN. Snafor Lodge wouud liketoanka question.
Senator Loi0. Have the War and Navy Depirtments approved

your recommendation.regarding subsections ), (j), ed (k)?
Mr. BIGoER. I do not know, Senator, whether it b!s ever been

specifically submitted to them. I know that they do in principle,
but I do not think the have ever been asked for an expression
formally. That an eily be done. ' "" , "* L I

The CHAIRMAN. Senator Lodge, what wa$ the question?
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Senator LODGE. I wanted to know whether the War and Navy
Departments had approved these recommendations regarding sub-
sections (i), (j), and (k).

I have another question that I would like to ask and in order to
ask it I would like to summarize the impression that You gAve me
of these three plans, and I hope you will correct me if I have not
suminarized them rightly.

The first plan is that this expansion would be financed entirely
with private funds?

Mr. BIGGERS. Yes.
Senator LODGE. The second is that the expansion would be financed

with Government funds, with ownership eventually reverting in the
contractor?

Mr. BiaopRs. No; with private funds, but with Government re-
imbursement and eventual Government ownership unless the private
contractor compensated the Government for its equity.

Senator LODGE. That is right. The third plan is complete financing
and ownership in erpetuity by the Government?

Mr. BIGOERS. 6Yes.
Senator LODGE. Now, could you give the committee a fough eeti-mate-it would have to be very rough, I appreciate that-of what

proportion of these war orders would be in that first category, of these
nationaIdeferise orders?

Mr. BIoonsS. Mr. Chairman, and Senator, I believe it *ould be
presumptious for' me to guess. I haven't any Idea. We think and
Believe Mr. Nelson or Mr. Henderson will bear nie out, We think
that the amendment as originally devised aid reported by the House
subcommittee, without sectibns (i)r. (j), and (k), will encourage a
very considerable amdnt 6f such financing, but it Is almost impossible
to tell, it would just be an a fully rough guess.
. SenatoiLODo. May I put it to you this way: There is a p t that
'the War Department has had for a long tirne where they clas ify
-materials of war as critical and noncritical, 'nd as I understand it,
the critical items are the onis for which there Is no real peacetime
use; theother items are the ones like boots, blanket and so frth,

for which there is a peacetime use. Have you any idea as to what
proportion of these national defense orders will be in critical items
and noncritical items?
. Senator CONNALLY. If it is for national defense, they are all
critial.

Senator LODGE. I mean the critical item that is not needed in time
of peace, like the bombs, or something like that.

Senator CONNALlY. We might ned them in timb of peace.
Senator LODGE. That is tie. I am just taking the War Depart-

ment's definition.
Mr. BGOEdRs. One of the officials of a eoihjpoy ifid& to me the

statement that if the amortization provision of this bill weift though
in its original form without subsections (i), (j),aid (k), that they
,would, in all probability, 6r that they felt inclined to go ahead on
that basis without Government commitnients or Government reim-
bursemep.t, they might use their own capItal fdr the conatrudtion of a
very large and costly addition to their turbine rnanufacturwg facilities
assuming the Navy would use the turbines in theirIieW ship program
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over reasonably 4 or 5 years, and that the probable peacetime demand
for them would be sufficient to justify the plant expansion at the end
of the emergency, but that same company said that on superchargers
for airplanes, where they were being asked to increase their facilities
1,000 percent, that they could not envision any peacetime require-
ment for those greatly expanded facilities, and they would probably
want to resort to plan 2.

Senator LODGE. Now, tanks, for instance, are entirely critical items.
Mr. BIGOERS. Tanks we consider under plan 3, which is Govern-

ment ownership of facilities.
Senator LODGE. Thank you.
.Senator VANDENBERG. Mr. Biggers, did your tax committee give

any consideration to the question of whether or not the Treasury
Department has authority under the existing law to write any kind
of amortization or depreciation contracts that it wants to?

Mr. BIUoERs. We did not consider that our province, because we
understood that the Treasury Department thought that amendatory
legislation was necessary, and so we assumed it was.

Senator BYRD. Mr. Biggers have you got copies of those contracts
that could be filed, copies of the contract forms?

Mr. BIGOERS. Yes, sir; I can submit those to the committee, or to
any individual member.

The CHAIRMAN. I wish you would put them in the record.
Mr. BIGGERS. Sir?
The CHAIRMAN. Put in the record some copies of contacts, so we

can study them.
Mr. BIGGERS. We have got an outline showing the conditions under

which plans 1, 2, and 3 would apply, and we also have a 3-page
summary of the general provisions which Mr. Nelson has, that we
can put in the record at the moment.

Senator BYRD. I would like to have it available. Put in an exact
copy of the proposed contract that the Army and Navy are making.

Senator CONNALLY. You mean the proposed contract recommended
by- the Council, or the one that the Army and Navy are now using?
Which one do you want?

Mr. BIOOERS. The Army and Navy have agreed to use this type of
procedure.

Senator CONNALLY. Have you used any of them?
Mr. BRGGEs. They are working on it eight now.
Senator CONNALLY. I would like to see what they have been doing.
Mr. BiGaras. This has just been formulated.
Senator CONNALLY. I understand that.
Mr. BiOGERS. They have thdicated their intention and they are

negotiating on this basis right at this moment. One very important
contract which was negotiated previously on a somewhat more favor-
able basis to the contractor ill be changed to this basis, because the
contractor was persuaded that it was fair and good public policy for him
to voluntarily agree to the change, in spite of the fact that le had a
commitment on another and a more favorable basis.

Senator BARKLEY. You can put in both forms, the one they have
been Usig and the new one.

Mr. BIooEs. You cannot tell b. the form, sir, because in the main,
in the past, the cost of a now facility has 1een included in the price
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and would not show up in the form of the contract. It is the spirit
and approach to it, And I agree with Senator Clark that in the last
analysis it depends on the attitude of the War and Navy Departments
and the instructions to the contracting officer and the extent to which
the Coordinator of Purchases in the Defense Commission can supervise
and effectuate this policy.

But that, applies to almost any situation. You have to eventually
trust someone to carry out a policy.

(The matter referred to is as follows:)
MEMORANDUM

Re Financing and disposition of emergency plant facilities.

1. 8ope.-ln certain cases new plant facilities requisite to the defense program
will be built by the Government and leased to private industry. In other cases
additional capacity wil] be made available by private industry as a result of normal
expansion in the ordinary course of business, without cost and without risk of any
kind to the Government. But midway are the cases in which emergency plant
facilities, whether built with the aid of public or private capital, will be paid for
by the Government through an increase in the unit price of the product. These
are the eases dealt with in this memorandum.

2. General principle.-In such facilities the Government has an interest. As a
matter of procedure the cost of construction should be segregated from the cost of
supplies, and reimbursement for the cost of construction made over a perio of 
years in five equal annual installments rather than in additions to the unit price
If the first contract for supplies runs for 5 years, the contractor will thus be fuly
reimbursed for the cost of additional plant upon completion of that contract. If
the first contract runs for less than 5 years (as it will in most cases) and no further
contracts are placed, the contractor will be promptly reimbursed for the entire
coat of construction.

3. Contractor's option to purcA Gopernment's intere.--Upon completion or
termination of the contract three appraisers shall be appointed to determine the
then fair value of the facilities: one appraiser shall be appointed by the con-
tractor; a second by the Government, and a third by the senior circuit judge of
the circuit court of ap peals of the circuit in which the facilities ae Iocted, or by
some other equally disinterested and responsible person. The delslon o.,f any
tfo'apprasers shall be controlling, but if no two agree, the decision of the third
appraiser shah be final.•
The contractor may pay to the Government the fair value of the fasWties as so

determined and therafter the Government shall have no interest In the facilities.
The contractor shall have the further option of purchasing the Government's
interest in any such facilities, without appraisal, at their original coat less normal
depreciation, which sum shall also be regarded as their fair value. In either
ease, if the Government has not completely reimbursed the contractor for con-
struction costs the sum to be paid by the contractor shall be reduced by the
balance of the cost of construction.

If the contractor does not wish to retain the facilities he may transfer them to
the Government, in which ease the alternatives set forth below shall be avail-
able to the contractor and to the Governu.ent. If the facilities are tranaferr.ed
to the Government, the Government shall reimburse the contractor for the
entire unpaid balance of his costs. In the event of termination, annual payments
by the Government will continue until after settlement so that the contractor
will not be embarrassed if he has obligations to meet out of such payments.

4. Meaning of fair vpale.-For contract purposes fair value means the value
which the facilites have to the contractor without regard to their original cost
and considering only the prosetive earning power with they will add to the
contractor's entire plant, making due allowance for the expense which the con-

tractor must incur if they are to be adapted or converted to the contractor's
normal peacetime activities; provided that If the appraisers find as a fact that
any removable facilities have a higher value in an open-market sale than under
the foregoing standard, such items may be valued at such open-rmarket value.

5. Options avasiabl, to the Governmen.-If the contractor Is for any reason un-
willing to purchase the Government's interest or retain the facilities he may trana-



182 SECOND REVENUE ACT OF 1940

fer them to the Government. Theteupon, the Government shall exercise one of
the following options:

(I) With respect to auch part of the facilities as constitute easily separable or
isolated units, as distinct from intermingled facilities, located on the contractor's
tand the Government may-

(65 Remove such facilities restoring the contractor's premises to their pre-
contract condition; or

(b) Purchase the land on which the facilities are located from the contractor at
a prce determined by arbitration, as set forth above.

(2) With respect to such part of the facilities as are Intermingled with the
contractor's plant, the Government may-

(a) Remove such facilities, restoring the contractor's premises to their pre-
contract condition;

(b) Purchase the contractor's interest in the entire plant at Its appraised fair
value, as set forth above, provided that the amount paid to the contractor shall
In no event be les than his actual Investment less ordinary depreciation; or

(NoTl-TbIs province will be used only 9 It Is apparent io the contrasting officer that the emetgene
plant lkalltes contracted for will oontrlbute 30 percent or more to the investment In the entire plat.)

(c? Leave the whole or any part of such facilities In place, provided that such
faclties do not materially impede the contractor's operations under precontract
conditions. If there is at any time disagreement as to whether the operations of
the contractor are materially Impeded this question shall be submitted to arbitra-
tion, in like manner as that provided for appraisal above. The contractor shall
have the right to use such facilities left In place if and to the extent that such
facilities have replaced other facilities of the contractor and are necessary to
enable him to otiduet operations under pre-contract conditions. The contractor
shall maintain and care for such fadilitka as stand-by capacity, but all expenses
Including accounting, maintenance, taxes and insurance, other than such expense
incident to the use of such facilities 'y the contractor, shall be paid by the Govern-
ment. Facility left In place may be removed by the Government at any time
upoh restoring the tohtractor'i premises to their pre-cntract conditions.

6. Requirement of price justiftaon.-If new facilities are to be construeted for
purposes of A supplies contract, and the eontraetor does not purport to seek
rehnbursemnedt of est through price, or protection against loss on such construe-
tion in the event of termtnation, the contractor may nevertheless be requited by
the cohtracting officer to demonstrate that the price of the article does not Include
in eitthbrdinaty amount to reimburse the contractor for the cost of new facilities.
"* TheCH'AIRMAN. Let me see if I understand what you want. You
want these three provisions stricken from the bill that passed the
Houeiel

Mr. BI EAn.s. That is the strong recommendationi of the Com-
bnission.

' Tho CHAtRtAN. What do you want to take care of it? You think
h'u hav9 the PoWer to make these contracts that are more elastic?

Mr. Biioogts. We think the tame thing can be accomplished by
the contact plan.

The CaArnEAN. So you do not need kny new statute on that?
Mt. BxO6Fls. We recotumend no substitute for those provisions.
Senator LODGE. Wouldyou cate to express an opinion on the excess-

profits-tax provision i this bill?
Mr. Br OOsi. I would rather not, if you please, because I am still

associated with a prifato company that is interested, one way or the
other, in the excess-profits-tax bill. The Commission has taken no
position, and I would rather not express an opinion.

Senator CONNALLY. The Commission favors the amortization feat-
.ut in the aot?Mr. BmIo-Rs. Yes. We speak of that as being separate from excess
profits.
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Senator CONNALLY. I understand that. You were asked a moment
ago about the amortization feature.

Mr. BIGOERS. Mr. Nelson has been a very valuable member of our
committee. I fegfet that he did not have the opportunity of answer-
ing soine of the questions that were directed at me. Is there anything
you would like to add, with the chairman's permission?

Mr. NELsoN (of the Advisory C0mmission). Nothing at all, sir.
The CHAIRMAN. Is there anything you gentlemen want to add, in

addition to what you have already said?
Senator CONNALLY. Mr. Chairman, we ought to hear Mr. Nelson,

if he is here.
The CHAIRMAN. Mr. Nelson, is there anything you desire to say?
Mr. NELSoN. I have nothing, Mr. Chairman, to add. I think Mr.

Biggers covered it fully. I think the whole point at issue is the
question that Senator Clark brought out, as to what is the price you
pay. I do not know any way that you can legislate by law how a
negotiator shall fix a Prce, because it depends on his knowledge of
costs, it depends on his knowledge of fair prices, it depends onhis
knowledge of competitive conditions. I do not know of any way,
having been in the buying business, buying merchandise for the last26 year I do not know how to legislate any buying practice.

Ithin what Mr. Bigger said is a thing that would help carry out,
separate from price, the cost of amortization. It has been my ex.
parience that the principal difficulty in negotiating a price is where
you have the ost of amortizing the facilities in it, Mr. senator, and
then it makes it difficult.

Senator CLARK. If we are going to amortize, we ought to do it in
one place. If we are going to pay for it in another way, if we are
going to grnt a subsidy, we ought to do. t4at, but we ought )Qt to
pay for it by paying two or three times through the nose though
increased prices. We ought to protect this Government, wither by
law, or regulation or contract.

Mr. BiGoERs. If we could do the thing by law, I would recommend

Senator CLARK. We have been attempting to write formulas on a
good many kinds of laws, and I kiiow it is very difficult.

The CQHAMRvAN. Mr. Knudsen, lot ne ask you, it has been said
through the papers and through speeches by various types of people,
that we have not passed this legislation quick enough, and otherpeople havecharged that Congress wos at fault. You can appreciate
what we are up against.. . I

Mr. KNUDSEN. Absolutely. f-
The CHAIRMAN. I am sorry we have not been able to do it earlier,

and get this thing through. We ore going to try to do itas quickly
as we van.

Do you think people have actdW very cooperatively?
Mr. KNUDSEN. Yes I think so, air.
The C ,TMAn N. AlBright.
Mr. KXNUDSN. In other words, we cannot lick this problem by

starting to get mad at each other. (Laughter.)
The CHAIRMAN. That is right.
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(Subsequently the following letter and memorandum were sub-
mitted to the committee by Mr. Biggers)

THE ADVISORY COMMISSION TO THE
COUNCIL' O NATIONAL DEFENSE,

FEDERAL RESaRsv BUILDINO,
B oshington, D. C., September 5, 1940.Hon. PAT HASXJsoN,

United States Senate, Washington, D. 0.
DEAR SZNATOR HARRISON: This is with further reference to the position of the

Advisory Commission to the Council of National Defense regarding subsections
(i), (J), and (k) of the amortization provisions contained In title II of the Second
Revenue Act of 1940. Although spokesmen for the Commission have already
appeared before the Senate Finance Committee, and have outlined in general the
views of the Commission, the tax and finance committee of the Commission
herewith submits, for your consideration and approval, a somewhat more detailed
analysis of the operation of these subsections.

As you are aware title I adds two sections, section 124 and section 24 (t) to the
Internal Revenue ode, which together authorize the allowance of a tax deduction
for the cost of certain facilities necessary in the interest of national defense during
the present emergency. Generally speaking, this allowance takes the form of a
deduction for amortization, which in the present context means nothing more
than accelerated depreciation, so that the cost of emergency facilities, certified
by the Advisory Commission and either the Secretary of War qr the Secretary
of the Navy, may be written off for tax purposes over a period of five years rather
than over the estimated life of the property Justification for the allowance is
found in the emergency character of the facilities and the loss of useful value
which will in many cases follow the close of the emergency.

On July 10 1940, as Mr. Knudsen has testified, an announcement was made from
the White House that the principle of accelerated depreciation for emergency
facilities had been accepted by the President, by the Secretary of the Treasury,
the chairman of the Senate Finance Committee, and the chairman of the House
Ways and Means Committee. The Advisory Commission, I might point out,
had theretofore been active In securing assent to the principle on the ground that
it would enlist the participation of substantial amounts of private capital in the
defense effort, thereby conserving public funds and credit. That this justification
was a dctptdd by the House is alilady Indicated in the statement contained in the
House report on H; R. 10418 that "it Is considered desirable to provide special
amortization with respect to the facilities necessary in the national defense, in
order to encourage the participation of private enterprise in the rearmament
program." (H. R. 2894, 76th Cong., 3d seas.)

In our view, however, subsections (i), 0), and (k) will defeat this beneficent

The following analysis may help clarify our position:
(a) In the first place, ando primary importance, is the fact that the prohibitions

of subsection (1) extend to all emergency facilities regardless of whether such
facilities are financed by the Government or are financed by private capital without
reimbursement of cost by the Government through the price of the product or
otherwise. Undoubtedly many facilities will be constructed by private enterprise
and paid for, directly or indirectly, by the Government.: In such facilities the
Government obviously has an Interest which we have, through our contracts,
made every effort to identify, protect, and value. On the oher hand, many
facilities will be built by private capital without Government aid of any kihd.
These will be s4es ordinarily In which the contractor foresees a normal peacetime
demand for his product and anticipates that he will need the new facilities In the
ordinary course of business expansion. Toward such construction the Governi
ment will make no advanced of capital, nor will it reimburse-the contractor
Indirectly through an Increase in the price of supplies. Subsection (I) makes no
distinction between these two categories of new facilities. 1

(b) Under subsection (i),the taxpayer is forbidden ,ot only to "destroy" or
"demolish" any emergency facilities, but without th6 written consent of the
Secretary of War or the Secretary of the Navy, he may not convert or adapt them
to ordinary commercial pursuits, for he Is also forbidden to "impair" or "sub-
stantially idter 4 such facilities. Thus although the taxpayer has built an addi-
tion to his own plant or purchased new machinery with his own capital, without
Government participation of any kind, he may not, without the prior approval of
the Army or the Navy, transform his own property to meet civilian needs Em-f
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phasis on the prohibition against demolition Is misleading; the real question is
whether the taxpayer's right to alter his own property should be circumscribed
by rigid statutory prohibition. If the property is worthless to him and so ready
for demolition, but useful to the Government, It could easily enough be given to
the Government or sold to the Government at its salvage value. The demolition
prohibition, therefore, taken alone, gives rise to no insuperable problems.

(e) The second sentence of subsection (i) provides in addition, that if consent
to the alteration or demolition I denied, the Becretary of War or the Secretary of
the Navy as the case may be "shall and he is hereby directed to purchase such
facilities at a price which he shall fix not to exceed the adjusted bais but not to
be less than $1." This simply means that if the property has been fully or sub-
stantially amortized for tax purposes, it may be purchased by the Army or the
Navy for a nominal sum in the event that the taxpayer's petition for alteration,
etc., is denied. Thus the taxpayer who has invested his own money in new
plant and equipment and who has not asked the Government to bear the costs of
expansion may be required to transfer that plant and equipment to the Govern-
ment in consideration of a dollar, notwithstanding the fact that it may be worth
far more on the market, or as a going enterprise in his own hands.

(d) Of interest Is the manner in which subsection (I) will operate. If once the
taxpayer makes application to the Secretary of War or the Secretary of the Navy
for permission to transfer his property and that permission is refused, his owner-
ship Is then necessarily terminated. For it is thereafter mandatory on the Secre-
tary of War or the Secretary of the Navy to fix a price and take over the property.
Obviously no taxpayer will ever ask permission to transform or adapt his prop-
erty, for the consequences of denial are not only loss of ownership, but loss of
ownership In consideration of a sum which may have no relationship whatsoever
to the value of his property.

(e) Since the fifth amendment to the Constitution prohibits the taking of
private property for public use without the payment of "just compensation," and
since there is serious question whether the "adjusted-basis-or-S|" formula con-
stitutes just compensation, the taxpayer is required under subsection (j) to file
a sworn statement "acknowledging, ^nd consenting to the application of, the
provisions of subsection (I)." Whether this enforced consent avoids the con-
stitutional prohibition may perhaps be open to dispute: but that it will not enlist
the wholehearted cooperation or private capital is hardly open to question.
Rarely, we suspect, would anybody risk his own capital in new plant and ma-
chinery, without Government reimbursement or guaranty, if he knew that that
property would thereafter be irrevocably committed to production for.Govern-
ment purposes, and could thereafter be taken from him, if he failed to secure the
necessary consent to alteration or demolition, at an arbitrary figure which had
no relation whatsoever to his investment or to the value of his property.
(f) One last point deserves mention. If the Secretary of War or the Secretary

of Vhe Navy certifies to the Secretary of the Treasury that a taxpayer subject to
the provisions of subsection (t) "has wilfully destroyed, demolished, Impaired, or
altered substantially any emergency facility" without having first obtained the
necessary consents, the taxpayer is able, under subsection (k), "to a penalty in
an amount equal to the unadjusted basis of such facility in the hands of the tax-
payer for the purpose of computing gain." In other words, the penalty for pro-
beding without the consent of the retry of War or the Secretary of the Navy,
is a sum equal to the original cost of the facility; and the Judges authorize to
determine whether a violation has occurred are the Seretary of War or the See-
tary of the Navy. Thus if a taxpayer cooperates with the Government to the
extent of investing $5,000,000,of his own money in new plant and equipment he
may thereafter be penalized $5 000,000 if he ventures to alter such facilities with-
out first securing the approprae consents. The amount of the penalty, therefore,
increases with the degree of cooperation.

In our view these subsections, if they become law, will seriously deter the use of
private capital In the defense program With the result that new and vastly enlarged
responsibilities will be placed upon the Reconstruction Finance Corporation and
the Treasury, and thus indirectly upon the taxpayer. To the extent that private
capital does participate In the program, the risks and burdens laid upon the con-
tractor by these subsections will surely 6 e reflected in the increased cost of supplies
to the Government.

Our coneurrene in the objectives of the provisions has already-been recorded.
It is fair and proper that all emergency facilities directly or indirectiy financed by
the Government should be preserved, so far as may be necessary or appropriate,
for national defense. Indeed, we would extend this principle, to all such facilities,
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whether or not special tax benefits are conferred or obtained,. We are firmly of
the opinion, however, that these objectives can best b6"aehleved by spptopriatd
safeguars In Individual contractor supplies arid facilitie. 'With the coo eratln
ofte .War Department, the Navy Departmeht, and the Reon:struetion Finan'ce
Corporation we have already undertaken to see to it that such safeguards for the
protection of the Government's interests are included in all future sUpplies and
construction contracts.

Ir conclusion, nay we repeat that our differences with the Treasur on this
subsidiary question have heen differences of method, not principle. With your
permission, we should like to send Mr. Sullivan.a copy of this letter. We should
Le grateful, too, if yoi would forward a copy, herewith attached, to SenatorBarkiey.

Yours sincerely,
JOHN D. Bioazns,

Chairman, Tqa and Finance Committee.
DONALD M. NzLsoN,
LEON HzNDzsor, .
Wu. H. MeRzTNOLDS,
C. E. ADAMS.

RECOMMENDED MaETHOD OF PROCURING NEW FACILITIES

PLAN I.-PRIVATE OWNERSHIP WITH NO GOVERX1NT INTEREST

Purpose: When manufacturer desires to own the facilities at all times and does
not include in the product price an abnormal amount for depreciation or amortiza-
tion.

Financing: Private, including Reconstruction Finance Corporation loans.
Title: Vested in manufacturer.
Methods of operation: By manufacturer in the normal way.
Reimbursement: None other.than by way of normal depreciation.
Amortization . Certified for tax purposes as needed for national defense.
Termination: No protection for contractor. '
Provision for subeequent use by manufacturer: Continued use by the contractor,

PLAN I.-PRIVArE OWNER.5HIP WITH GOVERNMENT INTXRE5T

Purpoe: For plant in which the manufacturer desies to preserve a future
interest. - .

Financing: Priv~te, Including Reconstruction Finsnce Cgrporation loan.
Title: Vested in the manufacturer.
Method of opratlon: By manufacturer.
Reimbursement: Cost to be repaid to manufacturer in five cq&al annual in-

stallments. Payments to be subject to acceleration If supply contracts run out,
Amortization: Certified fOr tax purposes as required for national defense.
Termination: At end.of 6-year period or earlier termination of the emergency,

the manufacturer may vontiny. to use te facilities if he pays to.the government
the then fair value thvreof-s determined' y arbitrators; otherwiz e contractor
transfers Utle to the new facilities to the Government.

P Provision for subsequbentu manufacturer: NO rightto.use un-u payment
made as set forth undex heding "T erumnlqn"  a tove. t sy

115A XIJ.-OYZANLENT OWNERSHIP1

Purpose: For plant in which Government destires to have permanent interest
or In which the, 6anuf¢tqyrer has no future interest. .:,

Financing: Government funds, either Reconstruction Finance Corporation
Defense Corporaton, Army or Navy. "
* Title: Veted In the Governmerlt. .

Method of,'opjration: Leased to the manufacturer. .
Reinbursemeut: Not applicable4(Qovernmeit'owned)..
Amrti tion/o for tA' purposes: Not applicible .Ooyernment owned).
Termination: Goyernment will take over fcilitie whiqever leaie terminates.
Provisln for subsequent use by manufacturer: None. ."

To insure ' Jper facilities for the work and txpeite placing such facilities in
production,: t|h manufaetur*r should supitvlse their X1esig and construction,
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even in case plan III is followed. In connection with plans I[ and III the Gov-
ernment depa'iments concerned should review the building plans anA the cost
estimates to d termine whether the facilities proposed and the cost of the same
are reasonable for the purpose prior to any commitments.

CO NATION OF PLA S

Machinery, foe instance, may be Government furnished by plan Il1, while the
plant may be provided by plans I or II should this be desired.

SEPTEMBER 5, 1940.
The CHAIRMAN. Mr. Stem.

STATEMENT OF COLIN F. STAM, CHIEF OF STAFF OF THE JOINT
COMMITTEE ON INTERNAL-REVENUE TAXATION

The CHAIRMAN. Mr. Stam, proceed and present to the committee
an anal yis of this bill in your own way.

Mr. STAM. Mr. Chairman and gentlemen of the committee, I have
prepared a statement giving in detail an explanation of the technical
features of the bill. I will be glad to read that statement and answer
any questions that come up as we go along.

The CHAIRMAN. All right, proceed.
Mr. STAM. The excess-profits tax under the bill applies to each

taxable year beginning after December 31, 1939 (se. 710 (a)). Thus,
a corporation on the calendar-year basis will pay an excess-profits tax,
beginning with the calendar year 1940. A corporation on a fisal-
year basis will pay an excess-profits tax for the first fiscal year begin-
ning after December 31, 1939. For example, a corporation filing its
income-tax returns as of tho fiscal year ending June 30 will pay its
first excess-profits tax for the fiscal year ending June 30, 1941.

The bill provides two different methods for computing both the
excess-profits credit and the excess-profits tax, and allows the tax-
payer which was in existence for the whole of the base period to elect
the one to apply in its case. Each method is separately considered.
For the purposes of this discussion, one is referred to as the "average
earnings method," and the other, as the "invested capital method."
A description of each method follows.

A. Average earnings rnetkod.-The average earnings method deter-
mines excess profits by comparing the average income for a base
period with the income of the taxable year. in general, where the
income for the taxable year is in excess of the average income for the
base p period, such excess is deemed to be excess profits. The base
period consists of the taxable years of the taxpayer beginning after
December 31, 1935, and before January 1, 1940. In case a corpora-
tion is on the calendar'year basis, the base period will embrace the
calendar years 1936, 1937, 1938, and 1939. In case the corporation
is on a fiscal-year basis, the base period will embrace'tho fiscal years
beginning after December 31, 1935, and before January 1, 1940. For
example, if a corporation filed its income-tax returns on the basis of
a fiscal year ending June 30, Its base period will consist of the fiscal
years ending June 30, 1937; June 30, 1938; June 30,,1939; and Junie
30 1940. ., * .. ... .

G'he CtiAInuAN. Can that be simplifled so a laymen ian read it and
sometimes understand it?

Mr. STAM. I think so.
The CHAIRMAN. Yoti think it can be?

259829--40----13
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Mr. STAM. Of course, as far as the average earnings method is con-
cerned, you merely take your average earnings for the base period
and you compare that with your earnings for the taxable year, and
if there is any excess in the taxable year over the base period that
is the excess which is subject to the excess-profits tax, except for an
additional credit of.$5,00O.

The CHAIRMAN. Now the other method, can it be simplified a
little bit?

Mr. STAM. I think so.
The CHAIRMAN. Let us have that.
Mr. STAM. I have not come to that yet.
The CHAIRMAN. All right.
Senator VANDENBERG. Mr. Stain, you ifvc heard a number of

these witnesses during the last 2 days who have indicated that their
use of this 4-year base results in a tax that definitely would invade
regular earnings and not excess earnings. Is not that true?

fr. STAst. hat is true.
Senator VANDENIEAR. Is that situation satisfactory?
Mr. STAM. Of course, that depends upon the approach.
Senator VANDENBERO. I understand that.
Mr. STAM. If you are merely dealing with the profits due to the

defense program, either directly or indirectly, by an expenditure of
this money, then, of course, the average earnings basis is tAe proper
basis to tax those excess profits. On the other hand, if you want
.to levy a top based on the excessiveness of the profit over a standard
like invested capital, which has nothing to do with the defense pro-
gram, then you choose the other method of levying on excess profits
y comparing those profits with a certain standard.
S Senator VANDENBERG. I understand that. For instance did you

hear the testimony of Mr. Zick from northern Indiana a iew hours
ago, that indicated a perfectly confiscatory tax as the result of a
reliance on the base?
. Mr. STAIM. I think he was complaining particularly about the
penalty for the privilege of electing the averagearnhigs base. In
other words, a taxpayer that cannot take the invested-capital base
because he has very little invested capital and is forced to take the
average-earnings base, has to - pay in addition to an increased rate
schedule, a penalty tax of 4.1 percent, and, as I remember his testi-
mony, he had very little invested capital and fairly high earnings in
the base period, but he would have to pay this high tax because of the
penalty provision and the increase in rates.

Senator VANDENBERO. I understand that. What I am asking you
is, whether he did not present a situation which is clearly inequitable
and ought to have relief?

Mr, STAM. Well, I think so. Of course, the whole trouble with any
plan of this sort is that certain compani are benefited under one plan
and other companies are benefited under another plan. "That is, the
invested-capital plan is going to help companies with low earnings, and
the average-earnings plan is going to help companies that have good
earnings in the base period.
: Now, the subcommittee,'when they adopted their original plan, felt

that it was proper to allow the corporation to elect whichever plan it
wanted to.

Senator VANDENBERG. Yes; but it Aeither plan brings them within
a rule of reason, what can we do aboit it?
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Mr. STAM. The only thing you can do if neither plan brings them
within a rule of reason is to have some other alternative to take carm
of their unusual situation.

Senator VANDENBE5o. Now, have we any such an alternative?
Mr. STA)1. We do not have any such thing in the bill now.
The CHAIRMAN. Mr. Stain, let me ask you, was not one of the big

faults in the original recommendation of the subcommittee of the
Ways and Means Committee, that there were so many distress cases
there that they did not provide for relief, to take care of the relief
casq? If there had been in the bill the same authority given to the
Commissioner of Internal 'Re4enue as there was in the 1921 act,
would not that have eliminated a good many of the distress cases?

Mr. STAM. The Ways and Means Committee, in drafting the bill
after the hearings, made an attempt to take care of a lot of these hard
cases, but, of course, they did not take care of all of them. In any
tax of this sort, you are bound to have hard cases that you cannot
cover by the statute. Of course, the 1018 law contained a general
provision to take care of the abnormal cases. The British law contains
a special provision to take care of hard cases, the Canadian law con-
tains a special provision to take care of hard cases. In other words,
it is almost impossible to enumerate in the statute specific rules to
cover all the harsh situations that might arise in an excess-profits tax,

Senator VANDEzNBEo. But we have no provision to take care of
the hard cases. - . 1 1 1

Mr. STAM. You have a certain particular case or cases that are
enutmerated in the statute, and that is all. For example, you have
cases where a corporation has incurred a loss due to fire, storm or
shipwreck in the base period. Of course, they have taken a deduc_-
tion for that loss in computing the income tax and that naturally
reduces the base-period income. We have a provision in this bill
which permits the corporation to restore that loss to its income for
the purpose of the excess-profits tax, giving it a higher base-period
income.

We-have attetqptel, also, to t4o care of the case where corpora,
tio has been required to reimburse to its customers a large amoumt,
collected as processing taxes. That also created an abnormal situa--
tion in the baseperiod income of the corporation, and we permitted
that particular deduction to be restored to income and thereby in-
creased the base period income of the corporation.

Senator RADCLIFFE. Mr. Stare, you have referred to several sug-
gestions which have been covered by specific provisions providing
for relief. Have you attempted to draft any language, in a general
way, which might cover different situations than that, or is there any
difculty in framing such a general provision?

Mr. SrAM,. There is no general provision in the bill that is now
pending before you that covers that. We have a general provision
in the 1918 and 1921 act that vested discretionary power in -the
Commissioner to apply relief:where the taxpayer had an _hthorMQ*
in income or capital.

Senator RADCLIFFE. Is there any opinion that that discretion was
abused in the operation of the 1921 law?

Mr. STAU. There was a lot of criticism of that old provision.-
Taxpayers contended, for example, that the Commissioner arrived
at what relief they ,ot by 'epmParmg the rate of tax applicable to
other corporations similarly situated. Of course, a lot of the ta-
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payers did not know exactly what comparatives the Commissioner
was selecting for the purpose of determining whether or not they
were entitled to relief. There was some criticism of the way that
particular provision was administered under the old law.

Senator RADCLIFFE. Could not general language be drafted in such
a way that it would guard at least against some such abuses of dis-
cretion?

Mr. STAl. I think it could, and we are working on the preposition
now, to see if we can draft some sort of general provision to take care
of some of these unusual situations.

Senator CONNALLY. Mr. Stain, there was a clause in one of the old
acts, I do not know whether it was 1918 or 1921, providing for special
assessments.

Mr. STAm. That is the one I refer to.
Senator CONNALLY. That is the one you are talking about?
Mr. STAm. Yes.
Senator CONNALLY. In which the Commissioner had authority to

make a special adjudication in any particular case?
Mr. STAM. And his decision was final, except upon review by the

Board of Tax Appeals. A taxpayer could not go to court on any
decision by the Commissioner on special assessments.

Senator LODGE. \Mr. Stain, for the record I would like to bring up a
matter I just mentioned to you, on the question of amortization. I
have been told that the 5-year amortization priuciple should be effec-
tive for expenses incurred since January 1, that there are many com-
panies who, on their own initiative, started expansion early in this
year, anticipating needs that they felt sure would come, and these
concerns would be treated unfairly unless the amortization was changed
as suggested. Could you comment on that?

Mr. STAm. Under the bill the facility has to be constructed after
July 10, 1940. The reason for that, as {understand it, is that was the
date on which taxpayers were ut on notice that they were to receive
an amortization allowance. Those corporations that went ahead and
constructed their facilities prior to July 10, 1940, did not do so on the
inducement that they were going to get amortization.- Now, of course,
it may be unfair to Ienalize a corporation that went ahead on its own
motion and erected its plant prior to July 10, 1940, if we are going to
make the excess-profits tax retroactive to January 1. I think Senator
Harrison raised that point this morning in connection with a conversa-
tion with Mr. Sullivan, and we were going to look into that and report
back on it a little later.
. Senator LODGe. You have no objection, on the basis of your present

study?
Mr. STAm. No; we have not.
Senator LoDoE. May I offer this telegram from Mr. Booth, that I

received this morning?
The ChAIRMAN. It may be inserted in the record.
(The telegram referred to is as follows:)

iTelegram) WORCESTER, 
MASS.,

Sepembir 3, 1940.non. HafNny 0. Lomi,
Uniled $(ate# Snate, Washinsfvn, AD. 1

In view of tax bill falling heavily on many m6derate-lszed Industrial eom pties,
which ar numerous hereabouts, strongly urqo that -year amortization pnnciple
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be effective for expenses Incurred since January 1. Many patriotic companies
including some of our best concerns In this county, on their own Initiative s;rted
expansion early this year anticipating needs they felt sure would come. These
concerns would be treated unfairly unless amortization changed as suggested.
Hope you will use your Influence to this effect.

GzoRo F. Boors.

Senator VANDENBERG. Mir. Stam, you also referred to processing
taxes. I understand you are giving that subject further study.

Mr. STAM. We are, that is right.
The average earnings method has a great advantage in its simplicity.

The corporation uses as its excess-profits tax net income the same net
income for both the base period and the taxable year as is used for
normal income-tax purposes, subject to the following adjustments
(see. 711 (a)):

(1) The normal corporate Income tax payable for the taxable year Is allowed as
a deduction (see. 711 (a) (1)).

(2) Gains or losses from the sale or exchange of assets held over a period of 18
months (depreciable or nondepreciable) are eliminated from income for the purpose
of the excess-profits tax (sec. 711 (a) (2)).

(3) There is excluded Income derived from the retirement or discharge of any
of the bonds, debentures, notes, or certificates, or other evidences of Indebtedness
of a corporation, which havo been outstanding for more than 18 months (sec. 711
(a) (3)).

In addition, the following adjustments are also allowed for the base
period, but not for the taxable year:

" I) Deductions for losses arising from fires, storms, shipwreck, or other casualty,
or rom theft, not compensated for by insurance or otherwise, are excluded.

(2) Deductions for expenses are diminished by payments to vendees of reim.
bursements to them of processing and other taxes under the Agricultural Adjust.-
ment Act of 1933.

Now, these adjustments are in the form of relief provisions that I
was talking about, Capital gains under the existing income-tax law
are now subject to a corporate tax rate of 20.9 percent. In view of
the fact that an individual under the existing mcome-tax law does
not have to pay a higher rate on a capital gain than 20 percent, there
is no reason why, for the purpose of excess-profits tax, we should tax
the capital gi.*ns of corporations at a higher rate than the tax which
applies to individuals. Therefore, we exempted gains or losses from
t e sale or exchange of assets held over a period of 18 months from
the excess-profits tax.

Senator VANDENBERo. Referring back to your first relief, the in-
come-tax deduction, why did not you also allow deduction on the 4.1-
percent tax? As the thing now stands, you tax a tax, don't you?

Mr. STAu. The reason why the 4.1 percent tax was not allowed as a
deduction is it is not regarded as a part of the normal tax. It is a
tax for the privilege of electing the average earnings method, and is
treated as an excess-profits tax exactly like the other portion of the
excess-profits tax. That is the theory back of it.

Senator VANDENBieG. Do you approve that theory?
Mr. STAM. Well, I think it s a little severe mysel. I ughter.)
Income derived from the retirement or discharge of any bonds,

notes, or certificates of indebtedness of a corporation which have been
outstanding for more than 18 months is also excluded from income.
This applies where a corporation retires its own bonds, for example, at
less than the par or the lace value of the bonds. In certain decisions
of the Supreme Court, it was held that the corporation realized



income from such a transaction. We took care of that abnormal
situation by a special provision in the bill. That is a special relief
provision.

Senator VANDENBERG. What are those deductions again, please?
Mr. STAM. Income derived from the retirement or discharge of any

bonds or other evidence of indebtedness which have been outstanding
for more than 18 months.

Senator CONNALLY. In other words, if the corporation bought its
bonds at 76 cents on the dollar, under the holding of the court they
made 25 percent, but under this that is disregarded?

Mr. STAM. It is not subject to the excess-profits tax.
Senator CONNALLY. You disregard it as to the excess-profits tax

because it is an unusual profit?
Mr. STAI. It is an abnormal transaction that does not often occur.
Senator RADCLIFFE. Could I ask you one question about the word

"assets"? Would that include a claim that has been asserted but not
in any way reduced to judgment?

Mr. STAu. This is the retirement or discharge of any bonds.
Senator RADCLIFFE. I was referring to No. 2, for the sale or ex-

change of assets.
_Nir. STAM. A claim that was not reduced to judgment, could that

be sold or exchanged?
Senator RADCLIFFE. It might be; yes.
Mr. STAU. It might come under additional capital assets for what

it was worth.
Deductions for losses arising from fires storms, shipwreck, or other

casualty, or from theft, not compensated ior by insurance or otherwise,
are excluded.

Deductions for.expenses are diminished by payments to vendees of
reimbursements to them of processing and other taxes under the
Agricultural Adjustment Act of 1933.

In regard to losses by fire and so forth, a situation like that, of
course, is where the Ohio flooA a few years ago destroyed a lot of busi-
ness properties and corporations sustained heavy losses. That is an
unusual transaction and will not occur very often, and we did not
feel that it was fair to force the Oorp~ration to reduce its base-period
income by the loss taken for income tax purposes, so we allowed that
loss to be restored to income.

I have already mentioned the processing-tax problem. If a cor-
poration has a deficit for 1 year in the base period, the income for
the other years of the base period is not reduced in arriving at the
average base-period income. If there are deficits in more than 1 year
in the base period, the aggregate income for the other years is reduced
by all such deficits, except the one for the year in which the greatest
deficit occurred.

That merely means, of course, if a corporation has a deficit in 1
year of the base period, it can throw out that deficit and count that
year as terb in arriving at its average income for the base period.
If it has 0% deficit in 2 years in the base period, it has to throw out theewter deficit and keep the small' deficit. Of course, the smaller
deficit will reduce the income for the other years in the base period.

Senator VANDENBERG. Why should not they have credit for all the
deficits? If you are trying to get a trud picture of the base period,
why should not they have credit for aU/deficits?

S102 SECOND REVENUE AOT OF 1940
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* Mr. STAM. One of the difficulties about that would be--it would

be a little unfair, for example, if a corporation had merely, say, $1
of income in a certain year, you see, they would be required to divide
their year by four, the total year, to get their average and put this $1
in. Whereas, if you eliminate all deficits from the picture and elimi-
nate the years t emselves and merely divide by the income years,
you would be giving, it seems to me, the corporation which had the
deficit an advantage over the other corporation which just had a
small amount of income. That is one of the difficulties we are con-
fronted with.

The CHAIRMAN. Do you favor taking 3 of the 4 years of the base
period?

Mr. STAM. I think that is a very good idea. Both Mr. Sullivan
and myself suggested before the Ways and Means Committee, that
a corporation be permitted to select 3 out of the 4 years in the base
period. The reason why the Ways and Means Committee failed to
adopt that suggestion was due to the loss in revenue involved from
such an amendment.

Senator VANDENBERG. What was the loss as estimated?
Mr. STAm. At that time it was estimated to be around $80,000,000.
Senator BYRD. Mr. Stam, did your estimates of the revenue agree

with the Treasury's estimates?
Mr. STAm. There was some difference between our estimates and

the Treasury estimates on the subcommittee bill which was oginally
adopted. We have not made any estimates on the pending bill at
the present time.

The CHAIRMAN. Well, give us those differences between the views
of the Treasury and yourself as to the estimates on those two questions.
Let us have the whole picture.

Mr. STAM. Well, under the original subcommittee bill, we esti.
mated that the yield for 1940 would be approximately $300,000,000.
Under the Treasury estimate in the subcommittee bill, they estimated
roughly the yield would be around $190,000,000.

The CHAIRMAN. First they estimated $225,000,000, then they
figured out that they would deny the distributions and collections
of the tax until the dividends "were paid out, which reduced it
$35,000,000 more, is that right?

Mr. STAm. They estimated a gross revenue of $225,000,000 under
the subcommittee bill.

The CHAIRMAN. For 1940?
Mr. STAM For 1940. That was reduced by $35,000, 000, which

was estimated to be the loss in the tax, in the indiviAual tax by
reason of the failure of the corporation to pay out dividends because
of this excess-profits tax. That reduced their estimate down to
$190,000,000. Then when we put in this relief provision which per-
mitted a corporation in the base period to count 1 year as zero, that
further reduced their estimate to about $160,000,000. So the final
Treasury estimate under the subcommittee bill was $160,000,000.

The CHAIRMAN. But the Treasury gave no estimate on the presen-
tation of that question for 1941?

Mr.. STAM. The Treasury did not estimate, did not give any figures
for 1941i and we estimated a figure of between $450,000,000 and
$500.000,000 for 1941 under.the subcommittee bill.
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. The CHAIRMAN. How much did you estimate on your bill for 1941,
under your theory of average earnings?

Mr. STAm. Under the average earnings theory, we had a relief
provision which provided for the invested capital method. We let the
taxpayers take the invested capital method if they wanted to, and
we gave them a certain fixed return on their invested capital. Now
under that particular plan, we estimated around about $500,000,000
additional revenue for 1941.

The CHAIRMAN. The Treasury gave no figures on it?
Mr. STAM. The Treasury gave no figures for 1941.
Senator BYRD. Mr. Stain, assuming this penalty for exercising the

average earnings privilege was cut out, how much loss do you think
there would be in that?

Mr. STAu. I haven't got the figure on that. I am working on that
right now. We hope we will have something for you very shortly.

Now under this average earnings plan, the bill also allows a taxpayer
to increase his base period exemption by 8 percent of net additions to
capital after his first taxable year. In other words, if, in 1940, a
corporation issues some stock and gets in some new capital and that
new capital is employed in the business, the corporation can take 8 per-
cent of such new capital and add it to its base period income. That
will give it further additional credit.

Every corporation electing the average-earnings method must
pay an'additional excess-profits tax of 4.1 percent on its normal tax
net income. Now that 4.1 percent is figured on the same income
that the 20.9 tax is figured, that is, the normal tax net income. The
corporation does not get any deduction in computing its excess-
profits tax for that 4.1 percent tax under the bill.

Senator CONNALLY. now did they arrive at that 4.1? Is not that
pretty high, a pretty heavy rate?

Mr. STAm. It makes the total normal *and excess profits tax at
least 25 percent.

Senator CONNALLY. I get that. Why is it exactly 4.1 percent?
You are putting a pretty heavy tax on a man that wants to take this
other route.

Mr. STAm. The committee was of the opinion that taxpayers
electing the average-earnings method had an advantage over the
taxpayers electing the invested-capital method.

Senator CONNALLY. Is that your opinion?
Mr. STAm. That is its opinion.
Senator CONNALLY. I say, is that your opinion?
Mr. STAM. I would not say it is my opinion.
The Ways and Means Committee felt they had to put some addi-

tional tax on to equalize the situation between corporations electing
the average earnings method and those electing the invested capital
method.

Senator CONNALLY. Of course, you put the 4.1 percent on every
man that elects that method. One man might get 2 percent by
electing that method, and another man might get 10 percent by elect-
in but they will bothay the same price.

V. SAm. It would ENOe the effect of forcing a great many corpora-
tions that would ordinarily take average earnmigs as a basis, to go over
into the invested capital method; but whre, of course, earnings are
very high,*above, say, 17 percent, a lot of the corporations will till
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have some advantage by electing the average earnings method. Of
course, after they elect the average earnings method, we have a
different rate schedule for those corporations from that for the
corporations electing the invested capital method.

Senator BYRD. In other words, you penalize the two cases, one on
the excess profit rate and the other on the 25 percent additional
normal rate.

Mr. STAM. There is a 5 percent increase in each bracket schedule
for those electing the average earnings method.

Senator BYRD. All of them?
Mr. STAM. All of them, that is right, little and big.
Now if the taxpayer elects the invested capital method under the

bill, the thing that he does, he takes his base period earnings and com-
pares them with his base period invested capital and gets a certain
rate of return in that base period. For example if he compared his
base period invested capital with his base period income and got a
return there of, say, 8 percent, that would be the amount of the credit
that he was going to get in the taxable year 1940, to be applied against
his invested capital for the taxable year 1940. For example, if he
made 8 percent on the base period, on the basis of the invested capital
in the base period, and his invested capital for the taxable year 1940
was $100,000, then he would get $8,000 as a credit against his excess-
profits tax net income for 1940 before the excess-profits tax would be
applied.

The CHAIRMAx. Do you think that simplifies the business, to make
it say 8 percent, instead of having them go into all this figuring?

Mr. STAm. Of course, the system under the 1918 and 1921 acts,
where the credit was made to depend not upon the earnings in the
base period but you were merely given a certain percentage of your
invested capital for the taxable year, that was a much simpler policy,
and of course the law was much less complicated by merely basing
the credit on a certain percentage of the invested capital for the taxable
year.

The CHAIRMAN. Is it very difficult to do that in this bill?
Mr. STAM. It is not difficult to do it.
The CHAIRMAN. Would that simplify it?
Mr. STAM. I think it would.
The CHAIRMAN. Don't you think we ought to simplify it in one

respect? [Laughter.]
Mr. STAM. Corporations with low earnings in the base period that

had a return of less than 7 percent on the first $500,000 and 5 percent
on the capital above that, are allowed, under the bill, a minimum
return of 7 percent on their invested capital for the taxable year not
exceeding $500,000, and 5 percent on the balance. Of course, that
helps the corporation that has had deficits in the base period, or the
struggling corporation that will be forced to take the invested capital
method. In addition, this method allows a further minimum tax-free
return with respect to new capital acquired after the beginning of the
taxpayer's first taxable year, of 10 percent to the extent such new
capital does not cause the total, invested capital to exceed $500,000,
and 8 percent on new capital in excess of that figure.

One reason why the bill Is so complicated is because it tries to
take care of these small corporations by having these differentials
of 7 percent on the first $500,000 of invested capital, and 5 percent
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ori the balance, and in the case of new corporations, by having 10
percent up to the first $500,000 of invested capital, and 8 percent
thereafter, and also certain distinctions in the case of borrowed capital.
Those provisions have made the bill very complicated, because we
have had to work out a lot of complicated provisions.

Senator GEORGE. Those three provisions?
Mr. STAm. Those three provisions.
Senator GEORGE. Of course, the Treasury said this morning, if you

remember, that it was necessary to get the average rate of earnings
on the invested capital, to use it as a base so as to give still more relief
to the invested-capital group.

Mr. STAu. That is right.
Senator GEORGE. There would not be any question about that if

you let them make 10 percent. That is the ceiling, anyway.
Mr. STAM. That is the ceiling, that is right.
Senator GEORGE. In other words, if you fix that at 10 percent, flat

earnings of 10 percent on all your invested capital, why there would
not be any use to have any computation in the bill at al.

Mr. STAM. Now, of course, under the invested-capital method a
corporation which was not in existence during the entire base period
is given a constructive existence for that part of the base period
during which it was not in existence. For example, if a corporation
was organized on January 1, 1938, and in that particular year they
had an invested capital of $650,000 and an excess-profits tax net income
of $46,600, in 1939 they had an invested capital of $700 000 and excess
profits net income of $0, 000, there we go back and fill in the years
1937 and 1936, and that is done by taking the invested capital as of
the beginning of the taxable year 1940 and apply to that the rates
applicable to new capital. That is 10 percent on the first $500,000
and 8 percent on the balance.

Now, if that corporation had an invested capital in 1940 of $800 000,
we would say that that invested capital was its invested capital for
1936, arbitrarily, and assign that an income of $74,000, which was
arrived at by taking 10 percent on the first $500,000, and 8 percent on
the balance.

Senator GEORGE. Mr. Stain, right there, I don't want to anticipate
you, but there is a provision in the bill, isn't there, for newly formed
corporations, out of reorganization?

Mr. STAM. Yes.
Senator GFORoE. Well, let me ask you right on this point. I am

anticipating you, but I would just liko to get it cleared up because
Senator Bankhoed sent me over a memorandum about that.

In the case of a copartnership existing through a long period of
years, converted into a corporation, say, on January 1, 1938, with the
relative ownership the same, he members of the copartnership now
holding stock in the corporation in the same ratio, but the only thing
that that corporation could do would be to reconstruct its earnings for
thb previous years in the base period.

Mr. STAM. That. corporation would have to take the invested
capital method, of course, because it was 'not in existence as a cor-
poration during the entirebse period.

Now, being forced to tak6 the invested capital method, i6 would
have to reconstruct its invested capital and earnings for those years
during which it was not in existence and that would be an arbitrary
construction, based on its invested apjtal for the taxable year.
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Senator GEORGE. But that only gives relief to the invested-capital
type of corporation, or taxpayer?

Mr. STAM. That is right.
Senator GEORGE. There is nothing in the bill that would allow the

same business, changing merely. from a copartnership to a corporate
form, to retain its prior earnings during its copartnership form for I
year, even, out of the base period?

Mr. STAM. One of the difficulties with that of course, is that your
income for the purposes of a partnership is different from your income
for corporate purposes.

Senator GEORGE. I say there is nothing in the bill that will reach
that situation-I am asking for information.

Mr. STAM. That is right.
Senator GEORGE. Arid in that case the corporation would simply be

compelled to go on the invested-capital basis?
Mr. STAL. That is right.
Senator CONNALLY. Mr. Stam, while you are on that, suppose two

or three corporations merge or reorganize, is there any provision in
the bill that allows the new corporation to take the consolidated
earnings of the two or three during the base period?

Mr. STAM. There is, assuming it is a tax-free merger under the
income-tax law.

Senator CONNALLY. Of course, if it is a taxable merger, it is a differ-ent proposition.
Air. ,TAu. Yes. Now, I have quite a long explanation. I don't

know whether you want me to go into more detail or not in discussing
these items; of course, they are very technical and we have quite alon write-up.
ohe CHAIRMAN. They are not any more so than what you have

been discussing, are they? [Laughter.]
Senator DAVIs. It might be wise to put it in the record, ", we

could read it and get one or two experts to pin it down.
Senator CONNALLY. Isn't the difficulty about this whole bill the

vice of establishing two standards, one the invested capital and the
other the base period, and naturally when you have got two you have

ot. all sorts of situations arising, and you have had to devise all these
ook-a-macrooks to give the taxpayer what he thinks is some ad-

vantage, and yet not "skin" the Government in the process?
Mr. STAM. I don't think it is so much a combination of the two

plans as it is an effort made to provide certain relief provisions forcertain types of new companies, and small companies.
Senator CONNALLY. Well, if we base the whole tax on the invested-

capital theory, as we did in the former laws, it would be much simpler,
wouldn't it?

Mr. STAM. If you based the tax entirely on the invested-capital
method,, you would have a simpler bill. ,

Senator CONNALLY. You" would, of course, have to make some ex-
ceptions in the case of personal-service corporations and things of that
kind, but I am speaking about a corporation that has a regular business
and is going on with it, and you base all the excess profits on the in-
vested-capital theory, blowing them 6 or 7 Or 8 percent, and 'then
graduating the taxes above that--it would be very much simpler than
this bill, would it not? It might not be a equitable.
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Mr. STAM. It would be a simpler bill, but it wouldn't be as fair
and equitable as this bill, because a lot of corporations have a very
small invested capital.

'Senator CONNALLY. If that is all they have in the business, what
right have they to have a big return?

Mr. STAM. You remember we discussed that point some time ago,
about change in the stockholders of the corporation, in other words
you take a corporation and look back and see what the original stock-
holder paid into- the corporation, and he might pay a very small
amount. Now, the existing stockholders at the present time have
paid a lot more than that original investment, and of course the in-
vested capital method would penalize the existing stockholders who
paid a very much larger amount for their stock than the original
stockholders invested in the corporation.

Senator CONNALLY. Well, we could change that law.
Mr. STAM. That is a fundamental part of the invested capital

system. Of course, the invested capital system does to a certain
extent, benefit the very large corporation, because the largo corpora-
tion is the corporation with a large amount, of invested capital.

Senator CONNALLY. Of course, it is or it wouldn't be large.
Mr. STAM. That is right. And your small corporation, where

capital is not so important, but it is built up by good management on
the part of the owners, would be very severely penalized under a
straight invested capital method.

Senator GERRY. Mr. Stam, would it simplify the bill if the grad-
uated percentages of excess-profits tax income were based upon a
certain percentage of invested capital or excess profit credit as con-
tained in the House subcommittee's report, rather than specific
amounts as contained in the House bill?

Mr. STAM. Well, the reason the change in the rate schedule was
made by the Ways and Means Committee was that under the original
subcommittee plan, a corporation, a very large corporation, would get
a very large credit, you see, because it had a very large amount of
invested capital; and by computing it on the basis of the credit, that
particular corporation would have more income in the first bracket
than a smaller corporation. A smaller corporation would come out
of the first bracket much quicker than a largo corporation.

So therefore it was thought best that after you determined a
certain amount of credit for excess-profits tax, and got your excess-
profits tax net income, that every dollar of excess profit net income
thereafter should be treated alike and subject to the same rates.

Senator GERRy. I have got a couple of questions I have been askedto put.
Wotld the House bill not be simplified a great deal by permitting

all of borrowed capital to be included as invested capital? Would
this not eliminate provisions for preferential amounts of invested
capital and lowest invested capital?

Mr. STAM. Well, it would eliminate some of the technicalities on
the bill, of course, but there again we make those distinctions in the
case of borrowed capital, to take care of the small corporation which
is supposed to have to pay'a higher rate of interest for its money
than the-largo corporation.

So, where the smaller corporation borrows, say, $50,000, and has
an invested capital of only $50,000, it can take in that $50,000 at

I
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100 percent in its invested capital. Where its invested capital is
over $100,000, and not over $1,000,000, then it can take in two-thirds
of its borrowed capital.

Senator GERRY. That really helps the small corporation?
Mr. STAU. It helps the small corporation.
Senator GERRY. I have got one more question. If the bill con-

tained a provision authorizing the Treasury Department to permit or
require consolidated returns, would not a large part of the complicated
provisions contained in the House bill, with reference to reorganiza-
tions be eliminated?
Mr. STAm. A lot of that would be simplified greatly, I think, if

that were permitted.
Senator BYRD. The reason they didn't have the consolidated return

was because of the difficulty of drafting it?
,Mr. STAm. That was one of the main reasons.
Senator GERRY. Is it more equitable?
Mr. STAM. Of course, it is more equitable when you look at a

consolidated group and find out whether that consolidated business,
which is one economic unit, has an excess profit. In other words
you take in the losses of the subsidiaries and the income of some of
the operating companies, and offset one against the other and you
find out whether or not that particular group as a whose has an
excess profit.

We dtdvrequire the consolidated return under the 1918 act and
the 1921 act.

Senator GERRY. Because we thought it was more equitable and
that is why it was put in the 1918 act.

Mr. STAm. That is right.
Senator BYRD. Why is it so difficult to draft the language? Some-

body said it would take 6 weeks.
Mr. STAM. One of the main difficulties is, of course, this base-period

experience. You have consolidated corporations in the base period
and they keep changing some of them go out of the affiliation and
some come in, and it makes rather a complicated proposition.

Senator BYRD. It oughtn't to take that length of time, should it?
Mr. STAM. Well, it is quite a problem. Now, we permit a personal-

service corporation to elect to be taxed like a partnership. That is
the corporation where capital is not a material income producing
factor, and where most of the income is derived from the personal
efforts of the stockholders.

Senator FGEOROE. Mr. Stain, before you get to that and going back
just 1 minute to the borrowed capital, suppose the taxpayer were
given an option to include all of his borrowed capital and exclude in-
terest, or to exclude all borrowed capital and include the interest-
would that operate unfairly to the small corporation?

Mr. STA l. Well, you mean if they were given the option to in.
dude-if they didn't have to do it unless they wanted to, or are they
required to do it?

Senator GEORGE. No; they are given the option to include all the
borrowed capital but exclude interest, or to exclude all borrowed
capital and include interest. You can think that over if you have
not got a ready answer.

M'r. STAM. I will have to think it over.
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Senator GE.oRGE. I would like to know if that would affect ad-
versely the small corporations that had to pay a higher rate.

Mr. STAm. That is right.
Senator GEoRoE. The Treasury said this morning, you will recall

that that provision was in here, I mean the borrowed capital provi-
sion, because the large corporations, with well-established credit, bor-
rowed at a very low rate and could get 6 or 8 or 9 percent, whatever
prior earnings were authorized, on the invested capital basis.

The CHAIRMAN. Mr. Stain, that question was asked of Mr. Sulli-
van about taxing under both systems, the average earnings provision
or the capital invested plan, and, say, put a corporate tax of 3 percent
on all of them, that would include all the corporations. How much
money would you get from that?

Mr. STAM. You would get about 200 and something million from
just the 3-percent tax on all corporations; is that what you mean?

The CHAIRMAN. Yes.
Mr. STAM. You would get about $234,000,000.
Senator GEORGE. Increasing the normal by that?
Mr. STAr. That is right.
The CHAIRMAN. Would w'oget about as much money that way as

some other little changes which I don't think would count much, and
get as.much revenue as this House bill?

Mr. STAM. I think you probably would. If you had a 3-percent
increase in normal, and eliminated, you mean, your 4.1?

The CHAIRMAN. Yes.
Mr. STAM. I think you would.
The CHAIRMAN. On the same basis as the capital invested cor-

porations?
Mr. STAM. That is right.
Senator DAVIS. How-much reveuue.wilhthis bilhraise as it is now?
Mr. STAM. It is estimated by the Treasury to raise about $305,-

000,000 for 1940. They gave no estimate for 1941.
Senator DAVIs. What is their estimate for 1941?
Mr. STAM. They have given none.
The CHAIRMAN. What is your estimate for 1941?
Mr. STAM. If business picks up around 20 percent, between 18

and 20 percent, which it looks like it is going to do now, we figure
that you ought to get at least $700,000,000 for 1941, out of this bill.

The CHAIRMAN. You say "We"; who do you mean by "We"?
Mr. STAM. The staff of the committee.

* Senator GEOROE. The Treasury, while it didn't estimate the revenue
under this bill for 1941, did submit an estimate that if there was an
iMcrease in business of 10 per~cnt, '150 er&it, and 20 percent, the
results would be so much.

Mr. STAM. The Treasury gave this statement that if there is a
10 percent increase in statutory net income of each' corporation in
1941 over 1940, that the bill will produce $530,000,000- if there is an
increase of 15 percent, it will produce $640,000,000; anJ if there is an
increase of 20 percent, it will produce abobt $750,000,000.
* The CHAIRMAN. Do you think those are conservative figures?

Mr. STAU. I think they are fairly conservative. But from such an
analysis as we have been able to. make it looks like there will be
about a 15 to 18 percent increase ii 1941, and therefore we feel
that the bill should produce somewhere in the neighborhood of
$700,000,000 in 194 1.

200



SECOND REVENUE ACYF OF 1I0

Senator DAvis. Considering the expenditures of today, and how
free we are for voting it out, that doesn't mean anything compared to
the tremendous outgo.

Mr. STAM. Of course, that is going to increase in 1942 over 1941,
because everything Is on the upward trend, you see, and 1942 is going
to be much greater than 1941.

Senator BYRD. You mean by that, that the total of the net taxable
income of course will be increased by 18 percent?

Mr. STAM. Yes; assuming an arbitrary increase.
Senator BYRD. I mean do you egree with that statement?
Mr. STAE. An increase in net income of each corporation, of the

corporations, your statutory net income; if that is increased by these
percentages then they say you will get that much from the bill.

Senator YBrD. But I understood you to say that you thought the
increase would be from 16 to 18 percent?

Mr. STAM. That is right. The Treasury has not given any figure
on that because they are not saying whether that increase is going to
occur in 1941 or 1942.

Senator BYRD. Based on 20 percent it will bring in $750,000,000
a year?

fr. STA. Based on 20 percent; that is right.
Senator BYRD. Of course, I don't suppose you could calculate this

but what percentage of these so-called war industries is going to be
completely exempt from this excess-profits tax by reason -of the
amortization provision? I am perfectly willing to vote for an excess-
profits tax that is placed on those that make profit, but as I see it,
quite a large percentage is going to .be exempted?

Mr. STAR. I don't think so many of them will be exempt because
I think they are going to make profit in excess of the amortization
allowance in the next few years.

Senator BYRD. But they will be exempted to the extent of 20 per-
cent of their plant investment?

Mr. STAE. Yes; but we had a 25-percent allowance under the 1018
act by regulation, and we allowed 25 percent of the cost to be taken
off annually for amortization- and in spite of that we secured a lot of
money out of the excess-profts tax. So I feel that we are going to
get quite a lot of money from -

Senator BYRD (interposing). Do you think by reason of the differ-
ent methods of making these contracts-and it was said here today
that they were not going to pay an exorbitant, price on any cont act-
that the profits would be considerably in excess of the amount of the
amortization?

Mi. STAE. That is a mre guess, but it looks to me as if we would get
quite a lot of money in the next 5 years even from the Government
contracts.

Senator BYRD. You think that difference is due to the war profits?
Mr. S.M Well I think to some extent.Senator BYRD. 'The United States Steel Cor ation has been

brought up before. Their excess profits tax will not be very large,
will it, cause they have such a large invested capital?

f.ifr. STAM. I have just seen f Moody's, I haven't got eny official
figures, but it looks to me as if the United States Steel Corporation
invested capital is somewhere around $1,300,000,000E which would
make about $65,000,000 exemption before the tax applied.
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The oHA1TtiN. What do you think pf the Idea of putting an addi-
tioial ercess-ptofits tax on thoso that are going to make the profits out
of these large expenditures we have authorized, or war contracts with
the*o nu~ent?

Mr. SIAv. Welt that is something that we did in 1918 and 1921,
we had a special higher rate on the income arising from Government

The CHAIRMAN. How much higher, 10 poreent, wasn't it?.
Mr. STAm. It was much higher than that; you had a war-profits

'T e Cvitauw (interposing).' Insert In the record in this connection
that! posdon of the law.:
Mr.'S u' .rIwill be glad to.

'We took the income of the corporation-and 'we alloeatod that part
of the income which was derived from Government contracts, and
thf we' applied a certain rate of tix to "the'allocated income from the
Go'emment contracts which of course taxed them at a much higher.
rate than- the income frm ordinary business. This provision, found
f&"'4tIbhi'801 I(o)'of, the Revenue Act of 1918,. iuaposai upon the
income from Government contracts so allocated a tax at rates gradu-
ated from 30 to 80 percent.

(Seo. 301,Revnue'Aot of 1918, is as follows:)
S3.(a) ThtI iuofthbe tai Imposed by' 7tle, 11 of the llevknue Act

*191,' but n addition to the o ,e tax ,,.i te..by.tt1 .ct, .Aere s.ail he
levl6d, collected, and paid fot.i thg &iia -ye 19 ig upon the net income of
qv~r'y corporation, a tax equal to the sum of the ollOwing:

"AST? BRACKET

80 per Oentum of the amount of the net Income n exeess of the expcess-pr.fits
credit (determined under section 312) and not In excess of 20'per centum o the
inyestqd capital;

65 per, eentum, of the amount of the net income In excess o '03 per centWn of
the Invested capital;

THIRD BRACKET

'The , if ahy, by which 80 per centum of the amount of the net Income In
exes of'the war-profits credit (determined under section 811) exceeds the amount,
of the tax tonrputed unoer the first 4 peW0d bracko, .

F(b) For the taxaji year )109 and each taiabi, year thereafter there shill be
lUvie. collected and paid upon the nt Ineome of every corporation ( i6ept cor-
pots taxable under sabdivhioh (eh of this section a tax equal to the sum of
the follo*Ing.

IRS? BRACKUCT

2pe eptqm of the amou, of the net Income in 01es of the exoecs-predts
credit, (detier-ind' under Sei. t 31) and not In excess of 20 per centum of theInvested capital; . .. .

40 ]per en tWu of the amount of the net income in excess of 20 per centum- of
the InW ed'nia

(c)P~thfasbleyear-1016 azid eieb taxable'kei1 thereafter thiire shall be
Itied collected, amid pAid uObh the net ineomneOf every o6roriatln which derives'
ih uch year a -et income of more 'than $10,000 from any OoVinmen-t eoAtrtct
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or contracts made beeteeo April 6, 19)7 and November 11, 191S, both dates
ipeluslve a tax equal to the sum of the following: , . l.. .(I) Such a portion of a tax computed at the rates specified In subdivisioh
(a) as the part of the net income attributable to such Government eontra-t or
contracts bears to, the entire net income.- In computing such tax the excess-
profit. credit and the war-profits credit, applicable to the taxable year, shall be

(2) Such a portion of a tax computed at tle 'rates specified in subdivion (b)
as the part of the net income not attributable to such Government contract or
contracts' bears to the entire net income.

For the purpose of determining the part of the net fneome #ttributable to stich
Government contract or contracts, the proper apportionment and allocation of
the, doduetions-.witLh t to groI. Income Jezivldfrom sueh Xoyerqw.nt
contract or 'contracts rom other sources, repectIvely, shall be deter/nd
Under rules and regulations prescribed by the Conmusoner with the approval
ofthe lSeretary..

Senator ADAMS I wan r not'in your bear.
ings you *h ve had presentation .of the lems that arise
out of the develo ent of mi ring proper have, for i-stance, in our 8 --

The CHAIR We have some nt e Who is com in to dis -
cuss that to W.

Senator A us. The ' on man re o hap ens to he ow'er
of one of t propert' andbh the r in Would ebe
an opp Jity for

The C IRMArf., Wha IS
- Sena t DA is. Mr. Wa' Te

~The C eKN eli on tin jointh earings eforenI.

Sento Abyss* r. was 11 before, and h is the
100W and hatiaWth reasoi IR s gm oo

e p R U AN. e Ton morro We
have about 5listal, w ork n. ps heis
goingtob b* rief as 'bie.P.Senator Ms. Moro th11 ai Vs [ h i.

Mr STAM. i it a60r on as nei e of no oe tan
$5,000 for its f able y n,'ttwil, ro excess-pro tax at all.
This will exemp but approximatey 70 000 co tions 'Of the
country. Oorl from th income at is rekllious
corporations, charitib rations, and ed nal organezatron,;
don't have'to,pay thI I : ,  "

Personal holding cor ies are eempt fro the 6xces8-irflte tx.Now, thoe orfpoistons are already subject to very high surtax
rates on their undiatributec income,

The CHAIRMAN. I don't think you need to discuss that, I'think.the
coihnittee'underst4nd4 that.

Are there some ,qu ton6"partticularly that any member'of the
cOnnimttee would like'o k Mr. $tam?

Senator GEoRGE: I would like to have Mr. Stain's statement put
into the reoid in full. -

Thlo'Ni "O. Of cOuis., i Are- there any .prticulapointa i
there urthei that u'think ought to be stre .ed '
-- Mr-&AM., I don't think'so.- ' We have taken-up the amortizaticd
lrotsion pretty thoroughly and discussed that, and w6 have diaciissept

2t9'529-40--
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in a general way the reorganization provisions; we will put a statement
on that in the record.

86- that will be all.
The CHAIRMdANe The complete statement of Mr. Stain will be

inserted in the record at this point.
(The statement is as follows:)

STATEMENT OF COLIx F. STAMP, CHIEF OF STAFF OF THE JOINT CoMalvEZZ ON
INTEfRNAL.-RVENUx TAXATION, BEFORE THE COMMITTEE o FINANCE OF THE
UNITED STATES SENATE, SxZsTMBzar 4, 1940

1. reea-profe £az.-The excess-profits tax under the bill applies to each tax-
able Year beginning after December 31, 1939 (see. 710 (a)). Thus, a corporation
On' te calendAr.year.basis will pay an eteft-profits tax, beginning -with, the cal-
endar year 1940. A corporation on a fiscal-year basis will pay an excess-profits
tax for the first fiscal year beginning after December 31, 1939. For exam ple, a
corporation filing its Income-tax returns as of the fiscal year ending June 30 will
Pay its first excess-profits tax for the fiscal year ending June 30, 1ol.
• The bill provides two different methods for computing both the excess-profits
credit and the excess-profits tax, and allows the taxpayer which was in existence
for the whole of the bse period to elect the one to apply to its case. Each method
is separately considered. For the purposes of this discussion, one is referred to
as the "average earnings method" and the other, as the "invested capital method."
A description of each method follows.

A. Are-earniag. method.-The average-earnings method determines excess-
profits by comparing the average income for a base period with the income of the

'taxable year. rn generali*hdrkthe inco6 for tsf taxable yewtis iaf*ceas ofthe
average income for the base period, such excess is deemed to be excess profits.
The base period consists of the taxable years of the taxpayer beginning after
December 31, 1935, and before January I, 1940. In case a corporation is on the
calendar-year basis, the base period will embrace the calendar.years 1938, 1937
1938, and 1939. In ease the corporation is on a fiscal-year basis, the bae period
will embrace the fiscal years beginning after December 31, 1935, and before
January 1, 1940. For example, if a corporation filed its income-tax returns on
the basis of a fiscal year ending Jne 30, its base period will consist of the fiscal
yearn ending Jqne 30, 1937; June 30, 1938; June 30,1939 and June 30, 1940.

This method has a great advantage in' its simplicity. the corporation uses as
its excess-profits-tax net Income the same net Income for both the base period and
the taxable year as is used for normal income-tax purposes, subject to the following
adjustments (see. 711 (a)):

(1) The normal corporate income tax payable for the taxable year is allowed
as a deduction (see. 711 (a) (1))

(2) Gains or losses from the sale or exchange of assets held over a period of 18
months (depreciable or nondepreciable) are eliminated from income for the pur-
pose of the excess-profits tax (see. 711 (a1 (2)).

(3) There is excluded Income derived from the retirement or discharge of any
of the bonds, debentures, notes, or certificates, or other evidences of indebtedness
of a corporation, which have been outstanding for more than 18 months (sec. 711
(a). (3)).

In addition, the following adjustments are also allowed for the base period, but
not for the taxable year:

(1) Deducti nas fo losses arising from fires, storms' shipwreck, or other casualty,
or from theft, not compensated for by insurance or otherwise are'excluded.

(2) Deductions for expenses are diminished by payments to vendees of reim-
bursements to them of processing and other taxes under the Agricultural Adjust-
ment Act of 1933.

The adjustments with respect to these abnormal nonrecurring items operate
for the benefit of the taxpayer, since they increase the excess-profits-tax net income
In the base period, thereby produelng a greater exoes-profits credit.

If a corporation has a deficit for t year in the bse period, she Itcome for the
other years of the base period is not reduced In arriving. at the average base
period income. If there are deficits in more than 1 year in the base period
the aggregate Income for the others years is reduced by all such deficits, except
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the one for the year In which the greatest deficit occurred. But in all such eases,
the aggregate so determined Is divided by the totls number of rears in the base
period For example, corporation "X" showed the following In the base period:
1036, excess-profits net income ............................. $. 000
1937, excess-profits net Income-- ---------------------------. 000
1938, deficit -------------------.----------------------------- -150,000
1939, deficit ------- ------------------------ ----------------- -100,000

By eliminating the greatest deficit, namely $150,o00 it Is found that the
aggregate net income for the base period is $400,000. Dividing this amount by
the nuzrber of years in the base period, the average excess-profits tax net Income
for the base period ts $100,000.

Corporations entitled to the average earnings methods are also entitled to
have their average base period net Income (the excess-profits credit) Increased
by 8 percent o'6the net additiote to capital, but they, ,ust. aso-re tee-this'ligure
by 6 percent of the net capital reductions. This provision tsdesigned to encourage
capital additions. It is similar to provisions contained In Great Britain and
Canada where the average earnings plan Is applied.

Capital for this purpose includes 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 first taxable excess-profits tax year. It does not
Include earnings or profits reinvested In the business. This allowance for new
capital Is denied where such capital is Invested In obligations any part of the Inter-
est of which is exeludible from gross income or allowable as a credit against net
Income. It also does not apply to corporate stock since dividends therefor are
excluded from income. Capital reductions are defined as distributions to share-
holders which are nof out of Carnings or profits. For example, if a corporation
raises eaplial bvth' Issuance of stok,'It sll be able to Increase Its bse period net
income by the amount of such capital, less any distribution to the shareholders
not out of earnings or profit.

The taxpayer's excess-profits-tax net Income for the taxable year is reduced by
the following:

(1) The average base period net income (the excess-profits credit), and
(2) A specific exemption of $5 000.
The result Is defined by the bill as the adjusted excess-profits net income, which

Is tEe base upon which the tax is computed.
.For-tho pri lge ot electing the average earnings method, the taxpayer Is re-
quired to paVhigher rates of tax.

Every corporation electing the average earnings method must pay an additional
excess-profits tax of 4.1 percent on its normal-tax net Income. I arriving at Its
excess-profits-tax net Income, the taxpayer is allowed to deduct the normal tax:
However the tax resulting from the application of this 4.1 percent rate is not
deductible in computing the exces-profits-tax net income.

In addit ion to the tax of 4.1 percent, a higher rate schedule I applied to corpora-
tions electing the average earnings method than is app lied to corporations electing
the Invested capital method. The following tables show the difference in the rate
schedules under the two methods:
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It will be seen that in addition to the 4.1 percent tax imposed for the privilege
of electing the average earnings method, the taxpayer electing this method Is
subject to an Increase of 5 percent In each rate bracket. The following example.
will show how the tax is computed under the average earnings method:
Normal-tax net income --------------------------------------- $3, 000,000

Excess-profits tax net income -------------------------- 2,000,000
Base period average net Income -----------------. $500000
Specific exemption ------------------------------- 5,000 605, 000

Adjusted excess-profits net Income ----------------------- 1,495,000

Excess-profits tax:
Under graduated schedule:

25 percent of $20,000 ---------------------- $, 000
30 percent of $30,00 ------------------------ 9,000
35 percent of $50,000 ----------------------- 17, 500
40 percent of $150,000 ---------------------- 60, 000
45 percent of $250,000 --------------------- 112, 500
50 percent of $995,000 ---------------------- 497, 500 701, 500

Jnder fiat rate (4.1 percent of $3,000,000) ------------------ 123,000
Normal tax (20.9 percent of $3,000,000) ------------------------ 627,000

Total Income and excess-profits tax --------------------- 1,451, 600
B. Invested capitol msetod.-If the taxpayer elects, or, In the cwe of a taxpayer

not having the election privilege, is forced to use the Invesied capital method of
computing. Its excess-profits credit, .It determines the portion of Its earninga.to be
considered "excess profits!' by comparing the ratio of earnngs'to Invested capital
for the taxab!e year with similar ratio during the base period. If a corporation
earned 8 percent on its invested capital during the base period, It is allowed a
tax-free return of 8 percent on its Invested capital for the taxable year. If
hQwever its earnings for the base period exceeded 10 'percent of its invested
capital, Its tax-free return for the taxable year cannot be greater than 10 percent
ofits invested capital for such year.

For corporations with low earnings during the base perld, a floor Is established
by permitting a minimum tax-free return of 7 percent on the first $500,000 of
Invested capital for the taxable year and 5 percent on such capital above $500,000.
In addition this method allows a further minimum tax-fre return with respect to
new capital acquired after the beginning of the taxpayer's first taxable year, of
10 percent to the extent such new capital does not cause the total Invested capital
to exceed $500,000, and 8 percent on new capital in excess of that figure.

For the purpose of measuring tins new capital, the bill establishes a figure termed
the "lowest Invested capital," which is the invested capital as of the beginning of
the taxpayer's first taxable year or, if the invested capital for any subsequent year
Is lower, the invested capital for such subsequent year.

For example, a corporation on a calendar-year basis had on January 1, 1940
the beginning of its first taxable year under the excess-profits tax, an invested
capital of $100,000. In 1941 its invested capital had increased to $150,000.
This $50,000 Increase v-ould be considered as new capital and allowed a return of
10 percent. In 1942 Its invested capital was $130,000, or $20,000 less than 1941,
but still $30,000 more than In 1940. This $30 000 would still be regarded as new
capital as it Is in excess of the measure established by 1940. However, if In 1943
the invested capital were to be reduced to $65,000 this figure would replace the
$100,000 figure for 1940 as the measurement of new capital. That Is, for years
subsequent to 1943 any invested capital in excess of $75,000 will be considered as
new capital until a new low Is established. The somewhat complicated language
on pages 18, 19, and 20 of the bill Is simply effectuating these rules. The method
of statement used, while it may be a tittle confusing to the person reading the
bill as a whole, is justified by the draftsmen on the grounds that It will be much
easier for the taxpayer as It can, by reference to the various combinations of
variables given, ascertlan Immediately the one In which its own case falls and need
look no further.
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A corporation which was in existence during its entire base period ascertains

the ratio of its base period earnings to its base period Invested capital by taking
the totals of each for the entire period. Where the corporation Was in existence
during only a part of its base period, the necessary factors for the part during
which it was not in existence are supplied by filling in the blank years with the
came invested capital with which the corporation began Its first taxable year in
1940 and by giving it a hypothetical return on such supplied Invested capital
equal to 10 percent on the first $500,000 thereof and 8 percent on the balance.
This hypothetical experience for the portion of the base period in which the tax-
payer was not in existence is then added to its actual experience for the portion
in which it was in existence for the purpose of determining the ratio of its earn-
ings to its invested capital.

For example, corporation A came into existence on January 1, 1938. It had
an invested capital as of January 1, 1940, of $800,000 and keeps its books and
accounts on a calendar-year basis. It had an average invested capital and
excess-profits net income for the portion of the base period during which it was
actually in existence as indicated. These factors for the portion of thp base
period during which it was not in existence are supplied as follows:

Invested I Escess rotj Bse-period

193& .................................................. *MW 84000 ......
1937 ................................................... snw 740m......0.

-- capita]i J et Incoe percentage

193 .............................................. 60000 I 45..0 . .
IM ................................................ ~ ........ MO A00------

TOeW.............................................90.00 SK 5M50 .
Ig19 ................................................... 5am 0001.....................

The amout marked by an maerLsk (0) do not represet the aetual experlence of the cospoatlon but
bave b"en supphed by the Invessted capital for 1940, upon whc a yIeld of10 percent foe the fr $SWA
nd & perce t en the beSance Is assumed.

Thus, the portion of the earnings for the taxable year in excess of, an amount
equal to 8.7 percent of the invested capital for the taxable year is considered
excess profits and, after being reduced by the specific exemption of $5,000, is
subject to tax.

Where in one of the years in the base period a corporation had a deficit (that is,
where the deductions plus the credit for dividends received, exceed the gross
income) the base period earnings are not reduced thereby.

If there were deficits In more than one year, only the greatest of such deficits is
so disregarded.

The excess-profits net income for the purposes of the Invested capital method
is the same as that used for the average earnings method except two further ad-
Justments are added to those already described.

Where the Invested capital method Is used, both for the years In the base
period and the taxable year, the normal tax net income is further adjusted by-

(1) Increasing the credit for dividends received to 100 percent and making It
applicable to dividends on stock of all corporations whether domestic or foreign,
except dividends (actual or constructive) on stoci of foreign personal holding
companies, and

(2) Reducing the reduction for Interest paid or accrued by an amount which
is the same percentage of so much of such interest as represents interest on bor-
rowed capital (as defined in the bill) as the borrowed Invested capital (as defined
In the bi 1) is of the total borrowed capital

The purpose of this latter provision Is to exclude from the interest deductions
the interest on the portion of the borrowed capital which is to be included in
invested capital.

-The excess-profits net income, which is the result of all of these adjustments to
the normal-tax income, is then reduced by:

(I ) The excess-profits credit and
(2) A sp elfioexemptlon of 5000.
'The result Is defined as the adjusted excess-profits net income and is the figure

to which the tax applies..
Under the invested capital method, the graduated rates are 5 percent smaller

in each bracket than the rates applicable under the average earnings method.
In addition, a taxpayer using t method Is not required to pay the aiditional
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4.1 percent on its normal.tax net Income as must the taxpayer choosing the average
earnmngs method.The following example will demonstrate the computation of tax under the
Invested-capital method:
Normal-tax net Income --------------------------------------- $3, 000.000

Excess-profits net Income ---------------------------- 2,000,000
Invested capital ------------------------- $8, 250-0
Base period percentage ------------------------- X8

Exes-profits credit-------------------------- $500, 000
Specific exemption ---------------------------- 5,000 W~k 000

Adjusted excess-profits net Income ----------------------- 1,694,000

Excess-profits tax:
20 percent of $20,000 --------------------------- $4, 000
25 percent of $30,000 -------------------------- 7,6
30 percent of $50,000 ---------------------------- 15,000
35 percent of $150,000 --------------------------- 52, 60
40 percent of $2,50,000 --------------------------- 100, 000
45 percent of $995,000 --------------------------- 447, 750

Normal tax (20.9 percent of $3,000,000) ------------------------ 6 27,000

Total income and excess-profits tax ---------------------- 1,253,750
In ed cpita.-Tha bill provides a computation of invested capital on a

dly basis. While this means that the invested capital for each day must be
ascertained, it does not require as many bookkeeping details as at first appear
likely. The factors involved are of a fairly constant nature and corporation
records should prove adequate to enable a daliy computat&to be effeed at the
close of the year. The daily method Is used because it more clearly reflects the
average for the year. In addition, it prevents tax avoidance through the build-
ing up of artificial peaks of Invested capital which could be done effectively if
such capital were measured at certain arbitrary dates throughout the year.

The daily Invested capital is the sum of the following Items:
(1) Money paid in for stock, or as paid-in surplus, or a contribution to capital.
(2) Property likewise paid In. For the purpose of measuring the investment

made by the paying In of property, such property Is taken at Its unadjusted basis
for determiLing loss upon sale or exchange. The unadjusted basis is used because
the adjustments to basis, principally the Item of depreciation, are already re-
flected in the earnings ad profits account of the corporation. For this reason,
adjustments made prior to fhe time the property was paid In are allowed, while
those made subsequently are disregarded. In order that all transactions involving
the paying in of property may be treated alike, regardless of the time paid In and
regardless of the provisions of the tax laws then applicable,' the basis of such
property Is taken 'at cost, without regard to valuations as of March 1, 1913.
Moreover, to insure measurement by a constant standard it Is assumed that the
proplrtyso paldlnhas-aeverbeem dispooeof tO that .t iaer4revenue law
APPie a constant statidsrd of treatment regardless of th6 ruled which'may have
beeth in effect when the property was actually disposed of.

(3) Taxable stock dividends, to the extentthey have diminished the ea:aings
and profits other than earnings and profits of the taxable year, are Included in
invested capital. In order to have Eiminished the earnings and profits account
such dividehds must have been taxable to the reelplent- otherwise they are still
reflected In earnings and profits and do not have to be added as paid-in capital in
order to be Included fi Invested capital.. Such dividends are, in effect, a reinvest-
ment by their recipient In the corporate business. s

(4) The accumulated earnings and profits as of the ),eglnning of the taxable year.
Those stock dividends, which under the Ineome-thx law do not diminish this
account afe; thus, continued to be Included And to count them again under
(3) would bea duplication. If therb is a deficit In the earnings and profits account
as of the beginning of the yeAr, the Inv6sted capital is not reduced thereby.

The sum of these four items is then reduced by Jhe following amounts; (a) Dis-
tribution made during previous years which were not out of aeeyjmulated earnings
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and profits and (b) distributions previously made during the taxable year not out
of the earnings and profits of such year.

In order to plug an obvious loophole, the bill provides that distribution made
durin the first 60 days of any taxable year after 1940 to the extent they do not
ex= the accumulated earnings and profits as of the beginning of such year, are
considered to have been made on the last day of the preceding taxable year.

The result of these computations costitutes the equity Invested capital for
any day. To such figure is added the amount of the borrowed Invested capital
for such day. Borrowed capital is so much of the taxpayer's Indebtedness a&sIs
evidenced by a written promise to pay. The amount of such borrowedcapital
which may be included In invested capital Is limited to a series of percentages of
such capital, depending upon the amount of the equity Invested capital. These
percentages are as follows:

(1) Where the equity invested capital Is less than $100,000, there may be
Included 100 percent of that portion of the borrowed capital necessary to bring
the invested capital to $100,000; 66%t Percent of the next $900,000 of borrowedcapital and 33 percent of the remainder.

(2)'Where the equity invested capital Is $100,000 or more, but less than $1,000,-
000 , 603 percent of thlt portion of the brewed capital which does not exceedthe difference between the equity invested capital and $1,000,000, and 33 fpercent of the remainder of the borrowed capital.

(3) Where the equity invested capital Is $1,000,000 or more, 335f percent of

the borrowed capital.For example, if the equity invested capital of a corporation is $60,000, it Is
allowed to include $40,000 of it borrowed capital at 100 percent, $900,000 at6831 percent and all remaining borrowed capital at 33 percent.

If the equ ity invested capitl Is $400,000, the taxpayer may include $000,000
of it borrowed capital at percent, and the remainder at 3331 percent.

If the equity Invested capital Is $1,000,000 or more, all borrowed capital Is
included at 331 percent.

The amount of the borrowed capital so allowed to be included in the invested
capital is defined bY the bill as the "borrowed invested capital."

Average insed cpito.-Thus, the invested capital for any day Is ascertained
by adding together the equity invested capital and the borrowed invested capital
for such duy. For the p of determining the average invested capital

for the taxable year, these d ly amounts for each day in the year are added and
the result Is divided by the number of days In the year.

Admissible and inaduifu~Ns ansf.-The average Invested capital so computed
is reduced by an amount which is the same percentage of the average invested
capital as the "inadmissible assets" are of the total bf admissible and Inadmissible
assets.

"Inadmissible assets" are those assets, the Income from which is not included
in the excess-profits net Income. These Include (1) corporate stocks, and (2)
governmental securities. Since the yield from such assets is not subject to excess-
profits tax it is thought that the assets themselves should be excluded from In-
vested capital. They are not deducted directly, however for the reason that the
total of admissible and Inadmissible assets is not ordinarily equal to the invested
capital.

As an example of the application of the Inadmissible assets ratio, assume cor-
poration A ha. the following:
Average invested capital ------------------------------------- $2, 000, 000

Inadmissible assets .-------------------------- $00, 000
Admissible assets ------------------------------- 1, 200, 000

Total assets-- .........- 1,800,000RatIo of inadmissible assets to total assets, one-third.
The average Invested capital would, thus, be reduced by one-third or. 6K 66

Invested capital ------ ---------------------------- I, W. &V
"If a abort-term capital gain Is realized during the year with respect to the se

of an inadmissible auret, such gain, of course, is included In income for excess.
profits tax purposes. In such cases an adjustment Is made which, in effect,
divides such asset into two parts. The portion to which the taxable income Is
allocable is dtomed to be admlsible and the portion to which the nontaxable
Income is allocable is deemed to be inadmissible.
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For exampk--Corporation A, In the middle of its taxable year, sells a share of
corporate stock upon %hich a short-term capital gain of $6 is realized. During
the portion of the taxable year before such sale a dividend of $4 on this share of
stock was received. Corporation A's income from this stock for the year is, thus,
$10--$0 of which is taxable and $4 of which is nontaxable. Assume that the
adjusted basis of such stock is $100. Then, $60 thereof would be admissible and
$40 Inadmissible.

Foreign corporaion.-The bill applies special rules to foreign corporations.
(I) A foreign corporation not engaged in trade or business in the United States

and not having an office or place of business therein is not subject to the excess-
profits tax. Under existing law, these corporations are taxable only upon their
dividends, interest, or other fixed or determinable periodical or annual income,
and they are subject to a tax of 16% on such income. This is subject to existing
treaty provisions. Since this tax is withheld at the source, it is difficult to measure
the excess-profits tax on these corporations.

(2) A foreign corporation engaged In trade or business within the United States
or having an office or place of business therein is subject to the excess-profita tax.
Under existing law, the rate of normal income tax on these corporations is 20.9
percent. In the case of such corporations which were in existence during the
entire base period, they are required to take the average earnings plan. How-
ever, such corporations are not permitted any adjustments for additions to or
reduction in capital.

If a foreign corporation was not In existence during the entire base period, the
tax is computed under the Invested capital method but only such assets as the
corporation has In the United States are taken into account, since such a foreign
corporation Is taxed only upon its income from source within the United States.

Domestic corporolions no engaged in business wiiAin Ihe Gnited Stales.-A special
rule is applied to a domestic corporation if 95 percent or more of its gross income
for the 3-year period immediately preceding the close of the taxable year was
derived from sources outside the United States and if 50 percent or more of its
gross Income for such period was derived from the active conduct of a trade or
business. Such a corporation is exempt from the excess-profits tax.

Air-mail conlracts.-A special provision was also appliil to air-mall companies
which transport air mall. Under the present law, these companies are paid by
the United States on a scale determined with reference to their earnings from
other sources. These air-mall subsidy amounts, when included in gross Income,
might result In their having an excess-profits net Income. The amendment ex-
empts these companies for the excess-profits tax, if by excluding the subsidy in any
year, they would have no excess-profits tax to pay for that year.

Special ases.-In cases where the equity invested capital cannot be deter-
mined, because, for example, the corporate records have been destroyed by fire
and cannot be satisfactorily reconstructed, section 721 of the bill provides that
the equity invested capital may be ascertained by reference to the adjusted basis
of the assets, plus cash, then held by the taxpayer, reduced by the amount of the
outstanding indebtedness.

Personal -senve corporalions.-The bill defines a personal-service corporation
to be "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 at at least 80
percent In value of all of the stock of the corporation, and in which capital is not a
material income-producing factor." These corporations are fuither limited by
the exclusion of foreign corporations and other corporations 0 percent or more of
whose gross income consists of gains, profits, or income derived from trading as a
principal.

For the purposes of determining the relation between the stock ownership and
the activities of the shareholders in the corporate business, the stock owned by
the wife or mintr children of an Individual engaged in the active conduct of the
affairs of the company, is considered as being owned by such Individual.

Credit for foreign axcs.-The bill also allows a corporation a credit for foreign
taxes paid or accrued during the taxable year to an' foreign country or possession
of the United States. This credit is now alloweA for Income-tax purposes, but
only to the extent of the American tax upon the income from such country or
possession. If the American-tax rate is 20.9 percent and the foreign-tax rate Is
25 percent only a part of the foreign tax is allowed. Such a credit is believed
necessary to place our American corporations on an equal competitive basis with
foreign corporations located abroad. 0
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Merchax marine prosisios.-Under section 608 of the Merchant Marine Act,
as amended, profits in excess of 10 percent of the total contract price of contracts
and subcontracts completed within the taxable year by shipbuilders are recaptured
by the Maritime Commission. This excess is placed in a revolving construction
fund which is available for further ship construction. This has the effect of reduc-
Ing amounts which otherwise would be required to be appropriated from time to
time by Congress for Maritime Commission shipbuilding.

In order to protect shipbuilders, machinery manufacturers, and others engaged
on Maritime Commission contracts from being subject both to the profit-limiting
provisions of the Merchant Marine Act and the excess-profits tax. the taxpayer is
allowed the alternative of including in his income the entire profit from the con-
tract instead of only the 10 percent permitted to be retained by him under the
provisions of the Merchant Marine Act. Against the tax so computed a credit
is allowed of the amounts recaptured in respect of the taxable year by the Maritime
Commission. This alternative tax applies if, and only if, It Is less than the tax
that would result from the Inclusion In Income of only 10 percent of the profits
derived from such contracts.

Reorpranatio. *qd.v ezrA.et.--As we have.geenfromn a aalysis-of the excess-
profits credits provisions, the election to use the average-earnings method of com-
puting such credit is dependent upon the taxpayer's having been in existence for
he whole of the base period. Under supplements A and B of the bill, however,

thIs privilege is extended to those corporations which, while themselves not actually
In existence during this period, are, as a result of certain tax-free exchanges or
reorganizations, the descendants of corporations which were In existence during
the bse period.

$uppleent A-Average-earnings method.-This supplement extends the privi-
lege of using the average-earnings method of computing the excess-profits credit
to four classes of corporations, which, were this supplement not In the bill, would
be forced to compute the excess-profits credit on the basis of Invested capital.
These four classes of corporations are as follows:

(1) Where corporation A, a New Jersey corporation, desires to move across the
State line into Delaware: The usual method of accomplishing this result is for
corporation A to create a new corporation T in Delaware and to transfer to such
new corporation all of the assets of the old New Jersey corporation In exchange
for the stock of the new corporation. In such cases the Delaware corporation is,
for all practical purposes, identical with the old New Jersey corporation except in
name and the State of its charter. It Is felt desirable, In such a case, to allow the
new corporation to use the experence of the old corporation and to elect the
average-earnings credit, if the old corporsalon would have been entitled to such
election had no such change occurred.

J2) If corporation T desires to absorb corporation B, a method frequently used
is or T to acquire 80 percent or more of the stock of B and then liquidate B,
taking over its assets in the prccems. This type of transaction is provided for In
section 112 (h) (6) of the Internal Revenue Code and is generally described as a
liquidation. In such a case, if T had not been in existence for the entire base
period but B had, T would be allowed to elect the average earnings method and in
computing its average Income for the base period could Include the income of B.
However, T could not use its own income for this purpose prior to the time the
liquidation occurred. If T, Itself, -had aLso been in existence for the required
period, it could, of course, use both its own experience plus that of its similarly
qualified component.

(3) Another frequently ud method of absorbing another corporation Is by
merger. In this case, corporation" B is merged into corporation T. It is similar
in result to the liquidation ese but is covered by a statutory definition as to just
what constitutes a merger. In cases of this type, supplement A makes the same
provision as that applicable to the liquidation ease.

(4) In both the merger and the liquidation case, one of the corporations involved
continue in existence after having absorbed the other. In the case of a statutory
consolidation, however, this is not true. Corporations X and Y consolidate and
form corporation T, the taxpayer, and both corporations X and Y pass out of
existence. In such a case, supplement A provides that corporation T, no matter
when the consolidation took place, may elect the average earnings. raethd if
either of its components was in existence during the entire base period. It can
use however, only the experience of its components whieh were so In existence or
had predecessors which were similarly qualified.

It will be noted that only mergers, consolidations, and other similar eases are
covered In supplerient A, and that cases of split-ups and corporate divisions are
excluded.
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. This entire supplement unlike supplement B, Is composed of relief provisions
designed to extend the election privilege to corporations not otherwise entitled
to elect. For this purpose, the resultant corporation Is entitled to use the entire
history of such of its components as are properly qualified. In the ease of a
split-up or a corporate division, a similar treatment would allow each resulting
branch to use the entire history of the parent In its undivided form. This would,
of course produce a very inequitable result from'the Government's point of view
and would constitute a serious loophole. If, upon examination, the committee
desires to broaden this. supplement to cover ha split-up esw, it would, ieem
desirable to work out a method of prorating the experience of the parent corpo-
ration among the branches resulting from the split-up.

SuppenmeM B-Credi bosed on invesLd eapila.-Unlike supplement A, this
suppementhsfor its chief objective the closing of certain very serious loopholes
by which large orporations by splitting up into groups of small corporations
might reap undue advantages. In addition, it prevents the additional invested
capital which may be acquired in certain tax-free exchanges from receiving the
beneficial treatment accorded to new capital generally.

On the other hand It extends relief by allowing the base period experience of

all corporations which flow together during the base period to be used by theresultant corporation in the computation ofits base period experience.As an encouragement to small corporations, the bill allows them a more
favorable treatment generally than is accorded larger corporations. In this
connection, there are four variable factors, each of extreme Importance In arriving
at the amount of excess profits tax which will be payable. The variations in
these factors depend upon the size of the particular corporation involved. Thesevariable factors are-1) The.oimumInre r tut on ln.vsted capital f 7 percent on the firstfao0,000 of invested capital and 5 percent on thl invested capital in excess of2) The minim u r taxfree return which is allowed on new capital of 0 percent

on the amount of new capital which does not cause the invested capital to exceed
$500,000, and 8 percent on new captal above that figure.(3) The graduated allowance of that portion of the borrowed capital to beincluded in invested capital, ranging from 100 percent to 33 o percent, depending
upon the size of the invested capitaL(4) The graduated tax rates themselves, reaching the limit of gaduaton at$500,000 of adjusted ecess profits net income.

Each of the factors confers a particular advantage upon the smaller corporations
as compared with the treatment accorded larger companies. Taken all together,
the composite advantage of all of these factors is very substantial.

By breaking up Into a number of small component parts, a large corporation
could gain all of these favorable treatments accorded smaller companies, except
for the provisions of supplement B.

This supplement, while extremely complicated In its language, has for Its
objective the readily undecstandable function of limiting the corporations which
result from a split-up to the same comparable advantages of slze which their
predecessor had in Its undivided form.

If the predecessor could Include borrowed money only at the least-favored
roentage of 33, the corporations resulting from the split-up are also limited
this percentage even though their invested capital Is leks than $100,000, and

a portion, at least, of the borrowed capital would otherwise be Includible at
100 percent.
* If the predecessor could not have added new capital entitled to the more isvored

10-percent rate, neither can the resultant corporations, no matter how small their
invested capital may be.

In eases where several corporations flow together to become one, these variable
items become the sum of the comparable Items of each of the constituent corpora-
tions. Thus, the lowest invested capital of the resultant corporation Is the sum of
the lowest invested capitals of the component corporations. The same Is true
with respect to the equity invested capitals and the borrowed capitals. The
base period percentage of the resultant 'corporation Is the weighted averAge of
the-base period percentages of the constituent corpoiations.

As a result of the application of these rules in cases where corporations flow
together, the resultant corporation has a status equal to the combined factors of
all of its component corporations except for the consequences which flow from
Increased size alone. I

Thus In split-ups size advantage is frozen at the Umits to which the predecessor
corporation Is bound, while In combinations the resulting corporation is subject
to the limitations generally applicable to Its Intreased size.
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Corporations exempt.-If a corporation has an excess-profits tax net income

of not more than $5,000 for Its full taxable year, It will pay no excess-profits tax.
This will exempt all but approximately 70,000 corporations. However, if a cor-
poration has an excess-profits tax net income of more than $5,000, it may be
subject to an excess-profits tax even though its net Income is below $25,000.

(I) Corporations exempt from the income tax are exempt from the excess-
profits tax. This includes relgious charitable, educational, and other organiza-
tions exempt under section 101 of the Income-tax law.

(2). Personal holdipg companies are exempt from the exeess-profits -tax.
These corporations are already subject to surtax rates on their undistributed net
income as high as 75 percent.

(3) Foreign personal holding companies are also exempt. The income of
these corporations Is required to be included in the income of their shareholders,
whether distibuted or not.

(4) Mutual investment companies are also exempt. These companies are
required to distribute 90 percent of their income.
(5) Diversified investment companies: These companies are subject to regis-

tration by Securities and Exchange Commission. Since the other type of invest-
ment companies Is exempt, it was thought advisable to also exempt these com-
panies, since they distribute practically all of their income and are subject to
regulation.

U. SUSPENSION Or THU VJNSON-TRAWMZLL ACT

Title III, 301, of the bill suspends provisions of existing legislation, known as
the Vinson-Trammell Act, limiting profits on contracts or subcontracts for the
construction of naval vessels and Army and Navy aircraft. The suspension
operstes" qis84 e c0P..cts. r subontractP entered into or "owpleted In any
taxable year dunng which the excess-profits tax Imposed by the bill Is In effect.

As stated in the Ways and Means Committee report on the bill, it was felt
that since the proposed excess-profits tax will apply to all corporations, Including
corporations now subject to the special profit-limiting provisions of the Vinson-
Triam-ell Act, such special provisions should not apply while the excess-profits
tax Is in force. The result will be uniformity of tax treatment of all abnormal
profits arising from the national defense program, a program which involves the
Production of a much larger category of munitions of war than is comprehended
n thu legislation proposed to be suspended. The chairman of the Committee

on Naval Affairs, moreover, stated in the House during the debate on the bill
that subcontractors were not anxious to get business falling under the profit-
limiting provisions of the Vinson-Trammell Act, and he strongly urged the sus-
pension of those provisions during the existing emergency.

The profit-limiting provisions of the act, as originally enacted, related only
to contracts and subcontracts for naval vessels and aircraft. Section 14 of the
act ot April 3, 1939 (63 Stat. 555, 560) extended the application of those provLsions
to Army aircraft. Contracts and subcontracts made after June 28, 1040, where
th-*ard do0ttt byt~el '25,000, are exempt from the profit-limiting provisions
of the Vinsob-Trammell Act; contracts and subontracts made prior to June 29,
1940 where the award does not exceed $10000, are exempt. One of the pro-

requ sites to the waking of a contract by the , cretary of War or the secretary of
the Navy Is that the contractor or subcontractor shall agree to make no subdivision
for the purpose of tax evasion. Contracts and subcontracts for scientific equip-
ment used for communication, target detection, navigation, and fire control, are
als exempt.

The an-nun{ of the net profit required to be paid into the Treasury is that por-
tion of such net profit In ecss of 8 percent of the total contract price and the ret
profit so recoverable by the Treasury is the net profit from all contracts and sub-
contracts completed within the Income-tax taxable year of the taxpayer.

i1. AMORTIATION OF EMERoeNCY FACILITIES ,

- The bill provides that the cost of certain facilities, certified by the Advisory
Commission to the Council of National Defense and either the Scretary of War
or the Se.retfry of the Navy as necessary in the interest of national defense during
the present emergency, may be amortized over a period of 5 years. Suh facilities
must have been constructed, Installed or acquired after July 10, 1940. The write.
off of the cost of these fDclitles is in flieu of the regular deduction for depreciation
and obsolescence provided under existing law.

TSa"yers have the option of taking straight depreciation or the accelerated
depreci aion here called "amortization.' Those having elected the amortization
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deduction may, at any time they desire before the expiration of the 5-year period,
or before the end of the national emergency, return to the straight depreciation
method. If, before the 5-year period is over, the President proclaims the ending
of the emergency, or the Secretary of War or the Secretary of the Navy certifies
that a particular facility has ceased to be necessary in the interest of national
defense, the taxpayer may elect to recompute the amortization deduction on the
basis of the shortened period as so terminated, in lieu ol the 5-year period.

The CHAIRMAN. Mr. Harry C. Carr. Is Mr. Carr here?
Mr. CARR. Yes, sir.
The CHAIRMAN. Mr. Harry C. Carr, vice president and treasurer of

The Bayuk Cigars, Inc., Philadelphia.
Have you a brief?
Mr. CARR. A short one that I would like to read.
The CHAIRMAN. All right.
Mr. CARR. I think it is short enough, Senator, so that it will not

clutter up the record too much.

STATEMENT OF HARRY C. CARR, VICE PRESIDENT AND TREASURER,
THE BAYUK CIGARS, INC., PHILADELPHIA, PA.

Mr. CARR. This brief is addressed to you with reference to the
proposed excess-profits tax law. It presents very briefly the effect of
this law on my company and I believe it can be said would reflect
likewise the effect of this proposed law on many other companies in a
similar position to ours.

We are manufacturers of cigars. On January 1, 1933, we reduced
the price of our principal brand, "Phillies," from 10 cents at retail to
5 cents at retail thus practically completely reconstructing our
business. Since that time our business has shown a continuous and
important increase each year in volume of sales, in purchases of tobac-
cos from American farmers, in continuous employment of labor, and
has resulted in increased profits each year. The operations for 1940
are likewise showing an increase in all these respects over the opera-
tions for 1939.

A schedule is attached herewith showing the principal figures in
connection with these questions for the years 1936 to 1939, inclusive.

With the theory of requiring businessmen to pay to the Government
in taxes a goodly proportion of the profits derived from war or the
defense program, we are entirely in accord. We, furthermore, recog-nize the difficulty if not inpossbilit of translating this theory into a
statute which will not result in inequities in certain cases. We have
recognized that under the plans which have been discussed, as pre-
sented through the press in the past 2 months, our company would
suffer such inequity. But we were perfectly prepared to accept it
without complaint., as we endorse completely the principle of an
effective defense program for the country.

However, the bill as passed by the House has, in our judgment, gone
beyond all reasonable bounds in proposing what we believe to be a
gross inequity toward us and companies who have, like ourselves,
grown in the past few years. During those.years, while it is true our
profits have increased, we have, we believe, done a constructive job
in the national economy by more than doubling the number of our
employees in the last 6 years and by providing for soiie 8,000 to 9,000
farmers in Pennsylvania and Connecticut aprofitable return on what is
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for them their most important crop and in increasing quantities each
year.

Senator DAVIS. You have had practically continuous employment
during these years, haven't you?

Mr. CARR. We have had absolutely continuous employment,
Senator. We haven't had a lay-off period of even 1 week, except
vacations with pay, since January 1933, and the number of our
employees has increased from something like 1,800 at that time to over
5,200 at the present time.

Senator GUFFEY. Where are your plants located?
Mr. CARR. Our main plants are in Philadelphia.
To consider, as we would have to under the bill as passed by the

House, our average profits for the 4 years, 1936 to 1939, inclusive,
as a measure of normal profits and to treat anything in excess of that
average as excess profits due to the defense program, is simply not
true. While the time has been too short to make accurate calculations,
it is manifest that under the bill as proposed our total Federal taxes-
normal plus excess profits taxes-would be considerably more than
doubled. It is quite clear that up to the moment at least no part of
our increased sales could be attributed to the defense program.

It is quite possible that a portion of our increased sales and resultant
profits from now on, during the course of the defense program, might
be attributed to that program, and we would be willing to concede,
insofar as this tax is concerned, that all such increase might be so
attributed.

To carry out the theory of the excess-profits tax, we respectfully
suggest accordingly that we and companies in a similar position to
ours be allowed to use as a base, at our option, either the 1936 to 1939
4-year average, or the last year immediately preceding the incidence
of this tax-that is to say, if the tax is enacted for the year 1940, we
be allowed to use 1939 as the base; if the tax be enacted effective for
1941, we would be allowed to use 1940 as the base.

We believe that such a proposal is realistic and equitable and
would truly reflect the theory underlying this proposed legislation.

I would like to add there, if I may, Senator, that you notice I have
suggested not the option of any 1 year out of 4, because I can see
considerable possibility for inequity, both ways, in that kind of a
proposition.

We are not alone, there are thousands of other companies like ours,
who have gone up in these past few years through pretty hard work.

The CHAIRMAN. Yes; we have heard that.
Mr. CARR. And to say that we should be pushed down the ladder

there and say, "This is your normal and above that is excess profits
due to the war, or due to the defense program," just doesn't seem
quite a realistic statement of fact.

Senator DAvis. Would you like to have this statistical matter
inserted in the record?

.Mr. CARR. If you please, Senator.
The CHAIRMAN. Mr. Stam, mightn't this come under relief provi-

sions for abnormal conditions?
Mr. STAM. I think it might well come under abnormal conditions.
The CHAIRMAN. Thank you very much, Mr. Carr.
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(The statistical data referred to is as follows:)

ton4 1967 2938 13on

An a al o ....................... $1 .15, M $16,231.497.00 16,64921 .16 $I&MM,.s0sa,
Annual areraa number ofemployets.. 4,532 4. 5M 4.M 52113
Annual taxes pald to Federal Govern-

ment.
terefnuest amps ................... 980 3 i0 9 63,68 $96, 4028 $11lll.4118.

Socia soc-s ------_---.--------_ 40.8,%3 16142 01 176, 74&90 2 , o. I7
Inoom ............................ 17 9. 47 1794$114 244,994.95 32. |1.4
S ur~x ............................ S :11.64 81,90&9. . . .
Impor tarif ........... _ 1. M V& IS7 1.404C 1,4".-"66 1.577416too
Capital stock ..................... 1&0000 15. 0 1&000.00 22. OOO O

o ............................ 111.99 2 783,74 3. 75. 3.2 .76179

Anna net rdti .................... 9MM.550 1.00.84 1247. ToS&63 2744.W4168Average net ptodts for the 4 years ...... . ................ . . 2 1. 9
a perenthe 0f net ot On in- I
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No-rt-Arce borrowed capital computed on besJs of 12mothly Instead oldaly totas.

The CHAIRMAN. Is Mr. Terry here?
Mr. TERtY. Yes.

STATEMENT OF WARD E. TERRY, PRESIDENT OF THE SLIDE
MINES, fXo., OF D.I VE.I COLO.

Mr. TERRY. I am not appearing in behalf of any company, but I
am a small gold-mine operator from Colorado. Our problem is the
same as that of a great many other small mines out there; in fact
throughout the whole western area.

About 7 years ago we started an operation out there. We have,
like most mines, continually ploughed our earnings back into our
companies. It would be very hard to show just what our invested
capital is, but according to the present system of measuring excess
profits there will be very little invested capital to be shown for the
work we have done out there; not more than $70,000 as an average
over the base period.

We have contributed something like $70 000 in pay roll and another
$760,000 in goods bought in that area. Thee communities are very
dependent upon us. We have shown a loss up until the last year, each

ear. They haven't been big losses, we have either broken even or
have showed a loss of about $4,000. Last year we showed a profit of
$12,000 and this year we will show a profit of $50 000. That is the
result of all of the years that we have spent in developing these prop-
erties. Our present income has nothing to do with the defense meas-
ures that are up in front of us, we are absolutely independent of them
as we produce gold as our principal product.

In the last excess-profits tax that was imposed on the country, gold
mining was exempted, and I believe justifiably so. Thd Government.
fixes the price of our product, we cannot soil it ih~thnopen market, we
cannot get a higher price for that product in markets outside of this
country, although the product itself is selling at a higher price in
markets outside of this country. We are caught in this situation of
having to face rising prices although we cannot in any way,'shape, or
manner pass those prices on to the purchaser as, I say, our price Is set.
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We need to use the money that we have made this year, topay off

debts that we have, instead of paving that out as excess-profits tax.
As the previous gentlemen stated, there are a lot of companies

that have shown a gradual increase in earnings due to normal growth
which are penalized under this tax, and we are doubly penalized
because we have a ceiling as to tie price at which we can sell our
product, as determined by the Government; and are faced with in-
creased costs as a result of the armament program.

I might say this, that gold mining is tied up with the production of
platinumh which ih very essential in the war-minerals Industry. Plhti -

num is a byproduct of the refining of gold, and is frequentlyproduced
along with tie production of gold.

But that is our situation briefly, gentlemen, and it is not only.the
situation of this company, but it is the situation of a great many
mining companies, for instance little tungsten companies that might
start up in that area as a result of the demand for an increased supply
of tungsten. But there again in the tungsten market, the market
price controls, which is not the case with gold. However, venture
capital will not be aveilable for opening new mines ii an excess-
profits tex is iinpsed.

Have I made wy situraion clear, bricily?
Tliq CHAIR"AN. Yes; 4nd if you went you can elaborate on your

statement and give it to tho'reporteri.
Mr. TERRY. Thank you, sir.
The CHAIRMAN. That must be done, however, right away.
Mr. TERRY. Thank you.
(The supplemental statement by Mr. Terry is as follows:)

SUPPLEMENTAL STATEMENT OF WARD K. TERRY, BIEFOREi THE SENATE FiNANCE
COMMIT E, SEPTEMBER 4, 1040

I addressed the above remarks to the Senate Finance Committee unexpectedly
and with no prepared state: ient, and I would now like to elaborate on the above
remarks. Nearly all the precious and rare metal mines of the West are compara-
tively small operations, tht aggregate.of which and the ,nouqt of employment
of which are 'very constdrble. In niost instance Ahe i6peations are carded on
over a number of years without any expectation of profit at all, or with very small
profit, in order to do the necesary development work. This is largely because
the mines are all undercapitalized due to the hardship of getting venture capital
into such a hazardous enterprise. If, after a period of development, the expected
body of ore is reached, a very substantial profit may be made for I, 2, or 3 years,
sufficient to pay the cost of the development work and with an expectation of a
profit commensurate with the great risk of failure.

In the particular case of the gold-mining industry none of the profits are made
as a result, either directly or Indirectly of preparialon for the national defense.
As sta bove, the price of gold is ixed and there is but one customer, the
United States Government. The price of the product cannot be raised corre-
sponding to the increased coat of labor, supplies, and taxes. In fact, we are ad-
versely affected by the defense program, due to our increased cost from which we
have no relief. In short, in the particular ease of precious-metal mines, there is
no relation between Government expenditure for prepa .ea and the coMnpra-
tively large profit which may possibly be made after the operator gets int6 py
ore, after years of exploration and development work. Furthermore, In the case
of small operators, the amount of pay ore is usually very limited.

No one would engage in a mining operation with its infinite risk of failure
unless he saw the chance of a very large profit. If the Government, through an
excess-profits tax, may declare that an large profit in 1 year might belargely
taken away, no one would engage in the venture of developing a precious metal
mining property. Those small mines now in operation would probably be
elosed down and their employees would be obliged to go on relief. The districts
In Colorado dependent upon mining# the stores and all other business, would suffer
correpondingly.
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-We should do all In our power to encourage the development of new sources of
metallurgical materials within the confines of the United States.

Congress recognized this concretely by the passage of the Strategic Minerals
Act of 193). The proposed excess-profits tax with the Imposition of severe taxes
on the rewards on venture capital will scare such capital away from the industry.
In other words, this tax will completely nullify the Strategic Minerals Act of 1939
and cause a cessation of new mining activity at the very time when we need all
the mineral resources of the country at our disposal for both the Government
and industry itself. Nor should there be a differentiation between the various
types of metal. The relationship of the base metals to the strategic metals and
the precious metals with strategic minerals are all close, such, for Instance, as
platinum being a byproduct of gold. Instead of hampering the development of
new mines, would it not be better to encourage In every way possible the exploita-
tion of our natural resources with the thought In mind that if there are any large
profits to be derived therefrom, that these profits can be recaptured for the Govern-
ment through an income tax rather than through the imposition of a penalty tax
such as this excess-profits tax would impose. Such a program would not only be
for the distinct advantage of the armament program now being undertaken,
and the safety of the sources of raw materials In time of war when our sea lanes
might be shut off, but would also cause the employment of thousands of men in
the areas of the West who are wholly or partially dependent on the mining
Industry for employment. On the other hand, the imposition of an excess-profits
tax on the mining industry would cause the closing down of many mines and
great hardship throughout those mountain regions of the West which are dependent
upon the mining industry as their main or only source of revenue.

The excess-profits tax places a disproportionately heavy burden on all growing
businesses especially those businesses such as the mining company referred to in
my statement before the Senate Finance Committee which -has charged off in
current operations all normal development. As a result, there can be shown a
very small invested capital In the business. Such a company would be terrif-
ically penalized under the average base period earnings as there was only 1 year
of profit In the base period all the other years showing deficits, and also under
the alternative method of figuring excess profit on Income and invested capital
as the allowed Invested capital is very. small. Under the first method, the total
excess.profits tax, normal Income tax and Federal stock tax would amount to
41.5 percent of our total income and with other Federal and local taxes would
amount to 58 percent of our total income. Under the second method, the excess.
profits tax, normal Income tax and capital-stock tax would amount to 35 percent
of our total Income which, with the addition of other Federal and local taxes
would bring the total amount of taxes we pay up to 52.5 percent of our total
Income.

As I understand It, the purpose of the present excess-profits tax Is to recapture
for the Government a proportion of the earnings of those contractors and sub-
contractors who are directly benefiting from the defense program. If the
Treasury feels that a sufficient amount of the profits which those contractors
receive will not be recaptured through the normal functioning of the Bureau of
Internal Revenue, I suppose some sort of excess-profits tax might with reason
be levied against these contractors. However there is no Justification for per-
mlt'lng the excess-profits tax to be a general levy against business as a whole,
especially against that inarticulate group of small businesses uch as ours whichhave no relationship to the armament program.

I uggest that some sort of an exemption be worked out for those businesses
which do not benefit In a tangible way from the armament program. This'ould
be achieved by setting up an |,Ldependent b of tax appeals, separate from theBureau of Internal Revenue which would be definitely instructed to exempt such
businesses as are not direct beneficiaries of the defense program. It is necessarythat they be instructed definitely to make such exemption, as past experience hs
p roved that it is sometimes more expensive to fight the Internal Revenue Bureau
than It Is to pay the tax originally asessed. nother method of handling thiswould be a blanket exemption o $50,000 for all corporations which are not

contractor or subcontrator under the defense program. The latter provision
woud easethe buren on the small growing usm tsses. The exemption woul
not be sufficient to allow any millionaires to be made out of any gener !l prosperitydue tothe defense program. In fat, more revenue would probably cere to
the Treasury under such an exemption throughthe normal functioning of the
corporation and personal income taxes than would epcrue to it under the present
proposed excess-profits tax. , , '- a

contracts r sbcotratorsundr te dfene p~am.Thelater rovsio
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The CHAIRMAN. Dr. Doran?

STATEMENT OF DR. JAMES M. DORAN, WASHINGTON, D. 0.,
REPRESENTING THE AMERICAN SPIRITS MANUFACTURING
CO., NEW YORK, N. Y.

Mr. DORAN. Mr. Chairman and gentlemen, I will be very brief.
What few remarks I wish to make relate to section 719, page 30, with
respect to borrowed and invested capital.
U6 The position of the company I represent, and I believe it is likewise
true of many of the-.

The CHAIRMAN (interposing). What company do you represent?
Mr. DORAN. The American Spirits Manufacturing Co. of New

York, which own the largest rum distillery in Puerto Rico, one of the
biggest taxpayers in the island.

Ordinary borrowed capital in an ordinary commodity manufactur-
ing business is quite different from borrowed capital in the distilled-
spirits industry. The great bulk of borrowed capital, especially on
behalf of the weaker financial units, is capital necessary to finance the
high tax now levied.

As near as I can see, Congress has seen fit to collect, through this
channel or vehicle, something around $1,000,000,000 a year, and I
suppose my few remarks are apropos to the brewing industry as well.

The collector of internal revenue won't take a 90-day note, he has
to have cash on the barrel head. Goods are taken out, sold, and any-
where from 10, 20, 30, or 90 days elapses before the money comes
back.

That is usually supported by liquid bank loans. It is borrowed
capital. We believe the committee should give some relief to the
distilled-spirits industry in this particular section and permit the
interest and charges on bank loans to be deducted from a taxable
income, otherwise the smaller and weaker units will be tremendously
handicapped as against the large corporations who have ample cash
resources in their treasury.

We believe that while it would be difficult to write a specific sec-
tion that would take care of this, that should the committee in its
judgment see fit to insert the special-case provision such as obtained
in the 1918 and 1921 acts-

The CHAIRMAN (interposing). You think that might help you?
Mr. DORAN. I think it might help, but at least, as Senator Vanden-

berg suggested this morning, there would be a forum before which
equitable cases could be presented. At least we could get a hearing.

Senator GEORGE. You would have a talking point..
Mr. DORAN. We believe we have got a very equitable point, and

one we feel that was not intended at all. Ordinary borrowed capital
for the current conduct of business-and we have it-should be
seprated from this charge on financing the Government's own tax.

The CHAIRMAN. Is that the only fault you have to find with the
bill right now?

Mr. DORAN. Yes, sir; and I would like permission to elaborate on
this.

The CHAIRMAN. We will give careful consideration to the thought.
Personally, I may say I am for the idea. You may file a statement
within the near future.

25929-40----15
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Senator GUFFEY. Your product is a straight product, not a rectified
or blended product?

Mr. DORAN. This is a straight distillation I am talking about, but
the tax is the same.

Thank you, gentlemen.
(The following letter was submitted by Dr. -Doran:)

WASHINGTOO., D. C.,
September 9, 1940.lion. PAT HAsiusox,

CAairman, Committee on Finarce,
United States Senate, Washington, D. C.

My DEAR CHAIRMAN: Supplementing my brief statements on behalf of the
American Spirits Corporation of New York City before your committee, I desire
to specifically place in the record our situation under H. R. 10113 now under
consideration by the Finance Committee.

My remarks were particularly directed to section 719, page 30, line 8, of If. R.
10413 with respect to "borrowed capital." The distilling industry, which is The
vehicle through which the Congress and various State legislatures have provided
for the collection of taxes amounting In the last fiscal year to over $1,000,000 000,
is confronted with a serious problem with respect to '.borrowed capital." 'The
taxes levied on the products of this Indusry are over 10 times the commodity
value and the industry L thus In a very different situation than any other Industry.
The collector of internal revenue must be paid cash when any spirits are removed
from Government bonved warehouses. These goods have to be bottled cased,
sold, and collections zA, e from 10 to 90 days after delivery to the vendee. In
order to finance this It is ij.-cessary to make use of a great amount of money which
under the terms of this bill would come within the words "borrowed capital."
This money must necessarily be secured from banks or other loaners as there L
practically no distilling corporation in the United State%, certainly not in the
smaller units, which has sufficient treasury cash to finance the collection of this
Government tax.

This "borrowed capital" is clearly differentiated from ordinary borrowed
capital incident to the continuance of a commodity manufacturing business. In
our case the purchase of corn, re, and barrels, the meeting of pay rolls and such
like is carried on in part by ordinary "borrowed capital." It may P-) possible to
secure some relief from what is obviously an inequitable situation if the Congress
will see fit to enact a provision providing for "hardship cases." However, any
such provision if adopted should be broad enough to permit a taxpayer to come
before some tribunal and revive equitable treatment despite the general wording
of the act.

We ask relief in two ways: Specific elimination with respect to "borrowed
capital" as to expenses incur ed in financing tax, Federal and State, or enactment
of a "hardship" section which will enable us to present our equitable situation
to the tax-collection authorities.

May I say in conclusion that the corporation and all individuals expect to pay
more taxes and will gladly do so under present conditions. With respect to the
bill generally I think it is unfortunate that it omits a so-called hardship section
and that it does not confine itself particularly to corporations which will hold
Government contracts and subcontracts relating to the defense program. if it
is desired to raise more revenue from corporations generally the existing rates in
the present act should be raised. In any event I hope it will be possible to draw
a bill "in language so plain that a wayfaring man, even though he be a fool, may
not err therein."

May I think you and the committee for the courtesy extended to me and the
people whom I represent.

Very truly yours, J.M. DoRAN.

The CHAIRMAN. Is Mr. Harding in the room?
Mr. KNOWLES. I am representing Mr: Harding.,
The CHAIRMAN. You represent the Associated General Contractors

of America, Inc.?
Mr. KNoWLES. Yes.
The CHAIRMAN. All right, you may proceed.
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STATEMENT OF BERT L. KNOWLES, REPRESENTING THE
ASSOCIATED GENERAL CONTRACTORS OF AMERICA, INC.,
WASHINGTON, D. 0.

2\1r. KNOWLES. I am presenting a statement of Mr. Edward J.
Harding, managing director of the association.

The CHAIRMAN. Can you present to the committee just the high
points of it, and put the statement in the record?

Mr. KNOWLES. The whole thing won't take me 5 minutes.
The CHAIRMAN. All right., maybe we will save time that way.
Mr. KNOWLES. This presentation is to propose, for the considera-

tion of this committee, a very short amendment to tl~e "Proposed
Send Revenue Act of 1940." This is made in behalf of the Asso-
ciated General Contractors of America, Inc., composed of 2,500 of
the Nation's foremost construction firms, who regularly perform more
than 60 percent of the value of all contract construction work in the
United States.

The association is represented in every State of the Nation by
contractors performing all types of construction work. From com-
munications received, it is evident that the proposal to be here
offered is of vital importance to contractors in every part of the
Nation.I From an examination of the provisions of the proposed Second
Revenue Act of 1940 (H. R. 10413), it would appear that: an un-
necessary hardship will be worked on many contractors reporting (in
accordance with the law and regulations) on a completed - retract
basis, unless the bill is amended ir1 the Senate.

Under the income tax laws and regulations for a good many years
past, taxpayers who undertook contracts running over a period of
more than 12 months (so-called long-term contracts) have been
allowed the option of reporting the prospective profit on such con.
tracts in one of two ways:

(a) On a percentage basis, that is reporting the profit each year
based on a percentage of the contract completed during such year.

() On a completed contract basis, that is* reporting the total
profit on the entire contract in the year of completion.

Due to special hazards of the construction industry, many con
tractors handling construction contracts requiring more than a year
for completion have found it absolutely essential to their continued
existence to elect to report their profits on a completed contract basis,
for the reason that it can never be established until-a given construction
contract has been entirely completed. whether the venture will result'
in a profit or a loss. Construction operations are subjected to all of
the hazards of nature, as well as those of economic import such as
labor relations, availability and prices of material, and so forth.

"'an, construction contracts of the long-term variety give every
indication in their earlier stages of being profitable but unforeseen
happenings very frequently turn such anticipated profits into severe
losses.

It follows, therefore, that a contractor who has been working for,
say, 2, 3, or 4 years, on a contract, which was or will be completed in
1940 or a later year, will report in such year the entire profit for the
past 2, 3, or 4 or more years, If he has elected to report the profit on
such contract on a completed-contract 'basis. Such entire profit:
must be included in his tax return and become part of "the normal
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tax net income" for the year 1940 or later year. And it is this amount
which is used as a basis for assessing the next excess-profits tax under
section 711, paragraph (a) of the bill.

Obviously such contractor, when he made his election to report on
a completed-contract basis, could not anticipate the likelihood or
necessity of the present emergency excess-profits legislation, and
unless relief is afforded in the ill he will be compelled to pay (in
addition to his normal tax) a high additional tax on even that portion
of his profit earned prior to January 1, 1940. No relief is asked for
or expected from the imposition of such high additional tax on that
portion of his profit earned after January 1, 1940.

It is suggested that, to relieve this apparent injustice, the following
paragraph might be inserted in H. R. 10413 under section 711 in two
places, viz:.

As subparagraph (D) on page 6, under (a) (1).As subparagraph (F) on page 7, under (a) (2).

Long-term coaltract reported on completed conlract baiis.-There shall be excluded
in the case of a taxpayer reporting on the completed contract basis (under sec. 42
and regulations 19.42-4) who started work on a long-term contract prior to
September 1, 1939 that percentage of the final profit realized from such long-
term contract, which the value of the work completed through December 31,
1939, bears to the total contract price.

This proposed amendment, if adopted, will not deprive the United
States of any income which it might otherwise have obtained should
the contractor have reported on an annual basis. As a matter of fact
the United States will receive more revenue by reason of the fact
that the normal taxes applicable under this bill and the prior Revenue
Act of 1940 are substantially higher than for previous years. Neither
does this proposal discriminate against other taxpayers as no request
is made for exemption from the excess-profits tax for work performed
and profits earned after January 1, 1940.

Attention is called to the fact that the amendment here proposed
introduces no new principle as section 711 (a) (1) B and C, and
section 711 (a) (2) D and Hall deal with classes of income which are
to be excluded from* excess profits net income. The proposal here
offered is recommended for insertion at points immediately following
those other subsections dealing with exclusions, to which reference
has just been made.

This short amendment is being proposed after the most careful
study and consideration of evidence received from many contractors
from various parts of the Nation, demonstrating that unless a modifica-
tion to the proposed bill is made, a great hardship is certain to result.

We sincerely trust that the justice of this proposal will merit your
favorable consideration.

The CHAIRMAN. In other words, you want to get the payment of
this on the installment plan?

Mr. K EowLs. We don't want to be placed in the high brackets
simply because we report no profit for several years and have to reportit all at once.

Senator RADCLIFFE. You don't see any 4lifflculty in prorating your
profits over a period of time?

Mr. KNOWLES. In prorating them?
Senator RADCLIFFE. You say in attempting to allocate to previous

years the suitable or desirable percent of profit-
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Mr. KNOWLES (interposing). I don't think I understand your
question.

Senator RADCLIFFE. You don't want to be charged with all of the
profits if the contract extends for more than 1 year, extends over a
period of several years- you don't want to be charged with all of the
profits in the last year because you have actually,earned a part of the
profits in the preceding years?

Mr. KNOWLES. That is right..
The CHAIRMAN. I wish you would talk to Mr. Blough of the

Treasury Department, because we will give evqry consideration to
that.

Mr. KNOWLES. Thank you.
The CHAIRMAN. Is Mr. Blazer in the room?
Mr. BLAZER. Yes.
The CHAIRMAN. Mr. Blazer is president of the Ashland Oil &

Refining Co., Ashland, Ky.

STATEMENT OF PAUL 0. BLAZER, PRESIDENT OF ASHLAND OIL &
REFINING CO., ASHLAND, KY.

Mr. BLAZER. 'Mr. Chairman and gentlemen:
I call attention to the fact that the Excess Profits Tax Act as recently

passed by the House of Representatives would inflict a most oppressive
penalty on the company of which I am president, unless provision is
made for exemption from the act of refunds of interest by the Federal
Government in connection with overassessments of income taxes.

It appears that our company's earnings from normal operations will
result in a liability for excess-profits taxes. We do not object to that.
But in connection with a large overassessment of income taxes for the
years 1926 to 1930, we should receive within the next few weeks a
refund from the Federal Government of approximately $600,000 of
which about $300,000 is interest that has accrued over all these years
but which in accordance with applicable court decisions, would
ordinarily te construed as income to us in 1940, the year finally
awarded to us.

The principle involved here is just the same as the principle involved
in the case of the gentleman iust ahead of me. The Government will
pay us roughly $600,000 which they took away from us which the
court says they owe us, but that will include interest which will come
back to us now. That interest has been accruing for 14 years, but
according to the courts, any interest awarded would be income in the
year in which it is finally udicated, which would be this year.

The CHAIRMAN. You might have a chance if the Congress should
pass one of these relief provisions. You still have the opportunity to
present it.

Mr. BLAzER. This is very brief.
The CHAIRMAN. I understand, I am just telling you what we are

liable to do so far as the Senate is concerned.
Mr. BLAZER. Although if you had been in the courts for 14 years

and paid out a good many thousands which you didn't owe, and had
been deprived of that-

The CHAIRMAN (interposing). Yes; but we have to pass the legis-
lation to give you the opportunity to get relief. Then you may be in
court 14 years after that. (Laughter).
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Mr. BtAZER (continuing). The act'passed by the House would levy
excess-profits taxes of approximately 45 percent on the $300,000 which
together with normal income tax of 20.9 percent and State income tax
of 4 percent, would leave us only about 30 percent of the amount
awarded by the courts.

To especially point out the illogical and oppressive result, I call
your attention to the fact that approximately $177,000 of the interest
to be refunded to us represents a return of interest money actually
Paid by us to the Government in 1036 to avoid having to put up a
bond for the tax deficiency and interest that. had accrued to that date.
Now that, the highest courts have ordered the return of that $177,000
interest, together with other interest of $124,000 accrued to us since
the time of the payment, it is manifestly unfair to levy an excess.
profits tax on those refunds-yet that is exactly what will happen
unless special handling is given to interest refunds by the Federal
Government in connection with overpayments of incomes taxes.

It appears to me that the simplest way to avoid this obvious
inquity would be to disregard entirely, for excess profits tax purposes,
this abnormal type of income, such a precedent being established in
the proposed law, when it provides for the elimination of capital gains.
An amendment for that purpose might read as follows:

Any Interest received en overpayments of Federal taxes or any refund received
of interest previously over paid in respect of Federal taxes is disregarded for the
purposes of the excess profits tax.

However, if there should be objection to such complete elimination,
I suggest an amendment reading as follows:

Any interest received on overpayments of Federal taxes shall be treated for
excess profits tax purposes as f it had been received ratably over the period during
which the said interest accrued and any refund received by the taxpayer of interest
previously overpaid in respect of Federal taxes shall be disregarded for the pur-
poses of the exees profits tax.

You see there are two kinds of interest we are going to get back,
$177 000 of interest which we paid out in cash in 1936 on the deficiency
which the Government claimed in 1926. and then, rather than put up a
bond we went ahead and paid them $177,000. But now we are going
to get that money back, just an overpayment----

The CHAIRMAN (interposing). You think you are.
Mr. BLZER. They said we woull get it in 2 or 3 weeks. It has

been a good many years. It has been to the Supreme Court and the
Supreme Court found in our favor. It has gone all the way through.

Senator GuFFY. And what is the other interest charge?
Mr; BLAZER. The other interest charge is the interest since 1936

when we paid in half a million dollars. They have had half a million
dollars of our money for 4 years, and so the Government owes us
interest on that at 6 percent.

The CHAIRMAN. Thank you very much. I am sorry you had so
much trouble about getting your money back. [Laughter.]

Mr. Blanchard?

STATEMENT OF E. P. BLANCHARD, REPRESENTING THE BULLARD
CO., BRIDGEPORT, CONN.

Mr. BLANCHARD. I represent Bullard Co., who are builders of
machine tools. Inasmuch as that is an important factor in national
defense, yo, can appreciate the predicament we are in. It is typical
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of the industry or I wouldn't impose an individual case, but I am speak-
ing for my own company only.

The provision in this bill which calls for a retroactive feature back
to tile first of tile year, is a particularly arduous thing for us in view
of the fact of the business that we have had and of the expansion which
we already have undertaken in anticipation of this business.

Actually at the present time we have probably invested as much, if
not more, in buildings and equipment, on a gamble that it would be
required as very essential to the defense act-more than the profits
that we have gained over the first 6 months.

The CHAIRMAN. You want this date of June 10 moved back until
about the Ist of January of last year?

Mr. BLANCHARD. I would prefer to have it January 1 of next year
and I would want to make it applicable to national-defense contracts.

The CHAIRMAN. I understand.
Mr. BLANCHARD. We have no volume of national defense business

up until about June 10 or about the Ist of July of this year.
The CHAIRMAN. Did anyone connected with the Government tell

you that there might be an amortization plan adopted?
Mr. BLANCHARD. That is one thing that would help, but remember

that in order to pay a sizable tax over the business we have had for
the first half of this year, and assumed for the balance of the year,
it would not permit us to go on and expand even under amortization
conditions to support this movement, to carry on with machine tool
manufacture that will make it very helpful to national defense-the
bottleneck, as it has been called.

Therefore, the ex post facto feature is the part to which I want to
call attention.

The CHAIRMAN. What is the specific suggestion you desire to make
to the committee?

Mr. BLANCHARD. I have no specific suggestion; I am leaving it for
the committee to frame its own bill, but there is the feature there
which we consider extremely important, that it does require a pay-
ment of taxes that were not earned on national defense, profits not
made on national-defense contracts. That is the part against which
which we would like to have some relief and I offer that briefly.

The CHAIRMAN. If you have any further statement to make you
may put it in tile record, if you want to elaborate on your oral remarks.

Mr. BLANCHARD. Thank you.
The CHAIRMAN. The committee will recess until 10 o'clock tomor-

row morning.
(Whereupon, at 5:15 the committee recessed until the following

day, Thursday, September 5, 1940, at 10 a. m.)
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THURSDAY, SEPTEMBER 5, 1940

UNITED STATES SENATE,
COMMITTEE ON FINANCE,

1Vathington, D. C.
The committee met, pursuant to adjournment, at 10 a. m. in room

312, Senate Office Building, Senator Pat Harrison (chairman) presiding.
The CHAIRMAN. The committee will be in order. There are on the

calendar today nearly half a hundred persons to be heard. The com-
mittee must ask cooperation from those who want to be heard. We
are going to finish these hearings sometime today and go into executive
session on this piece of legislation tomorrow. It may appear in the
course of these bearings that I have been a little hardboiled, but we
have got to complete these hearings and expedite action on this bill.
So the limit on speeches or arguments will be 10 minutes, at which
time you will be called down and you will have to desist from further
argument. Then you will have the opportunity of putting a memo-
randum in the record. We have with us gentlemen representing the
Treasury Department we have the chief of our Joint Committee staff
with us, and they will consider these matters and in conference with
us tomorrow we will consider all these recommendations. So I hope
that the witnesses will confine themselves to pointing out the im-
portant points. I assure you we want to give just as much consider-
ation to this bill and the suggestions which have been made and we
will try to formulate something as it is possible to do so. We cannot
please everyone but we hope to try to please some.

Dr. Hugh S. Mag la, of the American Federation of Investors, Ino.,
in Chicago, wanted to appear, but instead he has written this letter
which will be included in the record.

(The letter referred to is as follows:)

AMERICA FEDERATION OF INVESTORS INC.,

Hon. PAT HARRISON, 1U., Septemler 4, 1940.

Chairman and Members of the Finance Committee of Vie United States Senate.
GENTLEMLN: On behalf of many thousands of Investors In the stocks of

American corporations, may we urge that In your consideration of the excess-
profits tx bill the interests of the millions of stockholders In these corporations
benot lost 8igt of.

Stockholders are the real owners of these corporations, and taxes paid by
corporations come out of the pockets of stockholders In reduced dividends.
Many thousands of stockholders, expecially women, depend wholly upon their
dividends for support, and If these are wiped out or greatly reduced by taxation,
such stockholders will be left destitute.

We recognize that heavy taxes must be levied, particularly in support of
national defense, but we urge, as a matter of justice to that great body of thrifty
citizens who have invested their savings in the stocks of American corporations,
that their just rights shall be conserved.



As one example, we submit that It Is unfair to those who would encourage Amerl-
can Industry by Investing their savings in the stocks of American corporations,
and whose dividends have been greatly reduced by heavy Federal taxes, to
further tax such investors on the income they receive in the form of dividends.

Respectfully submitted.
IhLOH S. M|ACILL, President.

The CHAIRMAN. Mr. George R. Blodgett, Boston, Mass.

STATEMENT OF GEORGE R. BLODGETT, BOSTON, MASS., REPRE-
SENTING YANKEE NETWORK, INC.

The CHAIRMAN. All right, MXr. Blodgett. You represent the
Yankee Network?

MNfr. BLODOETT. I do.
The CHAIRMAN. Is that a baseball team?
Mr. BLODGET. No, sir; a radio broadcasting network, a medium-

sized one in New England, of which I am a director and one of the
trustees, indirectly owning legal title to the stock.

The CHAIRMAN. Have you a brief that you want to put in?
IMr. BLODGEr. No, sir; ndt at this time.
The CHAIRMAN. All right, proceed.
Mr. BLODOL'TT'. We recognize the need for more taxes and we

recognize that they must come from the profits of the defense program.
We admit the practical necessity of assuming that all increased profits
come from the defense program, but we object to the technicality in
the form of the House bill which would result in an excess-profits" tax
of $21,000 a year on us, when the earnings of our radio business, the
only business we are now conducting, are shrinking steadily year by
year. Each year beginning with 1936 and continuing through 1940,
the radio earnings are smaller than the preceding year. That con-
dition will probably continue in 1941.

The result of this excess-profits tax is brought bout by the fact
that for 2 years, in 1936 and 1937, we engaged in another activity in
which we lost money, namely, a department store business which we
bought very cheaply and finding we could not put on a profitable basis,
we permanently discontinued in 1937.

The House bill requires combining, for the purpose of determining
the exemption during the base period, the earnings of both businesses,
and thereby it greatly cuts down our exemption, whether it is computed
under the income credit or the income and invested capital credit.

We were organized in 1930 solely to conduct a radio business. That
is all we have ever done or contemplate ever doing, except that during
these 2 years of 1936 and 1937 we did engage in a department, store
business, which was permanently discontinued in 1937 when the store
was closed. That business was entirely separate, carried on in a
different location with different executives, different staffs, and
different books. There would be no difficulty about separating it
from the results of our radio business, which is the only business we are
still carrying on.

I have said that the House bill requires the determination of our
exemption, under either alternative, by combining the results of the
department store business with the radio earnings. To use specific
figures, the radio earnings would have averaged $200,000 in the 4 base
years of 1936 to 1939, if there had been no store losses. They are
estimated for 1940 at $143,000, and the same figure for 1941, but
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because of combining the store loss with our radio earnings in the base
p eriod our exemption would be reduced to $89,000, the result being a
arge excess-prof ts tax which has been estimated at $21,000.

The House bill, in section 711 (b), has provisions expressly designed
to exempt special and nonrecurring items. It expressly provides that
in determining the earnings for the base period you shall exempt such
items as long term capital gains and losses, casualty losses, profits
on retirement of bonds, certain processing tax matters, and so on.

We feel that our experience in the department store, lasting 2
years only in the 10 that we have been in existence and permanently
wound ul; in 1937, is such a special, nonrecurring item which should
receive similar treatment, for the reasons stated in the Ways and
Means Committee report as follows:

The adjustment of income to take care of these usual atid nonrecurring items
snakes for equity and the removal of hardships which would otherw-ise occur.

I think the technical nature of the trouble we tre confronted with
is well illustrated by the fact that if we had gone into the department
store business in a slightly dilferent form, if we had bought the stock
of the department store corporation instead of its assets at a cor-
responding pricm, then we would have no trouble of this kind even
under the House bill, because then our loss in the department store
would have been a loss on the capital stock which, wider the provi-
sions of the Ihouse bill I have just referred to, would not have operated
to reduce our earnings for the base period. We feel that this peculiar
situation in which we find ourselves is contrary to the general policy
of the bill, to allow and exemption equivalent to the earnings in the
base period, and I think it is very unfair to us from a competitive
standpoint, because it seems very unlikely that any of our com-
petitors will be in the same situation.

As to a remedy, we suggest, that there should simply be added to
these express provisions in the bill which provide foi excluding, in
determining the base-period earnings, the special and nonrecurring
items which I mentioned, capital gains and losses, casualty losses,
and so forth, further clauses having the same type of language and
reading:

There shall be excluded the net loss of any business previously carried on by
the taxpayer and permanently discontinued by the taxpayer before January 1,
1939.

As an alternative suggestion we suggest provisions for special
assessment in cases of hardship, such as were found in sections 327
and 328 of the 1918 and 1921 excess-profits tax bill.

The CHAIRMAN. You think that might cure your troubles, at least
give you a forum to present your case?

Mr. BLonErr. It would give us a forum where a person could go
years later, but it would not be very satisfactory in a business such
as this where you need to know currently what your taxes are because
of the tremendous need for capital in keeping up with 'progress in
the-act..

The CHAIRAN,,. Thank you very much.
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(Mr. Blodgett submitted the following brief:)

BRIEF REoAunNo THR ExcFss-PRoFiss TAx BILL OF 1940 (11. R. 10413),
SuaMITrUD BY THE YANKEE NETWORK, INc., BOSTON, MASS.

Advocating eliminlion of losses of separate business. discontinued before January
1, 1939, in determining the average base period earnings

SEPTEMBER 5, 1940.
The broad purpose of the exess-prfits tax provisions of the bill is to tax 1940

and sub uent year earnings of Incorporated busine s inofar as they are
higher than the average earnings of the base period 1936 to 1939. The YankeeNetwork, Inc., does not object to this purpose. We do object to the particular

form of the bill which would have the effect of levying an excess-profits tax of
about $21,000 on us in 1940, although the earnings of our only business
activity in that year will be less a the earnings of that business In any of the
years 1936 to 1939. To pay such an excessprofits tax on shrinking earnings Is
not only contrary to'the broad intent of the bill but injures our competitiveposition because probably we alone among radio companies will be subject to thetechnicality of the law which imposes this added tax burden.Our corporation ws organized In 1930 solely to conduct a radio-broadcastingbusiness. It has operated that bus inent n 1930, and profitably since 1932,

but because of wage Increases and other expenditures the 1940 earnings of that
business will be less than for any of the years 1936 to 1939, and the smaller earn-
lngs will probably continue In 1941. The corporation neither has at present nor
contemplates having any activities other than the radiobroadcasting business,
and it has bad no other activities In the past with one exception-from December
1935 to December 1937 It owned and operated an entire separate and distinct
business, namely a department store. In December 1935 it purchased the as-
sets and business of an established department store very cheaply. The store
was conducted for years as an entirely separate and independent enterprise
from the radio-in different premises with entirely different executives, em-
ployees and books. Finding that it could not turn this department-store busi-
ness info a profitable venture, The Yankee Network, Inc., permanently closed
the store In 1937, just 2 years after its acquisition. It sustained a loss in the
operation of the store business which affected the composite earnings* of the
corporation (the aggregate of both the radio business and the separate store
business) as follows:

B adlo IDepartment Copd
eu'nlnga I tw wtaretss Iarateri I for

I orporta

19M ............................................ 2 .I ,515.16 I *60594
I= ( Il rsettbs9......................................~ % W0 14.914 I 8&M926

I3& ................................................. II7,5.No A 151,78.68 25.A7910

' ..... o............... .......................... ..... , .......... ,35.21
tio ... .......................................... ue 21 ....... "1.1

.ege for 1M to IM We perio............. 2A W.it............., 21
Eatimate W 19 am 1941......................... 14% 3ft00............. 1438 00

I 'IFu fSor earns are "excess prft net income" oompted under see. I1 of the bill.
I More dee permanently In Decsmber 1137 but Hiquiatds loss cootInued Isto 1 5.

The excess-profits tax bill passed by the House makes this taxpayer's exemption
from excess-profits tax depend upon its composite earnings for the 1936 to 1939
base period-the right hand column of figures above-which means that the
exemption from excess-profits tax of the radio earnings In 1940 and subsequent
years will be greatly reduced below the average radio earnings for the 1936 to 1939
bise period solely because the corporation lost money in an entirely separate
department store enterprise which was closed In 1937. The present wording of
s~vtion 711 (b) requires the use of these composite base-periodearnings, whether
t'te exemption is computed under the Income-credit option or under the income and
lIvested capital credit alternative.

To illustrate with the figures given above, If the department store had not been
operated In 1936 and 1937 the average earnings of the corporation In the base
period, 1936 to 1939, woud have been $200,359.21. This amount would then be
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exempt from the proposed excess-profits tax, and 190 and 1941 earnings are
estimated at only $142,380 per year. But under the proposed law and even though
the only business in 1940 is the radio business, the amount of radio earnings
exempt'from the excess-profits tax will be greatly reduced solely because the
same corporate taxpayer lost money in 1936-1937-1938 in a distinct department
store business, carried on in only 2 out of its 10 years' existence, and then as an
entirely separate enterprise in a separate location by separate executives and
employees and with separate books. This technicality unless corrected by the
Senate will cost this taxpayer a large excess-profits tax a year on shrinking
earnings.

The House has recognized that special and nonrecurring items which have
arisen in the past should not affect the excess-profits tax exemption and has made
provision to that end even though such items arose in the normal course of the
corporation's regular business. Section 711 (b) (2) A (it), (iii), (iv), (v) and B
(ii), (iii). (iv), (v) expressly provides that in determining the results of the 1936 to
1939 base period there shallbe eliminated all long term capital gains and losses,
income from retirement of bonds, casualty losses and processing tax matters,
with the result that the taxpayer's exemption is to be determined without regard
to such special and nonrecurring losses of former years. The department store
business carried on only 2 years and closed In 1937 is a special nonrecurring item
which similarly should not affect the exemption of earnings of the separate radio
business now in its eleventh year.

Nothing illustrates better both the sound basis of The Yankee Network, Inc.'s
contentions and the extremely technical nature of the difficulty which faces it
than the fact that if in 1935 the purchase of the department store business had
been handled only slightly differently as to form, these remedial provisions of
the House bill would expressly save The Yankee Network Inc, from the excess-
profits tax which now confronts it. When it took over the department store in
1935 The Yankee Network, Inc., bought the assets of that business. It could as
well have acquired that business for a corresponding price by buying the capital
stock of the corporation which previously owned the store business. If it had
done so, the loss which It sustained on the store business would have been In the
form of a loss on that capital stock, which would have been a long term capital
loss under the tax law. The House bill, section 711 (b) (2) A (ii) and B (if),
expresl provides that long term capital losses during the 1936 to 1939 base
period shall be entirely disregarded in determining the excess-profits tax exemp-
tion. With that slight change in the form of the purchase of the department store
business in 1935, The Yankee Network, Inc., would have come squarely within
these remedial provisions of the House bill which recognize that such past non-
recurring items should not reduce the excess-profits tax exemption for 1940 and
subsequent years.

To remove this unintended tax burden we suggest the addition of the following
remedial clause in the saire part of the bill, namely at the end of section 711 (b)
(2) A (v) and B (v) which relates to the computation of the excess-profits credits
during the base years 1936-39 for the purpose of determining the amount ex-
exempt from the tax in 1940 and subsequent years:

"(0i) There shall be excluded the net loss of any business previously carried
on by the taxpayer and permanently dietontinued by the taxpayer before January
1, 1939."

An alternative suggestion might be the incwlon in the law of provisions for
special assessment in cases of hardship, such as were provided in sections 327
and 328 of the 1918 and 1921 exces-profits tax laws.

Respectfully submitted.
Ts YANKEE NsxWOax, INe.

The CHAIRMAN. Mr. Walter Mack.

STATEMENT OF WALTER S. MACK JR., REPRESENTING
PEPSI COLA CO., LONG ISLAND CITY, N. Y.

Mr. M CK. Senator Har.ison, I asked to come here today because
I want to talk not on any particular question that affects any one busi-
ness but because my experience in the last 8 or 10 years, in reorganiz-
ing a number of companies and working in a great many fields, has
given me the opportunity to pee the effect of this tax as it affects a
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great many different industries. For your information, I am chairmanof the board of United Cigar Stores and Vhelan Drug Co., which com-
pany I helped to take out of receivership in 1937 aid start anew.

am also a member of the executive committee and director of the
Celotex Co., which I helped to take out of bankruptcy in 1936. 1
am also on tile board of the South Coast Corporation, which I helped
take out of receivership when it went into bankruptcy in 1936.

Senator B.ARKLEY. Will you be available for consultation among
some of us Senators?

Mr. MACK. Senator, I would love to. [lAughter.
In addition to that., I am president of the Pepsi Cola Co., where

I started to work 2 years ago.
With that background, have been able to study what this bill

will do to new companies, to companies that really, though being old,
have had to start afresh and therefore probably a little worse off, a
little more behind the eight ball than starting fresh; and also to the
small businessman, because in these businesses we have to deal with
and have to directly work with the small businessman. I am therefore
talking about the bill in general.

I wi say, Senator, I probably will be a little destructive in my
criticism at first, but I want to offer some concrete suggestions after-
ward, because I just do not want to be destructive.

This bill is going to be pretty ruinous for the little fellow or for the
new man. He has no established eamings because he is starting
fresh. He has probably very little capital investment.

I would like to give you a typical example of what I mean. The
Pepsi Cola Co. has 430 franchise bottlers throughout the United
States. Out of the 430, about 300 of them have started business
within the last 2 years since I have been in the organization. They
are typical of the smalf fellow. The parent company, the Pepsi Cola
Co has nothing to do with themn, as far as financing or giving themworing capital. They are completely independent. They get a
franchise and they go into business. They are the typical American
small businessman. A truck driver, a retail salesman, a retail store
owner decides to go in the Pepsi Cola bottling business. He may
have $2,000 or $3,000; lie rents a store or rents a factory building.
There is no capital investment there, lie buys machinery on the
installment plan from the Liquid Carbonic Co. or some other machin-
ery company, pays for it over a period of 5 years, and then he goes
out and hires a trucking concern to make his deliveries for him. It
requies very little capital investment.

eator BARKLEY. Does the Pepsi Cola Co. have an interest in
this machinery that you say he buys?

Mr. MACK. None at all. That is his own. lie works on his owncapital.
,nator BARKLEY. I know, but does your Pepsi Cola Co. have

any interest in the company that manufactures the machinery that
the man buys?

Mr. MACK. No- lie buys those from machinery companies like the
1Aquid Carbonic o. The only thig we sell him is the concentrate,
give him the franchise, and sell iim the concentrate. He has to set up
his own plant, his own delivery system avid h s own business. He is in
business for himself. After he oes Ithat, lie usually puts his son his
brother, or perhaps his brother-in-law jin the business to work for him,
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and he gets going. .ie has no capital investment, and having started
new lie has no earnings to fall back on to give him his 3-year average.
You can see what that would do to him.

Senator BARKLEY. If he is an individual this bill does not touch him.
Mr. MACK. He is a corporation.
Senator BARKLEY. He is n corporation?
Mr. MACK. Yes. I say he is a corporation. Of the 430 that we

have the large percentage of them are corporations. There are some
partnerships, but I should say that a majority of them are corpora-
tions.

Senator BARKLEY. Does the Pepsi-Cola Co. have any stock in any of
those corporations?

Mr. 'MACK. Not a share. We have nothing to do with them except
selling them concentrate.

Senator BARKLEY. What connection does Loft & Co. have with
them?

Mr. MACK. Loft & Co. has no connection with them except Loft
is the owner of 80 percent of the Pepsi-Cola parent stock, but it has
no interest in any of these franchise bottlers, as we call them. He
starts to work and he has got to pay to build, he has got to have
working capital.

Now, it is quite true that you have given an exemption to this
little fellow of $5,000, but that is not much good, because he needs
working capital to pay off his debts, to pay for what he is doing, and
for making him able to expand. The usual performance is the first
year he loses some money, the second and third year he starts to
make some money.

You well may say the $5,000 exemption reduces the number of
corporations to a very small amount, but you would not get people
to go into business if you are going to say to them, "All you are going
to be able to get exempted is $5,000, that is the limit you can make
before you have to pay through the nose." That is very un-American.
It is like the fellow, who believes in our American democracy and
wants to believe his son has the opportunity perhaps to be Senator
or to be President of the United States. He wants to think if his
son goes into business that he has an opportunity some time to be
head of a big corporation, not to be limited to $5,000 earnings. So
although that may at the present moment only affect a few, it limits
their opportunity and limits their incentive to go into business, and
it would be very difficult for us to get franchise bottlers to go into
business.

The CHAIRMAN. You have 2 minutes more.
Mr. MACK. I have 2 minutes left?
The CHAIRMAN. Yes. If you have got any suggestions to make,

you had better make them.
Mr. MACK. I have got a number of suggestions.
The CHAIRMAN. I hope you will make them in 2 minutes.
Mr. MACK. There are two things in the bill that I particularly want

to talk about. One is the question of depreciable assets. Under your
bill the depreciable assets for excess-profits taxes are not deductible;
under the regular normal income-tax provision, your depreciable
assets are deductible before you figure the tax.

Now, my bottlers, at the end of 2 years, may want to sell their
machinery. They amortize some of it, they sell it, and take a loss.
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They ought to be allowed to take that loss in the year in which it
occurs.

Senator GEORGE. You mean if a bottler buys a fleet of trucks and
he has to sell those trucks, of course at a terrific discount, after they
have been used a year or 18 months, or something of that kind, that
he cannot take a depreciation as against the excess-profits tax?

Mr. MACK. That is right. Under the present normal tax law he can.
Senator GEORGE. Under this bill he cannot do that?
Mr. MACK. He cannot do that.
Senator GEORGE. Not for excess profits, but he can do It for normal?
Mr. MACK. He can do it for normal, but he cannot do it for excess

profits. That is not fair, because lie actually takes that loss.
The other point I want to make is something in connection with a

lot of work that has to be done in reorganization work which is
affected by this bill.

Senator BARKLEY. Let me ask you this: If he is not engaged in any
defense activity so that he would'not expand his business for the pur-
pose of manufacturing defense materials, why should lie be permitted
to take the same sort of depreciation that would be allowed one who
is engaged in manufacturing defense materials?

Mr. MACK. It has nothing to do with the question of the 5-year
depreciation and defense amortization. He would have normal de-
preciation, which he is allowed under his normal taxes.

. Senator GEORGE. You are not asking that he be given the special
depreciation or amortization?

Mr. ACK. No.
Senator GEORGE. You are asking that he have the normal depre-

ciation as against the excess profits?
Mr. .fACK. The same as his normal tax, that is correct.
The other question is the question of mergers. I have had a lot to

do with mergers and consolidations. If you keep the provision that
you have in your present bill under consolidations, in which two
companies if they are conslidated, the losses of one would have to be
deducted from the profits of the other before you figure a base, you are
not going to have consolidations. I have done quite a lot of that
type of work. When you get a company that is losing money the
only way you can save it and stop it from liquidation and throw all
the people out of work is to try to get a company that has money, that
is making money to consolidate with it. Under this bill the company
that is taking it over will be penalized, because the losses of the com-
pany that is taken over will be taken from their base. You can say
to these companies what you will, whether they be railroads or whether
they are manufacturing plants, they will not consolidate because you
create too big a penalty.

What I am suggesting is a simple little clause to be put in the bill
to the effect that in consolidations or mergers the excess profits credit
be not less than the credit that either of the two constituent companies
would receive if taken alone. Now, that would allow what the ad-
ministration is in favor of, the liquidation of holding companies and
simplifying capital structures and be able to save quite a lot of these
companies that are losing money by having companies that are making
money take them over. If you do not do that they will never take
them over, because there will be too much of a penalty.
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Senator, I want to give you my general plan for this excess.profita
tax if you give me 2 minutes more.

The CHAIRMAN. I cannot do it, Mr. Mack, with 50 witnesses here.
We do not want to break the rule this early in the game.

Senator TOWNSEND. He can put it in the record.
Mr. MACK. Yes I know, but you will gain a lot, by having me

tell it to you.
Senator CLARK. Mr. Chairman, if we are going to limit the wit-

nesses to 10 minutes, I think they ought to be protected from questions.
I do not think the Senators ought to argue with them if we limit them
to 10 minutes.

The CHAIRMAN. I think that is true, and I think Mr. Mack is a very
important character. I have been very glad to talk to him two or
three times.

Mr. MACK. Thank you.
The CHAIRMAN. You may put into the record your constructivesugestions.r. MACK. It would give you, I think a solution of this problem,

which we are all groping for as a racticai matter.
The CHAIRMAN. I understand, but we just cannot do it today and

treat these other witnesses fairly that have come here from every-
where.

Senator CONNALLY. Bring it in this afternoon and put it into the
record.

Senator BARKLEY. In order to accommodate the witness, I will
withdraw the questions that I asked a while a o.

The CHAIRMAN. Will you give us the benefit of those very con-
structive suggestions by putting them into the record?

Mr. MACK. Yes. Senator, may I ask the permission of the com-
mittee to consult with the technical experts of your staff?

The CHAIRMAN. You certainly may.
Mr. MACK. A consultation between my man and your men, to

try and see if we cannot help a little bit and give you the benefit of
our experience?

The CHAIRMAN. I would like for you to consult with the Treasury
experts, and also Mr. Stain. You may all get together and see what
you can work out.. I hope you will get together. It will relieve us.

Mr. ,MACK. If later on, you would like me to appear again to explain
this, I would be very glad to do so.

The CHAIRMAN. 1 hope we will not have to. Thank you very much,
Mr. Mack. The Treasury experts and Mr. Stain will take care of
your suggestions. See if you cannot get together on something.

(Brief submitted by Mr. Mack is as follows:)

BRIE7 OF WALTER S. MACK, JR.

Mr. Chairman and members of the committee: I want to thank you for the
opportunity of allowing me to address this important committee at this crucial
time. I am chairman of the board of directors of United Cigar-Whelan Stores
Corporation, and took active part in its reorganization in 1937 after receivership.
I am a director of the Celotex Corporation and of the South Coast Corporation,
and I took an active part In their reorganizations in 1936. I am a director of the
Autocar Co., in whose recapitalization I participated in 1938. And I am prevldent
of the Pepsi-Cola Co reorganized in 1932, and now a growing factor in the
soft-drink industry. 6n the basis of this experience I feel qualified to point out
some of the unfair burdens of the proposed excess-profits tax on new and re-
organized companies still to be developed, as against their established competitors.
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Before discussing the proposed bill, on behalf of the businesses which I repse-
sentil wish to state that we are In accord with the national-defense program and
recognize the need for an Increase in the tax rate to help pay for it; and that we
also agree with the declared policy of the bill that there should be no millionaires
created by the profits of a rearmament program.

I firmly believe that business has been and must continue to be the backbone
of lour American economic and social system and that any excess-profits tax
should, therefore, be fair, easily administered and one which will not stifle the
growth of new American enterpr. Unfortunate, it is my considered opinion,
after careful atudy of the bil, th ththe pro excess-profits tax would be
ruinous to growing business, whether new enterprises or reorganized companies.

I realize that a sincere effort Is being made to equalize the burdens of the bill,
allowing alternative methods of computing excess-profits credit.

ut this bIl penalizes a corporation which is starting, operations or startingafresh
after a reorganization, becau se such a corporation will not as yet have establ shed
normal average earnings during the years of the base period. Nor Will the
invested capital alternative be of any relief in those cases where, in the nature cf
the business, capital plays a relatively small part in relation to volume of business
of taxable earnings.

I can give _you many examples of this, typical of small businessmen starting in
business. We have over 430 of these small businessmen who are franchise
bottlers for the Pepsi-Cola Co. They are independent enterprises, neither owned
nor financed by our company but operating under free franchises from us. Such
an independent bottler starts his business with a small amount of working capital,
rents a building in his locality, purchases some bottling machinery on the Install-
ment plan, and purchases some trucks from a finance company. He puts his sons,
his brother, and his brother-in-law to work in the plant, and by hard work and
stint he starts to make a little money. The more he grows, the more money he
needs for working capital to finance his purchase of bottles and trucks, to pay for
laborers and for promotional expense.

The proposed excess-profits tax will be ruinous to such a bottler. Many of our
franchise holders-about 300 of the 430 within the last 2 years-have started
business in this manner. I suggest that our experience Is typical of thousands
of persons who embark upon new enterprises annually. It Is easy to appreciate
the risks which these small businessmen undergo, investing a few houssnd dolars
in materials or a plant, obligating themselves for machinery on installment, arid
expending money and effort selling merchandise on consignment. If they be-
lieved that they were limited to making $5,000 a year before heavy excess-pro fit.
taxes became operative, it is doubtful if many of them would undertake the
hazardous business risks.

Of course, the large and well-established corporations who have, over the years,
secured a higher earning base, or a large capital investment, will not be serously
affected. But there are in this country innumerable corporations which have
neither sizable invested capital nor a record of large average earnings. The pro-
vision.4 of this bill discriminate against them ruinously because they fail to pro-
vide an equitable basis for determining what part of such profits are "excess."
As to many such corporations the bill is in fact a profits tax with almost con-
fiscatory rates, operating in many Instances to the serious prejudice of a new
competitor as ags inst an established business.

There is a further point that the burden of this proposed tax inevitably falls
on the common stockholders. If the common stockholder must bear all tfie risk
of the enterprise and Is to have no opportunity for an adequate return of profits,
surely no one could be expected to invest in such securities. I believe that this
committee should give serious consideration to the effect which this bill will have
on the market for common stocks, and whether it is in the best interests of the
country to encourage debt financing. Certainly the Securities and Exchange
Commission has recently given definite indications that they encourage equity
financing by common stock. In fact, the Public Utility Holding Company Act
of 1935 expressly favors a capital structure with a large proportion of equity
Interest, and it is well known that a principal cause of the present financial plight
of the railroads is the lack of adequate equity financing. If this bill passes, in
all fairness I ask, How can you get new enterprises financed and what is going
to happen to all the common-stock equities?

At the present time the Federal Government is virtually a partner in all Amner-
can industry to the extent of 20 to 2.5 percent 9f the profits. It is a one-sided
partnership because the Government bears no share of the losses. It is now pro-
posed by this bill that the Government become a partner in many instances to the
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extent of 50 percent of the profits, even though those profits are In no way related
to the Government's defense program.

I dislike exceedingly to be merely destructive in my criticism and would like to
present to you what I consider to be a fair excess-profits tax. My suggestion has
three points on its program:

1. That all Industries deriving profits directly or indirectly from the defense
program should be taxed as in the proposed schedule in the present bill. This
would do exactly what I understand is intended for the execs-profits tax to do
prevent huge profits being made by business out of the rearmament program. I
realize that it is not easy to determine what companies profit from the defense
program or to what extent ttey so profit, but surely it Is not an impossible task for
this committee to resolve. If it is too difficult to establish a statutory standard
applicable to all cases, provision might be made to require the taxpayer to secure
an exemption on a proper showing to an appropriate Government agency. This
suggestion is not too remote from the pro -isions presently found in title II of the
bill which requires the taxpayer to secur 4 certification from the Secretary of War
or the Secretary of the Navy with respect to the amortization of certain emergency
facilities. Where only a part of profits are traceable to the defense program, an
allocation of profits may be made in the ratio of the volume of defense business to
total volume. This type of allocation of profit is familiar to every businessman
who must allocate his net income for tax purposes between the several States in
which he does business.

2. On all corporations, a 3.1-percent national-defense tax should be added to
their regular present taxes which would Increase the taxes for all corporations
from 20.9 as It Is at present, to 24 percent.

3. In addition thereto thefe should be levied on all other corporations, not
subject to the excess-proiAts tax on defense business, a 4.percent excess-profits tax
on any profits in 1940 in excess of those in 1939I, and a similar tax on each suc-
cessive year's increased profits, subject to a specific exemption of $5,000 a year.

These three proposals seem to me much preferable because--
(a) They are simpler to adminitter and can be easily understood by all

corporations;
(b) they are fair and equitable to all corporations either large or small

new or o d, and, therefore, do away with the Inqluit"i in the present bilf
which help the established corporatons at the expense of the small growing
ones; and

(c) they would raise much more revenue.
If you will bear with me just one more minute, I would like to point out two

outstanding errors which I think have been made in the drafting of the bill and
which are of vital Importance to all businessmen. The first is the question of the
handling of depreciable assets. In the present writing of the bill, losses from the
sale of depreciable assets are not allowed to be deducted before figuring the excess-
profits tax. This is neither fair nor proper accounting practice, and Is entirely
different from the handling of these depreciable items under the present existing
income-tax laws where such losses are allowed to be deducted. These are actual
and real losses-not theoretical ones.

Take again an independent bottler as an example of the small and medium-
sized businessman. He buys trucks which he may depreciate over a period of
4 or 5 years and bottling machinery which he depreciates over a like period of
time which is the life of the machine. Due to the growth of his business or the
need for change uf equipment he wants to sell that truck at the end of 2 years
and buy a new one, or sell his machinery at the end of 3 years and buy a bigger
one or one of more modern design. Heretofore he has been allowed to deduct
for tax purposes his loss on the machine for thq years on which his depreciation
has not been written off. This is the usual way, and it is unfair to penalize him.
The report of the Ways and Means Committee (p. 34) on the Revenue Act of
1938 specifically points out that this should be allowed to be treated differently
than.nondepreciable assets and should be considered loss to be allowed In the
years In which such transactions oceur. I don't think there can be any question
in your minds about the fairness of having a similar provision for figuring an
excess-profits tax.

The other item to which I want to call your attention is in regard to the question
of reorganizations consolidations, and mergers. As I pointed out before, I have
been very active in such work during the last 8 years. I believe it is very con-
structive and important work to take a corporaUon which is in bankruptcy or
which has been losing money for period of years, and consolidate it wth a
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company which is showing some profits in a similar line of business. Thus the
merged companies can carry on at reduced expenses and Increased efficiency
rather than be forced through liquidation as they quite often have been in the
past, throwing many people out of work. This present proposed excess-profits
tax, however, from a practical point of view, males mergers and consolidations
along these lines impracticable because if the losses of one company which is to
be merged with another company are deducted from the profits of the well-run
company before a tax base can be established, it stands to reason that the profit-
able company will not agree to any such merger as the penalty would be too great.

This could easily be corrected by a short provision to the effect that with re-
spect to reorganization or mergers the excess-profits credit of the merged corpora-
tion should in no case be less than the credit to which either of the constituent
companies alone would be entitled. The arguments for this policy are excep-
tionally strong at a time when the elimination of holding companies and useless
corporate structures is being actively advocated by the administration.

In conclusion, I would respectfully request the committee to allow me or my
representatives to consult with your technical experts to discuss in more specific
detail the several suggestions I have briefly outlined here.

The CHAIRMAN. Mr. William G. Woolfolk, Detroit, Mich.

STATEMENT OF WILLIAM 0. WOOLFOLK, REPRESENTING UNITED
LIGHT & POWER CO., DETROIT, MICH.

Mr. WOOLFOLK. Mr. Chairman, I will try to comply with the 10-
minute limitation. I have condensed my remarks on paper. If it is
agreeable to you, and I have your permission, I am going to read
from the manuscript.

The CHAIRMAN. If you desire to take that course, all right.
Mr. WOOLFOLK. Thank you, sir.
I am William G. Woolfolk, of Detroit, Mich. For the past 8)1

years I have as president directed the operations of the Michigan
Consolidated Gas Co., a retail utility serving two-thirds the gas con-
sumers in the State of Michigan. This company is controlled by the
United Light & Power Co., of which I have recently been elected
president.

The United Light & Power system comprises operating gas and
electric utilities in the States of Michigan, Ohio, West Virginia,
Indiana, Illinois, Wisconsin, Iowa, Missouri, Kansas, Nebraska,
Oklahoma and Texas.

In availing of the privilege of appearing before you, I do not
attempt to speak for the utility industry at large, but only for the
companies in the United Light & Power system.

I disclaim any familiarity with tax law, and especially desire that
my comments haye not the slightest appearance of criticizing tlice
who have prepared the present so-called excess-profits tax bill.

As you gentlemen know, public utilities have their rates fixed from
time to time either by Federal, State, or municipal authority. We
are allowed to earn no more than a reasonable return upon the fair
value of the property. When our annual reports disclose that we do
earn more, our rates are cut, when we earn less we have the right to
apply for an increase though during the past 15 years only one of
our companies has had an i -r.se in rates., Wherefore, as we already
have a ceiling on our profit '. .here can be in fact or in law no excess
profits in our business, and it may well be claimed that utilities should
be entirely exempt from this act.

Let me assure you, however, that nothing is further from my mind
than to silggest that my companies be relieved of their fair share of
the cost of rearmament,
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Now, "excess profits" as defined in the House bill does not mean
excess profits but does mean those profits of a taxpaying corporation
in excess of its 1936-39 taxable income oven though such taxable
income may not have been normal during those years. Also, in the
case of some of our companies where the income has been normal
for the period, the application of the formula does not correctly reflect
the real profits.

When one comes to apply this "average eating tax formula" to
the companies over which I preside, certain eccentricities, inequalities
and discriminations become apparent. For example, using the esti-
mated incomes for 1940 for our companies, which range from $31,300
to $5,322,000-the smallest company would pay a tax of 17 percent
of its taxable net income, the largest 13 percent. One company with
an income of $3,662,000 would pay a tax of 17 percent, another with
an income of $2,800,000 a tax of 30 percent, still another with an
income of $1,200,000 would pay a tax of 38 percent. Of two small
companies who will have earnings of $77,000 each, one pays 6%
percent and the other 25 percent. This refers to the excess-profits
tax of 20.9 percent. There are numerous other inequalities of an
equally disconcerting nature.

Accurate computations under the "invested capital method" have
been impossible, because we do not know what is meant by "invested
capital" and cannot know because the ultimate determination of
"invested capital" as defined by the House bill will undoubtedly be a
long, laborious, and costly procedure and even when determined by
the taxpayer may be challenged by the Treasury Department and
result in burdensome litigation. This proved to be the case with the
1917 bill, with which I had some familiarity.

However, using invested capital figures taken from our companies'
books, computations disclose discrepancies and inequalities as great
as those under the other method-the variations ranging between
31% percent and four-tenths of 1 percent of taxable net income.

In my opinion, these inequalities and discrepancies are due to
several factors, principal among which is the artificiality and inaccu-
Yacy of the use of taxable net income as a basis for determining excess
profits. I think that is a fundamental defect of this entire structure
and this entire formula. For the purposes intended I deem this
method fundamentally unsound. It produces inaccurate and mis-
leading data with resultant erroneous conclusions. It is a departure
from what I understand to be the taxation philosophy underlying this
legislation.

Another factor of importance is the failure of the House bill to
provide adequate adjustment for certain extraordinary or abnormal
occurrences affecting income during the base period, with respect to
which excess-profits taxes are to be calculated in later years. While
the principle itself ha3 been recognized in the bill by providing
adjustments for a long term capital gains and losses, income from retire-
ment or discbar.e of bonds, and casualty losses it seems to me the
application of this principle should be broadened. In the House bill
adjustment is made only for income derived from the retirement or
discharge of bonds debentures, and so forth, outstanding for 18
months or more. in recent years many companies have refunded
their indebtedness to avail of lower interest rates. Such refunding
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usually involves the payment of a redemption premium on the
refunded issue of securities, as well as a write-off of the unamortized
balance of discount and expense applicable to the refunded issue, all
of which is deductible in determining the normal income tax. Where
these deductions occurred during the base period, the average income
of a corporation during such period is distorted downwards unless
adjustment is permitted.

As an illustration, I mention the case of one of the subsidiaries of
the United Light & Power Co. which in 1936 redeemed $15,500,000 of
its outstanding bonds at a premium of $77,5,000 with unamortized
debt discount and expense of $1,132,000.

The premium and unamortized debt discount and expense were
allowable deductions for income-tax purposes and operated to reduce
the taxable net income of the company for 1936 by approximately
$1,900,000. For this reason the average taxable net income for this
company is understated and is in no way commensurate with the
average actual net income for the base period 1936-39.

Under the income-tax law this was all applied to the credit income.
That company paid hardly no taxable income for that year. Another
company who has taxable income which will be used in this excess net
profits, the taxable income was $167,000 by reason of these credits,
and it disbursed stockholders' profits of $1,600,000 a year. We are
now facing the refunding of another company, some $26,000,000 of
refunding bonds. This bill, as it stands, and using the taxable income
as the earnings base, that company could refund and pay no excess
profits at all, no excess-profits taxes at all this year, even though it is
earning profits.

Nonrecurring and extraordinary deductions of this nature are
entirely unrelated to the normal income of the company from its
utility operations and unless excluded in computing excess-profits
net income the actual income of the company is distorted downward
and the company in such a case will be heavily penalized each year
hereafter by the wrongful imposition of the excess-profits tax on
approximately $476,000.

This also applies in substantial amount to three other of the largest,
operating companies in the system, which in line with good business
practice and prudent management. refunded issues during the period
1936-39. That applies to four of the largest companies in our system.
I cannot give you the aggregate of their income, but it is in the neigh-
borhood of $20,000,000 or thereabouts.

I would like to direct your attention to another matter of extreme
importance, namely that of consolidated returns, because when I
review the effect which the present tax bill has upon our various
operating properties, I cannot but believe that it is sound to permit
a system of affiliated corporations to file a consolidated return for
excess-profits-tax purposes. Railroads are now given that right and
such returns were permitted under the'excess-profits law during our
previous war.

I appreciate the opportunity of appearing before you. My time is
practically up. I have tried to contribute something coiistructive
here and not take your time in indulging in destructive criticism.

The United Light & Power Co., my company as I call it, the com-
panies connected with it are of similar kinds. They all render public
service in either gas or electricity. They have small communities of
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25,000 up to 2,000,000. They are all regulated. The managements
of course do not want to try to escape in any sense their share of this,
but the use of the net income as the Treasury Department uses it does
work grave inequalities.

Mr. Chairman, and gentlemen, I thank you very much.
Senator GUFF Y. Do you favor consolidated returns for utilities?
Mr. WOOLFOLK. Yes, sir. It is a fair leveling out, it seems to me,

of those companies.
Senator GUFFE:Y. They took it out of the ol returns?
Mr. WOOLFOLK. Yes.
Senator GuFFEY. How much would you say they would have to

pay by making the consolidated balance sheet return?
Mr. WOOLFOLK. I haven't. that figure, sir. I haven't had a com-

putation made on that. I cannot give you a guess.
The CHAIRMAN. All right, Mir. Woolfolk, we thank you.
Mr. WOOLFOLK. We could put it into the record, Senator.
Senator CLANK. If there is any additional statement you wish to

put in the record, I am certain the committee will be glad to have
you put it in.

Mr. WOOLFOLK. May I have the same privilege as extended to the
previous gentleman?

The CHAIRMAN'. Yes. All right, Mr. Clark. Edward Clark,
Austin, Tex., representing the Central Power & Light Co., Corpus
Christi, Tex.

STATEMENT OF EDWARD CLARK, AUSTIN, TEX., REPRESENTING
THE CENTRAL POWER & LIGHT CO., CORPUS CHRISTI, TEX.

Mr. CLARK. Senator Harrison, and gentlemen of the committee-
The CHAIRMAN. YOU have the same privilege to put your brief

into the record.
Mr. CLARK. Yes, sir.
The CHAIRMAN. Just point out the high points.
'fr. CLARK. As I understand the bill under consideration, it pro.

vides exemptions for nonrecurring losses during the base period. We
are simply here asking, and my remarks are only addressed to one
point, and that is that the same exemption be extended to abnormal,
unusual, nonrecurring expenses.

During the base' period our com pany went through a refinancing
arrangement and it permitted us to claim as a deduction in our income-
tax return the remaining unamortized bond discount and expense as
well as premium paid in calling the outstanding issues for redemption.
These claims have produced substantial losses in our income-tax
return, which, when taken into consideration with the earnings for the
other years in the base period, produce a net taxable loss which would
thereby eliminate any credit to which we might be entitled in this
connection.

The CHAIRMAN. Does not that apply to some other companies
throughout the country?

Mr. CLARK. Yes, sir.
The CHAIRMAN. In a similar situation?
fr. CLARK. Yes. sir. In other words, unless that is given as a

credit it will penalize any company who has refinanced during the
base period; it. will give a favored position to any company which
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hereafter refinances. In other words, we had an expense of some-
thing like $3,000,000, an unusual expense in connection with our
refinancing arrangement. Unless we are given credit for it, our earn-
ings are taken out of line with what they normally are.

Senator TOWNSEND. What is the capital of your company?
Mr. CL.ARK. $50,000,000.
Senator CONNALLY. Mr. Clark, may I ask you a question?
Mr. CLARK. Yes, Senator Connally.
Senator CONNALLY. In other words, unless you are allowed to deduct

these extraordinary and unusual expenses of reorganization, just as
the bill recognizes unusual losses, in that case your reorganization
e ipenses were, in effect, a loss?

Mr. CLA nK. Yes.
Senator CONNALLY. But they are not included within the language

of the bill-like other losses.
Mr. CLARK. I am afraid they are not, Senator, and I can see no

substantial difference or distinction that should be made between a
loss and an unusual and nonrecurring expense. In other words, for
the year 1936, according to our income tax returns, we had a loss of
$78,b00; in 1937, we had a gain of $1,017,000; in 1938, we had a gain
of $799,000, and in 1939, after making this deduction in our income-
tax return, we showed a loss of $2,083,000.

Senator BARKLEY. In other words, you subtracted the $3,000,000
you spent for reorganization fiom your income and in that way it
made a paper loss of $2,000 000 something?

Mr. CLARK. Yes sir. Row, if we were given credit for that it
would show-and this would be in line with the true facts-it would
show in 1939 that we had a gain of $1,224,000, and if we are not given
the credit over tte base period we show a net loss of $345,000 plus.
If we are given credit for this unusual expense we show an average for
the 4-year period in net gains of $740,000, and that is just about in
line with what our company actually makes.

Senator BARKLEY. Do you operate anywhere except in Corpus
Christi?

Mr. CLARK. Yes; we operate in some 188 towns.
Senator BARKLEY. I could not see how a $50,000,000 corporation

could be operating in only one town.
Senator TOWNSEND. That is in Texas?
Mr. CLARK. That is in Texas, yes. I have made some suggestions

here on paper so that there would be no misunderstanding or confusion
about the matter, and I would like to file it.

Senator CONNALLY. One question. Your contention is that this
unusual expense of reorganization, which has occurred only once in
the lifetime of the company, was substantially just as much as loss
from its operating capital and income as if you lost in I year that
amount by fire, flood, or something else?

Mr. CLARK. Yes; that is exactly as we understand it.
Senator CONNALLY. You can put your statement in the record.
Mr. CLARK. Thank you, Senator.
(The memorandum of Mr. Clark is as follows:)

To the Chairmon and Members of the Senate Finance Committee:
My name is Edward Clark; attorney at law, Awstin, Tex., and I represent

Central Power & Light Co of Corpus Christl,'Tex.
It Is not my purpome to appear here in protest of any revenue act and toy

remarks are addressed solely to one point, for which we ask a clarification or
addition.
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As I understand the bill under consideration, it provides exemption for non-

recurring losses during the base period. It occurs to us and we respectfully
suggest that the bill also affirmatively provide that this exemption include ao
exemptions for nonrecurring expenses.

During the base period our company as well as numerous other corporations
in Texas completed refinancing programs, which refinancing programs permitted
us to claim as a deduction In our income-tax return the remaining unamortized
bond discount and expense, as well as premium paid in calling outstanding issues
for redemption. These claims have produced substantial losses in our fiome-tax
return, which, when taken into consideration with the earnings for the other wears
in the base period, produce a net taxable loss which would thereby eliminate
any credit to which we might be entitled in this connection.

There Is shown below the net income for income tax purposes for the 4-year
base period 1936-39, inclusive as filed in our income tax retsrijs for those years
and which would be used as a tUsis for computation of the new etss-profits tax:
Year:

1936, loss --------------------------------------------- $78, 789. 42
1937, gain -------------------------------------------- 1,017, 316. 08
1938, gain -------------------------------------------- 799,365. 92
1939, loss --------------------------------------------- 2,083, 8&0 3o

Net loss -------------------------------------------- 345,947. 72
Section 713 (4) (B) of the proposed bill states: "The amount attributable to

any taxable year in which there is such an excess (deductions over income) shall
be the amount of such excess, except that such amount shal! be zero if there is
only one such year, or, if more than one, shall be zero for the year in which such
excess Is the greatest.'

This would, therefore, eliminate the loss year of 1939 thereby producing a net
income for the other 3 years of $1,737,892.58, or an average of $434,473.15 for
the 4-year period.

On the other hand, should the law permit us to eliminate from the net Income
(loss) as shown for 1939 the amount of abnormal and nonrecurring expenses
included therein represented by unamortized debt discount and expense and
premium paid on retirement of our bonds in 1039, we would show a net taxable
gain for 1939 of $1,224,591.70. Our earnings for the base period would then
show as follows:
Year:

1936, loss --------------------------------------------- $78,789.42
1937, gain -------------------------------------------- 1,017,316.08
1938, gain --------------------------------------- 799,365. 92
1939, gain -------------------------------------------- 1,224,591. 70

Total net gain --------------------------------------- 2, 962, 484. 28
Average over 4-year period, $740,621.07.
We claimed as a deduction in the 1939 return an abnormal and nonrecurring

expense item of $3,308,432, re presenting unamortized discount and premium paid
on retirement of our bonds, which accounts for the difference In earnings for 1939
as shown by the above two computations. And it is this type of abnormal and
nonrecurring expenses that we would like to have included as exempt in the bill
as finally enacted.

Section 711 (a) (1) (c) of the proposed bill reads as follows:
"(C) Income frorpt retirement or discharge of bonds, and so forth.--There shall be

excluded, in the ease of any corporation, income derived from the retirement or
discharge of any of its bonds, debentures, notes, or certificates or other evidences of
indebtedness, which have been outstanding for more than 18 months."

A suggestion has been made that this secton be changed to read as follows:
"Income from retirement or discarge of bonds, etc.-There shall be excluded in

the case of any corporation Income derived from and deductions for retirement,
premium paid and unamortired discount gkrd expense allowed in connection with
the retirement or discharge of any of its bonds, debentures, notes or certificates,
or other evidence of indebtedness, which have been outstanding for more than
18 months."

With this change we feel that our earnings over the base period would be
brought into line with normal earnings and would more nearly meet what we
feel is the intent of tho Congress In Arriving at earnings for the base period to be
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used In the computation of the tax.* This would also clarify the situation for the
Commissioner of Internal Revenue in his administration of the Internal revenue
laws and leave no cause for technical misunderstanding in connection therewith.

If the bill would go to this extent, to allow as a credit nonreeur lng expenses
as well as nonrecurring losses, and on principal, we are unable to draw any dis-
tinction It would not penalize any of the oorpotations In Texas that have re-
financed their bonds and preferred stocks during the base period.

We certainly are not asking for any favored position but we do feel that Con-
gress has no desire or intention to penalize a corporation that has completed a
refunding operation during the base period. We feel that there is no real differ-
ence between nonrecurring expenses and nonrecurring losses and that they should
receive the same exemption and, since it is apparently the desire of Congress to
make net earnings over the base period, the basis for the computation of the
tax, it should not be their Intention to include therein any abnormal and non-
recurring expenses andfor losses.

Respectfully submitted.~EDWARD CLARK,

Altorney-WL-fau, Austin, Te.r.
WaSmnnoToy, D. C., September 5, 1940.

The CHAIRMAN. Senator Lee wanted to appear before the committee
with reference to an amendment with which I think thd Senators are
rather familiar. Senator, of course I told you _ye have a good deal
before us, but you may proceed to present the matter as briefly as
you can, please.

STATEMENT OF RON. IOSH LEE, UNITED STATES SENATOR
FROM THE STATE OF OKLAHOMA

Senator LEE. Mr. Chairman, no matter what tax you pass the
Government is confronted with borrowing several billions of dollars
with which to finance the defense program. The first amount of
that no doubt can be borrowed easily, but if tho situation becomes
more acute, and as the defense program swings into action and the
opportunities of capital to earn more income become greater, it will
be increasingly more difficult for the Government to sell Government
bonds at low interest.. The result will be the Government will be
required to continually raise the interest rate in order to make the
incentive strong enough in order to sell Government bonds to finance
this defense program.

If war should come the tendency of capital to-hide out or seek
higlier investment will increase, and that will make it necessary for
the Government to do the same thing it did during the World War,
that is keep increasing the interest rate. We paid as high as 4%
percent for the last (overnnent bonds and guaranteed tax exemption.
Now, many of us would like to see the day come when we would

stop exempting capital from taxation. Well, we cannot stop exempt-
ing capital if we borrow this money to finance the defense program
by means of tax-exempt bonds. There will be several billions of
dollars, how many I do not know, but the issuance of these bonds
will start soon.. Now, I am offering here an amendment to this ixces-profits tax
bill which provides for a mandatory boi'rowing. of money on the
basis of ability to lend, just as we tax on the basis of ability to pay.
This changes the present method of borrowing money in four major
respects: First, the purchase of Govornent bonds for defense or
war would be mandatory instead of voluntary; second, the amount
purchased would be determined by a schedule based on ability to
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buy instead of being determined by patriotism, profit, or pressure;
and, third, the interest rate would be low, as provided in this amend-
ment, I percent, and the bonds would not be exempt from taxation,
thus eliminating profits that would result from financing the defense
program And finally, the bonds would not be transferable. That
is an important point. They would be in that respect like the
soldier-bonus bonas.

Senator CONNALLY. Senator, may I interrupt you there?
Senator LEE. Yes.
Senator CONNALLY. You say the bonds would not be exempt from

taxation. Would they be taxable not only by the Federal Govern-
ment but the State governments as well?
. Senator LEE. Yes; they would be Federal bonds, they would be
taxable.
Senator ,CONNALLY. a 08 as the Federal Govern-

ment? I am just Irg. I have not read ill lately, I read it
some time ago.

Senator LE hey would be %ble; yes. Th ontransferable
feature woul ave this advant e: rw the Wor War a small
investor operating under riot or r ure bough bond but
hewas abletok t t b-o an e discounted d solid it,
took ale ,and th, bondw und u i ehad ofabaer in the
financial enters. hff l f the n came a! it was
after th war, in the penod ftessia .te of the m ey and
the pu sing power goi aek' to th o nal urce, t t is, to
the ma who o ' ally pu aae.it, it i r1th4 financial enters,
thus a mentingh4tprs

Und m amedme nd not be transferable there-
fore wh it was aid th money bg,,ack to the to of the
itreek a back to I ~ ~ yleiup the p hasing
power a , to a extend € n he sh*c of an fter-war
de resalsfioa t ui

ow, I f the important f thia s to ul e the non-
liquidweal of Ameri a ba log o it for ancing the
defense n Sena -Ash use a very g illustration,
which I w' u ow. He said "ould the borrn g be based on
net wealth, or o me?" "For example,", he , "a man with a
cow cannot have b d milk It

Now, that Is true, bu W on the cow and use
her as security for financing his crop ani- soll.ilk f rom the cow to pay
off the mortgage without detroying the stream of income or without
destroying the cow.

And that is the same principle hero.
Let ine take this one example, which I think will suffice; hero is a

man worth $100,000; his money is tied up in a plant, it is nonliquid.
Now would anybody say that the man worth $100,000 should not
purchiaso any bonds for defense 6r for war purposes? No; I think
everyone would.agree comparing it with the days of th6 World War
when we were selling onds and asking every patriotic citizen to buy.
I think everyone would agree that he should buy some-bonds. Now,
the, are we going to leave the amount he is to buy to his patriotism
or to the pressure of the committee in the community, or to his desire
for tax-exempt high-interest-b.aring bonds, or should we leave it
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to sonic fair schedule that will put him on the same pro rata basis as
some other fellow worth $100,000?

I think we will all agree that neither pressure patriotism nor profit
are fair criteria for determining the amount of bonds he should buy.
Therefore, by setting up a schedule we give him his fair quota. Dur-
ing the World War quotas were set by the arbitrary guess of the Liberty
Loan committees. It would be much fairer to use a person's net
wealth as a yardstick for determining his quota.

But you say his money is nonliquid. Many cases where people's
capital was nonliquid during the World War were answered by the
person going into the bank and borrowing the money and buying his
share of the bonds. Many people who had no capital at all, like the
soldiers in the service, bought bonds and paid for them out of their pay.
Of course, they sold them as soon as they could at a discount, they
took a loss, but somebody else made a profit.

In the first place, in the case of a man worth $100 000, it is incon-
ceivable that he could not borrow enough money to iuy his pro rata
share of the bonds.

Senator BAILEY. He could mortgage his property, too.
Senator LEE. He could mortgage his property, just as I gave the

example of the cow, he could attach that mortgage to his note and
give that in exchange for the bond.

Senator BAILEY. You would not only have an expropriation of
capital but also you would have a pressure mortgage.

Senator LEE. What would be the alternative if we did not have that?
Senator BAILEY. The alternative would be to do nothing of that

sort, in my judgment.
Senator LEE. The Senator will remember that in the World War we

had a number of cases that worked great injustices. Would the
Senator say in that case a man worth $100,000 could not buy any war
bonds?

Senator BAILEY. I think we have got the voluntary plan still work-
ing in America, and I am in favor of the voluntary principle of Ameri-
can life. However if we are going into these things I am willing to
hear about it. I think we are going very rapidly in that direction.
I just want to know how far we are going. We have got now forced
loans, expropriation of wealth, and forced mortgages. That is how
far we have gotten down the road. Wodd you apply this to the
farmers of Oklahoma, the fallow-land owner, the fanner in Oklahoma?

Senator LEE. I woul apply it to everybody, sir. The truth is
that the farmers would be forced to buy more bonds under the system
of pressure and patriotism than under a system a based on ability to
lend because they have so little net wealth.

Senator BAILEY. You would make the farmers go out and borrow
some money?

Senator LEE. Only in order to buy their share of bonds which would
be based upon their net wealth. They borrowed money before far
beyond their ability. Under'this plan they would not buy nearly as
many bonds as they bought before. A man who had a son in the
service was much more subject to patriotic appeal, he bought far out
of proportion to his ability to buy and the result was he borrowed
money at 10-percent interest, and then discounted and sold the bonds
some as low as 20 cents on the d6lar he sold the bonds at a loss.
Under this plan lie would not have to. buy as much as lie bought be-
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fore. The present plan is based on patriotic appeal, which is a very
poor criterion. A man's sales resistance usually increases in direct

%ratio to his bank account.
Senator BAILEY. You just said in the World War the farmers

responded very patriotically and bought more bonds voluntarily
than under this forced-loan proposition.

Senator LEE. I say that applies to the little investor. The small
investor was at a great disadvantage, particularly the man with
property that was viable was at a disadvantage, more so than the
man who had intangible securities, whose property was not so visible.
The high-pressure Liberty Loan committees would see this man's
property and assign to him as mere guesswork, a larger quota than
perhaps to his wealthier neighbor whose propel ty was not so obvious.

Senator CLARK. Senator, as I understand it,'you are making the
same argument that was recently made for conscription of manpower
as against the voluntary system. I don't know vet whether or not 1
agree with the details of this plan of yours, but'I do agree with the
principle that there is no justice or equity or Americanism in drafting
manpower and not drafting everything else, which I understand is the
principle to which you are driving.

Senator LEE. That is right.
Senator BARKLEY. Let us take the $100,000 man. Suppose lie

owns a plant worth $100,000, but he already has a mortgage on it.,
we will say, for $50,000 so his net worth is $50,000.

Senator LEE. Then fie would be put in the $50,000 class, because
this provides for net worth.

Senator BARKLEY. Suppose lie hasn't got enough cash to buy his
share of bonds under the bill; suppose lie cannot get anybody to loan
him any money on a second mortgage on that plant, what would you
do in that case?

Senator LEE. Then the Government would take his note secured
by a mortgage on the plant.

The CHAIRM.AN. Senator, your suggestion to the cnimittee was
incorporated in the recent amendment offered on the floor, that we
voted on, as to the point of order?

Senator LEE. That is correct.
Senator CLARK. We never had a chance to vote on the merits, we

voted on the point of order.
Senator LE. Mr. Chairman, I thank you very much. I have

finished unless someone wants to ask a question.
The dCAIRMAN. All right, Senator, thank you very much.
Senator BAILEY. I agree with everything, except I do not know

how this man, the farmer, would pay off his mortgage.
Senator LEE. Remember, Senator, the bonds wouldn't be transfer-

able, so the farmer would have the Government bonds for the full
amount of the principal of the mortgage. Therefore when the
Government paid off the bonds that would cancel out the principal
of the mortgage. Thus, the Government woull have borrowed the
individual's credit to use as the backlog of financing the defense
program. This would prevent much of the inflation that inevitably
accompanies a great expansion of credit, which is not based upon
specified earmarked property.

For example, during the World War, the banker loaned one of his
good customers enough money on a personal unsecured note with which
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to buy a bond. Then the second Liberty Loan came along and the
banker loaned this individual enough money to buy a second bond
but took the first bond for security. Then later loaned on the second.
bond for the purchase of a third bond, and so forth, through the entire
five bond campaigns. Thus, this pyramiding of unsecured bonds
could not help but cause great inflation.

It is my opinion that the inflation would be much less if each loan is
secured by earmarked property. But the Government would never
be forced to take that property because for every mortgage there is a
corresponding Government bond, the payment of which would cancel
out the principal of the mortgage. *

Mr. Chairman, I ask that the proposed amendment be printed in
the record immediately following my remarks. I thank the coin-
mittee.

(The amendment referred to is as follows:)
Amendment intended to be proposed by Mr. Lee to the bill (11. R. 10413)

to provide revenue, and for other purposes, viz: At the end of the bill, insert the
following new title: TITLE- V-Daxrr OF WE.ALTI

SEc. 501. Whenever Congress shall declare war, or shall declare that the
imminence of war has created an emergency which in the judgment of the Presi-
dent is sufficiently serious to necessitate an increase in the Military Establishment
by the drafting of manpower, the President Is authorized and requested to cause
to be taken a census of the net wealth of the Nation. Such census shall be taken
in such manner as the President shall by relations prescribe and by such agency
or agencies of the Government as he may designate or establish for such purpose.
Such regulations shall require every citizen of the United States, every resident
alien, and every nonresident alien having any wealth in the United States to file
with such person or agency as the President may designate a sworn declaration
in such form as the Prteident may prescribe with respect to his gross wealth aud
financial obligations: Procided, That such declaration in the ease of a nonresident
alien shall be only with respect to his gro-s wealth in the United States and finan-
cial obligations therein. For the purposes of this title, an individual shall be
deented to own any property held in trust for him or his benefit. Upon the com-
pletion of such census the President shall cause to be computed, and shall prepare
a list setting forth, the net wealth of each person covered by such census which
is subject to section 502 of this title and the portion of the net wealth of each
such person which is subject to the borrowing power of the United States under
this title.

Sxc. 502. The following portions of the net wealth of every citizen of the United
States and of every resident alien, and of that part of the net wealth of every
nonreildent alien which is located in the United States, shall be subject to the
borrowing power of the United States under this title:

In the ease of net wealth not in excess of $1,000, none.
In the case of net wealth In excess of $1,000 and not In excess of $10,000, 5

per centum of such excess.
$450 In the case of net wealth of $10,000; and In the ease of net wealth in excess

of $10,000 but not in excess of $100,000, 10 per centum in addition of such excess.
$9,450 in the ease of net wealth of $100,000; and In the case of net wealth in

excess of $100,(00 and not in excess of $250,000, 15 per centun in addition of
such excess.

$31,950 in the case of net wealth of $250000; and In the case of net wealth In
excess of $250,000 and not In excess of $500,000, 20 per centum in addition of such
excess.

$81,950 In the ease of net wealth of $500,000; and in the case of net wealth In
excess of $500,000 and not In excess of $l,000,000, 25 per centum in addition of
such excess.

$206,950 in the case of net wealth of $1000,000; and in the case of net wealth
In excess of $1,000,000 and not in excess oI $2,000,000, 30 per centum In addition
of such excess.

$50,950 In the ease of net wealth of $2 000,000 and in the ease of net wealth in
excess of $2,000,000 and not in excess of $3,Ooo,000, 35 per centuin in addition of
sueh excess.

248



SECOND REVENUE ACT OF 1040 241
$&,",950 in the case of net wealth of $3,000,000; and In the case of net wealth

in excess of $3,000,000 and not In excess oi $4,000,000, 40 per centum in addition
of stich excess.

$1,256,950 in the case of net wealth of $4,000,000; and in the case of net wealth
in excess of $4,000,000 and not in excess of $5,000,000, 45 per centum in addition
of such excess.

$1,706,950 in the case of net wealth of $5,000,000; and In the case of net wealth
in excess of $5,000,000 and iot in excess of $7,500,000, 50 per centun) in addition
of Such excess.

$2,950,950 in the case of net wealth of $7,500,000; and in the case of net wealth
in excess of $7,500,000 and not in excess of $10,000,000, 55 per centuni in addition
of such excess.

$1,331,950 in the case of net wealth of $10,000,000, and in the case of net
wealth in excess of $10,000,000 and not in excess of $25,000,000, 0 per cntuln
in addition of such exce.

$12,331,950 in the case of net wealth of $25,000,000; and in the case of net
wealth in excess of $25,000,000 and not in excess of $50,000,000, 65 per centum
in addition of such excess.

$29,581,950 In the case of net wealth of $50,000,000; and in the case of net
wealth In excess of $50,000,000 and not in excess of $106,000,000, 70 per centum
In addition of such excess.

$64,581,950 in the case of net wealth of $100,000,000; and in the case of net
wealth in excess of $100,000,000, 75 per centum in addition of such excess.

SzeC. 603. (a) The Secretary of the Treasury shall from time to time determine
the sums that will be necessary to prosecute to a successful conclusion any war
declared by Congress or to provide for such expenditures for the national defense
as may be necessary to meet any emergency declared by Congress which In theJudgment of the President necessitates an increase in the Military Establishment
ythe drafting of manpower and shall Issue bonds for such sums. Such bondsshall be issued In convenient sizes and denominations, shall nct be transferable

shall bear interest at a rate not in excess of I per centum per annum, and sball
not be tax-exempt either as to principal or interest. The President shall prorate
among the persons covered by any census taken pursuant to this title the sums
which such persons are required to invest in each separate issue of such bonds so
that so far as practicable the percentage of the net wealth subject to the borrow-
Ing power of the United States (computed on the basis of the graduated scale set
forth In section 502 of this title) which any such person Is required to invest will
not be larger than the percentage which ajny other such person is required to invest,
and the President shall proclaim the time limit within which such persons are
required to purchase such bonds and shall notify each person the amount of such
bonds he is required to purchase. Each person shall then purchase such bonds
In the amounts so allotted and within the time so prescribed. If the aggregate
amount which any such person shall have been required to invest in all the bonds
so issued during any one such war or to meet any one such emergency shall have
equaled that part of his net wealth which Is subject to the borrowing power of
the United States under section 502 of this title, such person shall remain subject
to the borrowing power of the United States under this title but in computing
that part of his net wealth which he may be required to invest there shall be
deducted from his total wealth the amount of such bonds previously purchased
by him.

(b) The borrowing power of the United States under this title shall not je
exercised after the President proclaims the termination of the war or the erler-
geney which has brought such power into existence.

(c) It is hereby declared to be the policy of Congress that whenever bonds are
issued pursuant to the provisions of this title, the proceeds resulting from the
levy of any additional taxes or Increased rates of taxation imposed by reason of
the war or emergency as a result of which such bonds are Issued shall, except insofar
as they are needed in the Immediate interests of national defense, be applied to
the retirement of such bonds.

SEC. 604. (a) The President Is authorized to establish, In the several States,
Territories, and possissIons, such number of local boards of wealth appraisers as
may be necessary for the purpose of accurately determining the net wealth of
the Nation. Each such local board shall be appointed by the President and shall
consist of three or more members, none of whom shall be connected with the
Military Establishment, to be chosen from citizens residing In the area within
the jurisdiction of such board as determined in accordance with rules and regu.
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latlons prescribed by the President. Such boards shall have power within their
respective jurisdictions to hear and determine, subject to review as provided in
subsection (b) of this section, all questions arising under this title with respect to
the ownership and valuation of wealth.

(b) The President is further authorized to establish in each Federal judicial
district of the United States such number of district boards of appraisers as he
may find necessary, and each such district board shall consist of such number of
citizens of the United States, none of whom shall be connected with the Military
Establishment, as the President may determine. The respective jurisdictions of
such district boards shall be determined in accordance with rules and regulations
prescribed by the President, and each such district board shall have power, under
rules and regulations prescribed by the President, to review on appeal, and to
affirm modify, or reverse, any decision of any local board of appraisers having
jurisdiction in any area within the jurisdiction of such district board. The
decisions of such district boards shall be final except that, In accordance with such
rules and regulations as the President may prescribe, he may affirm, modify, or
reverse any such decision.

(c) The district courts of the United States, the United States courts of any
Territory, and t he District Court of the United States for the District of Columbia
shall have jurisdictio of offenses and violations under this title and the rules
and regulations prescribed thereunder, and, concurrent with State and Territorial
courts, of all suits in equity and actions at law to enforce any liability or duty
created by this title; but no question within the jurisdiction of any local board of
appraisers shall be litigated in any such court unless the person" litigating such
question has invested in bonds as provided for by section 503 of this title and
until a final decision with respect to such question has been rendered pursuant
to subsection (b) of this section. Any such suit or action may be brought In the
district wherein the defendant Is found or is an Inhabitant or transacts business,
and process In such cases may be served In any other district of which the de-
fendant Is an inhabitant or wherever the defendant may be found. No judgment
or decree rendered b an such court In any proceeding Instituted by any such
person shall require the United States or any of its agents to make reparation to
the plaintiff, other than to repurchase from him such bonds as he was not rightfully
compelled to purchase. Judgments and decrees so rendered shall be subject to
review as provided in sections 128 and 240 of the Judicial Code, as amended
(U. S. C., 1934 edition, title 28, sees. 225 and 347). No case arising under this
title and brought In any State court of competent jurisdiction shall be removed
to any court of the United States.

SEc. 505. (a) The President is authorized in his discretion, to provide, under
such rules and regulations as he may prescribe, for the acceptance by the United
States of property or services which are valuable for the prosecution of war or the
improvement of the national defense in payment for the bends provided for hy
section 503 of this title. Such rules and regulations shall provide for the trethod
of valuation of any such property or services.

(b) The President is further authorized to provide, under such rules and
regulations as he may prescribe, for the acceptance from any person, in payment
for the bonds authorized by section 503 of this title, of notes or other obligations
of such person, bearing interest at the rate of 6 per centum per annam and ade-
quately secured by liens upon specified property.

(c) 'The President is authorized to issue currency, notes, or otter obligations
of the United States upon the security of property, notes, or other obligations
accepted under subsections (a) or (b) of this section; but the amount of the
currency, notes, or other obligation so Issued shall not exceed the value of the
security held against them and the security so held shall be usW or disposed of
solely tor the purpose of discharging or retiring such currency, notes, or other

o b a t i o n s .*(di The President is authorized to take such action as m-ty be necessary to

enforce any lien accepted under this section and to sell or otherwise dispose of any
property acquired under this section. In the event that any person fails to Pay
the amount of any note or other obligation made by him and accepted under
subsection (b), and the property securing such itote or obligation Is insufficient to
discharge the indebtedness in full, a sum sufficient to discharge the balance of such
Indebtedness shall be withheld in redeeming the bonds ikued under this title to
such person.

SFc. 506. The President Is authorized to makc such rules and regulations, in
addition to those specifically provided for hetein, as my be necessary to carry
out the provisions of this title.
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SEc. 507. (a) Whoever shall make any false statement in any sworn declaration

required to be filed by the first section or this title, and whoever shall violate any
provision of any rule or regulation made by the President under this title, shall
upon conviction thereof be fined not more than $10,000 or imprisoned not more
than two years, or both.

(b) Whoever shall fall to purchase the amount of bonds which he Is required to
pureha" under the provisions of this title or shall fall to purchase such bondsivithln
the time prescribed under the provisions of this title shall upon conviction thereof
be fined not more than $100,000or imprisoned not more than five years, or both:
Providd, That the maximum penalties which may be imposed upon any person
convicted of failing to purchase the required amount of such bonds shall be reduced
in proportion to the extent of his compliance.

SEc. 508. The powers conferred upon the President and the duties and liabilities
to which owners of wealth are subjected by this title are declared to be supple-
mentary to and not in limitation of or in substitution for any powers, duties,
and liabilities with respect to the national defense under any other title.

SEc. 59. There are hereby authorized to be appropriated such sums as may be
necessary to carry out the provisions of this title.

The CHAIRMAN. Mr. W. B. Stokely, Jr., of Indianapolis, Ind.,
representing Stokely Bros. & Co., Inc.

STATEMENT OF W. B. STOKELY, JR., REPRESENTING STOKELY
BROS. & CO.; INDIANAPOLIS, IND.

Mr. STOKELY. M[r. Chairman and gentlemen: I am W. B. Stokely,
Jr., Indianapolis, Ind., president of Stokely Bros, Inc., manufacturers
of canned fruits and vegetables. We operate pretty well over the
country, starting from a small beginning, and my part icular purpose in
asking to conic before this committee was to put before you the plight
of a company that will be very seriously affected by this bill if it goes
through as drafted.

Senator BAILEY. Let me ask you a question. Have you read this
bill?

Mr. STOKELY. Yes, sir.
Senator BAILEY. Do you understand it?
Mr. STOKELY. No, sir.
Senator BAILEY. Are you going to explain it to us?
Mr. STOKELY. No, sir. In fact, I have ben trying to get somebody

to explain it to me.
Senator BAILEY. That is what I want. I want somebody to come

here and tell me the practical effect of this bill. Nobody yet has been
able to tell me that.

Mr. STOKELY. As nearly as I can interpret the effect as applied to
our particular business, ifhas this effect on our business: We did last
year something over $20,000,000 of business and we made on that
$330,000, or a little over 1% percent on sales, which is abnormally low
for any manufacturing business.

Senator CONNALLY. What is your capital?
Mr. STOKELY. Our capital is $5 800,000. The year before we lost

$713,000, the year before that we lost $353,000. Our average, going
back for 18 years-I have to relate earnings to sales-in the past 18
years we have had 14 profitableyears and 4 unprofitable years. They
vary all over the map in relationship of return on sales, they vary
from a low of minus 3.7 percent to a high Of 17.4 percent. These
variations are largely out of our control. We contract with the farmer
for a certain amount of acreage and we agree to take all the acreage
he has at a fixed price.
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Senator BAILEY. How far would you go to contract with a farmer
that was forced to mortgage his property to buy a Government bond?
Could you contract with him?

Mr. STO KELY. I could not answer that one, sir. We contract with
this farmer to take his acreage, and we have a wide variation in yield.
If it so happens that the other canners at the same time get a large
yield at the same time we do, tben the canning industry, being noto-
riously under-financed, we haven't got the financial strength to carry
our merchandise through until some time when we could secure ouir
cost, so as a consequence we made large profits at times and large
losses at other times, but averaged over this period we made an average
of 6.8 percent on sales over a period of 18 years and going back to the
beginning of our company, which is 42 years od, we have averaged a
little over 10 percent on sales.

Senator CONNALLY. How does that compare with the income on
your capital? Of course, so much on sales (loes not represent neces-
sarily your earnings. How high (to your profits run on your capital?

,fr. STOKELY. Well, they have run as high as making 30 percent
on our capital and as low as losing 25 percent on our capital. In other
words, it is a very speculative business. It is a whole lot like farming
and it is closely related to the farmer. There are over 3,000 different
companies in the industry and most of them are in the same fix that
we are in.

As to this particular base period, going back over our entire historT
we could not pick out a worse period of 4 years.

Senator BAILEY. Tell us how this affects you.
Mr. STOKELY. It affects us in this particular way, it affects us in

two ways: First, we figure that we should have a normal income or a
normal percentage of sales, either way you want to figure it.

Now, normal income in this business I figure, based on our own
experience, should be not less than 6.8 percent on sales, and based on
capital if you are going to start taking off the top with no guarantee
of the bottom when it comes back, which it always does, you should
have 20 percent on your capital in the good years to take care of the
bad ones, or else you will end up. by earning practically nothing.

Senator BAILE . Could you tell me how much your business would
pay under this section 710?

Mr. STOKELY. Yes, sir. If we made that required amount, that
suggested amount, figured on 7.5 percent before taxes-

Senator BAILEY (interposing). What would be the percentage of
income?

Mr. STOKELY. 46.8 percent.
Senator BAILEY. On an income of how much?
Mr. STOKELY. On an income of $1,500,000, before any income

taxes at all.
Senator BAILEY. If you took the other alternative, section 714,

what would you have?
Mr. STOKELY. The only alternative that we can take in this period is

the invested capital alternative. None of the others does us any good.
Senator BAILEY. You mean to say under the average earnings or

normal earnings principle in subdivision (2) of section 714 it wourif be
more than 4Q percent, is that right? Yop said you could not take it.
I suppose it would be because it would be morel

Mr. STOKELY. Yes; that is right, sir.
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Senator BAILEY. Is that normal for corporations of your type all
the way through?

Mr. STOKELY. I do not quite understand the question.
Senator BAILEY. Would that affect all other corporations in your

group?
Mr. STOKELY. Yes; I think there are a great many of them that

it would affect even more seriously than it does us, because we have
built a business, we have built out our own brands, and we do not
have quite as much fluctuation as some of the smaller units in the
industry do.

Senator BARKLEY. Youmade $300,000 profit in 1939?
Mr. STOKELY. Yes.
Senator BARKLEY. And you had a loss in 1938 and in 1937?
Mr. STOKELY. Yes.
Senator BARKLEY. What about 1936?
Mr. STOKELY. In 1936 we had a profit of $1,657,000, before taxes.
Senator BARKLEY. Taking the base period of 4 years, you would

take your combined profits for the 2 years and subtract from them
your losses for the other 2 years and then divide it by 4 in order to
get your average profit for the 4 years, would you?

Mr. STOKELY. No0; I fi ure taking the 2 good years and subtract-
ing the bad years, which is the way I understandthe bill to be.

Senator BARKLEY. The bad years of the base period, that would be
1937 and 1938.

Mr. STOKEGY. Yes.
Senator BARKLEY. You would get a net of what you made over

the base period by taking all the years combined.
Mr. STOKELY. "')S.
Senator BARKLEY. Your point is that for 1940, no matter what you

made, everything above the average for the 4 years would be excess
profits?

Mr. STOKELY. That is right.
Senator B.,R:LE'. And you wold have to pay a tax on it?
Mr. STOKELY. That is right. That average, as compared with our

18-yar average, is just one-third as much on sales, and as compared
with our 42-year average it is one-fourth as much on sales.

Senator BARKLEY. Do you think it is possible to write into the
bill a provision to take care of a situation like that, or to provide for
some tribunal to take into consideration hard cases like that and
adjust them?

Mr. STOKELY. I think there should necessarily be a tribunal. I
tlink this bill is supposed to tax excess profits, and I do not see how
excess profits could possWl!y accrue to any manufacturing business
which did not make at least'5 percent on their sales. That, incident-
ally, is my suggestion, that the bill be not make applicable to any
manufacturing business that does not make at least 5 percent on
their sales.

Senator BAILEY. You would lose a good deal of money, say, in
1 yer.

Mr. STOKELY. Yes.
Senator BAILEY. If you ,dere small you would not have any oppor-

tunity to pay off that debt in subsequent years. .It p,,,,
Mr. STOKELY. As a matter of fact, that is the crux 'of mylproblen

right now, because I am seriosly concerned with this bill putting us



254 SECOND REVENUE ACT OF 1940

out of business. Now, you wonder how that could happen, and I will
tell you how. During these tough years we had to borrow a lot of
money from the banks; we borrowed $4,750,000. They carried us
along because they knew we had a good, sound business in an industry
that goes up and down. If it happens that we come back we cannot
take our money and apply it to the debts, and then the banks, if
they are smart-and they are smart-they will pick a time when we
are on the peak and if they cannot get the money they close us out,
because they will know there is another decline coming.

Senator BAILEY. You woull not, in the prosperous years, declare
dividends, because you wish to retain a reserve so as to take care of
the deficiency when it conies?

Mr. STOKELY. We have not declared dividends on common stock
in the last 3 years, and on preferred stock in the last 2 years. I see
no nearby prospect even without this.

Senator BAILEY. If you made a good deal of money this year,
-with this tax bill before you, you fetl you should keep your money
rather than declare it out in dividends?

Mr. STOKELY. I think we should be allowed to pay off our obliga-
tions so our company will be sound when the next decline comes along.

Senator BAILEY. Would not you have to kLt-p your profits in any
year with a view to a bad year coming, because you know you could
not borrow when that bad year comes?

Mr. STOKELY. It would be very hard to get any outside capital in
this business. We are talking abour raising capital on a business
making 7 percent or 5 percent. If somebody can tell me where we
can get any equity capital in the canning business for twice that, I
would like to see it.

Senator BARKLEY. To what exent is your turn-over seasonal?
Mr. STOKELY. It is about 80 percent.
Senator BARKLEY. There is a difference between profits on sales

and profit on your capital?
Mr. STOKELY. Yes.
Senator BARKLEY. The smaller your capital the greater the per-

centage of profit on it, based on a certain percentage of sales.
Mr. STOKELY. That is right. We happen to be undercapitalized.

We would like to have more capital and make a smaller percentage
on our capital, but we do not know where to get it.Senator BAILEY. I will be glad to give you an opportunity to
discuss it with our experts.

Mr. STOKELY. I would be glad to discuss it with him. I may
have made an error.

Senator CONNALLY. You say you could not have picked out 4 worse
years than these 4, 1936, 1937, 1938, and 1939?

Mr. STOKELY. As a group. I had one what I would call average
year in there, one subnormal year, and two terribly bad ones.

Senator CONNALLY. How would it work out instead of balancing
this over 4 years, we will say, put it over 10 years?

Mr. STOKELY. That would be much better.
Senator CONNALLY. Ten prior years.
Mr. STOKELt. Any additional years you could add to it would

help us.
Senator CONNALLY. You would get a inore even spread?
Mr. STOKELY. That is right.
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Senator CONNALLY. TIe longer the period the more even the aver-
age.

AMr. STOKELY. That is right.
(The brief submitted by Mr. Stokely is as follows:)

BRIEF Or W. B. STOKELY, JR., INDIANAPOLIS, IND., PRESENTED TO THE SENATE
FINANCE COMMITTEE AT HEARINGS ON TIE EXCESS-PROFITS BILL

SEPTEMBER 5, 1940.
Mr. Chairman and gentlemen, I am William B. Stokely, Jr., of lndianapo!;s,

Ind., appearing as president of Stokely Bros. & Co., Inc., an Indiana corporstion
engaged in the canning of vegetables, fruits, and other food products.

I have asked an opportunity to testify because the excess-ptofit% tax bill, in its
present form, threatens the future of our company. In the last fiscal year we,'old
over $20,000,000 worth of food products and the first time In 3 years showed a
profit, but even that profit was only $330,000 or a little over I % percent o', sales.
nthe previous year the company bad a loss of $713,000, and the year before that

a loss o, $353,00. In only one year of the base period, the fisAl year ended in
1937, did we show a normal profit. In that year earnings were $1,382,000 or
711 percent on grozis sales of $18,000,000.

The losses suffered in 1938 and 1939 and the smallness of the profit in 1940
were due to causes beyond the control of t-e management. In the fiscal years
end.rd May 31, 1938 and 1939, unusually large crops coincided with a general
busine-s decline. In spite of such recurring conditions the business for a period
of 42 years has shown average earnings of over 10 percent on sales. It so hap-
pens that the base period provided In the bill is the worse 4-year period in the
history of the company.

Normal earnings adequate to pay of? bank loans of $4,70.000 incurred during
recent bad years and to make it possible for the company to obtain equity finano-
ing which it needs for working capital in the conduct of a $20,000,000 business,
would mean net profits for several years averaging over a million dollars. Before
any thought of war or profits due to defense expenditures, the management of
the company confidently looked forward to duplicating or bettering its 1937
earnings. If it does that now $1,000,000 will be called excess profits. The
excess-profits tax will apply to everything over 1.5 percent-on sales. The present
bill would divert almost half of our normal profits and, in my opinion, Is cal-
culated to throw us and many others like ins into receiverships if the industry
should again face conditions like those of 1933.

As applied to 3,000 cohnpanles in the canning Industry, the tax is a discrimina-
tory Income tax, not an excess-profits tax. It discriminates against the very
companies least able to pay. Incidentally, when the canners fail it is the growers
of the crops who are hardest hit, having usually been forced to deliver their farm
produce to the smaller companies on credit.

My understanding Is that this situation Is receiving consideration and that a
number of suggestions haw.- been made for relief. Of these the proposal of the
National Canners Association, permitting a carry-over of unused cre4ts in any
of 3 prior years, would be hsipful.

An alternative suggestion offered, for what It may be worth, Is that compass
i tgaged In manufacturing should be allowed a minimum credit of 5 percent on

ties. In a manufacturing operation profits limited to 5 percent on gross sales
cannot be reasonably classic led as excess profits.

The CHAIRMAN. We have a communication from Mr. L. H. Parker
and I will ask the clerk to read this for the record. He was going to
appear today but decided to submit a brief.

ThoC LERK (reading):
SEssMaa 4, 1940.

Hot). PAT GARRISON,
Chairman, Commilte on Finantce,

UniefM States Senate, lVashi gton, D. C.
MT DEAR CHAIRMAN: With the Intention of appearing at the hearings being

held by your committee, I asked and was accorded time for such appearance.
It was my purpose to present a memorandum in behalf of the Republie Stfel

Corporation showing that this corporation as well as the indastry as a whole
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should be entitled to a credit of at least 6 percent upon invested capital before
tire imposition of any excess-profits tax.

It is noted that you have approximately 37 witnesses scheduled for appearance
on Thursday of this week. Theretcre, I am submitting, instead of appearing
personally, the memorandum oi this subject herewith, with the request that it be
made a part of the record. This will conserve the time of the committee while
at the same time putting before thein In concise form the substantial reasons why
a credit of at least 6 percent on invested capital is imperative to my client arid
to the steel industry as a whole. I trust this memorandum will be given the
serious consideration which it deserves.Very resp~ectfrrlly, LOVELL H. PARKER, Tax Associate,

Guy & BROOKS,
Edmonds Building, Washington, D. C.

The CHAIRMAN. The niernorandurn referred to by Mr. Parker will
be Ptt into the record.

(The inemorandunm referred to is as follows:)

MEMORANDUM OF REPUBLIC STEEL CORPORATION ADVOCATING A MINIMUM
CREDIT OF SIX PERCENT ON INVESTED CAPITAL BEFORE THE IMPOSITION OF
THE PROPOSED EXCESS-PROFITS TAX

Submitted by: Lovell H. Parker, Tax Associate; Guy & Brookes, Edmonds
Building, Washington, D. C., August 26, 1940

(This memorandum was prepared for printing prior to the action of the Ways
arid Means Comnittee of the House, changing in certain important respects the
proposals contained in the published report of its subcommittee.

Insofar as concerns the argument herein presented the only change in point is
the increase of the credit on invested capital from 4 to 5 percent. While this in-
crease is important aid helpful it does not meet the absolute minimum require-
ment in such regard of Republic Steel Corporation and of the steel industry.

It is therefore felt that the position hereinafter stated is still fundamental arid
appropriate.)

1. GENERAL PRINCIPLES

The most important requisite of any excess-profits tax ini a country which desires
to promote rather than to discourage private industry is that a certain fair per-
centage of profit be allowed upon capital invested before such a tax will apply.
Only as a result of such encouragement call tile Governmient, over a period,
obtain raximurn revenue through taxation. Thus, it has a purely selfish reason
for encouraging industrial earnings.

In determining a fair percentage of profit, the following points should be
considered:

(a) Capital will not be invested freely in business ventures where less than a
6 percent return is indicated. In fact, lit businesses which are hazardous to any
considerable degree or which are likely to have substantial fluctuation in profits,
capital will demand a higher prospective rate (if return. The published report
of tile subcommittee of tile Committee on Ways arid Means recognizes this by
allowing a credit of not less than 8 percent of the invested capital in the ease of
new businesses incorporated after 1939. In such cases, it even allows a credit,
of 10 percent of the first $500,000 of invested capital. Why corporations formed
before 1940 are not entitled to equally fair rates on nioney already invested is
not explained in the report of the louse Ways and Means subcommittee, New
capital is just as necessary for established corporations as it is for new corpora-
tions. In on case it is needed for expansion and rehabilitation; in tire other for
installing equipment and starting operations. The investor in either case ri
influenced by prospects of return on his investment. The effect of severe lini-
tation of earnings on existing capital must, of necessity, inltuence his disposition
to supply new capital, even though such new eopital is accorded special treatment.
For purposes of future earnings the new eapid is merged into tire old.

(b) A fair rate of return on capital has long been considered as 6 percent.
This is shown by the legal interest rate generally provided for in State laws, by
the fair return rate allowed in the case of public utilities, by the income tax act
itself in specifying the rate of interest to be paid on overpayment or underpay-
merits of tax, and by the average experience of business in obtaining money.
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(C) 'll' return yielded by the average long-tern corporate bond or preferred

stock over any normal cyclical period also establishes the reasonableness of a 6
percent rate.

The subcommittee report, in case the taxpayer elects to be taxed on the so-
called "invested capital method," provides for a credit against excess-profits
tax net income of oniy .1)ercent of the invested capital. It is true the report
allows a inium credit of 6 percent on the first $500,000 of invested capital, but
this is not of substan ltial help to corporations, of which there are many, whose
capital runs into millions. It should be renmembered that the corporation with a
large capital may have hundreds of thousands of Individual stockholders who will
have heir dividend income reduced by higher taxes, while the corporation with

.sniall capital may all be owned by one stockholder whose surtax rates are far
above the proposed combined corporate tax rate. In other words, if the proposal
is aimed at the objective of preventing the creation of millionaires through the
operation of the national defense llrogram, the amount of a corporation's invested
capital has little, relation to the objective.

2. CONTENTION

It is submitted that the proposal should provide for a credit of not less than
,6 percent of the invested capital. This would be fair to all industries, would
reduce the inequities inevitable in an excess-profits tax law, and in the long run
result in more revenue for the Goveronmnt.

3. APPLICATION TO STEEL INDUS4TIY

The steel industry must be permitted to earn in excess of 4 percent (Glie credit
provided for in the subcommittee report) on its investment before being subject
to an exeess-proflts tax for a number of substantial reasons. First, In the Interest
,of its emiloyces, it must have sufficient earnings after taxes to maintain, over the
long pull, wtge standards, group insurance, vacations with pay, and other
employee benefits; second, it must have sufficient earnings after taxes to recoup
the losses of certain years and to attract capital for additions to plant and to leave
available funds for research and development; and third, in the interest of stock-
holders, the earnings after taxes must also be sufficient to pay reasonable dividends.
The great majority of the corporations comprising the steel industry will

undoubtedly le compelled to elect the invested capital method of computing
excess-proflts tax. '1i his is because their invested capital is relatively large andi
tucir earnings abnormally low during the base period years 19301 to 1939, inclusive.
The niinimntm rate of return to be allowed before the excess-profits tax is applied
is therefore extremely important to the industry which, with the exception of one
or two units, will secure practically no relief from the upe of the average earnings
method.

The relation of the earnings of the steel industry to Invested capital in the
period 19?3 to 1939, inclusive, will first be considered. This data is shown in
the following table:

'I'AInE I.-- Retio of net earnings to invested capitol in the steel indutry (from Records
of American Iron and Steel Institute)

Percent earned Percent earned
Year: oil ivestmnft Yt Year: oil investment 1

1923 -------------------- 6. 15 1932 ------------- -- 2. 83
1924 .....---------------- 4. 73 1933 .-------------------- . 50
1925 -------------------- 5, 34 1934 ------------------ 50
1926-------------------- 6. 49 1935 ------------------- 2. 19
1927 --------------------- 5. 10 1936 --------------------- 4. 54
1928 -------------- --- 6. 15 1937 --------------------- 6. 18
1929 --------------------- 9. 08 1938 ---------------------. 47
1930..------------.. 4. 35 1939 -------------------- 4. 24
1931.. .. . - - - . 29

I Present approxlainto invested capital In -teel Indistry Is $4,200,000,00). Tivestmnst includes funded
,debt and percentages, therefore, are obtained from the ratio of not earnings plus interest to such invstmnat.
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Earnings in the steel industry have been subject to wide fluctuation in the last
17 years and, as the above table shows, the percent age of earnings to invested
capital hat, of course, proportionately varied. It 5 of the last 9 years (1931 to
1939) the industry has actually shown no net earnings after interest charges.
This means that the industry ha; been able to survive and expand tb beet expand-
ing demands of the country only through the oewiurr(nce of compensatory l)eriods
of high earnings operating to offset period, of deficit and of grossly inadequate
earijllns.

Unless the industry is permitted the utilization, free of onerous taxes, of a
substantial portion of its peak earnings,, it will not be able to maintain itself over
the periods, sometimes prolonged, of minor earning;4 or suibst-antial deficits.

The average earnings over a period of years, are ridiculously small considering
the enormous invested capital.

The subcommittee report proposes to fix thk credit allowed on invested capital
by reference to a base l)eriod. The base p1,od specified is the 4 years, 1936,
1937, 1938 and 1939. It is submitted that this is not a representative period of
normal profits. In these 4 years the ratio l tet earnings to invested capital
averages 3,85 percent. If we selected the 4 years 1923 to 1926, inclusive, as the
base period the average ratio of net earnings to inve.,ted capital would be 5.67
percent. This would be a much fairer base period titan that prolpose(l. It
should be noted that the period 1923 to 1926 does not include 1921), when earnings
were 9.08 percent of invested capital. I' we go further back in tie history of the
steel industry we will find that for the 10-year period 1909 to 1918, net earnings
averaged P.2 percent of invested capital.

Too much stress eattot be lai( ott the fact that if the actual earnings of the
period from 1923 to 1930 hal been depletedi by att excess-profits tax, then the
steel indtistry wottld have been seriously handicapped itt meeting obligations and
recovering from the depression years 1931 to 1935, whet the average earnings of
the steel industry oit its in vested capital was less than nothing (-.-0.07 percent).

For the current antd substequett yeats, the subcomtnittee report tlroposes to
apply the exces,.l)rofits tax to eartitigs it excess of 4 percent of invested capital
when a corporations averaged not mtre than stich a percentage during the base
periocl. It gives no relief for the future for years which fall below 4 percent
For example, if a corporation makes a profit of I percent ott vested capital in
1940, 1 percent it 1941, 1 l)ercent in 1942 and 5 percent itt 1943, it will be reqtircd
to pay as excess-profits tax it 9943, although its average earntings for tle 4-year
period 1140 to 194' were only 2 percent. That such a case would not be unusual
can bp seen by examintig the ratios of earnings to invested capital given ill table I.

It is also to be noted that the period imnuediatey ahead, starting with 1940,
pro'eises to be otte 'f the peak periods, without which, history has shown, the
steel iiiohstry cattot survive.

Certain important conclusions can be drawn front the figures itt the following
table covering the proposed base period years, 1936 to 1939, inclusive:

TABLE lI.-Base period s4ta tic

[Fronti tt records of tht American Iron and Steel Institute]

Year Percent earned fAll Federal Wanes anti
Ye-r tin mnvesttent I taxes salaries

1938. .... ..................... ..... ......... 4,11 $40,82,000 $880,(134, 0(
1938 ......-................... .... ....... .... ... .. 47 2, (1, ( ) 71, W ut4, (tt01938 ............................. _......... ......... .[..47 22 , ? fl WO M A ,.00
1039--------------........-.........-.................. 4 ,24 0240, t(5) 171, 970,000

4-ysar average-------------------O5 40,0 1~l, tOHt 0253, 801,000

Presentapproxinateitnvestd capital of the Steel Industry Is $4,2010,000,M). Investment includes funded
debt and percentages, therefor, are (,btaned fro m the ratio of not earn ings )1us interest to suon Invstnett.

It has already been shown that this 4-year period covered by the above table is
not a normal period for the steel industry. It should be observd that itt only
1 year did the percentage of earnings exceed 6 percent, atd it is evident that the
fluctuation it net earnings was considerable. Itt 1938, the steel industry had
no earttings, and this, of course, makes the period still more abnormal.

The table shows how seriously the revenues of the Government are affected
whenever the earnings of the steel industry are poor., Total Federal taxes dropped
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from over 80 million dollars in 1937, when earnings were fair, to less tha) 23 muil-
lion in 1938, when most companies lost money. Thus the Government suffered
a 57-million-dollar revenue loss. The effect of these fluctuations in earnings oil
Lh0 Federal iConicme tax alone is even more pronounced. The receipts in the
ease of this tax fell from $62,000,000 in 1937 to $8,0(0,000 in 1938. It seems
clear that an unfair tax on the steel industry will eventually decrease the revenue
of the Governient instead of increasing it. This is because, over a period of
years, expansion will (ease nd nuot income diminisli, receipts from ii Income
tax depend even more on volume of net income than oni high rates of tax.

In a similar way the wages and salaries paid out by the industry decline with
the net earnings. The table shows wages and salaries to he over 1,124 million
dollars in the year 1937, and only 730 million in the bad year 1938, or a do-
crease in wages and salaries paid of nearly 400 million dollars. Any tax which
cuts into the tarni igs which are necessary to the continued expansion of the
business will eventually increase unemployment.

,[ho steel industry now represents an investment of about $4,200,000,000 and
it is paying wages in excess of $1,200,000,000 to about 050,000 el)loyeces. The
improvement of its plants has required large expenditures and during the period
1935 to 1939 there was expended $942,000,000 on new construction and equip-
ment.

The steel industry is unique in that the cost (If installation of a new integrated
unit is so griat and the history of earnings of established units so spotty that,
)raetically speaking, there is no prospect otf itny iiew it Ieing established. There-

fore, the country must depend )pon the expansion of existing units from time to
timtie to mect the growing requtirements for this important product. If new money
cannot be attracted on reasonable terms the industry and the country as a whole
must suffer. New money will scarcely be attracted on favorable, if any, terms to
an industry which cannot return in excess of 4 percent on its invested capital with-
out thie payment of a substantial portion of such excess in Federal taxes. The
fact that the law may allow new capital a higher rate of return is a negligible factor
in the case of established businesses with large capital. The new capital will be
merged with the old and the rate of return permitted before the imposition of an
excess-profits tax will not be substantially increased.

It seems obvious that unless the steel industry prospers the country as a whole
will not prosper. In our opinion an excess-profits tax on earnings of less than
6 percent of invested capital will seriously hamper efforts to obtain the necessary
capital required by the industry, and will eventually result in increased uneni-
ployment, little if any dividends, and less revenue to the Govermnent.

4. APPLICATION TO REPUBLIC STEEL CORPORATION

The history of Republic Steel Corporation parallels the history of the steel
Industry as a whole as far as earnings, ratio of earnings to invested capital, em-
ploymont, and Federal taxes are concerned. It seems suficient to show this by a
table giving statistics from the records of Republic Steel Corporation for the pro-
posed base period years, 1936 to 1939, inclusive.

TABtLE III.-Base period statistics of Republic Steel Corporation and subsidiaries

YerPoeent enrats All Fed(erfkl WaIII' andl
Year 111 Inlvesi1tmet taxes stitrles

1030 ................. ........ .- .. 4.98 $3, 327,e5 W $74, 016, 0M0
1937 ............... .......... ...... . 4.3 h 4, Met, O0M) 91,363, 00
1036.............................................. 1.08 7914, 000 88,5,1000
1939 ..... ............ .......... .. . 4.87 3,693,000 83,3516, 00

NotE.-I'reseat alt)oiI-ate invested capital, Incltdtng fntided debt, of Republic Steel Corporation aid
substdlartes Is $327,000,M09.

During the entire period from 1931 to 1940, the company has been able to
pay no common dividends and is presently in arrears to the extent of ,,435,000
or its 6 percent preferred stock now outstanding. During the same period the
company paid substantially more than 4 percent, on the average, oi its funded
debt, aid Is presently paying inore.

It will be observed, in general, from the above table that practically everything
that has been stated abotit the Steel Industry as a whole also applies to Republic
Steel Corporation. It will also bp observed, in particular, that Republic Steel
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Corporation earned over . percent ill every oiW of the base-period years, except
1938, and yet thle slj)conmlittee report proposes an excess-proflts tax on this
corporation whenever it earns over 4 percent.

'ie subcommittee report points out a nlllber of provisions designed to give
relief to the taxpayer. (See page 8 of the report.) Practically none of these
provisions Is of any advantage to Republic Steel Corporation. For example:

(a) The alternate method of comniputing the tax on the hasis of average earnings
gives l1) relief since earnings were low during the base period.

(b) The inclusion iI invested capital of borrowed capital gives no relief since
the corporation lays more than .4 percent oi its fundd debt. In fact this pro-
vision is a penalty Since the adding of one-third of Republic Steel Corporation's
funded debt to eallital and reduction of one-third ill the aliowalde interest ('leuc-
tion will have the effect of increasing its excess-profits tax

5. CONCLUSION

We subhlit that, if Ieptillie Steel (rolporntioll is not pelmitted to ([rni at least
6 percent (oi its ilvested eallital before til imposition of ally exe'ss-Ilroilts tax, til'
expansioll of its illl I(nss will I)' ret((rled, ti lumber mid welfare of its 50,000'
ellployees adrv y affected, all,(I ill the hig rll, the 11(1101111t of taxes paid the
(Noverninenlt diminished ratih( r than inr(as(,d.

hi'le sale lonsiderations are pesent ill the Ao of most of the other ((its ilt
til steel inldlustry, as1ha, 1(een s lown by industry tign res heretofore allparing illthis 11-,llor-anuill, 1,ndoubtedh,, they al"'e obtainl ill other important indiustries4.

Therefore, we respectfully (irge that till' Congress of the 'llited States make
appropriate provision ill the lroposel tlx bill for the allowall(e of a creditt oIf 6
percent at least upon invested capital before the Ilposition of an excess-profits tax,
Submitted ill lchalf of hepulie Steel ('orporation by

LOVEll tI. PAR.ER,
Tax Associlte,

GUY & lBROOKES,
.,1dmo(ds Building, 1WVashinffton, I). C.

Avcusr 26, 1040.

The CHAIRMAN. All right, Mr. Alvord. Mr. Ellsworth C. Alvord,
representing the United States Chamber of Commerce. We will be
glad to hear you, Mr. Alvord, but we will have to limit you.

Sellaltor BAlEY. Mr. Chairman, would you give Mr. Alvord
more than 10 minutes? lie is quite a man on taxes.
Tie CIHAIIMAN, I know he is quite a man on taxes, but we cannot

deviate from the program, So I hop)e you will be right to the point.
Senator BAILEY. I really want to learn something about this bill.

STATEMENT OF ELLSWORTH C. ALVORD, REPRESENTING
THE UNITED STATES CHAMBER OF COMMERCE

Mr. ALVOD. In order to meet the convenience of the committee,

I have prel)ared a fairly long statement which .1. ask to be filed,
First, however, I ask that you permit mie to express my highest

admiration of the ability of your legislative draftsmen. Messrs.
Beaman, O'Brien, Tarleau, ami their associates2 under most trying
circumstances and with woefully inadequate rune available, have
succeeded in putting on paper policies which I had feared would
prove impossible to (raft. Tilhoy are to be praised mid not criticized
for the product, of their efforts. Complicated, conflicting policies
cannot be expressed in understandable language.

I ant in a rather m sual position today in that I (o mot guarant(,e
any of the conclusions which I set forth in mny statement. They
merely represent my best )pinion in the time available as to th,
effect of the bill. I shall discuss only a few of the provisions.
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I congratulate your committee. You are confronted with a very
extraordinary opportunity. You can, I think, formulate and assist
in enacting a true excess-profits tax.

The CHAIRMAN. Weil, give us those ideas.
Mr. ALvonD. I will do that, Senator. I think you ean make

almost any change in te bill as it now stands without any Member
of the lIouse appreciating that a change has been made. [Laughter.]

I also sympathize with the committee because you are confronted
with what I fear is an impossible task.

Considering the time available to me, 1 shall Confine myself to a
very few of what I consider the essentials of a true (xcess-profits
tax. It will not be a sound tax even with the adoption of all the
suggestions I imake. The formulation of a sound excess-profits tax,
gentlemen, will take you months.- and months, 1 understand, are
not a Vailable.

I would substitute for the complete lack of basic policy in the bill
and tie maze of its entangling, conflicting, detailed policies, one
fundamental policy. If you a(lopt one fundamental policy, you can
eliminate four-fifths of this utterly incomprehensibh (locumient you
have l)efore you.

Before discussing policy, however, I want to suanuarize my two
conclusions with r(spect to the bill:

First, this bill, in my opinion, ca mot be administered. I have
listened to all the hearings aial I have yet to hear it said that tie bill
can be administered. You will recall thiat one of the fundamental aild
sound objections to the old excesi-profits tax laws was that they
could not be administered. Second, it is equally my sincere opinion
that this bill cannot be applied by taxpayers. Utterly impossible
computations are required. I would like to go thromlgh the bill with
you in detail in or(ler to show you the required determinations and
computations. But obviously tlat cannot be (lone.

So 1 would suggest one fundamental policy: Tax true excess profits
only. If you do that, then you must realize'that umler normal times,
or under what I might call ideal conditions, your true excess-profits tax
will necessarily yield no revenue--because there will be no excess
profits.

Your biggest difficulty in taximig true excess profits is deciding upon
the proper measures or yardsticks for normal profits. Past experience
is obviously one appropriate yardstick. If we could select a normal
period in the last, a. period unaffected by defense expenditures, a
period umfocted by del)ression, a, period u"nafleeted by unreal pros-
perity, a period tunafected by price inflation, all would agree that that
period would relleet normal profits.

The 4-year period in the bill, gentlemen, does not reflect normal

profits . One of those years, 1938, was admittedly an extraordinary
oss year. Practically every corporation in the country suffered a loss

in 1938. Your combined corporate net incomes of all the corporations
in the country was slightly in excess of $4,000,000,000, about half of
their normal. So that if you took 3 out of the 4 years you would
then recognize that 1938 was a loss year. But even then,'it must be
recognized that 3 out of the last 4 years are not an adequate measure
of normal activities.
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An average-earnings basis will not apply soundly and fairly in
innumerable situations, It should apply in many more eases than
the bill now permits. I find, as I study tl e bill, it determined effort
to make the average earnings basis unattractive and perhaps imniossi-
ble to most taxpayers. If past experience is a true Ilea'sure of excess
profits, then certainly there are no excess 'profits until the normal
profits of past experience have been exceeded. Both simplicity and
fairness combine to encourage and not penalize its use.

There are several types of corporations to which the average-
earnings basis clearly is inapplicable. Obviously, those corporations
which have had no normal past experielice in any period which you
can select, corporations not in existence, eor)orations with tin increas-
ing trend of perfectly normal, reasonable profits based itpon just the
progressive enterprise of the individual which we tire trying to encour-
age, must have some other basis.

A second )asis is the invested-capital basis. That was the basis
used under the ol laws--enacted, bear in nind, after excess profits
w(re already realized and after World War speculation and inflation
had taken full effect. That is not the situation today.

Senator BAILEY. And the standard would be the net return to the
corporation and stockholders in relation to the capital invested?

Mr. AnVontD. That is the normal basis.
Senator BAILEY. The normal standard would he a sufficient return

to justify the investor to further invest capital?
Mr. AnvoR). That is a very appropriate standard, one suggested

as early as 1917.
'Senator BAILY, If yOU have any other standard do not you

paralyze the whole structure?
Mr. ALVORD. You certainly (1o, sir.
Senator BAIL Y. All right.
Mr. ALVORD. For those corporations which have a substantial

invested capital-and they are not the majority of the corporations
by any means-and which likewise have a poor earning record in the
past, then I suggest that you select that rate which, in your ju(Igtnent.
represents, uno rt all the circumstances, a fair return on that invested
capital and say there sliall be no excess profits until that amount has
been earned.

One of te best measures that I can give you is the standard sug-
gested by Senator Bailey: What return is necessary to attract outside
capital? There is adequate experience, there are adequate statistics
available by which you can decide that rate. If you are to base your
tax solely on the experience of 1 year, then, as the witness who just
preceded me pointed out to you, a 20-percent rate would be necessary.
But that rate would be clearly excessive for a large number of other
corporations.

The rate which I would suggest to you is 10 pereent-but even then
you should avoid many of its unfairnesses by the simple device
applicable to both the average-earnings basis and the investd-capita
basis, of attempting to determinee excess profits 6ver a period of years,

precisely as you attempt to determine your normal profits. You can-
not measure excess profits by the result of I year's experience.

Unfortunately, and very unfortunately, business is both a loss
proposition as well as a gain proposition. I think the rough average
for corporations throughout the country is 3 good years out of 5.
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Mauny of them rely on 2 good years out of 5. 1 think Senator Bailey
will algree that in'ithe textile industry, for example, they are happy if
they get 1 good year out of 5.

Senator BAILnY. Tliey have been doing much better in the last
several years.

Mr. ALVoIL). l1 1939 and 1940. In good years enlerl)rises must
be able to make aid withhohl ,,.leql1ate earnings to maintain them
in the loss years, to carry oH their business, to pay their debts to pay
their labor, and to keel) their l)hnt in proper nbintenil nec and repair.

Now with the aveI'e-e-nitigs basis and the invested-capitil basis,
there is still a sutlstailtitl gr'oul) of corporations tiot Cared for. I have
previously suggested at series of ytirdsticks. Mlmy have never been
tried before. 1. would not like to see you try them now, in a short
period of time. l think sone of them would hae merit. Blut soine
provision is essential to take catre of that large group of corporations
which lIA've no normal earuiuls in l)past experience, no adequat, in-
vested capital, those c',,rpor )Atinms which, fo' example, by relesoll Of
new products, invention, , new territory, greater efiei n'y, M iore abil-
ity and perhaps swmo hiek, lave just begun to niake profits coni-
mnensunite with the ellort which has been put into the enterprise.
Tint type of corloretion, gentlemen, will be crucified under the pro-
visions of this biN. The only remedy I can suggest, in the time that
is available to you, is a provision similar to the special-assessment
provision of the old law. But I would use those provisions not solely
for the purpose of dhetermining the rate of tax. I would include the
purpose of determining w hatt soaould the normal profits be of this cor-
poration under all the circurnstn(imccsunder which it is doing business.
Ihat is a much more simJ)lo determination. It Could be made more
intelligently by a nonilartisim in(hel)endent board tl ii the determia-
tion which was required under the special-assessment provisions of the
prior law.

The CHAIRMAN. You have 2 minutes more.
MT. ATvoRD. Yes, sir. Now, in (etermining the excess profits, ill:

ad(itiofl. to these three basic provisions, I would make every effort
to eliminate extraordinary gains, arid, extraordinary losses in the base
period as, well as in, the taxable period. Your bill does not do it.
Statements have been made that it does.

The statement made by Mr. Clark, who preceded me, with respect
to unamortized bond discount and expense upon the retirement of
bonds before maturity, illustrates but one of the innumerable situa-
tions not covered by the bill -the effect being thab you will impose
an excess-profits tax on an expense, on a loss, on a deduction. That,
I am confident oyo do riot want to (lo, I would much praftr to err
on the side of iierality than err on the side of the arbitrary imnposi-
tion of a tremendous tax. Under present law, all unamortized bond
discount and expense is deductible in the year the bonds are retired.
If net income for excess profits taxes is not restored,, this deduction
will' grossly and' unfairly distort income -. normal income-and result
in unintended: tax liabilities.

Preferred-stock dividends are in exactly the same class. So far m
the, excess-profits tax is concerned, a preferred stock, dividend much
more closely resembles interest upon bonded indebtedness than it
does a share of earnings going to stockholders.
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With respect to consolidated returns, 1 am glad to report that
argument is no longer necessary with respect to both the necessity
and advisability of computing Iexcess-profits-tax liabilities upon th'e
basis of consolidated returns. 1. am equally confident that if the
policies I am outlining to you are( adopted, the difficulties of drafting
will disappear. They should be permitted for all purposes.

I can close by merely mentioning part I of the bill. I think it is
hopelessly involved and complicated. 1 have yet to find anyone who
claims to know what it says, I should think that the policy could be
stated rather simply and then drafted on a general basis rather than
upon the basis of attempting to give statutory an(I specific computa-
tion for every conceivable situation. As I pointed out in my state-
ment, there are also several defects in the provisions as I interpret
them.

On amortization, I still feel, as I stated at the joint hearings, that
the present law is adequate for all except two cases. But it has not
been construed as applicable. The present law and regulations fit
the situation like a glove, in my opinion, but the Treasury says "No."
Therefore you must have legislation. I discussed before the House,
quite at length, the basic principles of amortization, which I shall not
repeat. My testimony is )rinte(d an(l is available.

I agree, unqualifiedfy, with the testimony of Mr. Knudsen and the
other officials of the Defense Council, that sul)sections (i), (j), and (k)
must be eliminated.

Thank you very much.
Senator BAiALEY. Mr. Alvord, the standard that you propose would

bring out a tax bill which would look forward to a heavy increase in
revenue, would it not?

Mr. AvoutD. Yes, sii.
Senator B.ILEY. And this bill here looks forward to the freezing of

income, and probably the destruction of the income and consequently
less revenue in taxes:?

Mr. ALVORD. That is very true, sir. Regardless of how the bill
defines normal profits, you will find very large normal, reasonable
profits in the future, within your definition.

Senator BAIMY. Do you expect we have reached the point here
where we have got to decide whether the Government will have to
finance all industry or take it over, or whether we will have a policy
that will encourage the American people to invest their money, and
to increase their investments?

Mr. ALvoRD. I honestly believe that policy should be decided be-
fore this bill is enacted.

Senator BAILF.Y. Have not we reached the point where the decision
should be made?

Mr. ALVORD. I think you have passed that point, sir, as I testified
before.

Senator BAILEY. Do you think we can now retrieve our losses?
Mr. ALvoW). Yes; I think it is not too late. I think the decision

should have been made some time ago. It is not too late, but having
once embarked upon what I consider the basic policies of this bill it
may then be too late. The time will come when you cannot retrieve,
in other words.

Senator BARKLEY. May I ask you this: If I understand your theory
on the basis upon which excess profits can be calculated, it is that we
ought to write into this bill some provision recognizing or taking note
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of what corporations ought to have made, if they made anything,
over the b~ase period?

Mr. ALVORD. Yes.
Senator BAIKLEY. And deduct that from the base and then levy

excess-l)rofits taxes on all above that. Is that in substance your
position about the base period?

Mr. ALvoRD, It is a little more detailed than that, but that is
what the present bill does. I would be a little more accurate than
the present bill.

Senator BARnLEY. The bill does not do that, it does not calculate
altogether what the company ought to have made in terms of l)ercent-
ages when it (lid not make it at all.

Mr. AILvOnD. Yes it does, Senator. That is my objection to the
bill. It says if you lia(le less than 5 percent, or 7 percent on $500,000,
then they will let you earn that much, but if you get more than 10
percent, they will cut (own to 10.

Senator BARKLEY. Would your suggestion raise as much money as
the bill under consideration?

Mr. AiLvoiu. During )eriods of excess profits my suggestion would
raise tremendous revenues. During a normal period of time, Senator,
my suggestion to you is that you openly and avowedly collect your
revenues from normal profits, not un(ler the guise of excess-l)rofits
taxes.

Senator GEOROE. May I ask you one question?
Mr. ALVORD. Yes.
Senator GnowoE. You hear(d Mr. Mack's testimony here?
Mr. ALVORD. Yes.
Senator GEORGE. Do you believe it to be 801111( that we should

eliminatee loss from sales of (lepreciable assets held over 18 months?
I think that is what he was talking about,

Mr. AL vORD. Certainly it is sound, yes, sir; in the base )eriod to
eliminate all extraordinary or nonrecurring losses.

Senator GjOnGFE. Yes.
Mr. AiLvonD. If you do not eliminate them, you will so depress

your normal earning power that you will then be subjected to t
tremendlous excess-protits tax.

Senator GEOitGE. This bill does undertake to eliminate capital losses
in the base period.

Mr. AiVot. Yes.
Senator Guon oE. lHe wants the elimination of those depreciable

assets losses in the taxpaying year.
Mr. Ar~voitD. In the taxable year, a loss upon the sale of an asset,

whether or not depreciable, used ill the trade or business should be
allowed. All ambiguity on this point was removed in 1038, 1 think.
I see no reason to change the policy. It is a real loss.

Senator CONNALLY. Mr. Alvord, (do you regard it as necessary that
we have both standards, the invested capital theory anl average
earnings?

Mr. Avom). Certainly, sir.
Senator CONNALLY. We have got to have both?
Mr. ALVORD. Yes; we have got to have both.
Senator CONNALLY. All right.
Mr. ALVORD. Plus the third 1 suggested.
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Senator LODGE. Mr. Alvord, I would like to ask you s111 questions .
As I understand your proposal Oi excess profits, it is devoted solely
an]I singly to the taxation of excess profits?
Mr. AivoI). Yes.
Senator LoJ)Gn. It has no other objective?
Mr. ALVORD. No, sir.
Senator LOD(GE. IS it fair to say tlatt th, eXCss-profits provision of

this bill has got that objective, and theii several other objectives?
Mr. AbvoiD. I (1o not fil that objective in it, Senator.
Senator LODGE. Thle, excess-profits pio- isioii i this bill does iiot,

even have the ob~jective of tixiiig excess profits?
Mr. ArVoRu. It has nothing to (1o with excess profits, as I read it.
Senator Lo)GE. What wohill you siy are soMe of its objectives?
Mr. Aivouo. The basic, declared objective is the raising of revenue.
Senator LODUE. That is an entirely distinct matter from taxing

excess profits?
Mr. ALvohim. Yes sir.
Senator LODGE. Tould not it 1)e an excellent thing, and without

any sacrifice of revenue to the Government, if this matter were
studied further and action on it was postponed to a later (late?

Mr. ALVORD. 1 certainly think so, sir.
Senator LODGE. And the Government would lose no revenue at all?
Mr. ALVORD. The Government would lose no revenue at all. You

may recall that tt at is precisely the recommendation I made at the
time you passed the first revenue act of 1940. 1 told you then that
that plan was not adequate.

Senator LODE. IS it not also true that other parts of this bill
could be reported out at once and this other matter could be held up
for further stu(ly?

Mr. ALVORD. If legislation is necessary on amortization, I think
that could 1)0 enacted'without delay.

Senator LoDe1,:. Thank you very much.
Senator BARKLEY. Let me ask you this: Perfectly sincere and able

people disagree, always have disagreed on tax legislation, and probably
always will.
Mi. ALVORD. Certainly.
Senator BARKLEY. What improvement do you guarantee in view

of these differences, that might be written into the bill if it were put
over until January or some other time in the future? What improve-
ment do you guarantee over what the committees are giving to the
consideration of the whole subject now while it is hot, and not let it
get cold and come back here next year and try to put it over again?

Is there enough consensus of opinion among coml)anies, experts
and 1on'xperts, one of whom I ani, to feel that next year or any
future time we can write a better bill than we can write now?

Mr. ALVORD. There is, Senator; yes. I think you yourself were
much sounder 2 months ago than you are now.

Senator BARKLEY. According to that, we will be less sound next
January.

Mr. ALVORD. Time was the reason, Senator, that 12 months ago
you gentlemen said, "we want the experts to study excess taxes and
report back to us on the 1st of October, so we can then devote the
balance of the year to the enactment of an excess-profits tax some
time in the next session of Congress applicable to 1940." I think
you would have gained a great deal had you adhered to that procedure.
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T 110 CIIAIRMAN. Well, we change our opinions a good deal.
[Laughter.]

N r. Ai,voitD. I apreciate that.
(The brief submitted )y Mr. Alvord is as follows:)

BitiIE, or EiI,I,sVkoOru C. ALVO10)

(Presented to the Committee on ,inalice, of the united States Semiate at the
Hearings on the Second leven ue Bill of 19,10, Septnbell'l 5, 1910)

Mr, Chairman, gentlemen; my name is Ellsworth (. Alvord, an attorney, of
Washingtoll, I). C., chairman of the committee o Federal finance of the Chamber
of Colnineree of the trillted States,

INTIRODUCTION

The general liroblis with re4liect to fiaicihig lhe iatiolail-defe(lse prograin
were discussed by me l)efore your comiiitte(e during ifs eot))iderii Iion of dhie
first revenue bill of 1940, and before the Committee oil Ways and Means during
its consi(de'ation of tile subcommittee report which preceded the pending bill.
This discussion is available iII the printed harin!ms and, therefore, will not be
repeated here.

OTIAN OF GENERAL PROBLEMS

Upoli the basis of fn'sages ol the President of the United States, statements
allot testilmioy of high (over11lnulit otflcials, and report-s of committees of the
(otigress, the Congress and this eoiimnittee are onfronted with the following
general problems:

(1) '1 he mnational-defeise prograin must be speeded u).
(2) Thi cooperation of private enterprise in the defense program must be

stimulated.
(3) The, creation of war milliomaires, and unjust enrichiment as a result of the

national-defense program, m1ust be prevented.
(4) Inflationiary rice increases niust be avoided.
(5) Additional revelilnes to help defray the cost of the matiomial-defe)s, program,

and additional borrowing power to finance the balance, must lie provided.

SUMMARY OF TIE GENERAL POSITION OF BUSINESS

Businessmen unquestioal)ly are in full accord with the foregoing objectives.
In addition, their position with respect to the national-defense lrogramo, the
enactmcnt of an. excess-profits tax, atid additional revenues for the national-
defense program, may be summarize I as follows:

(1) BIusiness always has been, is now, and will continue to be, willing to coopi,
crate fully with the Govermnent iu the development 1 an adequate national-
defense program.

(2) Busness has urged the enactment of a true exeehs-proflts tax, in order that
there shall be no "war mhilliolaires" anld 1(e "Uljllst edilhilnlent'' as a eonseqllence
of the national-defense program.

(3) Business expects to assume any julslifla!lle taxes imposed for defense pur-
poses and urges that the natlonal-defeise program be placed on a sound ba.sis.

BASIC POLICIES AND GENERAL EFFECT OF TIlE BILL

There Is no basic policy or philosophy upon which time pending bill has been
formulated. The effect of its entangled conflicting principles is diametrically
OP)osed to the policies which thik committee, the Defense Commission, and the
Congress are seeking to carry out. Ill its present form, it will--
(1) Jeopardize the national defe: se program.
(2) Accelerate and encourage unjustified price increases, and disturb the com-

modity and security markets,
(3) Discourage private financing and the repayment of debt.
(4) Impose tremendous tax burdens upon normal profits, and rely mainly

upon them for its estimated increased revenues.
(5) Depress normal peacetime activities, discourage and, in many cases,

prevent normal healthy growth and expansion.
(6) Greatly accentuate the domestic problems of idle men and idle money.

250820-40--18
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(7) Hold out to the youth of the country no hope for better opportunities than
those afforded them during the last 10 years of depression,

(8) Abandon all existing precedents under our old excess-1)rofits taxes and dils-
,regard the experience and lessons of the past.

'rlE UXCEBS-PROI'TS TAX

The following principles are fundamental in the formulation of a true excess.
profits tax:

(t) An excess-profits tax should be designed primarily to prevent or limit
excess profits, not to produce revenue from normal profits.

(2) f additional revenues, rather than control of excess profits, are the objec-
tive, they should be sought directly and openly through taxes on increased in-

,cole es and other available sources.
(3) An excess-profits tax should protect and permit the realization of normal

-profits; there is no warrant, in a purported excesS-profits tax, for defining reason-
,able and inrmal profits as excessive.

(4) An excess-profits tax is a most complicated and dangerous instrument of
taxation, which may profoundly affect both our peacetime economy and our
defense program; it requires, therefore, the most careful deliberation anl debate,
preceded by thorough analysis of the problems and followed by painstaking
drafting.

MAJOR OBJECTIONS TO TIlE PENDING BILL

T'e bill which passed the House is not a true excess-profits tax. It does not
,meet the fundamental standards of such a tax.

Our principal objections to the measure, apart from its many technical defects,
are as follows:
(1) Uneertainty.--In its present form, the bill is virtually incomprehensible.

The report of the Committee on Ways and Means declares that its purpose is to
make tax liabilities definite and certain. The bill achieves precisely the opposite
result. These provisions will stand as conchsive lroof that, at least so long as
your present legislative experts remain in office, anything can 1)e drafted. But
the ordinary taxpayer, if he has seen the bill, must be completely bewildered, and
totally unable to apply the provisions to his own circumstances; and neither his
lawyers nor accountants will offer mulch enlightenment. I 1uiqiestionably, it
wouil take years of dispute and litigation before tax liabilities cold be deter-
mined under the bill. Even the relatively simple problems arising in the base-
period years (which include the years subject to the ndistributed-profits tax)
haven't yet been settled.

(2) Tax on normal profits.--.Under the guise of taxing "excess" profits, the bill
is designed to raise revenue fromi reasonable, essential profits which are not hi
any sense excessive nor related in any way to the defense program. It proposes
to collect an additional normal tax of more than 4 percent on all profits for tise

"of the "income" or "average earnings" siethod. It provides a mininum return
oil Invested capital lower than interest and preferred stoci dividend re(qirements
j revailing in many cases. Its drastic structure of rates is applied wIthout regard

the relation of Income to actual invested capital or the relation of excess profits
to real normal profits. The bill makes no effort to measure normal profits or to
ascertain or prevent true excess profits.

(3) Penalties.--The bill proposes to inliict penalties oil Ole use of the average
earnings method of determining normal proflis, which are so severe as to emascu-
lite themethod. It is generally conceded that average earnings over a relpresenta-
tiv l)rior period is a fair method of ascertaining true normal profits. Nevertheless
and apparently with the sole object of discouraging the use of the average earnings
basis, the bill provides for an additional 4.1 percent nkrnal tax, andl a 5 percent
rate differential onl excess profits, determined by this method.

In addition to these two penalties, the following (liseriminations against the
average earnings basis are imposed:
(a) No deduction is computing excess-profits net income is allowed for the 4.1

percent normal tax imposed for u.se (If the income method.
(b) There is no 10 percent preferential rate aillount for capital additions,

under the income method.
(c) The income method is available only to corporations in existence for the

entire 4-year base period. For corporations in existence only part of the base
period, the bill constructs an assumed invested capital, tut will not permit the
construction of assumed base period earnings for the income method,



SECOND REVENUE ACT OF 194 269
(d) Although the bill l)urports to give corporations in existciie for the full base

period an adequate base period income credit, it fails to (1o so where the taxpayer
has acquired another corporation in the base period or thereafter, owing to t he
restrictions imposed in part II, supplement A (hereinafter discussed).

(4) Invested capital.--As an alternative to the use of "average earnings," the
bill prescribes an invested capital base which is arbitrary and illogical, bearing
little relation to realities. Moreover, to determine the invested capital credit,
an impossible series of computations is required.

A more enumeration of the computations in the ordinary case is appalling.
,rhe taxpayer must determine:

(a) Equity invested capital for each day of the 4 years in the base period.
(b) Borrowed invested capital for each (lay of the 4 years of the base period.
(c) The sum of (1) and (2) for each (lay of the base period, in order to determine

whether 100 percent, two-thirds or one-third of borrowed capital may be included
in invested capital.

(d) The aggregate of invested capital, equity and borrowed, for each year of
the base period.

(e) The aniount of admissible and inadmissible assets for each (lay of the
base period, determined by ascertaining the adjusted basis of each asset of the
corporation for each such (lay.

(f) The aggregate amount of admissible and hnadmiv'ibhe assets for each year
of the base period.

(g) Reduction of invested capital for each year of the base period by the per-
centage of inadmissible assets to total assets.

() The aggregate invested capital, after reduction for inadmssibles, for all
4 years of the base period.

(i) The aggregate excess-profits net income for the 4-year base period, after
numerous adjustments to normal tax net income to place it on the same statutory
basis as will be used in 1940 (and perlaps in subsequent years), with further
adjustments for deficit years.

(j) The perceitage which aggregate earnings bear to aggregate invested capital
for the base period.

(k) The invested capital for the taxable year, applyig steps (a) to (g), imiclusive,
for such period.

(1) Tihe "lowest invested capital," necessary to determinie iiw capital acquired
after the base period.

(m) The "excess-profits credit," consisting of varying percentages of 5, 7, 8,
andl 10 applied to invested capital, depending on various combinations of the base
period percentage, the lowest invested capital and time sum of $500,000.

These intricate and probably impossible calculations cover only the normal case.
Special additional computations are necessary if there were reorganizations,
mergers or liquidationis in the base period or the taxable year (requiring computa-
tions of 'preferential rate amouuts,'' 'borrowefl capital bases, etc.) or if the
corporation was not in existence for the full bise period; or if there were any short-
term gaius and losses involving inadmissible assets. Literally, humidreds and
thousaiids of separate computationm may be required, all of which may have to be
recompuited if any change ii any item is required it) the course of the final de-
termittioii for aiy one of the 5 years involved,

(5) Discriminations.--The bill i" discriminatorv and imposes tremendous tax
liabilities beyond the emitrol of the taxpayer. No adequate provision has been
made for any of the following situations:

(a) Past losses aud future losses,
(b) Normal profits prsently earned as a result of years devoted to exploration,

developmneit or research.
(c) Profits which will not be increased and which may be decreased by the

defense emergency.
(d) Normally iicroasig and expanding business volunm and profits, unrelated

to defense expenditures, resulting, for example, from increased demand, new
products, new territory, now undertakings, or greater efficiency.

(e) Fluctuating incomes.
(f) Enterprises conducted through affiliated corporatious.
() Borrowed capital, particularly in the case of the corporation which, by

reason of its prior earning record and the risk involved, is compelled to pay high
interest rates.

(h) Extraordinary or not regularly recurring expenses during the base period.
(6) Rl chef provi6ions.---Dcspito the involved amid tecimical terms of the bill,

and the certainty that it will produce severe discriinuations and tremendous
liardshi)s, there is no adequate provision for relief against unintended and
untinticipated consequences.
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GENERAL RECOMMENDATIONS

We continue to urge the adoption of the following program:
(1) The amortization provisions should be separated from the excess-profits-

tax provisions, and passed without further delay.
(2) Adequato time should be allowed, for the development of the basic principles

and provisions of a true excess-profits, tax.

A TRUE EXCESS-PROFITS TAX

A properly devised. excess-profits tax should be inapplicable to normal profits.
It should be directed solely to improper or excess profits.

Such a tax should contain the following esential provisions:
(1) Bases for measuring normal profits-.Three alternate bases for determining

normal profits should be provided:
(a) Average earnings basis.-IUnquestionably, earnings over a fair and repre-

sentative normal period is one useful measure of normal profits. This method is
simple; it does not discriminate on the basis of size, capitalization, or risk; and it
confines the excess-profits tax to profits which have increased after the defense
emergency arose. No penalties, limitations, or restrictions on, its use can be
justified.

An average of any 3 of
' 
the last 4 years should be permitted as a base period.

This will give appropriate recognition to the fact that the last 4 years, taken as a
whole, were not years of normal profit for industry, and that 1938, was a severe
loss year for many corporations. It will recognize that a deflcie year Is not a
factor in computing true excess profits; .but, on the contrary, must be, repaired
out of profits before a normal profit can be realized.

An average-earnings basis, however, fails as a measure of normal profits, and
othcr.ardsticks must be provided, in the following.eases:

(i) Newly created corporations;
(ii) Enterprises which have encountered abnormally low profits during the base

period--and there are far too many of them;
(iii) Peacetime enterprises which have recently become successful.
(b) Invested-capital basis.-A fair return on invested capital is an appropriate

alternative to average earnings as a measure of normal profits. In the time now
available, it Is probably necessary to adopt such a basis for corporations formed
after the base period; and for many businesses, such as the heavy-goods industry,
railroads and railroad suppliers, and the construction industry, in which average
earnings have been abnormally low during the last 4 years. 0 , I

In order to avoid the impossible calculations of base-period percenitages of earn-
ings to invested capital, and to avoid duplication of the average-earnings method,
a flat rate of return should be specified. Illogical and impracticable distinctions
between "new" cap itl and "old" capital, and'capital '"uder1$500,0Q0" and "over
$5OC,00"' should he avoided. If excess profits are to be measured oni an. annual
basis, a rate of 10 percent should be'allowed. If excess profits are averaged over
a period of years, a rate of 8 percent might properly be recognized, Fully three-
fourths of the complicated provisions of the present bill could be eliminated by
the substitution of a simple flat rate of return on invested capital for the elaborate
invested capital computations required 'by the bill.

(c) Special-relief basis-,But neither an average-earnings basis nor an invested-
capital basis will provide a satisfactory measure of normal profits in certain excep-
tional cases. This is particularly true of the following types of corporations:

(i) Those which have had both abnormally low earnings over tire past 4 years,
and low invested capital;

(ii) Those which, during _he base period, had an increasing trend of profits not
arising from the national-efense program;

(iii) Those which, as a result of years of research, development, andexploratoti,
finally realize profits in a year subject to the excess-profits tax.

Various other "yardsticks," heretofore untried, could be attempted, But, for
present purposes, the only practical possible relief for these types of crporaiond
seems to be an appropriate provision for "special assessment.' But contrary to
the provisions of the prior law, at least one of lie purposes and objectives should
be a determination of normal profits. As a practical matter, normal' profits could
be constructed on the basis of all relevant factors, such as the nature of the indus-
try, the degree of risk involved, prior-year losses, (ebts, market values of and
thi average yield upon outstanding securities, gross profit per dollar of sales or
p' er unit or production', the "normal" earnings of representative corporations, etc.
hle (eterminatlt of normaprofits should be entrusted' to'an independent board

of experienced, practical men.
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(2) Rates of lax.--Severe rates of tax on ,excess profits are justified if normal

profits are appropriately defined and protected. The principle of graduated rates
is sound, particularly if the tax is 'computed on an annual basis, for cumulative or
nonrecurring income will frequently fall in a single year and should not be taxed at
a high flat rate. But if a graduated rate scale is used, it should -be based; at least
in the upper brackets, upon the percentage whieh excess profits bear to normal
profits, and not solely upon the dollar amount of excess profits. A rate structure
based on dollar volume discriminates between corporations 'with the same ratio
of profits to invested capital or prior earnings, but with different dollar amounts of
excess profits.

(3) Consolidated returns.-It is essential that consolidated returns should be
permitted for both normal and excess-profits tax purposes. The principle of
taxing as a business unit affiliated enterprises which are, in fact, operated as a
business unit, has not been opposed. Treasury officials and members of the Ways
and Means Committee apparently agree that consolidated returns are necessary
and appropriate. The sole objection is that such a provision cannot be drafted
in the time available. This emphasizes, again, the fat that a sounJ excess-
profits tax should not be written without adequate preparation and study. But
if a flat return on invested capital is s $4. the present invested capital
basis, the excessive complicati( J,6n which ment rests that a con-
solidated return' provision c be d rafted within the a ble time, disappear.

(4) Period of measuri xcess profits.-Nelther excess p s inor ability to
pay taxes can appro' ely be measured by income realize .I year. The
profit system is in t a profit-and-losTsym. Business In me is highly
fluctuating and, u$.6rtlnately, frequent losses no t be avoided . Relatively
few corporations erience morehs 3 ge* years 6't of 5. Many ly upon 1
or 2 good years i t of 5. Thi#,faet'ls of tlh higlw$ importede in 4 raining
what rate of ret n upon invostd capital should be eeified ,a measured, normal
profits. For e mpI, if a'.f -percent etu:x j§pcified, th corporate aving3 good cars to Vo5,will "trn in th profit
years 0 y3 0 p cent upon Its inves whif is in et at average ret rn of
only 6 perce ; with no allowance e fo recou ng e. e losses. To me this
situation thli#ollowing provisions a ' commended, ,,

(a) An adolquate net 1 carry-,
(b) A carr-over of " e y i co l e amount by which h ome

for any year less than, the exk r1fs's c it;
(e) An ad stment of '"excess rito" if etc ,income" exists In h be-

quent year:1d '

(d) Permis n to applfv osson th ,first y " Sir o of thd 4tpost-emer ncy"
period againstproflts real e

4
uring t h1 4y W'whe the tax ,ys in force, as inthe 1918 act. . , . ! , , " ,, ,! " ,¢

(5) Borrowed pital.-The taxpayer I be allowed t" ''option of, eluding
all borrowed capi I in invested ca pa1 while 0, cludin a reduction fi interest;
or of excluding a6 orrowed 'cap al from in sted cafd!al arid ta ilg the full
interest deduction. This metho ' fVt1 m.*t is Infinitely sim 'r than the
involved scheme"of owed capital bases proposed in the, pe ng bill. Tho
option is rfecessary, be, e many corporations, particularly all corporations
(those having poor creiit ding) arc reqtmired to pay h' ates of interest on
borrowed money. Also, in m stances, the amo borrowed capital in-
volved is not sufficient to warren, ,tending complications, in
the invested capital base.
(6) Preferred stock dividends.-It should be recognized 'that no corporation

realizes excess profits until it has earned its dividend requirements upon its out-
standing preferred stock---at least if issued prior to the enactment of the new tax.
V'romn an excess profits point of view, preferred stock dividends are closely related
to interest payments upon bonded Indebtedness.

(7) Newy organized corportiona.-Corporations formed after the base period
must, of course, compute excess profits either by the Invested capital method, or
in accordance with appropriate special relief provisions.' Corporations, which
were actually In existedice for at least a full year during the base periodshould be
given the option of electing the average earning basis, with the base period earn-
innfs averaged over the period of actual eistene.-or prior years' earnings sup-
plied, as under the invested capital basis, by a specified percentage of its invested
capital. , The pending bill arbitrarily denies this option, requiring corporations
not in existence for the full 4 years of the base period to use th'e'inveted eapiRl
inetl'od, and constructing an artificial invested capital for the period when it.
was not in existence.
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ADMINISTRATIVE AND THCtINICAL RECOMMENDArIONS

(1) Treatment of unamortized bond discount and expense.-The bill defines "ex-
cess-profits net income" to exclude inconle arising from the retirement or dis-
charge of certain indebtedness. Al adjustment to eliminate such income is pre-
scribed both for the taxable year and the base period, and for both the "income"
and "invested capital" methods. (Secs. 711 (a) (1) (C); 711 (a) (2) (E) - 711 (b)
(2) (A) (iii); and 711 (b) (2) (IB) (iii).) This was done on the theory that non-
recurring items of income should be excluded. On the other hand,' no adjust-
ment has been provided where the retirement of indebtedniess results in loss or
expense in the base period or the taxable year--as, for example, where bond
premium Is paid or bond discount or expense is still unamortized when the bonds
are called or reacquired prior to maturity. Obviously, this is also a nonrecurring
item which, in fairness and equity, should be excluded from the computation of
"excess-profits net income."

(2) Property paid in for stock.--In the determination of equity invested capital,
section 718 (a) (2) provides that property paid in for stock shall be included at its
"basis (unadjusted) for determining loss upon sale or exchange." The old law
provided that property should be included at its value when paid in. This sub-
stitution of the arbitrary tax concept of "basis" for actual eost is undesirable for
the purpose of detcrmini)pg actual capital investment in a corporation. It will
work a severe and unnecessary hardship) where propertyy with a low basis has been
acquired at fair market value by the issuance of stock ut the provisions of the
revenue law require that the transferor's basis be carried over to the transferee.
An unsound result is also produced in the converse situation, where property with
a high basis has depreciated in value and is transferred for stock at market value,
with a "carry-over" basis required.

Even if the use of basis instead of cost is accepted, the provision is still objec-
tionable in that it requires use of the basis for determining loss. This prevents
the use of March 1, 1913, value where such value is higher than cost. When
the March 1, 1913, value of property has been determined and accepted for tax
purposes it will nevertheless be necessary, for invested capital pl)roses, to
discard this value and ascertain the cost of the property, possibly in the hands of
prior owners, and in transactions occurring many years ago.

(3) Election of method.--Section 712 permits the taxpayer to elect either the
average earnings basis or the invested capital basis for any taxable year, But
the election must be made in its return for the taxable year. Undoubtedly, the
taxpayer will elect the method which at the time appears to produce, on the
basis of its computations, the lesser tax. It will, however, not be i a position
eve'i to estimate with reasonable accuracy the consequences of its election. For
example, after tle return has been filed, changes will frequently be inadoe by the
Commissioner, or the Board of Tax Appeals, or the courts, either in base period
or taxable year income or invested capital or both, which will make the basis
selected by the taxpayer less favorable than the alternative method. The tax
should be imposed in the alternative, and the taxpayer should be required to
pay mniv thr lesser amount, without regard to election.

(4) kStatue of limitations.-Another question which arises in connection with
redeterminations of base period income is whether the Commissioner can make
such redeterminations, for excess-profits tax purposes, after the period of limita-
tions has run ol years in the base period. For example, the taxpayer's return
for 1940 may be audited after the period has run on the years 1936-39, in which
tie taxpayer showed a base period income of $1,000,000. The Coumiissioner
may decide, however, that the base period income should be reduced to $500,000
and require an excess-profits tax computation on that basis, although it is too
late for time taxpayer to claim a refund. This question should be clarified. No
such power to affect, closed years should be permitted.

(5) Completed contracts.-.Tho bill takes no account of hardships which may
be worked on taxpayers reporting income on a completed contract basis. Many
taxpayers engaged in the performance of long-term contracts (as, for example,
)ridges, daips, buildings, ota.) are unable to ronort incomne in thle ordinary manner.

Tile regulations have, for a long tiie, 1)ormitted such taxpayers to report income
from such contracts either on a percentage basis, according to the percentage of
work completed in each taxable year, or on the coimleted contract basis, under
which all income is reported at the completion of the contract. Taxpayers on
the latter basis are severely penalized by the bill, since all the income on contracts
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entered into but not completed prior to this year will be thrown into a year,
subject to the excess-proflits tax and base period income will not reflect any portion
of such income. Such taxl)ayers should be allowed to reallocate the income over
the life of contracts entered into prior to enactment both for the purposes of the
current taxable year and the base period, or should be given the benefits of a
special relief provision.

(0) Taxable stock div dends.--Section 713 (c) (3) provides that, under the
"income" method, stock dividends shall not be treated as l)roperty Iaid in, antd
hence shall not he considered capital additions to the average earnings chase. This
treatment is proper for nontaxable stock dividends, but should not he apl)lied to
taxale stock dividends. A taxabhl stock diVidend is, in effect-, the same thing-
as a distribution of cash which is reinvested in the corporation by the stock-
holders. In the latter case, of course, the corporation receives a capital addition;
and no difference in treatment for taxable stock dividends is justified.

(7, Distribidions in, first 60 days of taxable year.-Section 718 (c) (2) repeats a
provision used in the World War excess-profits tax, that distributions dirring the
first 60 (lays of the taxable year are considered to have been' made on the last
lay of the preceding taxable year, and reduce accumulated earnings and profits

to thie extent thereof. This is contrary to the provisions in present law that ds-
tributions during the taxable year are deemed to be out of the most recently
aeeumulated earnings and profits, regardless of the amount earned on the date
of ditribtution, (Sec. 115 (a) and (b).) It is also contrary to the rule prescribed
in section 718 (c) (3) for distrihutions after the first (10 days of the year. It the
new rule is considered essential to prevent tax evasion, considerable care will be
required to avoid (liscriminations and conflicts.

(8) Capintd additions during base period.--.-Section 713 (e) provides for capital,
addilious and reductions to base-period income occurring after the hawse period.
There is no provision, however, for increases or reductions of capital during the
base l)eriod, which obviolslv affect the average earnings over the period. If a
large increase in capital occurred in 1)39, the taxpayer will have the benefit of
only 1 year's earnings, or less, upon this capital in figuring hase-p(,riod earnings.
The increased capital, however, will presumably continue to produce income iin
19,10 and thereafter, in years subject to the excess-prolits tax. I the converse
situation, where a capital reduction occurred late in the Iase period, the taxpayer
will he unduly favored in computing excess-profits taxes. This situation should
be corrected.

(9) Deduction of taxes in computing excess profits et income.--It should be noted
that the 4. 1-percent tax for use of the income method, although it is designed and
described as an addition to the normal tax, has Ileen drafted as al additional
excess-profits tax, in an amnounit equal to 4.1 percent of normal-tax net income.
''lIe result of this phrasing is to l)revent the deduction of this tax, along with the
20.9-percent normal tax, in comnputing income subject to the excess-profits tax.
If this penalty is not remno\ ed (as it should he), it should certainly at I east be de-
ductible as a part of the corporate normal tax.

(10) Personal service corporations.. - The detinition of peronal service corpora-
tions in section 723 is too limited in its scope. The definition requires that the
owners of at least 80 percent of the stock be regularly engaged in the active con-
duct of the affairs of the corporation. This limitation operates to exclude a large
number of personal service corporations in which the persons performing the
active services obtained capital to run the business from outsiders, in return for a
substantial portion of the stock (usually a majorityy. These corporations are
substantially similar to limited partnerships. They have the following character-
isties: (a) The capital is relatively small, (b) it is not a material income-producing'
factor, and (c) the number of stockholders is small. These tests should he applied
in determining the nope of the personal service corporation provisions, rather
than the arbitrary and unrealistic standard of the present bill.

In fact, much could be said for affording to every corporation an exemption
from the excess-profits tax if its stockholders returned and paid tax upon all its
income, whether or not distributed.

(11) Refunds of A. A. A. taxes.--Seetions 711 (b) (2) (A) (5) and (11) (5)
add back to base period income amounts taken as a deduction by vendor corpo-
rations for repayments or credits to their vendees of taxes paid *under the Agri-
cultural Adjustment Act. On similar grounds, an adjustment should be made
for refunds of processing taxes under title VII of the 1936 act, most of which have
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not been adjudicated by the courts and will be received in years subject to the
excess-profits tax. These refunds are nonrecurring items of income, constituting
the return of money laid under an unconstitutional tax. Thev are not "wind-
falls," subject to the unjust enrichment tax, since it must be slmown in order to
obtain the refund that the tax was not passed on by the processor. They are not
profits attributable to the defense program. They should not be subjected to an
excess-profits tax.

A. Supplement A-.--credit based on income

(12) Exchange provisions.--These provisions are intended to make appropriate
adjustments for reorganizations, mergers, liquidations, etc., in the base period
or the taxable year where the excess-profits credit is based on income.

In the following situations, however, the taxpayer will be denied a fair base
period credit:

(a) In any case in which the taxpayer acquires the assets of anotl'er corpo-
ration, in the base period or thereafter, unless such acquisition was efrceted by a
statutory merger or consolidation, in a 112 (b) (6) liquidation, or by cxehange of
all the stock of the taxpayer for all the assets of the other corporation. This
excludes many tax-free reorganizations, compelling many corporations, parties
to such reorganizations, to comlute their excess-profits credit on the invested
capital method. It is particularly harmful in the case of practical mergers and
consolidations as distinguished from statutory mergers and consolidations, which
are not specifically provided for under the laws of many States.

(b) Even in the hmited group of situations recognized by the bill, the taxpayer
is denied the base period earnings of a corporation which it has acquired unless
such corporation was in existence for the full base period.

(c) Although the bill purports to make the income method available to cor-
porations not in existence for the full base period where they have acquired in
reorganization the assets of another corporation which was in existence at the
beginning of the base period, this right is also limited to the specific types of
reorganizations referred to above, and further limited by the exclusion of the
earnings of the acquiring corporation for any period prior to the acquisition.

(d) Where a corporation has been organized to succeed the business of an
individual or partnership, the base period earnings of the individual or partnership
base period are not available to the successor corporation. This is a common
type of reorganization, and was provided for under the 1918 and 1921 acts.

B. Supplement B-credit based on invested capital

These provisions are intended to make adjustments for certain exchanges,
where the excess profits credit is computed on the invested capital basis.

Unquestionably, these sections, covering over 30 pages, are the most compli-
cated in the bill. In neither the House committee report nor in the Treasury
statements before the Senate committee has there been any attempt to explain
the purposeand effect, of this part. of the bill in other than the most general terms.
I seriously question whether anyone has been able to analyze the provisions and
their ramifications satisfactorily in the time available. Testing the effect of the
provisions, however, upon certain specific cases, the provisions seem to contain
discriminations both against the taxpayer and time Government, which may be
illustrated by the following cases:

(a) Prior to the base period, a parent corporation creates a subsidiary and
transfers to it $10,000 in cash in exchange for all the subsidiary's stock. Under
section 752, which contains no date limitation, it would appear that the parent's
invested capital would be reduced by $10,000. Thereafter, during the base
period, the subsidiary is liquidated under section 112 (b) (6), and all its assets
(representing the original investment and the results of years of operation) are
acquired by the parent corporation. There appears to be no provision in part
B, or any other part of the bill, which would have the effect of reinstating the
parent's original invested capital, or otherwise increasing the parent's invested
capital, as the result of the reacquisition of the assets of the subsidiary. If
this is correct, a serious discrimination against the, taxpayer exists

(b) A parent corporation creates a subsidiary and transfers $10,000 thereto in
exchange for all the subsidiary's stock. Under the provisions referred to above,
tile subsidiary would be entitled to an invested capital of $10,000, and the parent's
invested capital would be reduced accordingly. Ilowever, if the parent corpora-
tion uses the income method of computing its excess-profits credit, there appears
to be no provision in the bill which would require an adjustment in the parent's
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credit with respect to income attributable to the assets transferred to the sub-
sidiary. If this is correct, a serious loophole exists in the bill, operating against
the Treasury.

Possible errors of this magnitude should demonstrate that provisions as compli-
cated as those contained in supplement B1 of part I I cannot he satisfactorily drafted
In the time that has been available. Before the bill is enacted into law, taxpayers
affected by these provisions should have an adequate opportunity to study them,
and to determine the application of the provisions to their particular situations.

Although it is nowhere expressed, I assume the policy of part II could be
expressed somewhat as follows:

"In the case of tax-free transfers and exchanges in connection with reorganiza-
tions, liquidations, and the creation of new corporations, proper adjustment shall
be made in invested capital and excess profits net income so that the effect of
such transfers and exchanges will be properly reflected in the computation of the
taxpayer's excess-profits credit."

If this is a reasonably correct statement of the underlying policy, it would seem
that it could be stated in legislative language inore advantageously, from the
point of view of both the Treasury and the taxpayer, than the present effort to
reduce all possible contingencies to a stated computation.

AMORTIZATION

It is essential that there be recognition that the economic life of facilities
devoted to the national-defense program will be limited to the defense emergency.
In our opinion, this fact could have been promptly recognized and applied by the
Treasury Department under present law, without recourse to special legislation.
Ample authority for such administrative action is contained in the depreciation
allowance under section 23 (1) of the existing revenue law.

In view of the present position of the Treasury Department, however, the
enactment of an adequate provision for accelerated depreciation and obsolescence
(usually referred to as amortization) is necessary. Passage of this provision
should be expedited by separation from the excess-profits tax-provisions.

The amortization provisions of the bill appear to us to be unduly complicated
and detailed. In our ol)inii, the purpose of the bill would have bee,, accolii-
plished satisfactorily by a simple provision directing the Treasury Department
to take into consideration the period of the defense emergency in determining a
reasonable allowance for the exhuastion, wear and tear of property, aid fixing
the emergency period at not more than 5 years.

The bill also contains some unnecessary restrictions which impair the usefulness
of the provision. These may be summarized as follows!

(1) Tie provisions of subsections (i), (j), and (k) should be eliminated. We
endorse unqualifiedly the statement of Mr. Knudsen yesterday before the Finance
Committee, and of the other members of the Advisory Commission, in this respect.

(2) Subsection (e) (1) limits the benefits of the deduction to facilities completed
after JNly 10, 1940. This limitation is unfair to taxpayers who have gone ahead
with construction of defense facilities at the request of the Govervnent prior to
July 10. In view of the certificate required to show that the facilities were
necessary to national defense, the prescription of any basic date seems unnecessary.
In any event, the basic date should be moved back to January 1, 1940, which
corresponds more closely to the beginning of the defense emergency.

(3) It is apparently required, under subsection (a), that the deduction shall
be taken ratably over 60 months. It has been the practice of the Bureau, in
many cases, to allow depreciation to be added to the cost of goods in closing
Inventory, and thus recovered directly against the income from the sale of such
geo:ls in a subsequent period. The requirement of the bill would apparently
prevent this sound method of depreciation, as well as other appropriate methods
for recovering cost against proceeds of sale, such as the job or contract method of
depreciation.

(4) Subsection (f) (3) provides that a certificate of necessity for national
defense shall have no effect unless made before the beginning of construction, or
60 days after enactment of the bill. This would put the risk of delay on the
taxpayer, although the Government might be responsible. If a certificate is
actually issued, it should be sutfficlent that it was applied for within the prescribed
time.

The CHAIRMAN. Mr. Fernald of Montclair, N. J. Mr. Fernald
represents the American Mining Congress. All right, Mr. Fernald.
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:STATEMENT OF H. B. FERNALD, REPRESENTING THE AMERICAN
MINING CONGRESS, MONTCLAIR, N. J.

lIt'. FEILNALD. 1\.'. Chairman, afnd members of the committeee -.....
The CHAIRMAN. We have your testimony before the Joint Conm-

mittee. You are going to discusss some new (questions ihy virtue of
this new bill?

Mr. FERNALD. Yes, sir. Primarily, I would like to speak first ol
,the bill itself which we did not have before us at that time.

The now pending tax bill is the most dithcult, involved(, complicated,
.and incont)rehensible tax legislation which has ever been presented.
It is a maze of abstruse, interlocking, mathematical formulae, the
practical applications of which seem impossible adequately to envision.

It seems inconceivable that this bill should be seriously proposed
:its a law to go out to taxpayers in order to give them certainty as to
their tax liabilities.

Neither business corporations, public accountants, practicing
attorneys, nor the Government's own force of examiners will be able
to apply such a law as this to the practical business problems which
must be met.

The proposal is arbitrary and unreasonable, and in many cases
confiscatory. It will class as excess profits what are simply the
reasonable, normal profits of industry. Certain examples of this are
.submitted in the appendix which I have here. In each case it is
assumed that the earnings for the first 4 excess-profits years will be
just the same as the earnings for corresponding years in the base
period.

I took certain figures to see what this would do tnder certain cir-
cumstances. One was an example, in the committee report, of an
instance of base period earnings. I wanted to see what would
happen if those same earnings came in the first 4 years of the excess-
profits tax. I took three examples, which I have worked out roughly
in this appendix to the paper I present herewith.

Here are the results: Example A is an example of one corporation
which showed for the first year $100,000 deficit, for the second year
$40,000 earnings, fo the third year no earnings or deficit; for the
fourth year $200,000 earnings, or an average of $140,000 earnings for
the 4-year period. Of those earnings, $135,000 would be considered
as excess profits subject to a $55,000 excess-profits tax, even though the
earnings were exactly the samen as in the base period

Example B, that is the one found in the committee report, with
years of $300,000 and $200,000 earnings and $150,000 and $100,000
deficits. Out of $250,000 net earnings for the 4-year period, $190,000
would be considered as excess profits and subject to $80,000 excess-
profits tax. I changed that example just by one year, putting $60,000
in, the first year instead of $300,000, and then out of $10,000 net earn-
ings for the 4-year period, $115,000 would be considered as excess
profits, with a tax of $45,000.

They seem. preposterous, yet they are just the kind of examples you
will get in ordinary business. They ard relatively simple cases.
They have been made simple by following the income method without
getting into questions of invested capital.

As to invested capital, the mere volume of mathematical computa-
tions required with daily computations made mandatory by the bill,
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with differential rates continually affecting the computations, both on
invested capital more or less than*$500,000, borrowed money, giving
invested capital more or less than $100,000, more or less than
$1,000,000, are simply tremendous.

Now, not merely are we going to have the taxpayer troubled when
first he must make daily computations of equity ijivested capita) and
daily computations of borrowed money, with differential computa-
tions of whether two-thirds or one-third of the borrowed money will
be allowable any day for invested capital; if there are any inadmissible
assets, daily com)utation must be made of those; and he may put that
figure on his tax return; and then when the Treasury field examiners
.come in, if there is any change in all those figures-and remember
this applies not merely to the current taxable year but to 4 years of
the base period--if they make any change as to bases of assets, even
a change in depreciation, or any classification of expenditures, it
will mean a revision of all these computations. For example, t
change in the depreciation rate will change the ratio for each day in
the vear between admissible and inadmissible assets.

Then we have another step. If the department changes the field
agent's report in any way, again all these computations must be
revised. I am not going to speak at length on that, although I
would like to portray that in greater detail.

I would like to ask, better than anything I can say, if you would
simply request the Treasury Department to present to you the
detailed computations required for a corporation with invested
capital running from $700,000 to $900,000, borrowing generally
daily, borrowing from $600,000 to $1,000,000, investment in stock of
other corporations varying from $100,000 to $300,000, plant invest-
ment varying from $800,000 to $1,000,000, with depreciation previ-
ously allowed at the 5-percent rate and then changed by the Com-
missioner to a 4-percent rate, assuming any scale of fluetuning
earnings they wish, and that for each year, 1938 to 1940, the Com-
missioner, after the return is filed, determines that just a small amount
should be treated not as an expense but as a cost of depreciable
assets, If you will have before you the thousands of computations
required in the first computation and in a revision, you will have some
idea of what this presents.

Then I wish you would do another thing. I wish you would ask
your staff, or the general counsel, to give you a statement of all the
points involved there as to which there is doubt and uncertainty.
I think you will then see just what it is I am talking about here.

Now, part of this is due, part of the complications in the bill are
directly due to these particular things that I am going to mention:

First, the use of differential rates. This sliding scale less than
$500,000, more than $500,000; $100,000, and $1,000,000 on borrowed
money, if those are cut out you can immensely simplify your law and
immensely simplify your computations.

Second, the attempt to write into the law the requirement for
daily averages. TIla, should not be in the law, that should be left,
to the Commissioner, as it was before. In many cases, daily averages
are entirely unnecessary. A fair average can be obtained on a
monthly or even on an annual basis. Let the Commissionemr'detter-
mine that by regulations, because if you write it into the law, the
Commissioner cannot waive it.
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Thirty, the desire for revenue. I am not going to go into any
length on that. I think you have heard from Mr. Alvord on that
subject.

Fourth, eonsolidated returns are not provided for. If consolidated
returns were permitted you may simplify or eliminate or make much
less important, some of "the complicated'provisions which are now in
this bill. Those I am speaking of from the stanp()oint of eoli)lications
and difficulties in framing the law, and I most earnestly urge that
these things be done:

Cut out the differentials on borrowed money and on invested
capital; cut out the requirement for daily computations; include
provision for consolidated returns; make definite endeavor in every
way to simplify the basic policies of the bill; and to make clear and
intelligible to the ordinary taxpayer the essential provisions of thislaw.

Now, as to the substantive provisions, I will cover those very
rapidly, Mr. Chairman. We have these suggestions to make, wholly
independent of any question of simplifying and clarifying that law:

Base period earnings should be those of not more than 3 out of
the 4 years based period. Mining is essentially a business of fluctu-
ating incomes. 1938 generally was a very poor year in the mining
industry, and at least 1 of the others was a poor year, perhaps a
year of loss. We have the difficulties of mines under course of develop-
ment, and we have urged that 2 years should be allowed out of the 4.

If the other provisions we are urging here are made we can concur
with others as to the 3-year period.

All years of loss should be eliminated or should be considered as
zero.

There should be no penalty placed on the use of the income method.
The 4.1 percent tax on the entire net income, the 5 percent higher

rate required on that than in case the invested capital method, is used,
should be eliminated.

The right to use the income method should be allowed to corpora-
tions which were in existence for 1 full year or more of the base
period. We see no reason why that should be confined to, those corpo-
rations which were in existence for the entire 4-year period.

The taxpayer should be permitted to make his election of method
at any time. If you will get before you figures such as I have men-
tioned, showing the volume of computations required having in mind
lack of definite settlements for years so that when the taxpayer is
faced with this the election which the bill requires should be made you
will see that when the return is filed he is in no position then to make
an intelligent election. ie ought to be able to do that at any time,
whichever method he may wish.

As to the property basis to be included in equity invested capital,
this should be modified. The present bill says the basis for deter-
mining loss. What we are determining here is determining profits,
we are using invested capital to determine profits. We ought to have
the basis for property for determining gain. It is not a proposition
of trying to determine loss. I would like 'to speak more on that,
but will pass that.
,Asto borrowed invested capital, the taxpayer should have an

option to include the entire amount of borrowed money in invested
capital or to exclude it.
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Senator GEORGE. Eliminating it, including the interest?
Mr. FERNAm). Naturally. Mir Chairman, I have in mind the

case of a large corporation that happens to have just a small obliga-
tion outstan(ling which woull fiank as borrowed money. It is entirely
negligible. TJhe matter of daily computations here would make
it better to waive the thing completely in every way, rather than to
have to go through an( make that for a wholly immaterial amount.

Now, spealdng for mining, our mining industry is largely in States
where interest rates are high. They may have to pay high rates on
their money. If that is true they certainly ought to be allowed to
deduct the interest they have to pay on that money if they wish to
do so. For that reason we think there should be the option as well
as the right to include 100 percent of it.

The CHAIRMAN. All right, Mr. Fernald, your time has expired.
Senator LODGE. May I ask a question? You made i suggestion

there that interested me very muchm, on the number of computations,
Mr. FERNALD. Yes, sir.
Senator LODGE. That would have to be made.
Mr. FERNALD. Yes.
Senator' LODGE. You suggested that the committee get that in-

formation officially. Can you make that suggestion a little more
definite? I think it would be well worthwhile to get that data.
Would you want the information on a corporation having an income
of a certain amount, and so on?

Mr. FERNALD. So far as the amount of income is concerned, I
would be entirely ready to take one of my examples tat I give here,
or let the Treasury Department itself give exan pies of fluctuating
income. I am speaking here of the result, you ,ee. That was not
my primary purpose in asking that, but merely ,to get b ,fore you a
visioning of -the volume of computations involved.

Senator LODGE. That is what I would like to I ave for the record,
a definite number of computations, because that is so nething the
average man can understand.

Mr. FERNALD. All I can say, there are going to be thousands of
them. I made a tentative estimate of what, might be required and I
got about 180,000 computations that were required.

Senator LODGE. For one return?
Mr. FERNALD. For I year, including the 4 years of the base period.
Senat')r LODGE. And how many of those involved questions that

were in d)ubt and were subject to debate and interpretation, an(d so on?
Mr, FE ZNALD. I should say about 100,000,of them.
Senator LODGE. Mr. Chairman, can we have that information

developed officially 'for the record?
The CHAIRMAN. We will ask Mr. Sullivan if it is possible to get

that information for us.
Senator LODGE. The number of computations and tle number that

are doubtful.
Mr. SULLIVAN. That is right.
Senator LODGE. Thank you very much,
Mr. FERNALD. Mr. Chairman, might I just say one word? I call

attention to the statement we made urging the average basis for
excess-profits tax determination either by carrying forward the deficit
or deficiencies or by actually taking an average for the years. I give
two further examples.
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The CHAIRMAN. All that is in your brief?
Mr. FERNALD. Yes; alind I also wish to urge most strongly the

absolute need of special assessment provisions such as we recommend
here.

The CHAIRMAN. We will give that (areful consideration.
(The brief of Mr. Fernald and the appendix are as follows:)

BRIEF OF HENRY B. FERNALD, CHAIRMAN, EXECUTIVE TAX COMMITTEE, AMER-
ICAN MINING CONGRESS, BEFORE THE SENATE CONMITTEE ON FINANCE

THE AMERICAN MINING CONGRESS,
Munsey Building, Washington, 1). C., September 5, 19J10.

In re proposed excess-profits tax.
To the Honorable Chairman and Members of the Cominmittee on Finance:

The now pending tax bill is the most difficult, involved, complicated, and in-
comprehensible tax legislation which has ever been presented. It is a Inaze of
abstruse, interlocking, mathematical formulas, the practical applications of whieh
seem iml)ossible adequately to envision.

It seems inconceivable that this bill should be seriously proposed as a law to go
out to taxpayers in order to give them certainty as to their tax liabilities. Neither
business corporations, public accountants, practicing attorneys, nor the Govern-
ment's own force of examiners will be able to apply such a law as, this to the
practical business problems which must be met,

The proposal is arbitrary and unreasonable and in iany cases confiscatory.
It will class as excess profits what are simply the reasonable, normal profits of
industry. Certain examples of this are submitted in the appendix herewith. In
each case it is assumed that the earnings for the first 4 excess-profits years will
be just the same as the earnings for corresponding years in the base period.
Making some simple computations under this bill as I understand it, but without
full detailed computations of every kind, the results (computed on the "inconie"
method) seem as follows:

In example A, with years of $100,000 deficit, $10,000 earnings, 11o earnils,
and $200,000 earnings; out of $140,000 net earnings for the 4-year period $135,000
would be considered as excess profits subject to $55,867 excess-profits tax.

In example B (based on an example in the committee report) with years of
$300,000 and $200,000 earnings and $150,000 and $100,000 deficits; out of $250,000
net earnings for the 4-year period, $190,000 would be considered as excess profit,;
subject to $80,234 excess-profits tax.

In example C, the same as example B, except $60,000 for the first year; out of
$10,000 net earnings for the 4-year period, $115,000 would be considered as ex-
cess profits, subject to $45,793 excess-profits tax.

These are not unusual examples of results. Each will be found in actual bust-
ness. They are relatively simple cases without attempting to bring in all the
complications and difficulties which will be necessary in actual practice, They
have been made simple by following the income method instead of getting into
the involvements of invested capital.

As to invested capital, the mere volume of ma hematlcal computations re-
quired for the daily calculations made mandatory by the bill, with the differential
rates continually affecting the computations, is appalling. Take the case of a
corporation with something less than $1,000,000 of equity invested capital but
with borrowed money such that the aggregate invested capital may swing more
or less across that dividing line. Let It be a corporation which has frequent
changes In its borrowed money, as one which was borrowing against accounts
receivable. Assume also inadmissible as well as admissible assets. We then
have the following steps:

First.-The taxpayer must make its daily computations of equity invested
capital and its daily computations of borrowed money with the differential com-
putations of whether two-thirds or one-third of the borrowed money will be allow-
able any day for invested capital. Then it must make its daily computations as
to admissible and inadmissible assets and -the adjilsted basis of each asset to be
used, ; After its has made these thousands of detailed computations for the cur-
rent taxable year and for each of the 4 years in the base period, it will obtain a
figure Which it 'may use on Its tax returns.

Second.-When the Treasury field examiners mnake their audits, every change
which they propose--such as a change in basis for any asset, a change in deprecia-
tion, reclassIfication of expenditures, etc.-will mean revision and restatement of
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all these computations. For example, a change in depreciation rate will change
the ratio for each day in the year between admissible and inadmissible assets,

Third.--I'f in departmental conferences changes are made in the field examiner's
results, again all these daily computations must be revised.

All of this is with respect to the comparatively simple situation of a single
corporation, and without considering possible appeals, refund claims, etc.

It is impossible to picture the volume of work to be done and redone, the points
to be canvassed and recanvassed in any such situation as that portrayed on pages.
'0 and 31 of the committee's report, where there have been reorganizations,
mergers, or consolidations.

Many of the difficulties and complications in the bill are the inevitable conse-
quences of certain features of the present proposals; particularly the following:

(a) The use of differential rates.- The allowances to be made if invested capital
is more or less than $500,000, the differential treatment to be accorded borrowed
money depending on whether aggregate invested capital is more than $100,000
or is more than $1,000,000, are the occasion for many qf the most involved and
difficult provisions of the bill.

Before the House committee we urged that a flat rate should be allowed on
invested capital, regardless of whether it was more or less than $500,000. We
also urged that the taxpayer should have the option of including or not including
the entire aniount of borrowed money as invested capital. These recommenda-
tions were made from the standpoint of what we believe fair and reasonable.

The need for simplifying the law and making its administration practicable,
adds a most weighty argument to what we have urged from the standpoint of
equity. We are confident your experts will concur in our statement that many
of the provisions of the bill could be eliminated or simplified if these differentials-
were abandoned.

(b) The attempt to write into the law the requirement for daily averages.- The
method of determining averages should be left to be covered by the Commis-
sioner's regulations As was done under our prior excess-profits acts. Under such
acts, the Commissioner could insist on daily averages but generally lie (lid not do
so because fair and reasonable averages colld be obtained either on a monthly or
an annual basis. If the law requires daily averages, the Commissioner will not
have authority to waive them evei in the many cases where manifestly a monthly
or annual average would be wholly adequate.

(c) The desire for revenue.-An excess-profits tax should not be looked oii pri-
marily as a revenue producer. Our Revemue Acts of 1917 and 1918 yielded tre-
mendous revenues because they were enacted when business was booming after.
inflationary price increases had occurred, and when true excess profits had been
realized. Under the price-fixing policies of the War Industries Board, high prices
were fixed, intended to bring out the maximum amount of marginal production.
Production was of greater importance than price. Such prices, while they did not
yield large profits to the marginal producers, did yield large profits to those not
in the marginal class. If a similar policy were now adopted, any excess-profits
bill would yield immense revenues. However, if we do not have such great
increases in prices, we should not expect to have large excess profits.

If taxpayers are actually making abnormal, excessive profits, the excess-profits
tax may rightly apply to them. It is, however, a perversion of the excess-profite
tax principle to try to make the tax yield great revenue by applying it to what are
in fact the normal and usual profits'of business.

We believe the bill sets up a false and misleading standard of what should be
considered as excess profits, and then wanders into its great complications to en-
force such standards arbitrarily and unreasonably.

(d) Consolidated returns are not provided for.-If consolidated returns were
permitted, this would largely eliminate need for many of the special provisions
regarding reorganizations and consolidations, and for the difficult provisions with,
respect to corporate split-ups; or at least it would greatly minimize their import-,
ance.

Accordingly we urge that the differentials as to borrowed money and as to
allowable return on invested capital should be abandoned; that the law should
not require daily computations; that provision should be made for consolidated
returns; and that definite endeavor should be made in every way possible to
simplify the basic policies of the bill, and to 'makeu clear and'intelligible to the
ordinary taxpayer the essential provisions of this law.

As to substantive provisions of the proposal, we urge the following:
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1. BASE-PURIOD EARNINGS

(a) Base period earnings should be those of not more than 3 out of the / years base
period.- ''his watl the proposal of the Connally anendient. It was announced
that the Ways ati1i Means Comntittee at o0e tinme approved it as a fair nethrul;
then reverted to the 4-year basis solely because that, woull yield more revenue.
Wo had urged before the tiouse committee that the taxpayer should bo per-

tnitted to select any 2 of the 4 years. This is particularly important to the
mining industry.

In mining there are great fluctuations in income from year to yeiar. During
periods of depressed prices and lack of demand it is often necessary to sto) or
greatly curtail production. However, when a mine is once opened, it is generally
impractical to shut it down completely unless it is to be abandoned. If shuit
down, it may fill with water and its entries and working l)laets cave, making it
costly and difficult, if not impossible, to reopen.

Even if production is entirely stopped, pumping, timbering, and other pro-
tective operations are still necessary and many other expenses such as local taxes,
-organization, insurance, welfare, de., must be continued. Curtailed production
with attendant losses may be carried on to give employment and keep alive the
communities in which the mines are located.

Generally 1938 was a had year for mines, and at least one of the other base-
period years was poor.

We cannot stress too strongly our oifion that to use this entire 4-year period
is unfair and inequitable.

For these reasons we urged that only 2 years out of the 4 should be required.
'If, however, other measures we here recommend are adopted, we can eollur in
the proposal which others have made that 3 out of 4 years in the base period
should be used.

(b) All years of loss should be eliminated or should he considered as "zero."-This
will not be so important if the forgoing recommendation is adopted, yet It seems
the fair thing to do

II. PENALTIES ON USE OP' THE INCOME METHOD

The use of the income method should be permitted without penalties.-To deter-
mine the normal profits which should be exempt from the excess-profits tax the
taxpayer is to be given a choice of two methods, the first being the average profits
Of the base period and the second being an allowance on invested capital.

However, the bill puts burdensome penalties on corporations which use the
income method-

First: By adding a separate and additional excess-profits tax of 4.1 percent
on its totalnormal-tax net income.

Second: By increasing by 5 percent the rate of the excess-profits tax in
the several brackets.

The 4.1 percent tax is imposed on the total normal-tax net income, not merely
on the excess-profits portion thereof. Furthermore this 4.1 percent tax on tle
normal-tax net income is not deductible in determining the excess profits.

The declared purpose of the act is to tax excess profits, that is profits of abnormal
size resulting from the defense activities of the Government. It is a distortion
,of this purpose to impose penalties for using the average earnings method.

us1. RIGHT TO USE THE INCOME METHOD

(a) The income method should be allowed to corporations which were in existence
for I full year or more of the base period.-This method is only available, under the
bill, to those corporations which were in existence for the entire 4 years of the
base period. We believe that any corporation which was in existence for 1. full
year or more of the base period should be permitted to use this method.

(b) The taxpayer should he permitted to make his election as to method at any time.-
T'he bill requires that the taxpayer who elects to use the income method must so
indicate on his tax return. When the tax returi is filed, he may have little
assurance as to what will finally be determined as his invested capital and his net
income, either for the base period or for the taxable year. Few taxpayers are in
a position to make an intelligent election at the time the return is filed.

There Is no good reason why' the taxpayer should not be permitted to make this
important election when his taxable status is finally determined.
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IV. PROPERTY BASIS FOR INVESTED CAPITAL

The basis for property to be included in equity invested capital should be modified.--
(1) The bill provides that the basis to be used for property in computing invested
capital should be the basis for determining loss. Since the purpose of this bill is
to use invested capital for determining taxable gains or profits, we urge that the
property basis to t)e used should be the basis for d(,termining gain.

(2) Furthermore, the purpose of this bill is to apply the property basis in a test
of whether (x6essive l)rofits are being made in any case. The closer in point of
time we can bring our asset bases to the period of measurement of reasonable
profits, the better will be our standard. There seems no occasion , to go back, as
in some1 eases might le requireul under this bill for ine or two generations, with all
the research and evidence required to establish a cost of properties to sonic
predecessor in the distant past. One generation should be long enough to go back.
No one should be required to go back before a March 1, 1913, value.

(3) Also, we believe that in ary case where an existing corporation has acquired
assets for more than their cost to a predecessor, it should have the right to include
such assets for purpose of invested capital at their cost or fair value when thus
acquired.

V. BORROWED INVESTED CAPITAL

The taxpayer should have an option to include the entire amount of borrowed money
in invested capital.-We commend the recognition given to the principle of includ-
ing borrowed money in invested capital. However, we believe full recognition
should be given to this principle without the reductions proposed to be made on a
sliding scale.

We make this recommendation front the standpoint of c.uity to taxpayers and
also from the standpoint of sinplification of the computations. For a company
which has frequent changes in the amount of its borrowed capital and must com-
pute its average invested capital on a daily-average basis, the introduction of a
sliding scale of differential allowances for borrowed money requires exceedingly
involved computations. As we have already noted herein, if the full 100-percent
allowance for borrowed money is made, it will greatly simplify the wording of the
law and the average computations to be made.

We further urge that it should be made optional with the taxpayer whether
he includes borrowed money as invested capital (with the exclusion of interest
paid thereon in computing net income) or does not Include borrowed money in
invested capital and has full deduction for interest paid. It Is quite possible that
some corporations would rather avoid the extended computations which will be
necessary to compute average invested capital based on borrowed nonc" than to
get some small advantage from including borrowed money in invested capital.
Furthermore, if the inclusion of borrowed capital is required, it may discriminate
unfairly against many corporations which have to pay comparatively high rates of
interest.

VI. RATE OF RETURN ON INVESTED CAPITAL

An adequate flat rate of return on invested capital should be allowed-For the
mining industry this rate should be not less than 10 percent.-The difficulties and
complications in the bill which result from using differential rates of allowance
on invested capital, have already been referred to. Moreover, if a flat rate is
used, invested capital need only be computed for the current taxable year. Four
years of base-period computations will be eliminated. These alone are persuasive
arguments for using a tlat rate.

Furthermore, an adequate flat rate should be adopted as a matter of equity.
No intelligent businessman would risk his capital in equity investments, except

in nonhazardous situations, for an expected average return as low as 5 percent or
even of 7 percent. The rates proposed as allowable on invested capital are
certainly inadequate, and have nm reference to the realities. Unsecured business
loans to the ordinary corporation carry rates of 6 to 8 percent or more depending
on circumstances and locality.

We accordingly urge that credit on invested capital should be allowed at a
flat rate of not less than 10 percent. Even this is far from adequate to cover
the normal capital risks of the mining industry.

25982--40--19
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VII. AVERAGE BASIS FOR EXCESS-PROFITS DETERMINATIONS

Excess profits should be determined on an average basis and not on the basis of
results for a single year.-The bill recognizes the principle so far as the base
period Is concerned, that normal profits should be determined on a basis of aver-
ages over a period of years. Yet it abandons that principle completely in de-
termining excess profits for the taxable period. Certain examples of rather
extreme results of fluctuating earnings where there are some years of loss are
presented in the examples A, B, and C in the appendix herewith. Even in
simpler cases where there are no loss years, great injustice may be done unless
sonm plan of average for taxable years is adopted.

Example D

Assume a corporation with $500,000 of invested capital entitled to an average
Income credit of 10 percent on $500,000 of invested capital, viz: $50,000 a year.

If it has for 4 excess-profits-tax years net incomes of $10,000, of $25,000, or
$75,000 and of $90,000, it will have had an average net income of $50,000 a year
for the period, viz: 10 percent of its invested capital. However, in the compu-
tation required by the bill, with a total credit and exemption of $55,000 a year,
it will be determined to have had $20,000 excess profits in 1 year and $35,000
excess profits in another. Accordingly, while it has only made a fair average
return, $55,000 of that amount will be treated as excess profits.

Example E

Another corporation engaged in developing a mine has no profits in the first
2 years under this act., has only $30,000 profits in the third year, and thereafter
realizes $60,000 profits a year for the next 3 years, after which the mine is exhausted.
It has thus realized $210,000 total earnings over 6 years----an average of $35,000
a year. Assunme it had a credit and exemption of $35,000 a year. This is all the
average return it has realized, yet for its 3 years of substantial production it will
be considered in each year to have had $25,000-or a total of $75,000-of excess
profits.

Grievous injustice will be done by thus taxing as excess profits what are in fact
only the normal profits of the business. Some provision should be made for aver-
aging the returns over a period of years.

This could be done by adopting a cumulative annual average provision. Under
such a provision no excess-profits tax would be imposed unless the income for the
taxable year and prior years had yielded an amount in excess of the average credit;
with provision that at any time when such cumulative average return was lowered,
appropriate refund or credit would be given for any excess-profits tax previously
paid.

Another method of meeting the situation would be to provide for deficiency
credits. Under this plan any amount of a deficiency (i. e., the difference between
the allowable credit and exemption and the net income) of 1 year would be applied
to a subsequent or a prior year when the income had been in excess of the allowable
credits. In cases where the earlier years showed such deficiencies they would be
carried forward against any subsequent year which might show excess profits.
However, if full equity is done, there should also be provision for allowing the tax-
payer to have a deficiency of a subsequent year credited back against any prior
year in which there had been excess profits.

VIII. CONSOLIDATED RETURNS

Consolidated returns should be permitted.-We have consistently taken the
position that consolidated returns are essential to the determination of the true
taxable net income of an enterprise composed of two or more corporations. Most
certainly excess profits are not realized unless the group as a whole has aggregate
earnings above normal.

The principle of consolidated returns was first brought into our income tax law
in connection with the 1917 excess-profits tax, when the Commissioner prescribed
consolidated returns for excess-profits tax (even though at that time separate
eturns were required for income tax). To avoid 'any question of the authority

of the Commissioner so to do, a provision was written into the 1921 Revenhue Act
specifically authorizing consolidated returns for the 1917 excess-profits tax. Under
the 1918 and 1921 acts, consolidated returns were required or permitted by law
for both excess-profits tax and income-tax purposes. We believe the validity of
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the principle thus recognized still holds and that consolidated returns must be
recognized.

IX. SPECIAL RELIEF

Broad provisions should be made for special relief to be administered by an inde-
pendent board---Tie bill makes no adequate provision for relief or special assess-
ment for the many unusual situations which will arise where gross inequity or
exceptional hardship will result from its provisions. Many corporations operated
at depressed levels during the base period, come were in the red for 2 or more
years, others were only in course of development. There are therefore many
corporations that will have real occasion for special relief if they are not to be
dealt with harshly or unfairly.

We therefore recommend that the special relief provision be considerably
broadened, with provisions similar to those that were necessary and were included
in prior Excess Profits Tax Acts. We believe, however, that the special relief
provisions should be administered, as a matter of equity, by a special board,
independent of the Bureau of Internal Revenue. We do not believe that the
application of special relief should rest in the same Bureau that has to deal with
the application of the technical provisions of the law.

So there shall be no question that mines that have been under development,
shut down, or with reduced production would be cared for under the special relief
provisions, we urge that the provisions in the law authorizing such a board and
providing for special assessment should include among its specifications: (a) "in
the case of mines which were shut down or in process of development during the
base period", and (b) "in the case of mines where the volume of production in the
taxable year has been substantially increased over that of the base period."

X. BRACKETS FOR COMPUTING THE TAX

Broad tax brackets based on invested capital or on exemption should be allowed.-
The present bill adopts a series of tax brackets expressed in dollar amounts which
are to be the basis for the graduated tax rate, regardless of the amount of the
earnings, or the credit or the invested ca ital.

The subcommittee report had proposedbrackets of 10 percent of the amount of
the credit. Criticism was made that such brackets were entirely too narrow. It
was pointed out that in our 1918 and 1921 acts, for example, an excess profits
tax exemption of 8 percent of the invested capital had been allowed. The first
bracket was then from 8 to 20 percent of invested capital. This first bracket was
equal to 12 percent of invested cap ital, which was equivalent to 150 percent of
the amount of the 8 percent credit (without taking into account the specific
$3,000 exemption).

The bill recognizes that for small corporations the proposed brackets of 10
percent of the credit were entirely inadequate and so fixes brackets in dollar
amounts for the benefit of the smaller corporations.

Without taking exception to this as a measure of proper relief for smaller
corporations, we urge, however, that reasonable provision should be made as to
the brackets of the larger corporations, for which the money brackets allowed are
wholly Inadequate.

Net income determination is not a matter of exactness but rather of estimate and
of a series of arbitrary rules. It has been repeatedly recognized by tile Bureau
and by the courts that annual income determinations are at best very faulty.
Minor variations in annual income determinations under arbitrary rules are
inevitable, but these should not be magnified and heavily penalized by imposing a
high excess profits tax on slight variations.

While we recognize the appropriateness of the dollar figures to be applied to
small corporations, we urge as a matter of fairness that the general basis should be
relatively broad brackets. We suggest these brackets should be not less than
10 percent on invested capital or, if based on the credits the brackets should each
be 100 percent of the credits. For example, if the credit were 10 percent of the
invested capital then the first bracket should be from 10 to 20 percent of invested
capital, the second bracket from 20 to 30 percent of invested capital, etc.

XI. THE (0-DAY PROVISION REGARDING DIVIDENDS PAID

The provision oj the bill for reduction of invested capital on account of distributions
made during the first 60 days o the taxable year which are to be considered as if made
from the surplus of the preceding year, should be eliminated.--This was a provision
of our prior excess profits tax laws. Under those laws it was not an unreasonable
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assumption. That situation is, however, altered by the change which has now been
made in section 115 (a), which provides that all distributions during any year shall
be considered as out the profits of that year to the extent of such profits. So
long as this stands as a binding assumption under section 115, we should not have
an assumption of a different status for such a dividend written into the excess
profits tax law. The proposed 60-day provision with respect to dividends should
therefore be omitted and the present provisions of section 115 (a) continued.

XII. EFFECTIVE DATE OF THE LAW

The law should only apply to taxable years beginnnig after December 81, 194t0.-
The bill provides that this tax shall apply to each taxable year beginning after
December 31, 1939.

We have already had one heavy increase in taxation enacted in June of this
year, with retroactive effect to the beginning of the year. We believe we should
not have another heavy tax now imposed with retroactive effect when the year
has largely expired. There seems no probability that, the Treasury Department
will be able to issue its appropriate regulations under this law before the end of
the present year; in fact it seems doubtful if the Treasury will be able to issue
adequate regulations by the time the tax returns are due to be filed on March 15.
We do not feel it is desirable that the Department should issue quickly some
regulations which will be inadequate or faulty so that for a long period thereafter
there will be a continuing series of Treasury decisions amending and supplementing
such regulations.

We believe it will be hopeless for taxpayers to take such a bill as this and try
to make themselves acquainted with it and its requirements so as to be in a position
properly to file their tax returns next March, with due consideration to the
volume of Treasury regulations which will be required.

Furthermore, we believe it is recognized that a fair excess-profits tax will yield
no material amount of revenue on 1940 incomes. Certainly there will be no
material amount of incomes resulting in this year from the Government's defense
program.

We therefore urge that the law should not be effective until after December 31,
1940.

If this is done, there will be needed time for proper consideration of the many
difficult questions involved in such taxation, for the proper framing of the law
and for the formulation and issuing of proper Treasury regulations.

The provision for amortization, as to which there seems need for prompt action,
in order to give contractors and subcontractors some certainty as to their status
in that regard, can be promptly passed as a separate measure. Certainly no
taxpayer is going to get any certainty as to his tax liabilities from the passage
of a bill such as this.

APPENDIX TO STATEMENT OF HENitY B. FERNALD

EXAMPLES OF THE APPLICATION OF THE PROPOSED TAX TO A CORPORATION WITH
FLUCTUATING EARNINGS

If we assume the years 1936 to 1939 were a normal period, we must also assume
that the variations in annual earnings during that period are normal. We must
expect that such fluctuations of earnings for good years and bad are rightly to be
taken into account in arriving at a normal average.

Unless we take into account for the excess-profits period the average of good
years and bad, we shall have some preposterous results. This is shown if we take
certain examples and assume that the results for the first 4 years of the excess-
profits period will be the same as the 4 years of ,Aie bse period.

Three examples are submitted on the attached sheets. In all of these the tax is
computed on the "income" method. In stating them the word "earnings" is used
(as it is used in the committee report) to mean "excess profits net income."
Where "net loss carry-over" is involved, it is, for the purpose of these examples,
shown as applied In total to "earnings" without making the detailed computations
for the "normal tax" adjustment thereto. The results of these computations, as
theyare hereinafter set forth, may be briefly summarized as follows-

)3ample "A."-This is a comparatively simple example for a corporation which
showed for the first year $100,000 deficit; for the second year $40,000 earnings;
for the third year no earnings or deficit; for the fourth year $200,000 earnings;
resulting In net earnings for the 4 years of $140,000. With these same earnings
for 4 excess profits tax year, the following results are shown:
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(a) Out of $140,000 net earnings for the period $135,000 would be considered

as "excess profits."
(b) The "excess profits" tax would be $55,867.
(c) The corporation would then have left only $84,133 net for the 4 years'

excess-profits period, as compared with $140,000 net for the base period.
Example B.-This is an example it which earnings were $300,000 and $200,000

for the first 2 years, with deficits of $150,000 and $100,000 for the next 2 years
(as stated on p. 5 of the report of the Committee on Ways and Means). This
results in net earnings of $250,000 for the 4-year period. With these same
earnings for excess-profits-tax years, the following results are shown:

(a) Out of $250,000 net earnings for the period $190,000 would be considered
as "excess profits,"

(b) The "excess profits" tax would be $80,234.
(c) The corporation would then have left only $169,766 net for the 4 years

excess-profits period, as compared with $250,000 net for the base period.
Example C.--In this example, only a single change for one year is made from

the stated earnings of example B, viz., to show the first year's earnings as $60,000,
instead of $300,000. The following results are then shown:

(a) With only $10,000 net earnings for the period, $115,000 would be con-
sidered as excesss profits."

(b) The "excess profits" tax would be $45,793.
(c) The corporation would then have, after taxes, a net deficit of $35,793 for the

4 years excess-profits period, as compared with the net surplus of $10,000 for the
base period.

These are not at all unusual examples. Results such as these will often be
found in actual business. They show how a business which had exactly the same
earnings in the excess-profits years as in the base period might have all, or sub-
stantially all, of such earnings taken in so-called excess profits taxes, or might even
be left with a net deficit.

If, in these examples, we could assume large invested capital, the situation might
be mitigated, but not all corporations have large capital. Even to make the corn-
putations of "daily average invested capital" is itself a heavy penalty. To master,
and to make, such computations is probably beyond the ability of such an account-
ing staff as would be found in corporations with normal earnings which averaged
$100,000 or less, as in these examples.

Perhaps there may be errors in the computations as here made, because it has
been impossible to master the bill's provisions in the few days it has been available.
As previously noted, the examples are not worked out In full detail. However,
they are believed fairly to present results such as are likely to be found under the
plan proposed in the bill, as we understand it.

Example A

Earnings of corporation A Actual Computed

1l36deflcit ...................................................................... -$t0,0i O 0
ig37earnlngs .............................................. _---- _-1-40,tieO +$40,eeti
1938earnings ................................................. 0 0
10309 e a r n ingsa.......................+=000 ' +200, 000

Total ..................................................................... +140 0 +24oe00
Base-period average ........................................................................ + 60000
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If for the first 4 excess-profits tax years Corporation A has similar earnings and
deficit, the net result, with tax computed on the income method, will be as
follows:

Earnings Credits Excess 'ax Not earnings

profits after tax

1040..... ......... 1................ -100,000..-- .. .. ........ -100,0001941 -t .4.....0......... ..................400000

1041 ~~-1000)----------------------------- +40,000 ~----------~~o
1042--------......... --------............ 11 0, 00 0
1043------------------------------+200,000 60,000 130,000 155,807 144,133

. otal-.............+................... . 140, 000-135,000 00,07 84,133

I Assumed not loss carry-over, 1940 to 1941.
2 Tax computation:

Earnings (excess profits net income) ........---------------------- .... .....$200, 00
Credits ----- .... ..--...............-----------------.................. 65,00

Excess profits .......---------.......- ................ ...... ....... ------- 11,000
Excess-profits tax:

25 percent of $20,000 ....------------------------ ---- ------ -- 000
30 percent of $30,000. .............................----------. 5------- 000
85 percent of $50,000. ...-.......... .... . ------------ --------------- 17, 00
40 percent of $35,10 ....- -----------.......... . ..... ....... .. ........ 14, 000

45, 50
4.1 percent of normal net income ($252,844.50) .....-.............-------------- __-10,307

Total tax ................................... ...................-- ------- ....... 65,867

In this case, out of its net earnings (net income less normal tax) for the first
4 excess-profits-tax years, totaling $140,000-the same as in its base period-it
will be considered to have $135,000 excess profits and will pay $55,867 "excess-
profits" tax. Example B

This example of corporate "earnings" in the base period is given on page 5
of the committee report.

Earnings of corporation X

Actual Computed

1915 earnings ....................------------------------------------------- +$300, 000 8300,000
1937 earnings ....................................................... .--------- +200, 00 200, 0
1938 deficit ..............................----------------------------------- -150,000 0
199 deficit .......... ........................................................ -100,000 -100,00

Net total -------------------- 2-----------------------------------------+-2,00 +400,000
Base-period average ..................... +................................... . 100,000

If for the first 4 excess-profits years it had similar earnings and deficits-viz,
1940 earnings, $300,000; 1941 earnings, $200,000; 1942 deficit, $150,000; 1943

- deficit, $100,000-the results will be:
(1) In such case its $100,000 loss of 1939 (but not its $150,000 loss of 1938)

would be carried forward against 1940, so that 1940 earnings of $300,000 would
be taxable only to the extent of $200,000.

NoTE.-For simplicity we are not attempting to bring in detailed income-tax
differences, but deal only with "earnings," using that word as it is used in the
committee's example, to mean "excess-profits net income."
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(2) On this basis, its net results for the first 4 excess-profits years would be as

follows:

Exces'sNetcarn-Earnings Credit Exes Tax lngs less
profits tax

--------------------- f+$300, 000 10o,0o0 $o5,0 ooo $40,117 +$269,883k,-100,000)
141 -----------------...................... F200 W 105,000 05,000 240,117 +109,883
1042,....-......-........................- .- 000 ............ . ........ . --10,000
1043 ..............-...................... 0------------------.10,0

Nottotal .......................... +2 ,000- ............ 10, 823i 169,7

' It is hero assured (to avoid extended computations) that the entire $100 000 loss of 1939 would serve
to reduce by that amount the $300,000 "earnings" of 1040. The 1939 loss is not taken into account in stating
the "net total" earnings for the period.

'Tax computation:
Earnings (excess-profits net Income) ....... ...................- ............. $200,000
Credits .............................................-.................. .................... 105,000

Excess profits ------------------...................................................... 5,000

Excess-profits tax:
25 percent of $20,000 ....................... -....... ............ _............. 5,000
30 percent of $30,000 ................................................................... ,000
35 percent of $0,000 ......................--------- 1.................................... 15,750

Total ....... ............-........................................................ 20,750
4.1 percent of normal tax net Income ($262,844.10) .......................................... 10,367

Total excess-profits tax ............................................................... 40,117

Accordingly, if its earnings (not income less normal tax) for the first 4 years
of the excess-profits tax period were the same as its earnings for the base period,
then (even after deducting a "net loss carry-over" from 1939), out of net earnings
of $250,000 for the 4 years $190,000 would be considered as "excess profits"
and "excess-profits taxes" of $80,234 would have to be paid thereon. lie net
result would be to leave It, for the 4-year excess-profits period, with about two-
thiids of the net amount of its normal net earnings for the base period.

Example C

Changing the preceding figures for only 1 year, we have such an example as the
Earnings of corporation Y "

Actual Computed

1936 earnings ............................................................. +0,000 +0,000
1937 earnings ............................---------.---------- ..... +200,000 +200,000
1938 deficit ...................................................................... --1500, 000.
1939 deficit ......................----........-.............................. . -. 100,000 -10,000

Net total .................................................... --------- +10,000 160,000
Base-period average ......................................................... .... +40,000
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On similar earnings for the first 4 excess-profit tax years, the result would be
as follows:

Earnings Credits ,XCeS T Net earnings

profits Tax less tax

1940 ..... ................. ................... 11 -$60,0()0 } . . . . .. . . . . .. .. . $60, 0

1040--------------000------------------ ------------ 1-0,00
1941 ........................................... + j" 4 ())00 $45,000 $116,00 2$45,703 +154,207
1942 ............................................. -- , 000 ..... ....... -- 150, 000
1943 ............................................ _ 1 -10 ,000 - --------------.. - -.-

Net toal.....................-...... -. +10.,000 --- 115,00)0 40, 703 -35,703

I Not loss of $100,000 for 1030 in here applied to 1940 and 1911 "earnings," but not in staying "net total,"
I Tax computation:

Earnings (excess-profits net Income) ...........--................................ ......... $1I , 000
Credits ..-----------------------------------------........ 0........ 45, W

Excess profits .............. -1.....................1............................. . . 115,000
Excess-profits tax:

24 percent o $20,000.. ............. .............................................. 5, 00
30 percent of $30,000 ............................................. 9, 000
35 percent of $50,000 .................................. ......... . ...... 17,500
40 percent of $15,000 ...... .............--------- -........................... 6,(00

Total .............................. .........------.... .......... ............... 37, 800
4.1 percent of normal tax net income ($202,275) ................. .............. 8,203

Total excess-profits tax -----.........................-............ 45,703

In this case, with a net $10,000 of earnings for the first 4 excess-profits tax years,
$115,000 would be considered as excess profits, and an excess-profits tax of
$45,793 would have to be paid. Thus the net result would be a deficit of $35,793
for the 4-year excess-profits period, instead of the $10,000 iet profit for tho a
period.
The CHAIRMAN. Mr. Tyrrell.

STATEMENT OF RICHARD H. TYRRELL, REPRESENTING CHAIN
BELT CO., MILWAUKEE, WIS.

Mr. TYRRELL. Mr. Chairman and gentlemen of the committee. I
am Richard I. Tyrrell of the law firn of Wood, Warner & Tyrrell of
Milwaukee, Wis., the general counsel fo' the Chain Belt Co., of
Milwaukee, a corporation that has business enterprises, that has
plants in Milwaukee, Wis., and in Massachusetts. I appear here on
behalf of that company.

I am not here to raise any question with respect to the rates of
this bill, nor to any tax levy that may seem proper to finance the
defense program. I do, however, wish to point out one single in-
equality that affects seriously not only Chain Belt Co. but all tax-
payers similarly situated in at least 13 States. It may be of interest
to the members of the committee that 6 of these States are repre-
sented by members of this committee.

Senator LODGE. Will you read the names of those States?
Mr. TYnRET. The States affected are Iowa, Massachusetts, Mis-

sissippi, Montana, Nebraska, Oklahoma, Oregon, Rhode Island,
South Dakota, Texas, Vermont, Wisconsin, and Wyoming.

This inequality is illustrated by the situation of Chain Belt, Chain
Belt Co. in 1939 acquired a business located in Massachusetts, a
noncompeting business.

The CHAIRMAN. What kind of business?
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Mr. TYRRELL. The Chain Belt Co. is engaged in the manufacture of
chain for transmitting power, and it is also engaged ill the manufacture
of construction machinery and malleable and grey iron castings to
some extent.

Now, it so happens that Chain Belt Co., assuming a law of this kind
is passed, would find it desirable to employ the basis of earnings and
using,.as the law now permits, the earning record of both constituents.
However, the law is so drafted at the present time that mergers entitle
the surviving corporation to use the earning record of the old corpora-
tion only in the event the merger has been consummated pursuant to a
statutory merger.

It so happens that in Wisconsin, and according to our investigation
in the other 12 States, there are no statutes that permit mergers.
Mergers in such States are accomplished, as they are in Wisconsin
andi as this one was accomplished, by the general common-law power
of a corporation to merge. Thus simply because of the accident of
this corporation being a Wisconsin corporation, without the benefit
of a particular statute permitting mergers, it is denied the right to use
in the computation of its earnings credit, the earning record of the con-
stituent companies. As the result, the difference in this tax over the
situation that would have resulted had this been organized under the
laws of another State, say either Connecticut or Illinois, would have
been $273,000 as compared with $156,000.

Now, that is an equality which is, I think, just an oversight, and it is
important to all corporations similarly situated in any of these States.

Now, this problem is not entirely new to this committee, This
committee, in its report on the 1934 act, when an attempt was made,
and was carried out, to revise the definition of reorganizations that
are entitled to certain tax-free exchanges, commented upon the fact,
and it appears in its written report to the Senate, that not all States
have adopted statutes providing for mergers or consolidations, and
the committee at that time recommended to. the Senate a provision
to be inserted in the definition of a corporate reorganization covering
the practical or common-law kind of merger or consolidation that is
undertaken in these States that do not have statutes.

Now, we believe that this inequality can be easily remedied by
enlarging the definition of what constitutes an acquiring corporation
within the definition of the act, and we have undertaken to draft a

provision for that purpose. Our view of it is that the Treasury
epartement is concerned solely with the proposition that both the

old corporation and the new corporation shall not claim the benefit
of the earning record, and our amendment proposes, in accordance
with what these mergers are, that one of the essential factors is that
the transferor corporation, the old corporation, shall have promptly
undertaken a policy of complete liquidation, and thereby it assures
the fact that only the new or the successor corporation, in this case
called the acquiring corporation, shall claim the benefit of the earning
record, and I therefore think that it meets any objection that the
Treasury Department might have.

I therefore invite the attention of the committee to this problem
and ask permission to put it in the record.

The CHAIRMAN. You may put it in the record. You have in your
brief, I imagine, the suggested provision that you want to incorporate?

Mr. TYIREELL. That is cbrreat.
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Senator LODGE. You drafted an amendment?
Mr. TyinREaL. It is incorporated in this proposed statement. I

should like to submit that. I made additional copies for the members
of the committee.

Senator LODGE. This is a technical injustice which should be
corrected in the interest of fairness to people in all States?

Mr. TYinRELL I think that is true. It simply results from the
fact that 13 States, as we have examined the list, do not have pro-
visions for statutory mergers.

(The brief of Mr. Tyrrell is as follows:)
Bnr OF RICHARD H. TYRRELL, lREPRESI,1NTING CITAIN BEIT Co,

I am Richard H. Tyrrell, of the law firm of Wood, Warner & Tyrrell, of Mil-
waukee, Wis., general counsel for Chain Belt Co., of Mfilwaukee, at Wisconsin
corporation having plants in Wisconsin and Massachusetts. I appear here on
behalf of that company. I ain not here to oppose the tax rates of this )ill nor
any other tax levy that may be required to finance the defense program, but wish
to point out an inequality that exists in the present bill that will work a severe
hardship not only upon Chain Belt Co. but upon all similar taxpayers in 13 States
of the Union.

This inequality is illustrated by the situation of Chain Belt Co. That company
in 1939 acquired the Lusiness of a nonconhpeting company located in Massachu-
setts. The Massachusetts company was in existence during the 4-year base )eriod,
and Chain Belt Co. would like to use the earning basis for computing its excess-
profits tax. However, on the earning basis its tax for 1940 under this bill will be
approximately $273 000, whereas if it were organized under the laws of certain
other States, say, Illinois or Connecticut, such tax would be only approximately
$156,000.

This inequality arises from the following l)rovisions in the present bill:
This bill permits certain corporations to adopt the average-earnings method

of computing the tax. In the case of corporate reorganizations during the base
period the bill in certain cases extends to the surviving corporation the privilege
to include in its base-period earnings the earnings of the cosniituent or old cor-
poration. This is obviously done to recognize as normal, the earnings that will
normally accrue to the surviiL; corporation from the business and assets of the
old corporation. However, in cases of mergers and consolidations the bill (s-*.
740, p. 41) extends the election only to statutory mergers or consolidations. In
Wisconsin we have no statutes providing for mergers or consolidations. We ac-
complish the same thing under the common-law powers of a corporation. The
United States Treasury Department, we believe, has always placed a very strict
construction upon the term statutory merger, and under that definition recognizes
mergers only when expressly covered by statutory law. Thus, simply because
Chain Belt Co. was organized under the laws of Wisconsin, rather than a State
having statutes dealing with mergers, it, is denied the right to use the earning
history of the acquired company and is penalized some $117,000.

This situation is not peculiar to Wisconsin. Our investigation discloses that
there are 13 States so situated. They are: Iowa, Massachusetts, Mississippi,
Montana, Nebraska, Oklahoma, Oregon, Rhode Island, South Dakota, Texas,
Vermont, Wisconsin. and Wyoming. Thus corporations of any of these States
which have had transactions similar to that of the Chain Belt Co., are unjustly
discriminated against by the present bill.

This problem Is not entirely new to this committee. In connection with the
Revenue Act of 1934, this committee considered proposed revisions in the reor-
ganization provisions of the income tax law, and in its report upon that proposed
act (p. 16 of committee report dated March 28, 1934, upon tie revenue bill of
1934) expressly commented upon the fact that "not all of the States have adopted
statutes providing for mergers or consolidations," and the committee recommended
a provision to include within the definition of reorganization mergers other than
statutory mergers and the recommendation was incorporated in the law.

We believe that this Inequality can easily be remedied by an amendment to
section 740 (p. 41) of the bill, and have drafted and will submit herewith, or as a
supplement hereto, our porposed amendment for the consideration of the com-
mitte.

We invite the attention of the committee to this problem.
RICHARD H. TYRRELL.

SararnmbEn 5, 1940.
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PROPOSED AMENDMENT TO PLACE NONSTATUTORY MERGERS ON THE SAME BASIS
AS STATUTORY MERGERS

Add the following now paragraph at the end of subsection (a) of section 740
(p. 40) :

"(5) A corporation which has acqluiredi, in) exchange solely for all or a part of
its voting stock, substantially all tire properties of another corporation, if--

"(A) such exchange was a transaction with respect to which gain or loss was
not recognized under section 112 (b) (4) of chapter 1 or a corresponding provision
of a prior revenue law, and

"(B) such other corporation, immediately subsequent to or in connection with
such exchange, and in pursuance of the plan of reorganization, proceeded in good
faith and without delay to effect a complete liquidation."
and the following now paragraph at the end of subsection (b) of section 740 (p. 41):

"(5) In the case of a transaction described in subsection (a) (5), the corporation
the properties of which were acquired."

STATEMENT OF KURT F. PANTZER, REPRESENTING TECUMSEH
COAL CORPORATION, INDIANAPOLIS, IND.

The CHAIRMAN. Mr. Pantzer.
Mr. PANTZER. Mr. Chairman and members of the committee:
The Tecumseh Coal Corporation is an Indiana corporation. It

was organized pursuant to contracts entered into August 21 of last
year. That was just a week or so before the European war began.
It is a coal-mining corporation, mining by the strip method.

The corporation presents the problem of the way in which this
proposed Excess Profits Tax Act affects a corporation which has, some-
time during the last 4 years, followed the injunctions of both Republi-
can and Democratic Members of Congress in starting the wheels
turning. The total amount of equipment which this corporation
committed itself to purchase approximates $1,900,000. It has an
invested capital of only $1,000.

It is impossible, in the light of the experience of coal-mining com-
panies in the Middle West, to obtain financing from banks or from
investment security houses. The method of financing this corpora-
tion is orthodox and not shoestring or haphazard. The basis of
contracting the $1,900,000 credit was, first, the character and reputa-
tion of the managing officials of the corporation, and, secondly the
fact that those managing officials had under option coal lands in
southern Indiana which had an appraised value of $4,000,000 in coal
in the ground which, through the royalty lease method they would
attract as another item of what you might call capital investment in
the corporation.

Now, the corporation attracted this capital on the basis of a budget.
It went to the Marion Steam Shovel Co., of Ohio, for $600,000 of that
credit on an installment time basis; it went to the McNally-Pittsburgh
Manufacturing Corporation, a tipple and washer company, for another
$500,000 of that credit, and the balance of the credit is represented by
trucks and items of that sort.

It will require to pay the $1,900,000 of indebtedness 5 years of
$400,000 earnings per year in order to meet our indebtedness, to pay
our creditors. The budget whereby we had figured that out was not
passed by men who are inexperienced in the coal business but by hard
operators or representatives of Marion Steam Shovel Co. and the other
men who have financed similar enterprises before. In other words, it
was a sound budget and not a dream budget.
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Now, this bill affords two alternative methods of relief: First, it
directs our attention to the base period for average earnings, which
we have not, we did not get into operation until May 17 of this year,
and, secondly, it directs attention to invested capital.

Now, our equity invested capital was 60 (lays after we started busi-
ness in May, $1,000. It has increased a bit since then because we
have been paying off monthly these equipment obligations. Our
borrowed invested capital is actually $1,900,000, but according to the
percentage provisions of this bill, only $1,000,000 is allowed. Nine
hundred thousand dollars of brand new equipment therefore is given
no credit whatever by the provisions of this bill. We think that that
places this corporation, a new enterprise employing capital goods, the

ind of industry that the Government has been trying to get started,
at a great disadvantage with other industries.

We counted upon an income tax of $83,000, a normal corporation
income tax. Pursuant to the provisions of this tax, as I understand it,
the additional tax will be $81,500. That is practically a 100 percent
ste p-up.

According to another calculation it is $115,000. It represents one-
fourth, approximately, of the indebtedness we have contracted to pay
off in each calendar year.

If this industry, this enterprise, financed according to the normal
method of the industry, has this sort of an experience with the act,
you cannot attract capital according to the normal means of financing
that kind of an industry while this act is in effect.

Coal will become, I believe, one of the important industries of the
war, and we may require every ton of coal we can get to further our
defense program.

I want to leave with the committee a memorandum and ask that it
be made a part of the record. That sets forth some of the basic
figures which I have discussed.

I wish to state the relief which I have considered, and which I think
is the least relief to which we are entitled, a special relief provision
affecting not merely equity invested capital, as the act is now drawn,
but also borrowed invested capital, and a relief in that regard is what
we desire. I find no provision for special relief to corporations that
have a large borrowed invested capital.

Now, if a special relief provision is inserted in the act, I think it
should be special relief according to the rules and regulations of some
tribunal like the Board of Tax Appeals. With that suggestion, I am
in hearty accord, but I also venture to suggest that the act provides
that an industry may apply upon 60 (lays' notice, for a determination
of the kind of relief to which it is entitled. Businessmen need definite-
ness in order to work out their programs, and to have hanging over the
head of any industry a possible period of 5 years before whichever
particular kind of relief to which the industry will be entitled can be
determined, is asking too much.

The CHAIRMAN. Your suggestions will be incorporated into the
record, and I suggest also that you see Mr. Stam, our expert, and talk
with him about the matter wule we are at lunch.

(The brief submitted by Mr. Pantzer is as follows:)
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SENATE OF THE UNITED STATES OF AMERICA COMMITTEE ON FINANCE

In the matter of the hardship of the proposed excess-profits tax upon Tecumseh
Coal Corporation

STATEMENT OF FACTS

Tecumseh Coal Corporation is an Indiana corporation, organized August 15,
1939, with a paid-in capital stock of $1,000, for the purpose of mining coal by the
stripping method upon mining properties at Dickeyville, Warrick County, Ind.

On August 21, 1939, Tecumseh entered into commitments to acquire the plant
stripping machinery, and trucks necessary to mine the coal area, which provided
for acquisition of such property upon a time-payment, title-retention basis. The
chief contracts so entered into by Tecumseh were with the following creditors for
the items and amounts indicated:

Creditors Items Principalamount

McNally Pittsburg Manufacturing Cor. Tipple and washer ............... .......... $5, 000poration,
M

a
rion Steam Shovel Ce ................ Stripping and loading shovels 681,00

New York Central R, R. C --------- Spur and tipple trucks.......................... 209,000Mack International Trruck Ce - ruk.----------------------..,0M ac Ineratina Tr ckCo ....... Trucks ........................... ......... 111, 00
Fruehauf Trailer Co.............-....... Trucks and trailers .........- -- , ------ 000
International Steel Co ................... Garage shop, and storeroom building ......... 17, 000
Westinghouse Electric Co .............. Power lines and transformers ................... 24, 000
Miscellaneous supply house ............ Pumps, pipe line, track scales, tractors, etc. 31,000
Continental Illinois National Bank..... Advances to purchase miscellaneous equipment 195,000

and working capital.

Total ................................................................................. ,870,000

No capital outlay or credit for coal land was required because this is mined
upon a lease-royalty basis.

The entire credit of $1,870,000 was, as already stated, extended upon time-pur.
chase, title-retention commitments excepting moneys advanced by the Continental
Illinois National Bank, which moneys were loaned upon the basis of a pledge of
part of the gross earnings of Tecumseh.

This credit of $1,870,000 has been funded by payments payable over a 5-year
period beginning a approximately 60 days after the Teeumseh mine was in opera-
tion, or July 15, 1940. Pursuant to figures submitted to the creditors of Tecumseh
prior to extension of credit by them, it was estimated its earnings, after payment
of the then-existing Federal income tax on corporations, would be sufficient over
the first 6 operating years to pay off the creditors. A chart showing the amount of
payments due upon a calendar-year basis and the amount of net earnings available
to pay the same upon an operating-year basis for the first 6 years of operations
(the only form in which figures are available) follows:

Payments due Earnings avail.
calendar year able orating

Jan. I-Dec. 31 year uly 16-July 18

First year, 1940 ........ ........... _ -....... ...................... .. $...0 $307 000
Second year, 1941 .......... ........................................ . 427, 000 32 000
Third year, 1942 ...............................................-- - - ...... "- 419, 000 344, 000
Fourth year, 1943 ....................................................... 619, 000 3.,000
Fifth year, 1944 ......................................................... 113, 000 369,000
Sixth year, 1946----- ......................................... 47, 000 382,090

Total .............................................-.. ............ - 1,870,000 2, 098, 0

It will be seen that the total indebtedness, consisting of $1,870,000, ;can just
be paid, with $228,000 left to cover deficits in earnings below the estimated
amounts during the first 5 years, or upon which an excess-profits tax can be paid
in the sixth year.
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THE PROBLEM PRESENTED

The average annual net income of Tecumseh, after payment of the normal
Federal income tax upon corporations for the period in question, is $347,000.
Under the proposed excess-profits tax, as outlined by the subcommittee of the
House Ways and Means Committee in its report of August 8, 1940, crediting the
indebtedness as borrowed invested capital taken in the proper amounts in the
66%-percent bracket and the 33Y-pcrcent bracket an excess-profits tax of approxi-
mately $81,500 will be payable by Tecumseh. It will be seen, by comparing this
unanticipated charge against the average annual earnings of Tecumseh, that it
cannot carry out its schedule of obligations with its creditors.

SUGGESTED SOLUTIONS

Various solutions have been discussed to solve the hardship of the proposed
excess-profits tax upon Tecumseh.

A. A general solution, perhaps covering too much ground, is the following:
"In case a corporation which had no earning record for the base period, or any

part thereof, did, within a year before July 10, 1940, incur indebtedness for the
construction, reconstruction, erection, installation, or acquisition of capital equip-
ment pursuant to a plan of financing which, but for the inciderce of the tax
imposed by this act, could be met out of the net income of such corporation
remaining after normal Federal income tax, then to the extent that such indebtcd-
ness can be met out of net income remaining after normal Federal income tax,
the same may be deducted from such net income before calculating the excess
profits of the corporation subject to the excess-profits tax. The foregoing deduc-
tions may be taken at the option of the corporation, but not for a period exceeding
5 years from July 10, 1940."

13. Another solution would be to extend the amortization period to construction
work initiated after September 1, 1939, and define coal production as a basic war
industry. This solution is perhaps also too) broad.

C. A third solution would be to expand the provision for giving special relief
so as to cover the situation. Section 721 in Htouse bill 10413 gives no special
relief whatever to corporations having a borrowed invested capital. A section
should be added expressing the spirit of Mr. Kenneth Carroad's suggestion to
the committee broadening the provisions for special relief. If such a provision
is added it should be worded so as to provide for a determination of the facts and
a final decision as to whether the provision applies to a given industry or not
within 60 days of application for determination by the taxpayer so the taxpayer
does not have to file his tax return and wait for 5 years before knowing wlat the
final decision as to exemption is.

D. The suggested solution made by certain witnesses before the subcommittee
of the Iouse that total taxes paid by corporations, including the excess-profits
tax, be limited to 30 percent to 31 percent of net income would be a substantial
partial solution,

ARGUMENT

The following arguments are advanced, in outline, in favor of the suggested
solutions:

1. Coal production is a basic industry, with respect to which consideration
should be shown during emergencies calling for industrial production upon a large
scale. With respect to the 5 year amortization provision in House bill 10,113, it
may be noted that there were provisions in the Revenue Acts of 1918 and 1921
which resulted In tax relief for the coal industry. Section 214 (a) (9) of such
acts provided for a reasonable deduction for amortization of buildings, machinery,
and equipment installed after April 6, 1917, "for the production of articles con-
tributing to the prosecution of the war." In U. S. v. - ... (2d) 489,
aff'd in 23 F. (2d) 673 (C. C. A. 5th 1928) it was held that coal was an article
contributing to the prosecution of the war and that the cost of opening and
developing a mine was amortizable.

2. The original financing of Tecumsch was done in good faith after calculation
and presentation to all creditors of Tecumseh of estimates of its earnings (as listed
in the chart above). The Incidence of the proposed excess-profits tax upon the
ne4t income of Tecumseh was unforeseeable on August 21, 1939.

3. Tecumseh is not financed in an unusual or shoestring manner. New
strip mining ventures in the Middle West are generally financed in a similar way.
Obtaining new capital through regular sources by way of sale of securities to the
public or through banking channels is practically impossible because of the past
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experience of investors with coal securities. Furthermore, credit like that
extended to Tecumseh will only be extended to operators having thorough experi-
ence over a long period of years. Similar financing for similarly large amounts
has been effected for the following corporations in recent years:
1936 Northern Illinois Coal Corporation ------------------------ $1,500, 000
1936 Southwestern Illinois Coal Corporation --------------------- , 300, 000
1936 Little John Coal Co ------------------------------------------ 1,300, 000
1937 Sunlight Coal Co ---------------------------------------- 400, 000

4. The mere fact that Tecumseh is given relief does not mean the Federal
Government will not receive an excess-profits tax upon the mine. Each of the
supplying creditors of Tecumseh will have to pay such a tax upon the profits
made from its sale of the equipment to Tecuniseh, and most of these corporations,
it is believed, will be in the higher tax brackets. If the mine is closed down the
supplying creditors will take losses on their regular corporation income tax instead
of having excess profits to report.

5. Each of the equipment notes executed by Tecumseh to its various creditors
has been discounted by such equipment creditors to banks. These banks are
members of the Federal Reserve System. They will expect payment of such
notes punctually.

6. The only honest step open to the management of Tecumseh, in the event an
excess-profits tax is adopted as proposed, will be to stop operations. Operations
which will not pay the creditors as anticipated will waste the equity upon which
the creditors rely for payment of their debts. Cessation of operations may
deprive the Nation of a million tons of coal a year during the emergency. Cessa-
tion of operations will also deprive the Government of the normal Federal income
tax ranging from $67,000 for the first year to $84,000 for the last of the 6-year
operation in question. That enactment of the tax will result in cessation of
operations is self-evident, because the creditor, supplying trucks and other mov-
able equipment (as opposed to the fixed equipment) will immediately, as a matter
of self-interest and protection, repossess the same, thereby making further opera-
tion impossible.

RECOMMENDATIONS FOR CONSIDERATION BY COLIN STAMM, PURSUANT TO IN-
STRUCTIONS BY SENATOR HARRISON, CHAIRMAN OF THE COMMITTEE

1. Statement of the hardship imposed upon Tecumseh Coal Corporation. As
pointed out at the hearing by Mr. Kurt F. Pantzer, Tecumseh Coal Corporation
is deprived of slightly less than 75 percent of the advantages of the possibilities
of deduction permitted other corporations under the proposed Second Revenue
Act of 1940.

1. The average earning method of calculating credits is denied Tecumseh
because it was not in operation at any time during the base period.

2. The borrowed invested capital method of calculating credits, because
af the percentages written into the House bill, permits Tecumseh only to
claim credits upon $1,000,000 of its physical assets rather than upon
$1,900,000 of its physical assets. It will be recalled that the entire
$1,900,000 of assets have just been purchased and are brand new. There is
no question of their value. It will also he noted that the House bill does
not have a provision for special relief in the case of corporations depending
upon borrowed invested capital for their deductions. Section 721 relates
only to equity invested capital in special cases.

It will thus be seen that 'J'ecumseh will actually be entitled to approximately
25 percent of the relief from possible hardship of the excess-profits tax to which
the normal corporation will be entitled.

ii. RELIEF SUGGESTED TO ELIMINATE HARDSHIP UPON TECUMSEII COAL CORPORATION
AND OTHER CORPORATIONS

1. Special relief administered by independent tribunal.--It is recommended that
all independent tribunal such as the Board of Tax Appeals have delegated to it
the duty of providing relief for corporations encountering hardship under the act
because of any one of the four following factors:

a) Failure to operate during all or any portion of the base period,
b) A poor showing as to earnings during the base period as compared to 10-year

period preceding the base period,
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(c) Failure of equity invested capital (calculated according to the House bill)
to reflect actual physical values of the corporation and the properties from which
it derives its profits,

(d) Failure of borrowed invested capital (calculated according to the House
bill) to reflect 100 percent of the actual physical value of the plant and equipment
with which the corporation conducts its business.

2. Right of taxpayer to prompt determination of basis for relief.--One of the chief
difficulties of the House bill as drafted is its complicated provisions which will
encourage delay and litigation. The coverage businessman must have definite-
ness if he is to conduct his business. As a result, it is recommended that a tax-
payer be permitted, upon 60 days' notice, to have a determination made by the
independent tribunal of the amount of relief from hardship to which the taxpayer
is to be entitled during the term of the act. If the determination so made by the
independent tribunal does not suit the Commissioner of Internal Revenue, he
may appeal within 60 days; and if the determination (toes not suit the taxpayer,
it may appeal within 60 (lays. At all events, the taxpayer will be entitled to
know the amount of relief which, initially, the independent tribunal is willing to
accord it.

3. The act should specify certain broad principles to be considered by the independent
tribunal, in granting relief.-One of the complaints of the special relief section
under the 1918 and 1921 Excess Profits Tax Acts was that no one knew the prin-
ciples which were being applied by the Commissioner of Internal Revenue in
according special relief from hardship under the provisions of those two acts.
It is therefore recommended that the Second Revenue Act of 1940 incorporate
certain principles which, among others, to be left to the discretion of the inde-
pendent tribunal, shall be considered and weighed by the independent tribunal in
granting special relief. To attempt to work out rules for special relief will be
impossible because of the short space of time permitted a committee in drafting
the act. That is the reason that it is suggested certain broad principles be in-
corporated in the act for the guidance of the independent tribunal. Such prin-
ciples will, it is believed, govern the elimination of hardship in most cases sub-
mitted to the Senate Finance Committee.

The independent tribunal should be obliged to consider the following factors,
even if they are not made a final determination by the act:

(a) The normal net income per $1,000 of equity invested capital of other
corporations in the same industry and throughout the base period.

(b) If the taxpayer obtained credit from suppliers of its plant and mnachin-
ery or raw materials upon the basis of a bona fide estimated budget of receipts,
expenditures, and net income, then the average earnings disclosed by such
bona fide budget.

(c) The nature of the industry in which the taxpayer is engaged, from the
viewpoint of its hazardous or nonhazardous nature and the low or high
earnings generally made in that industry.

(d) The amount of the actual net income of the corporation for each tax-
able year which is (1) directly attributable to war activities, (2) indirectly
attributable to war activities.

(e) Any other factors having a bearing upon the question of hardship or
the amount by which the taxpayer in question pays a tax greater than what
actually attributable to war profits.

Respectfully submitted. TECUMSEHs COAL Coa, 'OaATION,

Indianapolis, Ind.
T. C. MULLINS, President.
KURT F. PANTHER, Director.

The CHAIRMAN. Mr. C. N. Osborne of the National Association of
Manufacturers.

STATEMENT OF NOEL SARGENT, SECRETARY, NATIONAL ASSO-
CIATION OF MANUFACTURERS, NEW YORK, N. Y.

Mr. SARGENT. Mr. Chairman, Mr. Osborne, who appeared before
your joint committee hearing, was unable to come here, and with your
permission-I am secretary of the National Association of Manu-
facturers-I would like to appear in his stead.
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The CHAIRMAN. Have you got a brief?
Mr. SARGENT. 1 have a statement. I would like to talk informally

and leave the statement, with an appendix, with the clerk.
The CHAIRMAN. All right, proceed.
Mr. SARGENT. Mr. Chairman, as you and other gentlemen will

recall, we appeared before the joint hearings.
Senator LODGE. What is your name, please?
Mr. SARGENT, Noel Sargent, secretary of the National Association

of Manufacturers, Senator, appearing in place of Mr. Osborne.
Representatives of our association, Mr. Osborne and others,

appeared before the joint hearings recently and apl)roved the enact-
ment of a soundly drawn excess-profits tax, beginning with 1940
incomes, as an emergency measure, although we stated that we were
opposed to and we would oppose the enactment of such a measure as
a permanent part of the tax system, because we believe an excess-
profits tax is basically unsound.

In addition to the' points that we have listed in the memorandum
that I am leaving with the clerk, I wish to observe that we think much
of the complexity that has been referred to in this bill arises from the
desire to get a large amount of immediate revenue from the measure,
and to devise it, therefore, in such a manner that the revenue will come
regardless of whether the business income to be taxed actually results
from the armament program. An equitable tax to recapture excessive
defense profits can only produce large revenues when substantially
higher levels of defense spending are reached than are in contempla-
tion at the present time or in the near future. We believe it is highly
desirable that the country should be advised by your committee
whether the primary motive of the bill is to tax revenue from any
source, whether it is to tax additional profits due primarily to the
armament program or whether it is to establish certain economic ob-
jectives. The primary purpose should obviously substantially affect
the character of the bill to be finally enacted.

I may observe, in this connection, with reference to the complexities
of the bill, that the Canadian bill on excess profits, which received
royal assent about a month ago, consists of some 13 pages, with the
o icial explanation.

Senator LODGE. Mr. Sargent?
Mr. SARGENT. Yes.
Senator LODGE. Do you think if we had a. straight excess-profits

tax simply to prevent excess profits, having that as a primary objective,
do you think we would raise more or less revenue in the next 2 years
than we would presumably raise under the terms of the bill as now
drafted?

Mr. SARGENT. If you refer solely to the ability to raise revenue
from additional income derived from armament production you would
probably derive less, because this bill does not go to that class of
income, it goes to all kinds of income.

Senator LODGE. I am not talking about that, I am talking about a
bill such as you described, such as Mr..Alvord described, which is
aimed solely to prevent and to tax these excess profits, that is the sole
objective. Would a bill like that raise more or less revenue in the
next 2 years than the pending bill would raise?

Mr. SARGENT. I should say if it were a true excess-profits tax based
upon any normal calculation of income it would probably raise less,

259829-40-20
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because the period under contemplation was not the normal period of
income for most corporations.

Senator LODGE. It would raise less money probably?
Mr. SARGENT. Yes; than the present bill. It does not rest upon

the normal basis of income.
Senator LODGE. Can you give us an idea of how much less?
Mr. SARENT. Well, no, sir. That would require considerable cal-

culation, because no one knows what the general improvement in
business will be. The balance of this year 1 think it will be somewhat
substantial, and the balance of next year I think rests upon the pro-
duction in 1941.

Senator LODGE. Is it not true if you (to not have that kind of bill
the reduced revenue that might come to you will be more than com-
pensated for by the'increased productivity in industry?

Mr. SARGENT. I think so. I think the normal income tax would
raise far more revenue than it does at the present time.

Senator LODGE. That is my point.
Mr. SARGENT. In fact, that should probably be our primary reliance

for increased revenue.
Senator LODGE. So the net revenue might not be lower at all?
Mr. SARGENT. That is correct.
Now, there are three primary points in this bill that we wish to call

attention to--its amortization features, its discriminatory tax features,
and the failure to provide for consolidated returns.

We are in favor of enactment at this time of a carefully drawn
emergency excess-profits tax, but we emphatically oppose the form of
the present bill, since it revives in tax theory the principle adopted in
1935, and subsequently repealed, that size or success should be taxed
as such. It thus restores doubts as to governmental attitude; doubts
as to desire to create and maintain the united effort of us all that the
President referred to on September 2.

We particularly direct your attention to the fact that the tax
method in the pending bill is not that which was proposed in the
report of the subcommittee of the Ways and Means Committee and
that there was thus no opportunity during previous hearings to discuss
this method. This is not the method which was in the previous
excess profits tax, it is not the method which any foreign country has
used or uses at the present time in connection with the taxation of
excess-profits income. Not only is this true, but it also represents
punitive discrimination and violates sound tax principles.

The pending bill, under either tax schedule proposed, would
definitely tend to tax a larger volume of earnings at higher rates, with
inadequate consideration of the relationship between so-called excess
profits and real normal profits, and in complete disregard of whether
the higher monetary earnings represented any higher rate of earnings,
either over previous earnings or upon capital investment, than earn-
ings which might be taxed at a lower rate.

Such a proposal is unsound for a variety of reasons. It represents
an effort to tax size as such, and to the extent that size is the result of
ability such taxation is entirely unsound in principle. It is contrary
to the American philosophy that the able and successful should not
be penalized.

As a matter of fact, moreover, it is the large corporations upon which
the Government must, in many instances, rely for large-scale produc-
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tion of preparedness materials, and to discriminate against them may
severely handicap the defense program.

The pending bill, moreover, would discriminate against the small
investor as compared with the large investor, and against the small
investor in large corporations as compared with both large and small
investors in small corporations.

The pending bill would discriminate 'between investors with the
same ability to pay. To give you an illustration, and I have other
illustrations in this statement which I am leaving with you, for
example, one man with an income of $5,000 a year has an investment
of $1,000 in a company having taxable excess-profits income of
$1,000,000, his share of such additional income being taxed at an
effective rate of 45.4 percent. His wealthy neighbor, on the other
hand, with a $50,000 yearly income, has an investment of $25,000 in a
much smaller company, but one proportionately just as successful,
which has taxable excess-profits income of $100,000. His share of
such additional income will be taxed, under the pending bil, at an
effective rate of 31.5 percent, as compared with about 50 percent more
in the case of the man with a smaller investment that had the mis-
fortune to invest in a larger company.

The point is this: Because business earnings are the earnings of
individual investors, you cannot devise a tax imposing higher rates
upon greater business earnings which does not permit and result in
rank differentiation as between investors with differing abilities to
pay, thus violating every principle of equitable taxation.

We respectively urge you to reject the punitive basis of the pending
bill, and to provide schedules which will not produce gross discrim-
ination and arbitrary penalization of business success and of the very
type of concerns whose abilities will be most needed in the prepared-
ness program of the Nation.

There is, moreover, in this bill an undoubted penalty against com-
panies which elect to use the previous income basis.

You have had referred to you the 4.1 percent penalty for those
electing one alternative, thus indicating an effort to discourage elec-
tion of the particular alternative. The pending proposal seeks,
furthermore, to induce use of the alternative which is most difficult
to administer, even though it is desirable of inclusion as a matter of
fairness. The proposed penalty tax of 4.1 percent is, moreover, not
even deductible as a credit in determining the amount of income
subject to the excess profits tax rates, thus constituting a deplorable
form of double taxation. If it is desired to increase the normal cor-
porate tax this should be attempted in the normal way, and not
through side-window insertion in an excess-profits-tax act.

There appears to be no sound justification for the higher graduation
of the rate of tax for companies electing the income credit option.

Now, a specific illustration of the discrimination against companies
using the income credit basis is the fact that their net additions to
capital are allowed 8 percent earnings, while corporations using the
invested capital base are in certain instances allowed a return of as
much as 10 percent.

The CHAIRMAN. Would it be more profitable to put a 3-percent tax
on all corporations, without respect to whether the average income
basis or the invested capital basis were used, eliminating the 4.1
percent?
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Mr. SARGENT. My personal opinion is as between the two, it would
be better, Senator.

The CHAIRMAN. There would not be any lost revenue there, would
there?

Mr. SARGENT. I should not think so. We find that companies
electing the income credit basis pay the excess-profits tax on inter-
corporate dividends subject to normal tax, while companies using
the invested capital basis would not. This would establish triple
taxation of corporate earnings in some cases, as well as discriminating
against shareholders in companies electing the income credit basis.

The pending measure needs great clarification and simplification.
A reestablishment of the right to file consolidated returns would make
unnecessary many of the complex provisions which it contains. We
call this committee's attention to the fact that consolidated returns
were permitted under Federal law and its administration over the
entire period from 1917 to 1934, and we are of the opinion that the
provisions existing in prior law should and could be immediately
reenacted.
. In this connection, I direct your attention to the fact the report of
this committee submitted to the Senate December 6, 1918, by Senator
Simmons declared:

So far as its immediate effect is concerned, consolidation increases the tax in
some cases and reduces it in others, but its general and permanent effect is to
prevent evasion which cannot be successfully blocked in any other way. * * *
The committee is convinced that the consolidated return tends to conserve, not
to reduce the revenue. The committee recommends its adoption not primarily
because it operates to prevent evasion of taxes or because of its effect upon the
revenue, but because the principle of taxing as a business unit what in reality
is a business unit, t3 sound and equitable and convenient both to the taxpayer
and to the Goveinment.

It is doubtful if any excess-profits tax can work fairly if it does
not provide for consolidated returns.

The President, in his September 2 address at Chickamauga declared:
New defense industries are more safe from attack * * * behind the

mountains than if they were located on our more exposed borders.
As we understand it, the national-defense program contemplates'

the establishment of productive facilities between the Allegheny and
Rocky Mountains. Separate corporate entities will undoubtedly be
required in most cases to provide this necessary expansion even though
they may represent only an extension of the efforts of present operating
companies. The ban against consolidated returns may in some of
these cases represent handicap to the extension of industrial facilities
away from the coastal areas where 80 percent of crucial war industries
are now located.

The CHAIRMAN. You can put that elaboration there in your brief
in the record as representing Mr. Osborne and yourself.

Mr. SARGENT. I may say, in connection with the statements made
on the amortization proposal, that we agree with that statement by
Mr. Henderson to this committee yesterday, to the effect that the
money to be used is the taxpayers' money. There is no justice re-
quiring a taxpayer to agree to the Government taking over the prop-
erty following the end of the period involved. We believe if the
provision is included, however, there should be eliminated the refer-
ence to impairment or substantial alteration because of the difficulties
of interpretation that are involved.

302



SECOND REVENUE ACT OF 1940 303
Senator LODGE. Mr. Chairman, may I just ask to have this done

by the Treasury, on this point that more revenue will accrue to the
Government if we had a straight excess-profits tax than there would
out of the tax in this bill, taking into account the increased receipts
from the income tax. That is the point you made?

Mr. SARGENT. Yes.
Senator LODGE. Can we get some figures on that from the Treasury?

I would like to get an estimate on that.
The CHAIRMAN. Will you make a note of it, Mr. Sheer?
Senator LODGE. We will get it later on. I would like to get it for

the record.
Mr. SHEER. Would you make that statement again, please?
Mr. SARGENT. I made the statement if business production ex-

panded substantially during the next year or perhaps even remained
at the same level that would probably exist as at the last quarter of
this year, that an excess-profits tax based in the way or manner in
which Senator Lodge is discussing, coupled with the operation of the
normal corporation tax, would probably tend to produce a larger
amount of additional revenue than the provisions of the pending
measure.

Senator LODGE. That is a straight excess-profits tax, and with that
alone and not have revenue-producing features in mind. Would
taking into consideration the corporation tax, would a straight
excess-profits tax produce a greater amount of revenue than these
provisions would produce?

Mr. SHEER. We would need some more specifications on just what
your excess profits would be.

Senator LODGE, I think it is an important point, if you can get it
definitely for us.

The CHAIRMAN. YOU can talk to Mr. Sullivan, explain to him
anything you want about it.

Mr. SARGENT. Yes.
(The brief submitted by Mr. Sargent is as follows:)

BRIEF BY NOEL SARGrANT, SECRETARY, NATIONAL ASSOCIATION OF MANUFAC-
TURERS BEFORE SENATE FINANCE COMMITTEE, ON THE 1940 ExcEss PROFITS
TAX BILL

WASHINGTON, 1). C.,
September 6, 1940.

The pending tax bill originated in the expressed desire that armament produc-
tion should furnish no opportunity for the creation of new war millionaires or the
further substantial enrichment of already wealthy persons. Industry is sincerely
in accord with this aim and has repeatedly insisted that in production for national
defense there shall be no profiteering.

Representatives of the National Association of Manufacturers appeared at the
recent joint hearings on the pending tax bill and approved enactment of a carefully
drawn excess-profits tax, beginning on 1940 incomes, as an emergency measure,
although opposing such a tax as a permanent part of the tax structure because of
its basically unsound nature. We now reiterate our position on these points.

We likewise submit, with the request that it be incorporated in the printed
record, a list of specific points in the pending bill which we believe require careful
consideration. It is unfortunate that so drastic a measure as is now under
consideration has been rushed through one branch of the Congress without ade-
quate consideration of, and debate upon its very complex provisions.

Much of the complexity and unsoundness in the present bill apparently arises
from the desire to get a large amount of immediate revenue from this particular
measure, and to devise it therefore in such a manner that the revenue will flow
regardless of whether the business income to be taxed actually results from the
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armament program. An equitable tax to recapture excessive defense profits can
only produce large revenues when substantially higher levels of defense spending
are reached. It is highly desirable that the country should be advised by your
committee whether the primary motive of the new bill is to tax revenue from any
source, whether it is to tax additional profits due primarily to the armament
program, or whether it is to establish certain economic objectives. The primary
purpose should obviously, substantially affect the character of the bill to be
enacted.

We now present for your consideration our observations upon three major
aspects of the pending legislation--its amortization features, its discriminatory
tax features, and the failure to provide for consolidated returns.

ARBITRARY TAX DISCRIMINATION

We are in favor of enactment at this time of a carefully drawn emergency
excess-profits tax, but we emphatically oppose the form of the present bill, since
It revives in tax theory the principle adpoted in 1935, and subsequently repealed,
that size or success should be taxed as such. It thus restores doubts as to gov-
ernmental attitude; doubts as to desire to create and maintain the "united
effort of us all" that the President referred to September 2.

We particularly direct your attention to the fact that the tax method in the
pending bill is not that which was proposed in the report of the subcommittee of
the Ways and Means Committee and that there was thus no opportunity during
previous hearings of discussing this method. The pending method is entirely
different from that used in the old excess-profits tax. The pending method is
utterly different from that contained in the excess-profits tax laws of foreign
countries. Not only is the tax method in the pending bill utterly different from
methods previously and elsewhere, used in connection with excess-profits taxes,
but it also represents punitive discrimination and violates sound tax principles.

The pending bill, under either tax schedule proposed, would definitely tend to
tax a larger volume of earningri at higher rates, with inadequate consideration of
the relationship between s)-called excess profits and real normal profits, and
in complete disregard of whether the higher monetary earnings represented any
higher rate of earnings, either over previous earnings or upon capital invest-
ment, than earnings which might be taxed at a lower rate.

Such a proposal is unsound for these reasons:
1. It represents an effort to tax size as such, and to the extent that size is the

result of ability such taxation is entirely unsound in principle. It is contrary
to the American philosophy that the able and successful should not be penalized.

2. As a matter of fact, moreover, it is the large corporations upon which the
Government must, in many instances, rely for large-scale production of prepared-
ness materials, and to discriminate against them may severely handicap the
defense program.

3. The pending bill would discriminate against the small investor as compared
with the large investor, and against the small investor in large corporations as
compared with both large and small investors in small corporations. Thus,
Secretary of the Treasury MeAdoo well said in 1918: "Any graduated tax upon
corporations is indefensible in theory, for corporations are only aggregations of
individuals, and by such a tax the numerous small stockholders of a great corpo-
ration may be taxed at a higher rate than the very wealthy large stockholders of
a relatively small corporation."

4. The ending bill would discriminate between investors with the same ability
to pay. Fet us consider an example, assuming that the income base method is
used by the taxpayers.

(a) Thomas Brown is an investor of $1,000 in a small corporation which has
taxable excess-profits earnings of $50,000. His share of those earnings would be
taxed at an effective rate of 28 percent---in addition, of course, to the 25-percent
tax upon normal net income.

(b) Henry Jones, neighbor of Brown, has the same annual income and is also
an investor of $1,000, but in a much larger, although proportionately no more
successful corporation, one with taxable excess-profits earnings of $500,000. His
share of these earnings would be taxed, in addition to the same 25-percent tax upon
normal net income, at an effective rate of 40.8 perent-almost 50 percent greater-
before he would be entitled to receive any dividend.

Here are two men with equal income, equal investments and equal earnings
upon their investments, yet under the pending bill the man would be arbitrarily
penalized who has invested in the larger company. ,
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Not only would the pending bill permit discrimination as between individuals

with the same ability to pay, but it permits unfair discrimination against indi-
viduals with less ability to pay. For instance-

(A) John Little, with an income of $5,000 a year has an investment of $1,000
in a company having taxable excess-profits income of $1,000,000, his share of such
additional income being taxed at an effective rate of 45.4 percent.

(B) William Magnus, his wealthy neighbor, with a $50,000 yearly income, has
an investment of $25,000 in a much smaller company, but one proportionately
just as successful, which has taxable excess-profits income of $100,000. His share
of such additional income will be taxed, under the pending bill, at an effective rate
of 31.5 percent.

The point is this, Senators-because business earnings are the earnings of
individual investors, you cannot devise a tax imposing hig)aer rates upon greater
business earnings which does not permit and result in rank differentiation as
between investors with differing abilities to pay, thus violating every principle
of equitable taxation.

We respectfully urge you to reject the punitive tax basis of the pending bill,
and to provide schedules which will not produce gross discrimination and arbi-
trary penalization of business success and of the very type of concerns whose
abilities will be most needed in the preparedness program of the Nation.

We further submit that the method set up in the pending bill for the taxation
of corporations which elect the "income credit" basis is both unsound and unjust.

(a) It discriminates severely against companies which have successfully con-
ducted business in the past on a modest capitalization.

(b) The bill should offer two fair alternatives, but this is not done when there
is a penalty tax of 4.1 percent for those electing one alternative, thus indicating
an effort to discourage election of the particular alternative. The pending pro-
posal seeks, furthermore, to induce use of the alternative which is most difficult
to administer, even though it is desirable of inclusion as a matter of fairness.
The proposed penalty tax of 4.1 percent is, moreover, not even deductible as a
credit in determining the amount of income subject to the excess-profits tax
rates, thus constituting a deplorable form of double taxation. If it is desired to
increase the normal corporate tax this should be attempted in the normal way,
and not through side-window insertion in an excess-profits tax act.

(c) There appears to be no sound justification for the hiqher graduation of the
rates of tax for companies electing the "income credit" option.

(d) Specific illustration of the discrimination against companies using the
"income credit" basis is the fact that their net additions to capital are allowed
8 percent earnings, while corporations using the invested capital base are in
certain instances allowed a return of as much as 10 percent.

(e) Again, we find that companies electing the "Income credit" basis pay the
excess-profits tax on intercorporate dividends subject to normal tax, while com-
panies using the invested-capital basis would not. This would establish triple
taxation of corporate earnings in some cases, as well as discriminating against
shareholders in companies electing the "income credit" basis.

CONSOLIDATED RETURNS

The pending measure needs great clarification and simplification. A reestab-
lishment of the right to file consolidated returns would make unnecessary many
of the complex provisions which it contains. We call this committee's attention
to the fact that consolidated returns were permitted under Federal law and its
administration over the entire period from 1917 to 1934, and we are of the opinion
that the provisions existing in prior law should and couldibe immediately re-
enacted.

In this connection I direct your attention to the fact the report of this com-
mittee submitted to the Senate December 6, 1918, by Senator Simmons declared-
"So far as its immediate effect is concerned consolidation increases the tax in some
cases and reduces it in others, but its general and permanent effect is to prevent
evasion which cannot be successfully blocked in any other way. * * * The
committee is convinced that the consolidated return tends to conserve, not to
reduce the revenue. The committee recommends its adoption not primarily be-
cause it operates to prevent evasion of taxes or because of its effect upon the
revenue, but because the principle of taxing as a business unit what in reality is
a business unit is sound and equitable and convenient both to the taxpayer and
to the Government."
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It is doubtful if any excess-profits tax can work fairly if it does not provide for
consolidated returns.
Tie President in his September 2 address at Chickamauga declared, "New

defense industries are more safe from attack * * * behind the mountains
than if they were located on our more exposed borders."

As we understand it, the national-defense program contemplates the establish-
ment of productive facilities between the Allegany and Rocky Mountains.
Separate corporate entities will undoubtedly be required in most cases to provide
this necessary expansion even though they may represent only an extension of
the efforts of present operating companies. The ban against consolidated returns
may in some of these cases represent a handicap to the extension of industrial
facilities away from the coastal areas where 80 percent of crucial war industries
are now located.

We do not agree with the statement by the Ways and Means Committee that
it would require extreme delay to "prepare a consolidated return provision." It
would be very easy to establish the principle, with the Commissioner of Internal
Revenue given authority to prescribe administrative regulations. We have,
moreover, the precedents of the World War excess-profits tax provision requiring
consolidated returns and the proposal by Senator La Follette requiring such
returns.

AMORTIZATION PROVISIONS

There is urgent need for rapid enactment of an amortization provision to allow
recovery of the cost of special investment in defense facilities. Representatives
of the Treasury, the War Department, the Navy Department, and the National
Defense Advisory Commission have testified as to the need for immediate enact-
ment of this amortization provision.

The amortization features included in the pending tax bill contain sections
which were not covered by the report of the Ways and Means Subcommittee
which formed the basis for the recent joint hearings. In particular, there was
no disclosure of an intent to include the present section providing for the acquisi-
ion in certain cases by the Government of private facilities entitled to amortization

allowances.
If the pending amortization principles are sound and proper from the standpoint

of the taxpayer and the Government then there should be no penalty provided
for their use. As Mr. Leon Henderson, Chairman of the Securities and Exchange
Commission, has soundly observed before this committee, since the money to be
spent on new facilities will largely be that of private business the Government
should not assume the right to dictate the post-preparedness use to which the
new facilities should be put. The present proposal would add to doubts already
created by other provisions of the pending measure as to basic governmental
attitude toward business and stockholders.

But if the principle of the provision in question is retained, then certainly the
present language should be modified. Because of interpretative difficulties the
words "impair or substantially alter" should be eliminated.

The original amortization proposal submitted by the House Ways and Means
Committee was generally sound and we believe should be immediately enacted
with the addition of the following clarifying provisions:
1. Facilities specially acquired for national-defense needs should be permitted

5-year amortization even though not directly utilized in filling Government
contracts.

2. If a contract between taxpayer and.Government specifically covers amortiza-
tion in a manner not inconsistent with law, the contract should supersede general
amortization provisions.

3. The restrictive character of the certificate given emergency facilities should
be modified. No consideration is made for special amortization of facilities

previously acquired for other purposes and subsequently used for defense purposes.
Furthermore, in order to prevent delays in necessary construction and erection of
facilities it should be provided that the certificate be granted at any time not later
than 60 days following the beginning of such period of construction or erection.
This would tend to avoid delays in obtaining necessary Government certificates.

CONCLUSION

The pending tax bill is extremely qomplicated. Because of this fact there is
grave danger that there will be in it provisions whose effects would hamper the
national preparedness program. The principles, methods, and discriminations in
the pending bill wouldbe economically harmful at a time when help instead of
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hindrance should be the national goal. Unjust taxation produces inequity for
individuals and may damage the country as a whole.

In seeking to frame an excess-profits tax which will be as equitable as any
such tax can be, we believe Congress should particularly consider seven major
problems--

1. No discouragement of young and growing companies. They are builders of
America and should be encouraged.

2. Inclusion of fair optional methods of computing the tax, without arbitrary
penalties for option of either method.

3. Tax rates which are related either to previous earnings, capital investment,
or excess-earnings credits, but without primary reference simply to mere size of
earnings.

4. Provision for the filing of consolidated returns, in the interests of both the
Government and taxpayers,

5. Limiting the proposed law to a period of 2 years-1940 and 1941-in order
to determine whether it is actually workable, and represents no handicap to the
building of our national defense.

6. Provision for a special review board to make adjustments in cases where the
operation of necessarily inflexible statutory provisions would create hardship.

7. Immediate enactment of a sound amortization or cost-recovery provision to
stimulate necessary acquirement of defense facilities. Even if present difficulties
require greater consideration of the excess-profits-tax provisions there is neither
need nor justification for delaying enactment of the amortization provisions.

Providing maximum defense with a minimum of delay is a major national task.
Industry has one major job-producing the needed ships, guns, tanks, and planes.

Industry wants to do this-and it is willing to accept its full share of sacrifice
and to pay its full share of taxes in the national preparedness effort. It is anxious
to produce for national defense without profiteering.

A sound tax bill can remove present obstacles to the investment of the savings
of millions of individuals in defense facilities which may be entirely worthless at
the end of the emergency, and will stimulate business expansion, provide jobs,
and hasten our program for national defense.

Finally, Mr. Chairman, we recommend that when the new tax bill is enacted it
should provide for the creation of a special commission, including representatives
of Federal and State Governments, business, labor. agriculture, and of profes-
sional economic societies, to immediately undertake a study of the fiscal and
related problems unsolved in our national-defense program.

SPECIFIC SUoESTIONS AND CONSTRUCTIVE CRITIVISMs APPLYING TO THE SECOND
REVENUE ACT OF 1940 AS PASSED BY THE HOUSE OF REPRESENTATIVES

[Submitted to Senate Finance Committee September 5, 1940, by Noel Sargent, National Association of
Manufawturersl

1. The normal profits of numerous companies, having no relation to the rear-
mament activity of the country, can only be determined by prior earnings. An
option to compute excess-profits on the basis of normal earnings in the 1936-39
period should be granted without penalty to these companies who depend largely
upon skill and enterprise for the successful operation of their businesses.

2. In determining the normal earnings during the base period a company should
have the option of selecting 3 out of 4 income years. Loss years during the base
period should be eliminated and the average earnings compurted by dividing only
by the number of earnings years. The present bill unfairly penalizes those com-
panies who have suffered losses from 1936 through 1939.

3. Other companies which have had little or no earnings in the base period be-
cause of depressed or abnormal conditions of business should be allowed a fair
fixed return on capital actually invested in the business as a measure of normal
earning po'.,,er. Under prior law an 8-percent return was so allowed. The rate
of 5 percent on invested capital above $500,000 proposed to be allowed before the
excess-profits tax would apply would not represent a fair rate of return to com-
panies in general who have passed through past periods of subnormal earnings.

4. The 10 percent limitation of a return on invested capital set as a maximum
may easily work injustice in the case of companies with a conservatively low
amount of invested capital.

5. A special relief provision comparable to sections 327 and 328 in the Revenue
Act of 1918 should be provided to avoid undue hardship to companies not protected
by tile preceding options. In our modern, complex, economic structure it is
particularly necessary to provide fo r such special relief in order not to unjustly
burden those companies who cannot be covered by a general rule.
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6. All earnings to be taxed under an excess-profits levy should be taxed on the
same basis. The present discrimination against companies who must necessarily
measure normal profits on the basis of prior earnings should be eliminated; that is,
the penalty tax of 4.1 percent added to the normal tax should be removed and the
proposed tax upon excess profits so determined should be reduced to conform with
the tax upon similar profits computed under the invested capital option.

7. In establishing the invested capital base all capital actually used in the
business, including borrowed capital, should be included without discrimination.
The last decade of depressed economic conditions accompanied by difficulties in
securing equity capital has forced many companies to depend upon borrowing for
necessary operating capital. All such borrowings should accordingly be fully
included in the invested capital base..

8. The proposed graduated rates on the amount of excess earnings violates the
sound tax principle of ability to pay. It fails to recognize that the earnings of
larger concerns usually belong to a great many stockholders whose small earnings
may then be taxed at a higher rate than the comparatively larger earnings of the
stockholder in a smaller company.

9. Consolidated returns should be provided both for excess-profits and normal
tax purposes. This privilege would make unnecessary a substantial portion of the
complex and unintelligible langua e of the pending bill. Such consolidated
returns were filed under the Federallaw and its administration from 1917 through
1934 and could be reestablished without difficulty or delay.

10. If consolidated returns are reestablished, the present double taxation of
intercorporate dividends should naturally be eliminated for the same basic
reason of recognizing a business entity as such.

11. Companies should be protected against future losses arising either out of the
cancelation of Government contracts or the termination of defense activities.

12. Provision should be made for the protection of those companies which now
must meet preferred-dividend requirements out of net income. In some cases
under the pending bill companies may not even earn such preferred dividends and
accumulations thereof before the heavy excess-profits taxes will apply.

13. It is difficult to determine with certainty whether the earnings and invested
capital of dissolved and absorbed subsidiaries are given equitable treatment in
establishing the earnings and invested capital during the base period. The
provisions dealing with such predecessor companies should be clarified.

14. Protection should be afforded to those companies which will realize sharp
increases in inventory values and accordingly earn bookkeeping profits subject
to heavy excess-profits tax if after the emergency ceases these inventory values
return to former lower levels and create offsetting bookkeeping losses.

15. The existing excess-profits tax and related capital-stock tax should be re-
pealed because of Oheir unsound rate and since under the proposed bill they
represent a further complicating tax factor.

16. Because of the national economic importance ot increasing exports from
the United States and in order not to discourage companies organized under the
Webb-Pomerene Act to engage in such foreign trade, these companies should be
exempt, as are other special classes of corporations, from the operation of the
excess-profitr tax law.

17. If consolidated returns are not permitted, companies electing the invested
capital basis should be allowed to include in their admissible assets investments
in capital stock of nonprofitable domestic subsidiary companies; otherwise com-
panies with profitable subsidiaries will have an advantage over an integrated unit
including subsidiaries operating at a loss.

18. In making necessary adjustments to establish the excess-profits credit,
deductions In the form of an amortized premium, discount and expense from the
retirement or discharge of bonds as well as income arising from the retirement or
discharge of bonds should be given effect.

The CHAIRNAN. Mr. William J. Kelly, Chicago, Ill., representing
the Machinery and Allied Products 1Istitute.
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STATEMENT OF WILLIAM J. KELLY, REPRESENTING THE MA-
CHINERY AND ALLIED PRODUCTS INSTITUTE, CHICAGO, ILL.

Mr. KELLY. Mr. Chairman, may I comment briefly and supplement
this statement with a more comprehensive statement later?

The CHAIRMAN. Yes.
Mr. KELLY. My name is William J. Kelly, of Chicago. 1 am

president of Arthur J. O'Leary & Son Co., and I appear today as
president of Machinery and Allied Products Institute. This institute
is a federation of trade associations, the members of which produce

capital goods. Capital goods are the facilities of production, distri-
bution, transportation, and commerce-that is to say, broadly,
business plant and equipment. These are the companies to which
the depression of the 1930's gave the hardest licking.

When the House Ways and Means subcommittee's report on this
legislation was discussed in public hearing, the Machinery Institute
commented that we were in substantial agreement as to that part of
the bill which provided for special amortization or depreciation-tax
deductions for national-defense facilities. We do however, object to
the use of July 10, 1940, as the earliest effective or installation date
because we believe the manufacturers who engaged in plant expan-
sions for national-defense purposes prior to July 10, 1940, should not
be penalized for being the first to assist in expansion of production
for the national-defense program. The limited emergency was
declared to exist September 8, 1939; we can see no reason against,
and a distinct gain in equity in favor of, dating back to September 8
this provision to include additional national-defense facilities, when
certified as such by Government representatives in the manner now
provided in H. R. 10413.

Now, another and even more serious objection has arisen since our
statement to the House Vays and Means Committee. This objec-
tion arises from the recent insertion of subsections (i), (j), and (k)
on pages 91 and 92 of the bill, imposing conditions of transfer of title
to Government, and so forth. Representatives of the Defense Com-
mission spoke frankly and accurately yesterday on this proposition.
We endorse their views. We hope your committee will use its in-
fluence to have these subsections stricken from the bill. Further-
more, the Machinery Institute continues to believe, as we have said
to you before, and as we said to the Treasury Department as far
back as last May, amortization legislation can be and should be
passed separately and promptly. Excess profits legislation should be
analyzed carefully, over whatever period of time is required to de-
velop an understandable and equitable bill. The bill before you
certainly is not an excess-profits-tax measure.

As I have said, capital-goods companies generally suffered tremen-
dously during the depression of the 1930's for the reason that they
produce a class of goods the purchase of which may be postponed
for long periods. You cannot for Ion put off buying a loaf of bread
or a pair of shoes or a suit of clothes, but you can defer almost indefi-
nitely by extended maintenance either constructing a factory or
furnishing it with new facilities for the production of durable goods.
Member companies of this institute experienced the consequences of

309
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such postponement for most of the last 10 years; because of the ex-
tended losses in the 1930's, capital-goods companies view with dis-
may the alternatives on which the proposed excess-profits tax would
be levied. Therefore we recommend greater latitude in the choice of
base years by permitting the taxpayer to average earnings over the
best 3 years in the decade 1930-39.

In a report of original research recently completed and entitled
"Capital Goods Industries and Federal Income Taxation," the
Machinery Institute identified and particularized an inequality which
is at the heart of the basic inequities of the taxation proposal embodied
in the bill before you. This report, a copy of which I am submitting
as a part of this testimony with the request that it be incorporated in
the record of these hearings, identifies a marked difference in the
operating characteristics as between capital-goods companies as a
group on the one hand, and the consumption-goods companies as a
group on the other hand.

The CHAIRMAN. It may be inserted in the record.
Mr. KELLY. It measures this marked difference in terms not only

of production, but specifically as to number of net-loss years, average
profits, and return on invested capital. The story is there, clearly
and in detail, and it proves beyond question that the 10-year period
1930-39 witnessed (1) substantial, and in many cases almost constant,
losses for practically every concern engaged in the capital-goods
industries, and (2) extremely severe Federal tax discrimination against
these companies. To premise a definition of normal earnings on the
years 1936-39 is rankly unjust to the capital-goods industries. To
temper such a definition by providing that 1 loss year may be counted
as zero though retained in the basic calculation, is a departure from
principle and fact, and of slight assistance in achieving equity. In
our judgment substantially greater latitude is needed in the choice
of base years, and we recommend to your committee consideration of
permitting the taxpayers, capitl goods companies and consumption
goods companies alike, to average earnings over the best 3 years of
the 10 years 1930-39. Next:

We recommend extension (f the period over which excess profits
are to be measured by proviso) n permitting a 6-year carry-over of
net losses as an offset to taxable profits.

Reference to the report attached, "Capital Goods Industries and
Federal Income Taxation," will demonstrate that application of
Federal taxation can be equitable to the capital-goods industries only
if a 6-year period is adopted as the measure of normal or average
profits. It is necessary for the future that provision be made for
losses which capital-goods companies are likely to incur in this cycle
of operation. Such provision is necessary in the interest of equity
before application of normal tax rates, but it is doubly necessary in
contemplation of steeply graduated excess-profits-tax rates.

This necessary provision may be accomplished in substance, or in
principal part, in a variety of ways:

(a) By a 6-year net loss carry-over, as aforesaid.
(b) B'y provision permitting carry-over of unused exemptions, or

the amount by which income for any year is less than the excess-
profits credit.
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(c) By permissive application of losses incurred in the first several

years following termination of the limited emergency against profits
realized during the preceding years.

Further:
We recommend amendment of the bill to assure against taxation

of profits which are less than a 10-percent return on capital.
The bill before you places the excess profits tax-free return on

invested capital at a minimum of 5 percent, excepting return on
capital of $500,000 or less which is allowed 7 percent before excess-
profits tax. It is important to note that few machinery manu-
facturers or other capital goods companies were successful during any
substantial period of time within the decade 1930-39 in earning as
much as these minima, and that to stay in business in these industries
it is an absolute necessity that earnings (luring active years be sub-
stantially in excess of any such minima. Yet the proposal, after
making such allowance, would subject earn ngs to excess-profits rates.
We submit that this is nothingless than a discriminatory tax on nor-
mal, necessary profits. If the Fe(leral Government requires additional
revenue from taxation of normal profits, we believe that the burden
must be spread evenly on sound premises, and not discriminatorily
under the guise of taxing excessive profits. If on the other hand the
Federal Government truly desires to tax excessive profits, or to
impose a war-profits tax, we submit that the measure of excessiveness
must be found through scientific, realistic analysis of normal profit
cycles and that to avoid gross inequity to the capital goods industries
the solution cannot be found short of amendment of the bill to assure
against taxation of profits which are less than a 10-percent return
on invested capital.

There are other jokers in the bill which we hope your committee
will eliminate and which we will call to your attention in a more com-
prehensive statement to be filed later. For example, the case of the
capital goods manufacturer who because of the fact that he is incor-
porated in Wisconsin which does not happen to have statutory con-
solidation provisions, must pay a tax vastly greater, double in one
case you heard of today, than he would be assessed were he incor-
porated in Illinois or any one of a number of States which has statutory
Provisions for consolidations or mergers. Surel such gross inequities
ike this one cannot be included in fairness in tYe revenue laws of the

country.
We conclude this brief testimony in behalf of the Machinery and

Allied Products Institute by asking again that your committee--
First, revise the present special amortization or depreciation tax

deduction provision along the lines of the Defense Commission re-
quest, and pass it separately and promptly.

Second, if we are to have excess-profits legislation that the Congress
insist upon taking enough time to achieve an equitable and under-
standable statute.

The CHAIRMAN. You referred to an amendment. Have you that
prepared?

Mr. KELLY. We would like to file it later.
The CHAIRMAN. You better file it pretty soon, then.
Mr. KELLY. We will do it very promptly, Mr. Chairman. It is

now in course of preparation.
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The CHAIRMAN. You said that the Congress should insist upon
taking enough time to achieve an equitable and understandable
statute. Can you give us any idea how long that would take?

Mr. KELLY. Mr. Chairman, I have considerable confidence in your
committee. I do not believe it would take as long as sometimes we
ma think it might.

nTYhe CHAIRMAN. Thank you very much.
(The matter submitted by Mr. Kelly is as follows:)

CAPITAL GOODS INDUSTRIES AND FEDERAL INCOME TAXATION

A report of original research disclosing discriminatory effects of Federal tax laws with
recommendation for correction

JULY 1040

IForeword and appendix charts omitted]

FOREWORD

Large expenditures of the Federal Government are now required for national
defense preparedness. They too will cause income taxation of the country's
business enterprises to be heavy. These are facts generally recognized and
accepted.

In these circumstances still other facts stand out with equal force. The
American enterprise system is a system of capitalism, individualism-a system
of profits and losses under which the history of our industrial progress has been
written through the trial and error of men who sought profit against odds.

If industrial production is to be sharply increased, these odds may not be made
so great as virtually to confiscate the prospect or opportunity for a fair return upon
capital subjected to risk. Nor can the country approve discriminatory effects of
Federal tax laws, which naturally increase in severity of discrimination with every
increase in tax rates.

This study identifies and particularizes the extent of a gross inequity in the
present distribution of the Federal tax burden which is unnecessarily penalizing
the capital goods industries. Its existence, heretofore undocumented, is directly
due to lack of understanding of the vastly different characteristics which influence
the operating cycles of two major groups of production industries--(l) durable
goods, including capital goods industries, and (2) consumption goods industries.

Economic writings for only a relatively short time have perceived the large
economic significance of these vastly different characteristics. It has been only
as a result of discussions starting in business circles in 1932 that statistical informa-
tion has become available on the differences in economic behavior between them.
And it has been even more recently, as late as 1939 in fact, that rather general
agreement has been obtained on the fundamental fact that the United States
depends for full business activity and employment upon investment in capital
goods and other durable goods through which national wealth, income and pur.
chasing power are sustained and increased. On this there is now widespread,
almost unanimous, agreement on the part of students of the economic condition
of the Nation.'

The differences in economic behavior between these two major groups are seen
to be due largely to the fact that while the demand for consumption goods, that
is to say such essentials to current living as food, clothing, and gasoline, is rela-
tively well maintained from year to year, the public can defer the purchase of
durable goods, or dispense with them entirely. A substantial portion of the public
does so in periods of uncertainty and depression. Not only can initial purchases
of new durable goods be deferred, but the replacement of old with new, such a.
machinery and mechanical facilities used in the production of other goods, often
can be indefinitely postponed while the old durable goods are continued in use by
extended maintenance and by reduction in the standard of efficiency expected of
them.

This ability to postpone the purchase of durable goads results in a great variation
in the volume and in the constancy of their demand. In consequence, there are
marked contrasts in the levels of production and employment experienced within

I See Saving and Investment in the American Enterprise System. an anast,,i; of Temporary National
Economic Committee testimony, pamphlet, 1930 , Machincry and Allied I'rodiictq Institute, Chicago.
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the two groups of industries. The extent of these swings is graphically related
in the now familiar charts which face this page.

These trends in volumes of production and employment do not in themselves,
however, reveal the full economic significance of the characteristic differences to
which we have referred. Further exploration is required, one step in which is the
tabulation and analysis of the profit and loss data of individual companies and
the determination of the distribution of the burden of Federal income taxation
as between each of these two major groups of producing industries.

This is the purpose of the present study. It has provided material of a type
not previously available in the light of which it is now possible to offer appropriate
recommendations for future Federal income tax policy.

Manufacturers of machinery and allied products have long been concerned with
the provisions of Federal revenue laws regulating the offsetting of business losses
against the profits of succeeding years. This pamphlet undertakes to analyze the
reasons for such concern, and to present the results of a statistical investigation
of the adequacy of present Federal revenue act provisions especially as they
affect the capital goods industries.

CAPITAL GOODS INDUSTRIES AND FEDERAL INcOME TAXATION

1. THE RELATION BETWEEN INCOME TAX LIABILITY AND THE TIME UNIT USED FOR
ASSESSMENT

It is generally recognized by students of taxation, though not, unfortunately,
by laymen, that the burden of Federal income taxes, especially the distribution of
the burden among individual taxpayers, is profoundly affected by the length of
the time unit chosen as the basis of assessment.

We are so accustomed in the United States to assessment on a yearly basis that
it has come to be accepted by most taxpayers as a part of the order of nature.
Actually the use of this time unit for income tax purposes, whatever its practical
advantages, is essentially an arbitrary arrangement. The period of assessment
could conceivably be a month, a quarter, a half-year, or several years.

2

To illustrate the relation between the time unit and the distribution of tax
burdens, let us take three hypothetical corporations whose monthly incomes
during a certain year are shown following.

Net income

A B C

January ....................--------- ------ ............. $10,000 $2,000 $20,000
February ----------------------- --------------- ----- - -8,000 8,000 110, 000M arch ... ..... -- --..... . . . ................. .......... -- -- -- 1. 000 20,000 , 30,000Arh ------------------------------ ------- _-------------- 1000 20,000 40,000

0,000 210, 000 40,000
ma ---- -------------------- ----------------------- - . ,000 10,000 30,000

June.---..............---------------.............................12,000 10,000 a 20,000
Juy s ............ - - - - - - - - - - --................... . .. . .. . .. . . ... .. .. 0, 000 1 16, 0(0 - 30'000
August------------------------- ------ ----------------- 10,000 5,000 30, 000
September ................... ----- .----------------............. . 10,000 10,000 40,000
October-..-.................--------------------------------- -,000 25,000 60,000
November --------------------------------------------------------- 7,000 20,000 20 000
December ................. ......................................... 8,000 5,000 a 1i1000

Total for year ................ -------------------------------- 100,0 100,000 100,000

I Deficit.

While these companies have identical incomes for the year as a whole, and of
course would pay the same taxes if assessed on an annual basis, their tax liability
o a monthly basis is very different. The annual reckoning offsets deficits in-
curred during the poor months against the income earned in the good ones. The
monthly reckoning makes no such offset: taxes are assessed against the total net
income of the good months regardless of losses during other portions of the year.
Corporation A, having no deficit months, shows the same taxable income by both
methods of reckoning, namely $100,000. Corporation 13 shows $100,000 on an
annual basis and $125.000 on a monthly basis. The corresponding figures for C
are $100,000 and $220,000.

It is obvious that the shortening of the time unit from a year to a month gives
a relative advantage to corporations that show income consistently throughout
the year and is prejudicial to those earning intermittently. Companies whose

0 In Great Britian corporate Income taxes were assessed, prior to 1920, on a 3-year-average basis.
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business has a high degree of seasonality, and which normally run deficits during
slack periods, as a rule would pay in taxes a higher proportion of their annual
income under this arrangement than would companies enjoying the advantage of
a stable demand. This would be true also of corporations whose business during
the year is erratic or "lumpy" for other than seasonal reasons.

By computing income for tax purposes annually instead of monthly we eliminate
the effect of differences in the stability of earnings within the year. We put corpo-
rations that earn during part of the year and lose the rest of the time on a basis of
equality with those that earn more consistently. The fairness of this arrangement
commands universal recognition. What is less universally recognized, however, is
the incompleteness and inadequacy of the equalization attainable within the
limits of a single year. The same considerations that support the use of annual
rather than monthly income periods argue with equal force for arrangements that
effect an equalization over a longer period.

Differences in the regularity and consistency of corporate earning power are not
due solely to differences in seasonal variations, or in other fluctuations of business
short enough to be completed within the limits of a year; they are attributable in
p art to differences in cyclical and other movements extending over several years.

because such movements result in wide fluctuations in annual earnings for one
corporation and only slight fluctuations for another, they give rise, over a period
of years, to inequalities in tax burdens very similar to those that would prevail,
within the limits of a single year, if incomes were computed on a monthly basis.

The principle involved in the two cases is the same, and it may be superfluous,
therefore, to offer another example. We do so simply to illustrate the problem in
the form in which it will he further discussed. Again we have three hypothetical
corporations, this time with annual earnings as follows:

Net income

A B C

1931 ................................................... $130,000 'i$100,000 300, 000
1932 .............. ............................. 80,000 1 300, 000 1800,000
1933 ................................................................. 90,000 '200,000 1400,000
1934 ............................................................. 110,000 1100,000 1200,0e0
1935 ................................................................. 120,000 100,00 100,000
193 ........................................... 130,000 250,000 300,000
1937 ................................................................. 180,000 500, 000 800,000
1938 ................................................................. 160,000 390, 000 300,000

Total for period ............................................... 1,000,000 1 00,000

I Deficit.

For the 8-year period covered by this illustration, the three companies have
net incomes of $1,000,000, $500,000, and $100,000. On the basis of annual assess-ments, however, the incomes subject to taxes during the same interval aggregate
$1,000,000, $1,200,000 and $1,500,000, respectively.

3 
Consider what this means

in terms of the relation between tax payments and net income for the period as a
whole. Assuming a tax rate of 20 percent, A pays exactly this percentage, B pays
48 percent, and C pays 300 percent.

Extreme as these differences are, they are less so than many to be fonud In the
actual records of these years. There were thousands of corporations with sizable
net deficits (before income taxes) for the period as a whole, but which nevertheless
paid substantial levies against income. There were other thousands, resembling
corporation C in our illustration, which had a small net balance of income for the
period, but which paid income taxes in excess of this balance. There were a
great many like A, on the other hand, that weathered the deperssion with no an-
nual deficitsp and which paid on the net income forthe entire period only at the
rate applicable to the income of a single year. t

We submit that this situation represents a gross discrimination in favor of cor-
porations which are able to show an annual net income consistently over a period
of years and against those which have earnings in some years and run deficits in
others. We hold also that there is as much reason for removing this discrimina-
tion, which results primarily from differences in the cyclical stability of earning
power, as there Is for our present practice of eliminating discrimination attributable
to differences in seasonal stability.

SAssuming no'provislon for the carryover of losses.
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11. DS19ItIoNATION AGAINST THE DURABLE-GOODS INDUSTRIES

This discrimination just referred to would be serious enough if it merely applied
in random fashion to individual corporations. The fact is, however, that its effect
is not random. While there may be found in nearly all lines of industry a scatter-
ing of companies which for one reason or another display an erratic alternation of
annual profits and losses unrelated to the movements of business in general, it is
evident that the discrimination in question weighs most heavily against corpora-
tions in industries which respond with more-than-average sensitivity to the cyclical
fluctuations in economic activity as a whole.

The most significant classification of industries with respect to the amplitude
of their cyclical movements distinguishes those producing dur-able goods from those
producing nondurable goods and services. It is quite unnecessary, in view of
recent, researches,

4 
to dwell at length on the basic differences in the economic

behavior of these two groups of industries. The durable-goods industries as a
whole are subject to cyclical swings in activity several times as wide as those of
the nondurable group.

While extreme cyclical instability is characteristic of the production of nearly
all types of durable goods,s and while, therefore, it is thf,, durable-goods industries
as a class that are the chief victims of the discrimination in taxation which we
have been discussing, we wish to devote our attention primarily to a single sub-
division of this class, namely the industries producing capital goods, the facilities
for production, distribution, transportation, communication, and commerce-
that is to say, business plant and equipment. This happens to be the field in
which the Machinery and Allied Products Institute is most directly interested.
It should be understood, however, that conclusions reached as to the requirements
for equitable taxation of corporations in this field are generally applicable to
companies producing durable goods for personal use such as houses, passenger
automobiles, refrigerators.

III. PROFITS AND LOSSES IN THE CAPITAL GOODS AND CONSUMPTION GOODS
INDUSTRIES

The --xtreme cyclical variability of profits in the capital goods industries as
compared with those in industries producing consumption goods such as food
clothing, drugs, etc., is too well known to require demonstration. It is confirmed
by every compilation of corporate earnings which permits a comparison of the
two categories. By way of illustration, chart I shows the results for 400 comn-
panies (219 capital goods, 181 consumption goods) covering the 10-year period
1929-38. The upper portion of the chart gives indexes of combined net profits
(less deficits) for the two groups of corporations, with the year 1929 as 100. The
lower portion shows for ibaeh year the percentage of the companies in each group
reb'orting a profit.

The picture is a striking one. Only in the worst year of the.depression (1932)
did the combined net profit of the consumption goods companies fall below 55
percent of 1929. Only in that year did fewer than 70 percent of these concerns
make a profit. For the capital goods companies, on the other hand, 3 consecutive
years showed a combined net deficit, while in the worst year fewer than 15 percent
of the reports showed profits.

It is not likely that these samples present exactly the picture that would be
derived from a tabulation of all corporations in the capital goods and consumption
goods fields, were such a tabulatin available. Previous experience with sample
tabulations of profits drawn, as these mainly are, from published statements'
hence for the most part from larger-than-average corporations, indicates a
tendency toward a relative overstatement of earnings during the depression.
It is probable, therefore, that a compelte tabulation of corporations in these two
fields would show for both categories a greater relative decline in combined net

4 See, for example,, Simon Kuznets, Commodity Flow and Capital Formation and Commodity Flow and
Capital Formation in the Recent Recovery and Decline, 1932-38 (National Bureau of Economic Research,Bulletin 74).

& This is due primarily to the postponability of demand for new durable goods. In the cas ef nondurable
goods and services consumption can he sustained over any considerable period of time only by a concurrent
and approximately equivalent production. The consumption of durable good, on the other hand, in
within limits relatively independent of current production. The country's existing stock of these goods
constitutes a huge reservoir of unconsumed services, from which extensive withdrawals can be made In
excess of replacements. Because these withdrawals (current consumption) can be sustained for some time
at a rate only slightly diminished even in the absence of replaements, the addition of new durable goods
to the stock in use can be readily deferred during periods of economic adversity.

Most exceptions are to be found among goods sold largely or exclusively to governments.
Figures for 312 of ,he 400 companies are from published statements; for the remainder they are from

confidential responses to a special questionnaire.

259829- 40--21
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CHART 1

Combined net profit, and percentage of corporations reporting a profit, 1929-88 1

100 W.. I - - -- - - I

I Profts we after Federal tWxea
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profits following 1929 than indicated by the sample, with of course higher per-
centages of losing corporations, at least in the poor years. It is certain, however,
that a comprehensive tabulation would show a broadly similar picture as to the
relative amplitude of movement for profits in the two areas. It is with this that
the present comparison is primarily concerned.

Using the same sample of 400 corporations, let us classify the concerns in each
group as to the number of deficit years incurred during the 10-year period 1929-38.

CHART 2

Capital goods and consumption goods companies classified by the number of loss years
during the decade 1929-88 1
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The resu ts ippgar in the upper, part of chart 2 the lower, section of the chart
showing t'sameb data in cumulative form.

Of the eonsumption-goods companies, 47.5 percent had no net losses during
the decade, the corresponding figure for capital goods companies being 8 percent.
Of concerns in the former category only 11 percent had losses for 5 or more years,
against 39 percent for the fatter class. The average number of loss years for the
two categories as a whole was 1.4 and 3.8 years respectively. These are truly
striking contrasts.

CHART 3

Capital goods and consumption goods companies classified as to the greatest number
of consecutive loss years experienced during the decade 1929-381

60-
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Number of Consecutive Loss Years
I Losses are after Federal income taxes, if any.
tNo net loss year, or a single net loss year followed by a profit.
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Let us proceed a step further to classify these corporations according to the

greatest number of consecutive years of net loss experienced during the decade.
The results are given in ohart,3, again with cunmlated data in the lowur section.

Here again the contrast between the two classes of corporations may be de-
scribed as striking. More than two-thirds of the consumption ods companies
(68 percent) had no consecutive years of loss. This can be said of only 19 per-
cent of the capital-goods enterprises. The proportion with 3 or more consecutive
loss years was 18 and 65 percent, respectively- with 5 or more years, 3 and[Il
percent Nothing could show more clearly the fundamental disparity in the
stability and continuity of earnings in these two areas of production.

IV. TAX DISCRIMINATION IN PRACTICE

It is obvious that this marked contrast in the gravity and duration of the
deficits experienced by the two groups of corporations mujt hjve been reflected
in extreme differences in their relative tax burdens. In the absence of provision
for the carry-over of losses, taxes must be paid on all the net income of all the
profitable years in any period. They must be paid, in other words, both on
income that is offset by deficits within the period and on income that is not
offset. Since the proportion of income that is offset is greater for capital-goods
companies than for consumption-goods companies, the former pay in taxes a
larger, proportion of their incomes in excess of deficits. It is the levying of taxes
against, profits which-are canceled outby losses that is the % urce of the dis-
crimination of which we have been speaking. " o

If we compute taxes paid as a percentage of the excess of income over deficits
we obtain what may be called the "effective" tax rate applicable to capital-goods
and consumption-goods companies. While the effective rate for the former is
the higher of the two, it is evident that the degree of difference will vary widely,
depending on the character of the period chosen as the unit of computation.
For a period of sustained prosperity such as 1923-29, during which losses were
small relative to earnings for both classes of corporations, the difference in effec-
tive tax rates as between the two groups would probably have been slight even
in the absence of the 2-year carry-over of losses then permitted. For the decade
1929-38, which contained both good and bad years, the capital-goods enterprises
had an effective rate one-third higher than the other group.

8 
For a period of

depression such as 1931-35, the difference would be enormous.
By what margin the effective tax rate of capital-goods companies would exceed

that of consumption-goods companies "over the long run," it Is impossible toumfy.
The calculation must-be made for a definite period of years, and nsssuch period
can be considered satisfactorily representative of the "long-run." That the
muin was enormously wid odurinrg the period of depr. "on .ov.era.by our data
is demonstrable. There is no reason to doubt that it would be wde in any
depiession, in ,the -future, 'and'substantial in aiy 'period'iB'cllding a 'dbprtssion
along with a more prosperous interval. The impracticability of measuring the
discrimination against the capital-goods companies over a fully representative

10na run" period in no way diminishes the desirability of removing the dis-
crimination.

It is of interest to observe the distribution of effective tax rates for a particular
period among Individual corporations in the two groups. For this purpose we
use the 8 years of depression and partial recovery of 1931-88. During this
period the consumption goods companies as a whole paid 15.5 percent of their
net profit 0 in Federal income taxes. The capital goods companies paid 28.6
percent. This proportion of net profit paid in Federal income taxes is 185 per-
cent (not far less than double) the proportion paid by the group of consumption
goods companies.

For this period 41.2 percent of the capital goods companies had a net defieit,O
yet p aid taxes on one or more years of income. Of the consumption goods com-
panies, only 15.4 percent fell into this category. Moreover, 11 percent of all

'The rates 'Wre 19.4 and 14.7 percent, respectively. Net profit is before Federal taxes.
Net profit as shown in published returns is not necessaily identical with net income for tax purposes,

sines certain items of nontaxable income may be included in computing net profit, while certain deductions
from gross income n iay e taken that are not allowable for income-tax purposes. Itowever, the differencebetween published nel profit and "statutory net income" for the twe groups of corporations covered by this
study is too sliiht to effect materially either the shove comparison of effective tax gstes or the analysis of
the 0ff ct of vafl us lo carryover provisions to be presented shortly. A et taluloilir'lf we havemade covering a group of 23 capital-goods companies for escls of the 10 years 1029-38 shews a difference ofonly 4.0 percent between published net income before income taxes, and net income reported for tax pur-
poses.Net profit is before Federal taxes.

i Before Federal taxes, if any.
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Federal income taxes paid by the capital goods corporations were paid by the
deficit concerns, while the corresponding figure for consumption goods companies
is only one-half of 1 percent.

Even if we exclude from both groups of corporations those having a net deficit
for the 8-year period, we still find a marked discrimination in relative tax burdens.
Capital goods companies showing a net profit for the period paid income taxes
equal to 19.4 percent of this profit, as against 15.4 percent for profitable consuinp-

CHART 4

Capital goods and consumption goods companies showing a net profit for the period
1981-38. Classified as to the percentage of such net profit absorbed by Federal
income taxes I
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t Profits are before Federal taxes. Based on data covering129 capital goods and 153 consumption goods
concerns.
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tion goods companies." The proportion of these concerns with a tax liability
extremely heavy in relation to profits was of course higher in the former group.
This is shown by chart 4, which classifies concerns in both groups in accordance
with the effective tax rates applicable to their net profit for the period. The
lower section is in cumulative form.

The chart requires little comment. While 77.1 percent of the consumption
goods corporations had less than a fifth of their 8-year net profit absorbed in
taxes, only 46.5 percent of the capital goods companies were so fortunate. On
the other'hand,.21 percent of the latter paid out more than two-fifths of their
profit, against 5.3 percent of the former. There were even a few capital goods
concerns that paid in taxes more than their entire profit.

It is appropriate at this point to answer an argument sometimes advanced to
minimize and disparage the extent of the discrimination of Federal income-tax
law against capital goods companies. These companies, it is said, make much
larger profits in good times than consumption goods enterprises, and hence can
stand heavier taxes.

Whether capital goods concerns as a class average a substantially higher rate
of return during periods of prosperity than do consumption goods companies is
open to question. This is indicated by the lower section of chart 5, below
which gives the rate of return on net worth for the capital goods companies and
consumption goods companies for which we are able to obtain a continuous
record for the period 1923-38. These two groups show an almost identical
return during the prosperous years of the twenties.

12 
The upper portion of the

chart presents indexes of net profit with the year 1929 as 100.
This question of whether capital goods companies are much more profitable in

good times than are consumption goods companies need not be further pursued
for the present purpose, however, for even were such the fact this would not
support the argument sometimes advanced in justification of heavier taxes upon
capital goods companies. If capital goods companies make larger profits in
prosperous periods than consumption goods companies this is not evidence of
special privilege or good fortune that can compensate for discriminatory taxation;
the making of such profits is a necessity if the two classes of corporations are to
realize the same average rate of profit in the long run. To attain this parity
capital goods companies must earn more during their profitable years to offset
their larger losses in poor years. It is what they net over the long pull that counts.

V. CARRY-OVER PERIODS REQUIRED TO OFFSET LOSSES OF CAPITAL GOODS AND
CONSUMPTION GOODS COMPANIES, 1929--8

The tax discrimination described in the preceding section illustrates what may
happen in the absence of any provision for the offsetting of losses against the in-
come of later years.'$ Such an offset is a prime requisite if this discrimination is
to be eliminated, or even substantially reduced.

Alternative methods of equalizing the tax burden of the intermittently profit-
able corporations with that of the more consistently profitable concerns may be
dismissed as relatively impractical. An assessment period several years in length
might effect a substantial equalization, but even if it had no other drawbacks it
would entail so great a lapse of time between the accrual of taxable income and
the due date of the tax as to occasion excessive difficulties In collection. There
would be too many improvident concerns unable to pay, In a period of adversity,
on incomes made and spent years earlier. The same objection applies, though
in lesser degree, to the system of yearly assessments on a moving average of annual
incomes and deficits for a period of years."4 Other possible alternatives to the
loss carry-over arrangement are subject to other objections.

Assuming that the tax discrimination which we have been discussing is to be
dealt with by offsetting losses against the incomes of later years, let us examine
the record of our 400 corporations for the light it may shed on the question of the
carry-over period.

I Profits se before Federal taxes.
"t These indexes correspond very closely during the period 1920-38 with those shown previously for these

years for 219 capital goods and 181 consumption goods companies (chart 1). All the companies in the
smaller samples are Included in the larger.

Is Although Federal revenue laws provided for a 2-year carry-over of prior losses against incomes of 1929-31
and for a I-year carry-over against the income of 1932, these were years of rapidly declining alroings, and
comparatively little oifsetting of losses was possible. During the recovery period of the deeadg covered by
this study, when the offsetting might iave been substantial, none was permitted, Thus iti safe to say
that for the decade as a whole the record as given is approximately what it would have been had no carry-
over been allowed at any time.

"A I-year moving average was in use in Great Britain prior to 1926, but was abandoned in that year in
favor of single-year assessmentt with a -y~r rry-ver of losses. TheRoyal Commission on Incme Tar
(1020) which recommended this shift, reported that "hardly anyone has a good word for the average."
The chief benefit the comLssion anticpated from the change was that "it will make the amount of profits
assessed correspond more closely in point of time with the amount of profits actually being made."
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CHART 5
Combined net profit' and percent earned on net worth, 2 1928-38
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A word of explanation is first in order. Since the tabulation for these companies

covers only the 10 years 1929-38, there are many cases in which losses for certain
years have not been completely offset by subsequent income received prior to the
close of the period. How many more years would be required to complete the
offset it is impossible to say. In tabulating these companies for inclusion in
chart 6, below, we have taken the longest carry-over period known to be required.

CHART 6

Capital goods and consumption goods companies classified as to the carry-over periods
required for a complete offset of losses incurred, 1929-38 1
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Capital Goods Companies
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I Both profits and losses are computed before Federal taxes. Data for the chart include a break-down
between corporations completing their offset during the period 1929-38 and corporations not completing it.
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It is quite possible, of course, that the carry-over period needed in the case of
losses offset after 1938 may be longer than the one entering into the tabulation,
hence the result is an understatement of the length of the carry-over period which
ma be required.

Chart 6 classifies 219 capital goods and 181 consumption goods companies as
to the e)rry-over periods required to offset losses incurred in the decade 1929-38.
The lower portion of the chart gives cumulative figures.

The chart reveals again the contrast which we have repeatedly noted as between
the consumption goods and the capital goods companies. Nearly half (48 percent)
of the former needed no offset whatever, for the reason that they had no losses
during the period, whereas only 8 percent of the latter fell in this category. Of
the consumption goods companies 68 percent were protected by an offset period
of 2 years, but only 19 percent of the capital goods concerns, rho latter, on the
other hand, required 5 or more years in 57.5 percent of the oases, a requirement
applicable to less than 18 percent of the consumption goods enterprises.

VI. HOW LONG SHOULD THE CARRY-OVER PERIOD BE?

It is quite obvious from the foregoing comparison that a loss carry-over period
sufficient for corporations in the consumption-goods industries may be wholly
inadequate for concerns producing capital goods. It is the requirements of the
latter that must govern the carry-over provisions of the revenue laws if a sub-
stantial equalization of tax burdens is to be achieved.

It is not here proposed that the allowable carry-over period should be unlimited,
or that it should secure a complete offsetting of losses in every case. What Is now
suggested is a practical compromise that will make possible a complete offset for
the great majority, of capital-goods companies, and other compAnies with similar
income o haractetlstics. iFor this purpose the present provision for a 2-year
carry over is clearly inadequate 5

If this provision had been in effect during the decade 1929-38 16 it would have
permitted only 19.2 percent of the capital-goods companies in our sample to make
a complete offset of losses. The percentages covered by longer carry-over periods
would have been as follows :1

Percent ofesmpaores
""offsetting

Carry-over period in years: losses
3--- -------------------------------------- 30.6
4 ------------------------------ ------ ----- 42.5
5 ------------------------------ ----------------- 56
6 --------------------------------------- I----------- 66.,2
7 ..-------------------------------- ------------ 80.3
8 ----------- ------------ ----- ---------- - 94.0
9 --------.- ------------------------------------------ -99.5

If the experience of these corporations during the decade i929-38 Is a valid
criterion of the length of the carry-over period required-and we believe it is-
the conclusion, follows that nothing less than' 6 yearA will suffice to meet the test
of a complete offset of losses for the large majority of capital-goods companies.

It may be noted in this connection that In Great Britain the Royal Commission
on Income Tax (1920) after a' careful study of the whole question, recommended
a 6-year carry-over, a recommendation that was adopted in 19 26.1e The pro-
vision has since remained In effect, and has even been liberalized by later legis-
lation.

19

"A 2-year catry-over was provided Ior in the Revenue Acts of 1921, 1924, 1926, and 1928. The act or 1932
reduced this to l year, and the act ol 1933 abolished the carry-over entirely. The 2-year provision was
revived In the act of 1939. and Is now in effect.

15 It was effective during tile early years of the period, but was of little practical consoquene. See foot-note i3, 821..17 It i] be recalled that this tabulation tends to overstate the coverage of the shorter carry-over periods

because ol the treatment o1 corporations with losses offset after 1938 (pp. 821-324, and because the companies
in the sample probably had smaller losses during the depression relative to their subsequent incomes, than
the run-of-mine capital-goods concerns (p. $18).

10 See the Report of the Royal Comm~ssion on Income Tax, 1920; also House of Commons Parliamentary
Debates, 1926 vol 198, July 12-August 4.

10 The act of 1932 permitted the carrying forward beyond 6 years 'and without limit as to time, of either
the balance oi the loss at the end of 6 years, or the total of depreciation set off within the 6 years in priority
to such loss, whichever is lees. See Income Tax, Snrtax, and National Delenso Contribution, by E. M.
Taylor and V. H. M. Bradley.
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We submit that a carry-over period of at least 6 years is necessary to secure

even an approximate equalization of tax burdens between consistently earning
corporations and those with intermittent earnings. The desirability of amending
our present law to this effect is increased with every increase in tax rates. The
excess-profits taxes scheduled to be imposed in connection with the present
national-defense program will make this reform more pressing than ever. We
therefore urge immediate consideration of this important problem by Congress.

Senator CONNALLY. For the information of the committee I desire
to have printed in the record a letter from Vinson, Elkins, Weems &
Francis, of Houston, Tex., commenting on the proposed excess profits
taxation; also, letters addressed to the committee by George C. Beaury
of San Antonio, and J. W. Colvin, of Houston, Tex.

(The letters referred to are as follows:)
VINSON, ELKINS, WEEMs & FRANCIS,

Houston, Tex., August 24, 1940.Senator TOM CONNALLY,
United States Senate, Washtngton, 1P. C.

DEAR SENATOR CONNALLY: In the proposed new excess-profits-tax bill, as
explained in report ot a subcommittee of the Committee on Ways and Means,
corporations which were in existence during the whole of the base period (years
1936 to 1939, inclusive) are allowed an optional method of computing their excess-
profits-tax credit, as follows:

(1) They may take as a credit against net income for the taxable year the
average earnings for the bare period, said credit increased by 8 percent of the
additions to capital after the beginning of the taxpayer's first taxable year under
the excess-profits tax and decreased by 6 percent of the reductions in capital
during the same period; or

(2) They may take as a credit an amount equal to the percentage of the in-
vested capital for the year involved which the earnings during the base period
bears to the invested capital for the base period, such percentage not to exceed
10 percent, nor to be less than 6 percent with respect to the first $500,000 of
invested capital, nor less than 4 percent with respect to the balance of the invested
capital.

On the other hand, a corporation which has been in existence for only a portion
of the base period has no option but must use only the invested-capital method
for determining its excess-profits-tax credit, with certain arbitrary allowances for
invested capital and earnings for the portion of the base period during which it
was not in existence.

The following example will serve to demonstrate how a decided disadvantage
will arise to a corporation in existence for only a part of the base period, as com-
pared with a corporation having similar earnings and invested capital and in
existence for the entire base period:

SITUATION I.-Corporation in existence for only a portion of the base period

Yea Invested Excess- Base
rearcapital profits periodl taxinome percentage

1936 (allowance based on 1940 invested capital) -- _--------------- $150, e $, 000 ........
1937 (allowance based on 1940 Invested capital)...---------------i 150, 000 15,000 .
1038 (act l invested capital and earnings) ---------------------- 10,000 iN, 000.
1939 (actual invested capital and earnings) ......---------- 100, 00 100,000 

410,000 280,000 08.29
1040 (actual Invested capital) .................................... 15 0 ..... ...............

As I understand the subcommittee recommendations, the above corporation
would receive a credit for excess profits tax for 1940 of only 10 percent of $150 000,
or $15,000, despite the fact that its earnings for the base period as shown above
were 68.29 percent of its invested capital for the same period (the maximum credit
under the invested capital method is 10 percent of the invested capital for the
taxable year).
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SITUATION 2.-Corporation in existence for entire base period

YerInv. Excess- 13g priodYear I I !Ve t¢ prolltsE tax nw p oro

cap~ imm percenltage

1936 (actual invested capital and earnings)- ........... ...... $150,)00 $15,000 -

1037 (actual invested capital and earnings) --------------- -125, 000 ..75,.000
1938 (actual invested capital and earnings) ............. ...... 150,000 150,000
1939 actual Invested capital and earnings) ---------- _-------- 125,000 90,000

| 10,00 ft 20 - - ,
1940 (actual invested capital) .................................... -- 150,000 2 ,1 .. 0......

This corporation would have the option, for 1940, of taking as its credit for
excess-profits tax $15,000 (10 percent of $150,000), or $70,000 (its average earn-
ings for the base period--one-fourth of $280,000); and would, of course, take the
larger figure.

Thus, under situation 1 above, the corporation's maximum excess-profits tax
credit would be $15,000, whereas, under situation 2 the corporation's credit would
be $70,000. If the corporation under situation I were permitted an election to
use either the average earnings method or the invested capital method of deter-
raining its excess-profits tax credit, of course it would receive the same $70,000
credit as the corporation under situation 2.

F tifihl'tii iiseqiiy would exist" i any case where a corporation in existence
only a portion of the base period had earnings in excess of 10 percent of its in-
vested capital, as would often happen in the case of those corporations which
have their ups and downs in the business world.

It is recommended that the present law under consideration by the House
Ways and Means Committee be amended so as to give a taxpayer corporation,
which has not been in existence during the whole of the 4-year base period, the
option to use its average earnings during such part of the base period as it has
been in existence rather than force the corporation to be restricted to the invested
capital base. It is our understanding that the present Canadian Excess Profits
Tax Act permits a corporation which has not been in existence during the entire
base period to use such a part of the base period as it has been in existence as a
bum* for thieuediW,

Itappears that it is the intent of Congress to tax excess profits beyond the normal
amount and not to penalize American industry. The -average of the 4-year base
ins faix, brvt ut tegiia either aorpoatieors who, hav.*ebaen. in existence. only a part
of this base period an equally advantageous option is unjustly discriminatory.
As a matter of fact it would appear that corporations, which have been in existence
for a shorter period than the base period, are entitled to a more liberal treatment
than those who have been in existence for the whole period. The latter corpora-
tions have a more accurate yardstick for the determination of a normal income than
the corporations which have been in existence for a shorter period. If the above
recommendation is, not to. be Accepted, there should be some liberal provision
instead, in the new excess-profit lax act such as a comparison with sidiilar, cor-
porations as was involved in the special assessment provisions of the earlier
revenue acts.

With kind personal regards, we are
Yours very truly, VINSON, ELIN, WEEMS & FANCIS,

By WRIGHT MATTHEWS.

BLANCO OIL CO.,
San Antonio, Tex., September 8, 1940.

To the Honorable Chairman and Members-of the Finance Committee of the United
States Senate:

GENrLEMEN: With relation to H. R. 10413 covering proposed excess-profits
taxation, and special amortization, we would like to offer the following suggestions
or recommendations:

EXCESS-PROFITS CREDIT

(1) From the reading of the bill on proposed excess-profits taxation, it is clear
of course that the basic concept of the tax is to place an extra tax on profits made
in excess of normal profits. In other words, if a corporation has during the basic
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period (1936 to 1939) made profits which are considered to be normal profits, then
it may use such average profits during that period as a basis for credit toward the
excess-profits tax; however, it seems to us that corporations that have been in
existence for only a short period of time may be severely penalized by using such
a basis of computation without giving proper consideration to earnings of corpo-
rations in similar or related businesses, or taking into consideration abnormal
expenditures made during such period in connection with the promotion and
development of such business in its early stages. Such corporations may have
had a satisfactory amount of sales in each of the years of the base period, but
because of the high cost of operation caused by the fact that in a new business
the promotion and development cost is high, they may actually show losses or
very little profits, and yet, other corporations with the same volume of sales may
show a very satisfactory earning record. For this reason, to use the earnings of
such new corporations as a basis for excess-profits tax credit without any other
consideration would be in effect penalizing them for not having made a normah
return of profits from its sales. It is suggested, to remedy the situation, that.
some provision be made for either placing such corporations on the same basis.
as other corporations in a similar or related line of business, using their average-'
return as a basis for excess-profits tax credit, or eliminating from their expenses
for the basic period the extraordinary expenses for promotion and development,
which caused the abnormally low earnings.

Under the subcommittee report, corporations such as described above would
receive no excess-profits tax credit based on earnings because, as outlined above,
the expenses in the early stages of the corporation would in all probability exceed
the income, and such corporations would actually show losses during such period
and, therefore, they would riot only be allowed no excess profits credit based on
earnings, but their invested capital would be reduced by the losses and they would
receive a lesser credit because of the reduced invested capital.

For the above reasons and in order to alleviate the situation, we recommend
that the following provision be added to the bill:

If a corporation can show that its profits compared with its sales during the
base period were abnormally low because of extraordinary or nonrecurring expenses
necessary to bring the business to a productive stage and losses, or that other
corporations in a similar or related line of business made, (luring the base period,
at least double the amount of profit in proportion to their sales, then the profits
used in determining the excess-profits tax credit should be computed either by
eliminating such extraordinary or nonrecurring expenses and losses as the taxpayer
can reasonably show as having been deducted in arriving at the profits; or allow
as the profits factor for its excess profits credit, the same percentage of sales that
the profits of similar or related businesses bear to their sales.

(2) Under the bill it is proposed for a corporation that had been in existence
during the base period, that it may use as a minimum excess-profits credit 7
percent of the first $500,000 of invested capital and 5 percent of the balance of the
invested capital in excess of $500,000. It appears to us that 7 and 5 pei cent are
rather low rates of return to be expected from a corporation on its invested capital
and that percentages more in line with the risks involved in any general business
undertaking, as distinguished from the much lesser risks involved in secured invest-
ments, would be from 6 to 8 percent, at least. In further support of this recom-
mendation, we again submit that due consideration should be given to corpora-
tions such as described in paragraph 1; those that have had practically no profits
throughout their existence and, therefore, have had no real return on their capital;
the owners of the business having risked the capital; knowing at tne outset they
would have no profits, but expecting a higher return in the later years after the
business was developed.

INVESTED CAPITAL

(1) The bill includes the use of borrowed capital as invested capital, limited
to certain varying percentages from 100 to 33m percent. The cost of securing
borrowed capital Is practically the same whether the amount is small or large,
assuming that the other factors, such as security for the loan, are equal amid we,
therefore, see no reason why the full 100 percent of the borrowed capital should
not be allowed as invested capital. It seems to us that allowing only a propor-tionate part of invested cap~ital will place a corporation which operates mfistly on
borrowed capital at a disadvantage with respect to corporations with large equityinvested capital. The channels by which a corporation in most cases borrowscapital are not the same ones used in selling equity capital, and if a corporation

needs money for the operation ad, developieit of its business it may be able to
secure borrowed capital when it may not be possible to secure equity capital,

because in cases where a corporation secured borrowed capital instead of equity
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capital, it usually has been by reason of the fact that the potential investor has
insisted upon good security and a certainty of payment, and did not want to leave
the money with the corporation indefinitely. If a corporation has been in existence
during the base period and is using its invested capital as the basis for its excess-

rofits credit for the first $500,000 it would, according to the present proposed
ill, be allowed only 7 percent, and only 5 percent ol the balance of its invested

capital. This is very little above the rate of interest on loans. On the other
hand, if a corporation is perchance paying a higher rate of interest than 7 and 5
percent, then its borrowed invested capital will be of no benefit to the corporation
and would actually be a detriment, because of the fact that, while it would get
7 and 5 percent of its borrowed invested capital, it would have to increase its
excess profits net income by a rate of interest higher than the rate of excess-profits
credit. In view of the above, it is our recommendation that corporations be
allowed to use all of their borrowed capital as invested capital, at their option, and
that in the event they use all their borrowed capital as invested capital that no
deduction be allowed for the interest on such borrowed capital so used, and that
if they elect to use no part of the borrowed capital as invested capital, then the
interest deduction shall be fully allowable for the purpose of the excess-profits tax.

COMPUTATION OF EXCESS-PROFITS TAX

(1) Under the proposedexcess-profits tax. the rates applicable if the income credit
is used are 5 percent greater in each bracket than if the income and invested
capital credit is used. This seems to be a sufficient equalization between the two
methods without adding 4.1 percent to the normal income tax as well if the income
credit is used, and we would recommend that the 4.1 percent not be added to the
normal income tax. An additional reason for not adding this 4.1 percent is that
the proposed tax, in our opinion, should be limited to excess profits without
disturbing the normal income tay.

Respectfully submitted. BLANCO OIL Co.,
GEORGE C. BEAUnY, Secretary.

MEMORANDUM

Re proposed excess-profits tax law (as reported).

The importance of proper oil reserves in the national economy is beyond
argument. The Oil and Gas Journal, semiannual number, issue of July 25, 1940,
page 55, states:

Crude-oil reserves discovered first half 1940-Production for same period:
Barrele

New discoveries --------------------------------- 94, 627, 000
Extensions-Old fields ----------------------------- 181,061,000
Total new oil discovered --------------------------- 275, 688, 000
Production ----------------------------------- - 684, 733, 094
Loss in total reserves .......------------------------ 409, 045, 094

The facts are that, despite major oil company talent, a surprisingly large
proportion of present-day oil reserves in sight-such as East Texas field -has been
discovered by independent wildcatters. If such independently found oil reserves
did not exist today the oil situation would be very alarming. Accordingly, it is
reasonable to look at this proposed tax from the standpoint of its effect on the
wildcatter and small oil company.

As you know, many wildcatters have solicited--and must continue to solicit-
outside aid for their initial wildcat test in any given area, and for the protection of
those who so speculated, small corporations were frequently formed with nominal
capital to do the job. As and when discoveries resulted, such small corporations
frequently initially elected-hence were subsequently required--to charge off
intangible well costs as development progressed. Accordingly, during such period,
from an Income-tax-accounting standpoint, they sustained losses.

Due to the necessity of pursuing offset well development and the low allowable
prevailing in recent years, especially in Texas, funds for co,';pletion of such oil
wells were necessarily borrowed, with the result that banks, and others, throuneh-
out the Southwest have sizeable sums now invested In such oil payments which
require the operator (small companies) to pay not less than one-half of the net
working interest oil runs toward liquidation of such debts.
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If the excess-profits tax, as passed by the House, is subsequently approved

by the Senate in its present form, it is obvious that such small companies, with
nominal invested capital and no record of earnings, would be in position of having
practically all subsequent carnings-assuming their development program is now
reasonably complcted-treated as excess profits. The result is they will not have
sufficient funds remaining out of their retained one-half, after payment of operat-
ing expenses, to pay their ad valorem taxes, their normal income taxes, and the
proposed excess-profits tax.

As no company, whether large or small, can indefinitely pay out more than it
takes in, the effect of the above law would be to destroy the wildcatter. In any
event, it would certainly result in the banks and others being required to take
over, for their own protection, large numbers of such properties where discoveries
resulted, and where the small company operator, lacking working capital, had
been required to borrow for its offset we ll costs.

In the 1936 undistributed-profits-tax law, proper provision was made so that,
in effect, funds which were assigned under agreements executed on or before May
1, 1936, were exempt from the penalty tax. A somewhat similar exemption pro-
vision in the presently considered excess-profits-tax law would safeguard the in-
terest of numerous companies with small capital which, it is obvious, otherwise
will be forced to lose their properties, in due course.

If the taxpayer company is not to be allowed the option to use its declared value
in arriving at what constitutes excess profits, then some proper provision for small
oil companies, such as the above, is necessary for their continued existence.

J. W. Cor'Vx,
ouston, Tez.

The CHAIRMAN. The committee will reconvene at half past one.
(Whereupon, at 12:35 p. m. a recess was taken until 1:30 p. m. of the

same day.)
AFTERNOON SESSION

(The hearing was resumed at 1:30 o'clock.)
The CHAIRMAN. The committee will come to order.
Mr. Jay Iglauer, of Cleveland, representing the National Retail Dry

Goods Association.
All right, Mr. lglauer.

STATEMENT OF JAY IGLAUER, VICE PRESIDENT, THE HALLE
BROTHERS CO., CLEVELAND, OHIO, CHAIRMAN, TAXATION
COMMITTEE, NATIONAL RETAIL DRY GOODS ASSOCIATION

Mr. IGLAUER. Mr. Chairman and members of the committee:
I am the chairman of the taxation committee of the National Retail

Dry Goods Association, having in its membership some 5,700 retail
drygoods and department stores, located in every State in the Union.

Except for the fact that no time for a meeting was afforded, the
taxation committee would have had a meeting, would have prepared
a report, and this report for presentation to your committee would
have been approved by the board of directors of the National Retail
Dry Goods Association.

Because of lack of time and the many changes which have been made
in the present bill, as compared with the report of the subcommittee
of the Ways and Means Committee, no opportunity has been afforded
to follow our usual procedure.

It is, therefore, rather as a private citizen that I come before you,
having canvassed by mail and long-distance telephone as many
members of my committee as were available, as well as other important
members of the National Retail Dry Goods Association.

Mr. Chairman, after reading and listening to the presentations for
the last 2 days before your committee, I confess to considerable con-
fusion of mind concerning the practical workability of the proposed
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statute, and the effect that so complicated a measure will have upon
the average corporate taxpayer. I entertain the earnest hope that
the Senate Finance Committee and the Senate will rest the bill
more nearly in the form indicated in the report of the subcommittee
of the House Ways and Means Committee to the full committee of
that body.

May Ipresume, also, that, in your consideration of the bill, you
will study the suggestions that have occurred to me, as the result
of listening to you question some of the witnesses who have appeared
before you in the last 2 days.

The suggestions follow:
1. 1 take it that this second tax bill of 1940, as distinguished from

the first Revenue Act of 1940, was intended specifically to tax ab-
normal profits. If this premise is justified, the penalty tax of. 4.1
percent upon the normal profits of corporations which has been in-
serted into the so-called earnings basis of the proposed measure, is
an invasion of the normal-income-tax bracket, and constitutes double
taxation in its present form. Remember, please, that the high-
income-producing corporations in the 1936-39 years were sources of
substantial revenue to the Government. I suggest the elimination
of the penalty tax. Mr. Stam indicated yesterday that there is not
the great advantage in the earnings basis that has been attributed to
it. It is like the choice between being chewed up by a lion and
nibbled by a bear. It is truly a penalty upon energy and high
efficiency in the use of relatively small capital It will force many
corporations inequitably to use the invested capital basis with its
disputes and uncertainties.

2. If any equalization is, in the wisdom of the committee, found
necessary, let it be done by raising the rate of the exemption on the
invested capital basis to a "floor of 8 percent" for all corporations.
The floor at present is too low. It works a hardship on many cor-
porations and is the cause of the many requests for special relief.
I think it is fair to say that this section of the law is so difficult to
Understand and to interpret that it will doubtless lead to innumerable
tax disputes with the Bureau of Internal Revenue

This brings me to my third point, namely:
3. That corporations be required to compute their taxes each

year upon both the basis of average earnings in the base period, and the
basis of invested capital; and that the tax payable shall be whichever
is lower. This has the effect of establishing a ceiling for each year's
excess-profits tax. As an example, assume that a corporation would
pay, under the earnings basis, a tax of $100,000, and under the invested
capital basis, $30,000. The return is made on both bases with first
payment on the basis of $80,000. If later, by reason of review by the
examiners of the Bureau of Internal Revenue disallowance occurs in
the amount of invested capital and the resultant tax on that basis
should be $110,000, the amount of the tax would then be $100 000.
If, on the other hand, the finding should turn out in favor of the
taxpayer with a resultant tax of $75,000, ;then that would be the
actual tax paid.

The CHAIRMAN. You wouldn't want to put the burden on the
Treasury Department, would you, to figure out these two bases, and
the tax, and then let the taxpayer elect as to which one of the two he
should use, instead of having the taxpayer go and put up a good deal
of money to get a tax lawyer-
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Mr. IGLAUER. Ile will need one anyway, but under the present law,

because of his election, he will have to figure the tax both ways in
order to know which of the two methods he will select from year to
year.

4. It has been suggested by witnesses who have appeared before
you, and indicated by questions from the committee, that the tax-
payer be allowed to select any 3 of the 4 years 1936 to 1939, inclusive,
as his base period. I urge upon the committee the acceptance of that
suggestion upon the ground that it will grant relief to corporations
having abnormally low years in that period. In 1938 there was an
unprecedented drop in industrial production beginning in August and
accelerating in October. That year-in manufacturing and retail-
ing-was a poor year for most corporations.

5. In view of the testimony before your committee it is, in my
opinion, necessary to include in the act some general relief provision
such as sections 327 and 328 of the 1921 law. I urge that this be done.
It is possible that with the reenactment of this provision some of the
special relief requested will be adequately met. In this connection,
some requests have come to us for a special relief provision incident
to low earnings due to a general strike situation, such as that con-
fronting all corporations operating in San Francisco, during the general
strike there in 1937. This was a situation analogous to that created
by fire, flood, acts of God, or to that created by the processing taxes.

I hope-
Senator KING. Pardon me, have you submitted a proposed amend-

ment to deal with the matters which you discuss in paragraph 5?
Mr. IGLAUER. It would be presumptious for me to attempt to do

a piece of drafting, although. I would like nothing better than to sit
in with the drafting committee.

Senator KING. That may not be done, but haven't you such con-
crete ideas that you could submit a proposed amendment?

Mr. IGLAUPR. Well, it could be done in comparatively simple
language that the tax shall be computed upon both bases and that
the tax shall be, whichever is the lesser of the two.

I think it is a suggestion well worth consideration.
6. Consolidated returns on a permissive basis would be a most

helpful change.
7. Preferred stock in most corporations is another form of borrowed

capital. When issued prior to the enactment of this act with cumula-
tive dividends and penalties for nonpayment of those dividends, those
dividends, in equity, should come before the imposition of excess-
profits taxes.

In conclusion, may I impress upon you the fact that retailers in
general have already expressed their willingness to bear their fair
share of the burden of increased taxation for defense purposes; all
we ask is that the imposition be equitable and not discriminatory as
between taxpayers, and that it be clearly understandable.

The CHAIRMAN. Thank you very much, Mr. Iglauer.
Is Mr. Savoy here?
Mr. SAVOY. 'Yes.

2598290-40-- -22
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STATEMENT OF PREW SAVOY, COUNSEL, AUTO-ORDNANCE
CORPORATION, OF NEW YORK, N. Y.

Mr. SAVOY. Mr. Chairman and members of the committee:
I represent, as one of its attorneys, Auto-Ordnance Corporation of

New York City.
This company, since 1919, has manufactured one sole product, a

submachine gun. From 1919 until the present date it has had recur-
rent annual deficits, it has made no money in any year; it has written
off its patent costs and development costs during those years without
writing them off against income except in 3 years, when the operating
expenses did not eat up all of the income.

So that there was a slight tax benefit in only 3 years.
This corporation is going to cooperate entirely with the defense

program to the extent that its product is needed. If its product is
needed in great quantities, it will expand its facilities, regardless of
what the provisions of the excess-profits tax may be. It will cooper-
ate 100 percent. That question is not involved here at all. It has
not delayed because of not benefiting from amortization provisions;
it has gone ahead without them.

It has, however, two very peculiar problems. Having no earnings
it has no earnings base. It has a very small invested capital base.
Most of it is borrowed capital.

It has two requests to make of the committee:
The bill has provided that where, after July 10, 1940, new facilities

are developed, those new facilities may be amortized over a period of
60 months, or 5 years. This company feels that it should not be
treated any differently. It prepared for 20 years to meet this very
emergency. It knew that that gun would be of very little, if any,
use until the next war or emergency--so it prepared over a 20-year
period and developed a very efficient gun which the armed forces
now need. It is going to supply that.

Now, unless special provision is made, it will never get back its
patent and development costs.

The first relief provision, you may call it, that it asks, is this: It
asks that it be permitted to capitalize its patent and development
costs and to depreciate or amortize them over 60 months in the same
manner as a corporation now acquiring new facilities for the purpose
of this emergency.

It suggests to the committee that there is no reason for not treating
it on an equal basis with such a corporation merely because it started
20 years ago to prepare for this emergency.

The CHAIRMAN. Do you think we could go back 20 years, under
the circumstances?

Mr. SAvoY. I think this: That where a company is manufacturing
something exclusively for the armed forces, where that company has
taken such amortization or depreciation as it has against no income,
and expected to make up those deficits out of income in the war
period, before you attach excess profits to them you ought to let
them get back their costs. I can't see how you can talk about excess
profits until you at least get back the costs of your patents and de-
velopments. And also, unless you do put in a provision of that sort,
you are going to tax them, not'impose just normal taxes, but put on
an excess-profits tax before they get back their costs. And I don't
think that is an excess-profits tax.
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The simple provision which would do that would be to provide, on
page 87, after line 26, this sentence:

Provided, That patent and development costs (to the extent to which a cor-
)oration has enjoyed no prior tax benefit) of standard equipment of the United
States armed forces incurred prior to July 10, 1940, may, in the discretion of the
Advisory Commission to the Council of National Defense and under the appli-
cable provisions of subsection (f), be certified as an "emergency facility" under
the terms of this title.

The CHAIRMAN. Have you discussed this with the Treasury people
at all?

Mr. SAVOY. I have discussed it only with the experts of the joint
committee.

Senator KING. Did you discuss it with Mr. Stam?
Mr. SAvOY. Yes, sir.
The CHAIRMAN. Did you discuss it with the Advisory Com-

mission--
Mr. SAvOY. I would like to discuss it with the experts of the Treas-

ury and go over the language, particularly in the event the committee
should decide it is willing to (10 something to take care of this peculiar
situation.

The CHAIRMAN. I am very sympathetic to moving that date back,
but I never thought that there were any contracts made between the
Council of National Defense under this program that we have mapped
out, that would date back further than the 1st of January of this year.

Mr. SAVOY. It isn't a question of contracts, Senator Harrison.
Supposing you prepared in 1939-any time--foreseeing that we might
get involved in conflict, or that we would enlarge our armed forces,
and began to expand then, and build up. Should you not be per-
mitted to amortize your costs over a reasonable period, such as 5
years, and get back at least your costs before you pay an excess-
profits tax? That is the question, and I think no date should be put
in, and that it should be left to the Advisory Commission to determine
whether this company developed something for the emergency. If
it did, then I think this corporation should be given equivalent con-
sideration with now facilities-Under that arrangement I think an
excess-profits tax would be satisfactory, if there are profits.

The CHAIRMAN. You don't think that such provision as we had in
the old acts, 1918 and 1921, on relief cases, would cover you?

Mr. SAvoY. No, sir; for this reason: Every other manufacturer of
which I have been informed or know, manufacturing armament, has,
during the peace period of 20 years, manufactured other articles.
This is the only company of which I have any knowledge which didn't
manufacture during that period any other type of article except a
submachine gun.

Senator KING. If there had been no war, then your company would
have had all these expenses for nothing, and probably would have been
in the hands of a receiver?

Mr. SAvoy. Eventually, yes; that is correct.
The CHAIRMAN. I hope that you will talk to the Treasury experts

about this.
Mr. SAvoY. I would like to, if I may do so.
Senator KING. There is a good deal of merit in your suggestion,

but it seems to me that there is going to be some difficulty in determin-
ing where to draw the line.

It will be contended by those who may not have had the prescience
that you did, or those who did, such as people who were making
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blankets in anticipation of the war, and stored up a vast quantity of
woolen goods that are needed in the time of war, going back 10, 15,
20, or even 6 or 8 years.

Mr. SAVOY. That is why I suggested that it be left to the discretion
of the Advisory Council to certify or not certify this as an emergency
facility.

The CHAIRMAN. Have you a copy of the amendment you suggested?
Mr. SAVOY. Yes, sir.
The CHAIRMAN. All right; put it in the record.
Mr. SAVOY. The second problem is this: The company is very

havily indebted to its principal stockholder. The stockholder, if the
law is clarified, would forgive that indebtedness, so as to put the
corporation on a better financial basis, improve its financial structure,
to permit it to expand and to go into new facilities.

But before doing that, it would like to know whether the amount
forgiven would be considered part of invested capital of the corpo-
ration. Now under present law and regulations, only the principal
amount of the debt canceled is so considered, and there is nothing
in the statute that suggests that even the principal amount would
be included in invested capital.

It seems to us that the bill ought also to cover accumulated interest,
not paid, and forgiven. If the corporation owes $100,000 principal
and $100,000 in interest that has accumulated, and the stockholder
forgives all, it is our suggestion that the statute should specifically
state that the $200,000 would be included in determining invested
capital as paid-in capital or paid-in surplus; and for that purpose, at
page 26, line 13, after the word capital, could be added the following
language:
(including the amount of any obligation of a corporation whether principal or
interest forgiven by a shareholder).

Senator TOWNSEND. I think on that question, that the gentleman
(Mr. Sullivan) who was before us yesterday from the Treasury prac-
tically agreed to that language.

Mr. SAVOY. I looked at his testimony. He endorsed the principle
but he wasn't sure the language would do it, he didn't want to commit
himself.

The CHAIRMAN. I hope you will have a talk with him so that we
may be eliminated from that, at least.

Mr. SAvoy. I shall gladly do so. May I file this statement with
the committee?

The CHAIRMAN. Yes.
(The matter referred to is as follows:)

Mr. Chairman and Members of the Committee:
The Auto-Ordnance Corporation of New York, in 1919, began the production of

a submachine gun for war and emergency purposes. It expected, during the
period of development, that is, from the last war to the next war or national
emergency, to have annual operating deficits and to make up its patent costs and
development costs, in other words, its deficits, out of the profits that might
be realized when the submachine gun was needed andput in use.

From 1919 through its taxable year 1939, the corporation had an annual deficit
in every single year. While writing off its patents, it has had no tax benefit,
except a small amount in 3 years, for the reason that operating deficits, without
reard to patent write-offs, existed in all but 3 years,

During that period, this corporation developed a very efficient submachine gun
which is essential to the arming of our forces.

Its expectations and plans have materialized in every respect, except that, unless
due consideration is given to the facts peculiar to this company, it will never
get back its patent and development costs, because the excess-profits tax as
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proposed will make this impossible. Certainly, until there has been a recovery of
those costs, it is anomalous to talk of excess profits.

As the company has had a deficit in every single year since 1919, it cannot use
average profits in the base period to determine excess profits. There were no
profits.

Its equity invested capital, being the patents acquired, will be the cost of those
patents, if there is no change in the proposed bill-that is, if the accumulated deficit
is not used to wipe out the patent costs. However, no provision is made in the
bill whereby it may recover its patent costs and development costs before the
excess-profits tax applies.

This company cannot benefit from any special assessment, because other
companies developing and producing implements of war during the 20 years peace
manufactured other articles from which profits were derived as well, whereas this
company manufactured only the sub machine gun.

The only treatment which will give this company an opportunity to recover its
patent and development costs will be to allow it to capitalize its patent costs and
development expenses and to allow the deduction thereof to the extent that no
tax benefit was previously derived from the write-offs over a 60-month period,
in substantially the same manner as is proposed for new equipment and facilities.

In view of the fact that this company was organized to produce a sub machine
gun for war, or for a national emergency short of war, expressly for the armed
forces of the United States, there is no real difference between this corporation,
which voluntarily over a period of 20 years developed a gun to meet the emergency,
and a,corpoprati9n which yo)ltntrily 0fter Juty 10, 1940,,enag.&its~plantfor the
same' purposes. If there is equity which prompts Congress to permit special
amortization of new plant facilities, because they are primarily for this emergency,
and it can be proved that the company of which I speak did the same thing over
a period of 20 years, there are certainly equivalent equities in its favor.

There are two possible methods of making provision for this situation.
This bill provides special amortization provisions only for new facilities com-

menced after July 10, 1940.
This date, July 10, 1940, will cover only corporations which would otherwise

refuse to cooperate in this emergency and which are virtually being bought to
take part in the national-defense program. This date leaves out every corpora-
tion which has gone ahead voluntarily to take part in our national defense. The
use of any date will leave out some corporation. To meet every situation, I
would slggst.thtat the National Defense Council, or a board, be given authority
to certify all corporations that have established plants and developed patents
specifically to meet war or emergency conditions, irrespective of the date thereof.
It euld then be provided-Olat.sach corporations be allowed to capitalize plant,
patent costs, development expenses, and to amortize or depreciate them, to the
extent to which they have previously derived no tax benefit, over a period of 60
months.

This could be accomplished by the fel!'?ving provisions:
On page 12, after line 8, insert the followiig subsection:
"(VI) Patent and development costs.-Patent and development costs of standard

equipment for the United States armed forces may be restored to invested capital
by any corpot tibn.,t6'tlie,' e nt Wb Wich suih cotpokation -hawsenjoyedi-no prior
tax benefit therefrom."

On page 87, after line 26, insert the following proviso:
"Provided, That patent and development costs (to the extent to which a cor-

poration has enjoyed no prior tax benefit) of standard equipment of the United
States armed forces incurred prior to July 10, 1940, may, in the discretion of the
Advisory Commission to the Council of National Defense and under the applic-
able provisions of subsection (f), be certified as an 'emergency facility' under
the terms of this title."

May I respectfully request that Treasury and joint committee experts examine
this amendment and confer with me concerning it.

Another method of meeting the problem I have raised would be by a specific
provision along somewhat the following lines: *

"In the case of a corporation engaged continuously since 1918 in the develop-
ment, manufacture, or sale of implements of war solely, which implements are
standard equipment for the armed forces of the United States, patent and develop-
ment costs previously written off may be restored as an asset to the extent that
the corporation was not benefited thereby in computing its taxable income for all
tax purposes, and the sum so determined shall be depreciated ove, a period of
60 months."

This matter has been discussed with the experts of the Joint Committee on
Taxation,, who understand the problem thoroughly.
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Another problem is presented by reason of the fact that this corporation is
heavily indebted to its principal stockholder. It is considered desirable by the
company and this stockholder, in view of the needs of the emergency program, to
place the company, from a financial standpoint, upon a sounder basis, It would
be desirable from every standpoint for the principal shareholder to forgive both the
principal amount of the debt and accumulated interest thereon, making this all
additional contribution to capital. This would strengthen the financial structure
of the company materially, and would have an effect upon the development of
additional plant facilities. Whether or not this will be done, however, depends
in large part on whether the amount of the obligation, both the principal and
interest to be forgiven, will be considered a capital contribution.

This could be accomplished by adding the following language.
Page 26, line 13, after the word "capital" a parenthesis and the words "includ-

ing the amount of any obligation of a corporation whether principal or interest
forgiven by a shareholder."

It is essential that this language be included, because the regulations now in
effect provide that only, in general, is this to be the rule, and provide also that
only the principal of thie debt shall he so considered.

The company is going on to cooperate in every way with the defense program,
whatever may be its base for determining excess profits. It is going to expand,because its product is greatly needed. In view of this fact, it asks this committee
to give its problems consideration in imposing the excess-profits tax.

The CHAIRMAN. Is Mr. McCracken here?
This is Mr. Robert T. McCracken, of the Philadelphia Chamber of

Commerce, Philadelphia.

STATEMENT OF ROBERT T. McCRACKEN, PHILADELPHIA CHAM-
BER OF COMMERCE, PHILADELPHIA, PA.

Mr. MCCRACKEN. I want to say first, for the benefit of the com-
mittee, that I represent here not any one particular business, but the
Chamber of Commerce of Philadelphia, which comprises the vast
majority of the industries in and around the Philadelphia area.

The Philadelphia area, under the present defense program, will have
the largest allocation of work of any area in the UnitedStates. I am
told that in the ultimate, there will be an allocation which will total
$1,600,000,000

The Phiadelphia area also has the largest diversification of industry
in any part of the United States. I am told that out of the 336, I
think it is, classified industries, classified by the Department of Com-
merce, some 281 are functioning in Philadelphia. And yet, despite
that fact, the industries for which I speak here are not what are known
as nationally known, big-business industries, I don't know that my
clients would particularly appreciate it, but I think it is only fair to
say to the committee that you have probably never heard of most of
the industries for which I speak. Senator Guffey has heard of them,
I know, but most of the committee have not. They are not on the
"big board" as it were. They are old, well-established industries,
some of them over 100 years old.

Now I am going to surprise the committee by this statement.
Representatives of most of these industries met for some 2 or 3 hours
the day before yesterday and went over the matter in every phase of
it, in an effort to educate me.

The general consensus, indeed the unanimous opinion expressed by
these gentlemen, was that the philosophy behind this tax bill, this act,
is basically sound. They believe that there should be a tax upon
excess profits, they expect to do the work, they hope to make profits,
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and they believe that they should pay a tax and thus reduce the
amount of money that the Government should be required to borrow.

There are only three or four things which I am asked to call to the
attention of the committee which in their judgment, render this act, as
presently drawn, an impracticable and too cumbersome and unfair a
measure.

To start with, something which Senator Lodge brought out this
morning, the complexity of the measure.

When you consider the amount of money that is going to be passed
through the treasuries of these many industries in Philadelphia on
this very large allocation of work in the next 2, 3, 4, or 5 years, I think
one might almost fear that if this act becomes a law, as presently
drawn, and calculations have to be made on a daily basis, that the
lunatic asylums in the neighborhood of Philadelphia will become
filled with certified public accountants in a very short time.

Senator hIERmNG. Perhaps we can help that by distributing some
of these contracts to some of the rest of the States of the Union.

Mr. MCCRACKEN. I don't speak for the certified public accountants,
I speak for the industries.

Aside from the complexity of the measure, the suggestions which I
have to make were largely made by Mr. Fernald this morning, and I
don't want to tire the committee by repeating them.

The first and most important, in our judgment, is the opportunity
to select 3 out of the past 4 years as the base. We have had a pretty
hard time in Philadelphia the past 10 years, industries which earned
a nice income for 50 or 60 or 70 years, haven't had a good time, But
-these men are prepared and think it would be fair if they are permitted
to select 3 out of the 4 years as the base.

Now 'the next thing which I want to call to the committee's atten-
Ition is the amortization provisions, and particularly sections (i), (j),
and (k), which have been mentioned several times this morning.

I suppose this has come to your minds; it certainly didn't come to
mine until after I had read this a number of times. But the way this
thing works is this, on the recapture clause. An industry is permitted
to charge off a new investment ii the plant over the 5-year period,
60 months. Then the Govrnment is permitted to purchase that plant
at the adjusted value, not less than $1. Let's take the dollar as the
test, if it be all charged off over the 5 years. It has not been charged
off in its full investment because each year, as one-fifth of that was
charged off, the charge-off was applicable to normal income tax to the
extent of 20.9 percent. So that what would really happen, if the
Gov ernment purchased one of these additional investments at the end
of 5 years for a dollar, would be that the Government would get 79.1
percent of the investment for a dollar, the industry having only had
the advantage of 20.9 percent of the charge-off each year.

I don't see how you are ever going to get private capital to make
large investments in additions to plant; in other words, I think the
Government is going to have to provide the money for the additions,
if that is the case. That is not the way we did it in 1917 and 1918.
It was done by private capital at that time.

Senator KING. This plan which you have just discussed, you are
assuming would lead to a discouraging of investors and compel, in
the end, the Government to take over the plants?

Mr. MCCRACKEN. Yes, sir; there is no question about it.
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The moment that was pointed out to an investor, he simply wouldn't
put his money into it, because we found before, after the last war,
that there was huge expansion of plant, and, therefore, we had a tre-
mendons, effort. to.,fil it witl new kinds of materials and products,
and all that sort of thing, and a great deal of it didn't work, as the
Senators know.

Senator KING. Have your investigations, or the investigations of
your organization, demonstrated that there are many investments
which are called for, for preparedness, in which, without some very
great inducement, private capital would not be invested; or is it your
view that none of these investments that are necessary for prepared-
ness will be required to be made by the Government because private
capital, with a reasonably safe and sound and fair tax bill, would make
the necessary investments?

Mr. MCCRACKEN. I think it will, sir; I can speak from the record
of the past, and I know there is an awful lot of money that wants
that kind of investment, if they have any kind of a sound basis, in
and around Philadelphia. I know that. I happen to represent one
or~twobaks ,,and I doknoew'tl attitude of th benksin that respect.

May I also say to the committee that we don't quite understand
either, why, on the amortization program, a businessman who had the
foresight to start erection of a plant, and has perhaps already com-
pleted the same prior to July 10 of this year, should not have that taken
into account in the program. The proposed act puts a pin in July 10
and dates all investments subsequent to that date, and there are a
good many men who have had the foresight to go forward with
preparation for some of this work, and we feel that the year 1940, if
the tax is to apply to that entire year, should incorporate any such
investment when you come to that calculation.

The CHAIRMAN. Do you think it would be fair to take in all of 1940
and go back to January 1?

Mr. MCCRACKEN. Yes, sir; that is about the time when they began
to get active about it, and it seems to me that the calculation would
be infinitely easier, for one thing, and it seems to me it would be
infinitely fairer, and my clients so believe.

We also don't see why you can't go ahead and pass the amortization
program, if some delay is required for consideration of the excess-
p.lits,,taxa.. We all ,feel, that, temor action program, is a vital, one
for national defense, and with those two amendments that I suggest,
we see no reason why that shouldn't go forward as is, with those two
suggestions, the suggestion as to July 10, and the suggestion as to
cutting out paragraphs (i), (j), and (k).

Senator KING. In view of your statement as to the very extensive
activities of manufacturing establishments in the vicinity of Phila-
delphia, is there any complaint that the bill, as suggested, or the
proposal which has been suggested, is discriminatory against the small
businessman, small operator?

Mr. MCCRACKEN. Yes, sir; that complaint has been made, and I
speak in large measure for the small businessman, not a shoestring
businessman-to use the "Street" term-but the vast majority of
these industries that are doing the work in Philadelphia are what
would be called small business in the general view of the situation.
I think Senator Guffey will bear me out in that respect.
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LimusLadmit that ,,thy -do view it from their own standpoint as a
small businessman would. They are concerns largely hel by Phila-
delphia capital, as I said, long-established concerns which have been
content for many years to make a fair profit and let it go at that, many
of them in the same plant they were in at the time of the Civil War-
it is an oll-established community.

Senator KING. Many of those industries, I assume, existed before
any war talk, and have been, as you stated, in existence for years,
and they are not connected with what might be called military prepara-
tions or munitions plants?

Mr. MCCRACKEN Not at all. One of my clients is the Edward G.
Budd Manufacturing Co. Mr. Budd makes the streamlined trains
that some of the Senators have ridden on, that go out to Denver and
Santa Fe, an(d lie also makes bodies for automobiles. I don't know
what Mr. Budd will be in this matter, but it is an old, well-established
industry, and in no sense connected with the war program.

Theni we have the Disston Saw, the Baldwin Locomotive Works-
one after another-are all included in this program, but they are not
war babies in any sense, 'they are far past the baby stage.

We also suggest-which I don't think I need to elaborate, so much
has been said about it-the necessity of consolidated returns, or at
least the option to make consolidated returns. It has been so well
said this morning that I don't want to waste any further time.

We don't understand why there should be a 4.1 percent penalty on
those who choose to report on the average earnings rather than on the
invested capital basis. No one has been able to make sense to me
with that suggestion, or to any of my clients. Those two parallel
columns, showing the amount of tax to be paid on $500,000 business
done, either dependent on whether you calculate on average earnings
or invested capital, just doesn't seen to make sense. They drive one
definitely into the invested capital bracket, and it doesn't seem to us
that that is a sane piece of legislation.

We also don't understand why there should be a minimum earnings
of 8 percent permitted upon newly invested capital, and that the
minimum should be lower on capital which-lias been ,there,,bfore.
Now I just ask that question, can't see why they did it. You
have 7 percent minimum on present capital, and on new capital 8
percent, and it doesn't seem to make sense, either.

I am in the vocative case as to both of those questions.
Aside from those objections, which we believe would be simplified,

could be infinitely simplified by some of the suggestions made this
morning, and nine-tenths of the difficulty would disappear if the
3 out of 4 choice were given, we believe that the philosophy behind
this bill is a sound one, and we are prepared to go along and pay the
tax if it is an excess-profits tax.

Senator KING. I attended some of the hearings in the House, and
I heard nothing about this 4.1 penalty. Is that something that has
been cooked up since? !,

The CHAIRMAN. That is a new baby that has been born.
Senator KING. Quite different from the discussions that preceded

it. It seems absurd to me. I suppose that is one of the babies of
the Treasury Department.

The CHAIRMAN. Thank you, Mr. McCracken.
Paul Shorb. Paul E. Shorb, an attorney of Washington, D. C.,

who seems to be here in behalf of the National Canners Association.
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STATEMENT OF PAUL E. SHORB, REPRESENTING THE NATIONAL
CANNERS ASSOCIATION, WASHINGTON, D. C.

Mr. Suoniu. Mr. Chairman and members of the committee: I ap-
pear for the National Canners Association, which has about 800 can-
nling companies as inembers of the group, and represents about 80 per-
cent of the pack in tte total canning industry.

Now it is limited, my appearance is limited to companies who are
canning fruits, vegetables, and fish. There are about 3,000 com-
panies throughout 40 States of the Union, and some of the Territories,
that are engaged in this business. The members of the association,
as I said, represent about 80 percent of the pack, and the business is
closely allied, as the Senators and members of the committee will
understand, with the agricultural industry in that it is the processing
of fruits and vegetables and fish.

Senator KING. And most of the companies are local in character?
Mr. Siian. Yes; and they can right near the source of production.
Of course, the profits and losses in the annual operations in the in-

dustry are influenced, if not wholly governed, by factors over which the
canner, as an individual, has no control, in that he is subject to
the hazards of drought, excessive heat, rainfall, or frost, insect infesta-
tion, and other hazards of nature; or, as to the fish canner, he may riot
get a run of fish.

The Federal Government also, as you know, has conservation laws,
and they may sharply curtail operations on account of those situa-
tions. I mention these factors because I think they are factors, like
fires and storms, that are not subject to the control of the individual
canning company.

When this happens, of course, production for the year may be
small or there may be a complete failure resulting in a large annual
loss to the companies. Or you may have a very large crop, as happens
now and then in the cycle of the business, or a large run of fish, which
results in a tremendously large pack for the industry as a whole,
which means, of course, a surplus, and, as you would expect, low
prices and quite often large losses in the industry.

Only the fortuitous combination of a pack balanced to demand
enables the canner in 1 out of 3 to 5 years to obtain earnings sufficient
to offset the years of unavoidable large losses, and possibly to permit
a return over the entire period.

It seems to be unique, or at least it certainly is true of the canning
industry, that these losses recur in a great many years, and then you
will have a year of a very large profit. That was illustrated by one
witness, you may remember, who testified here this morning.

Now the fruit, vegetable, or fish canner, of course, only gets one
annual crop, and he can only plan his operations for a year in advance,
and at the time his crop is planted, or at the time he gets ready to
take the run of fish--as in the case of salmon, as you all know on the
west coast and in the Alaska waters.

After he makes those plans lie can't make any adjustments.
Vagaries of nature absolutely take control. The past 10 years, that
is, 1930 to 1939, include, of course, the 4 years in the base period for
computing your excess-profits tax credit, whether you do it on the
income or invested capital basis.
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Now during that period, we have made a study-as complete as

possible--of a group of companies, 97 representative companies. We
took a certain group of small companies, a certain group of medium-
sized companies-and by "small" I shoul say that they would be
companies with capital under $100,000; medium companies would
be with capital in excess of $250,000; and the larger group would be
larger than that with capital inl excess of $2,000,000.,

Analysis of the earnings of those 97 representative canners of fruits,
vegetables, and fish, is shown on exhibit A attached to this state-
ment, an( your honors will see, if you examine it, if you take the
chart there, the heavy black line covering the base period years 1936
to 1939, inclusive, showing the companies with capitalization of under
$100,000.

You will see that in 1936 they were up in substantial earnings, but
th(y dropped down in 1937 and 1938 into large losses, and in 1939
they come practically up to the 10-year average earnings point,
which runs right through the middle of the chart.

Now you can see the other lines, the quarter-inch dashed line,
which shows the capitalization of companies from $250,000 to $500,000.
Their pattern, you will notice, runs very much the same as that of the
small company, except the peaks and the valleys are not so severe;
in other words, they never hit quite the high earnings on the per-
centage of thousands of dollars, nor do they drop down in quite such
severe losses.

And the same is true of the third group with a capitalization over
$2 000,000.

That is based on a study, tas I said, of 97 companies who are members
of the industry, and I think it shows that there is this pattern in the
industry-widely fluctuating losses and profits.

For instance, for the 10 years, 1.930 to 1939, the 17 small companies
with a capitalization of under $100,000, their average was a loss of
$688 a year. In other words, no gain over the 10-year period. They
just kept going and consuming a certain amount of the agricultural
products, and employing a certain amount of labor locally.

The earnings of that same small group of 17 companies during the
base period fluctuated very, very substantially. In 1936, for example,
these companies earned, on the average, 1,363 percent above the 10-
year average, a very high peak, as the graph shows. But in 1936 the
earnings were 512 percent below the 10-year average, and in 1938,
when most companies in the canning industry suffered losses, the
earnings of this group were 1,614 percent below the 10-year average,
which illustrates what I said, that on the small company the peaks or
the graph, rather, shows greater depressions, or greater earnings when
they hit an earnings year.

Now the medium-sized group shows practically the same result.
The companies in that group, with capital from $250,000 to $500,000,

had an average annual earning of $5,379 for the 10-year period. In
1936, however, the average earnings of this group were 518 percent
above the 10-year average; and in 1938, the average earnings in this
group were 1,077 percent below the 10-year average, showing again
wide fluctuations, but not quite as heavy as in the small, group of
companies.

Senator KING. What was the average earnings on all those large and
small groups?
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Mr. SHORn. Well, the average earnings in the middle group--first,
in the smaller group, for the 10-year period they had no average
earnings, it was a loss. The same would be true, probably, in the
base period, although some of them might have earnings and some not.

Now the medium-sized group had an average annual earnings of
$5,379 in the 10 years, the companies in that group out of the 97
selected companies that the graph is based upon.

Senator KING. $5,000?
Mr. SORB. On capital o1 $250,000 to $500,000, which is, over an

average period of 10 years, a very low return. If you take $250,000,
an average of $5,000 a year is only 2 percent, nothing like 5 or 7,
even, as proposed in the bill, or 10 as some of the men who have
appeared here this morning have suggested.

Now of course it is also true that when the canning industry, these
smaller companies, have these loss years, then they come along and
have a good year, as other witnesses for other industries have told
you, and they figure on using the gains of that good year to recoup their
misfortunes of the earlieryears; and in a sense they need it, and if this
excess-profits bill doesn't make some further provision over that
passed by the House, for such situations, I think a great many of the
smaller companies, which, after all, are in local communities where
the farmer produces his vegetables and fruits, will necessarily have
to go out of business.

That is probably true also with the medium sized and some of the
larger ones.

Now, based on the experience in the industry, and on the fact that
2 years out of the 4-year base period, 1936 to 1939, in a good many
cases were loss years, and in some cases 3 for the canning industry,
in that base period, we have suggested an amendment which is at-
tached, right after the graph, to our statement.

Now that amendment is based on the principle of an umused excess-
profits credit carry-over, which recognizes the seasonal fluctuation
in this industry.

On page 5 of my statement, we set out an, example of a canner who
has a statutory invested capital of $100,000, and who made, after
normal Federal income taxes, or lost, according to the figures set
out there.

He has a loss of $20,000 in 1936; a profit of $4,000 in 1937; in 1938
a loss of $45,000; and in 1939, a loss of $30,000.

Now assuming he used the income and invested capital method of
computing his excess-profits credit, that is, of 7 percent, he being
under $100,000, you see there he would have a certain amount of
unused credit which is set out in the last column.

Our suggestion is that lie be permitted to take the unused credit
and carry it forward in the next year. So that you, in a sense, make
up for the difficulty with the present bill, which I think the committee
here recognizes, and the testimony shows, is its concept as to some
industries, at least you don't reach true excess profits as yet, you are
just taking income, whatever the income is.

The House bill stops at a certain point, but it doesn't go far enough
to measure true exoess-profits taxes.

Now this draft suggested draft, fits in with the present scheme of
the House bill. +he only thing is that it gives partial relief, it prob-
ably wouldn't be as good for the canniig industry as a whole, as a
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3-year net loss carry-over provision, which I heard suggested by
other persons who appeared here.

But it does, we think, recognize the pattern variation of steep earn-
ings, and then very severe losses in the canning industry, and if the
committee is going to adhere to the 4-year base period years of 1936
to 1939, the suggested draft provision would relieve the canning
industry, as such, or any taxpayer engaged in seasonal agricultural
or fishery operations, 50 percent or more of whose gross income is
derived from growing, harvesting, processing, or otherwise preparing
for market any seasonal fruit or vegetable, or from catching, pro-
cessing, or otherwise preparing for market any fish or other marine
life.

That definition is broad enough to limit it generally to the par.
ticular members of the association which we describe, and you al-
ready have in the bill your excess-profits credit, just how you figure
it, either on your average net income-I mean, treating it as zero
the loss year, as the House passed it-so that whatever that excess-
profits credit is, if the taxpayer doesn't use it fully, he is permitted
to carry it over against his second year or his third year.

That is very simple and requires very little change--I think it fits
in with the bill as now drafted.

The CHAIRMAN. Have you talked to the Treasury about this?
Mr. SHORn. I have not, Senator; I would like to. I talked to Mr.

Stain this morning generally on the suggestion.
The CaiANRtEA¢. Iell, ,I would like you to talk to them if you get

the time.
Mr. SHORn. I would like to do that.
The only other thing that I would like to say, in conclusion, is,

if the committee can't do something that will carve out and recognize
the difficult situation of the canning industry, then the net loss carry-
over would help, or if you would permit what the House committee
once voted to do, the average of 3 years out of 4 would be much better
for the industry.

And then finally, we do need a special relief provision, your honor,
that would take care,ofeagreat manyof thosesituations although nt
so satisfactorily, in that it doesn't permit a taxpayer to know immedi-
ately what his tax is; whereas, the amendment we suggest would per-
mit'him to compute it and know when they filed their return.

The CHAIRMAN. You are filing that statement?
Mr. SHort1. Yes.
The CHAIRMAN. All right, thank you.
(The statement of Mr. Shorb is as follows:)

STATIOMNT ON BEIIALF OF Ti NATIONAL CAN.NERS ASSOCIATION

The canning of seasonal fruits, and vegetables and, of fish is carried on in over
3,000 sinai) and large plants, located, near where the crops are grown or the fish
are caught, in 40 States and the Territories. Profits or losses in annual operations
are influenced, if not wholly governed, by factors over which the canner has no
control: localiZQ(i crop failure may result'from drought, excessive heat or rainfall,
frost, insect iufestafion, and other tucontrollable cases. Or a run of fish may
not materialize, or Federal or State conservation rules may be seasonally applied
to require iharp curtailment of operations. When this happens, production for
that year may be meager or a complete failure resulting in largo annual loss.
Likewise, an over-bountiful crop or unpredictably large run of fish may result in
a tremendously large pack, a surplus, low prices, and again large losses. Only
the fortuitous combination of a pack balanced to demand ---over many States--
enables the canner in 1 out (f 3 td 5 years to obtain earnings sumflicient to offset

343
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ExHIBIT A
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the years of unavoidable large losses, and possibly to permit a return over the
entire period.

These recurrent large losses and occasional years of good profits are not a
matter of good or poor management. The fruit, vegetable, or fish canner gets
but one annual crop. Ile can llan his annual operation only once--at the time
the crop is planted or the season planned--and can make no later adjustments.
Once he enters tie season what will happen in terms of profit or loss is beyond
his control.

The past 10 years, and typically the 4 years 1936-39, for a large percentage of
the industry--for large and sm.i companies, for canners of one and canners of
many commodities, for fruit at)d vegetable canners as well as canners of fish---
show this pattern of widely fluctuating annual losses and profits.

An analysis of the earnings of 97 representative canners of fruits, vegetables,
and fish, in exhibit A, shows relatively low average earnings for the last 10 years.
These companies represent a fair cross-section of the industry in that they consist
of small-, medium-, and large-size companies in about the proportions found in the
industry. For purposes of studying income, these companies were divided into
three groups on a basis of capitalization, as shown on exhibit A.

Seventeen of these companies had a capitalization of $100,000 or less. For the
10 years, 1930 to 1939, the average earnings of these 17 companies was a loss of
$688 a year. During the base period (1936-1939) the average earnings of these
companies fluctuated a great deal. In 1936, for example, these companies
earned on the average 1,363 percent above the 10-year average, whereas in 1937
the average earnings were 512 percent below the average. In 1938, when most
coml)anies in the canning industry suffered losses, the earnings of this group were
1,614 percent below the 10-year average.

A medium group having a capitalization of from $250,000 to $500,000 had an
average annual earning of $5,379 for the 10 years, 1930 to 1939. In 1936, how-
ever, the average earnings of this group were 518 percent above the 10-year
average and 2 years later in 1938 the average earnings in this group were 1,077
percent below the 10-year average.

The variations in earnings for the group having $2,000,000 or more capitaliza-
tion tended to follow the general pattern of the smaller groups except that the
fluctuations were not so violent. The average earned for 1936 for this group was
547 percent above the 10-year average of $100,867. In 1938, however, the average
income was 460 percent below this 10-year average.

These examples illustrate the violent fluctuations of earnings in the canning
industry. They show clearly that violent fluctutions in earnings are character-
istic to a greater degree in the case of the small companies, and hence any excess-
profits tax on profitable years will prove peculiarly harsh in its operation on
small companies. This characteristic, however, appears to be representative of
companies of all sizes, the differences due to size being in the degree of fluctuation
only.

Such fluctuations have happened to most canners in the past; they were true
of the majority in the base period; they may be true of any canner in the next few
years.

Use of the average earnings comparison method for most canners thus would be
impossible. Wholly apart from the additional fiat rate extra 4.1 percent on
normal-tax net income, this method would result in an over-all tax in the occasional
profitable year which would absorb the bulk of any income.

Nor would the invested capital method in this industry permit any less harsh
result. For most of the industry the statutory percentage of return, based on
invested capital and earnings in the base period, would be below the 7 and 5 percent
minimum specified in section 714. Thus the applicable percentage would be not
more than 5 to 7 percent, and earnings in any year above such percentage would be
subject to excess-profits taxes running up to 45 percent.

A canner having several years of large losses--due to these inherent factors
)eyond his control-cannot survive unless in some years lie can recoup. As part

of its seasonal character, which permits only one annual turn-over, the business
of canning fruits and vegetables or fish uses a high ratio of borrowed money.
(This borrowed capital can only partially be included in invested capital under
the bill.) In a poor year losses therefore may and do make great inroads into
net worth, in many cases resulting In impairment of capital. Only by the occa-
sional year of peak profits can the canner stay in business. If the bulk of earn-
ings in such peak year are taken in excess-profits taxes, inevitable destruction of
capital and elimination from business will follow.
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We propose, and Lhere is attached, a draft of an amendment which will afford
partial relief. Since the bill recognizes that a return of 7 percent (or 5 percent
on capital over $500,000) is warranted without excess-profits taxes being applied,
this amendment affords to processors of seasonal fruits and vegetables and fish a
credit in any year of the difference between his actual return and 7 percent or
5 percent. It applies only when the income and invested capital cre(lit method
under section 714 of the hill is used. If he earns 7 percent or more, no credit
accrues. If he has a net loss, however, he cannot take the entire loss as a credit
but only the amount represented by 7-percent or 5-percent return on his invested
capital. Such credits are carried forward-but not more than 3 years-to the
year of profits and serve to reduce the amount on which excess profits are levied,

For example, a canner who has a statutory invested capital of $100,000, and
who made (after Federal taxes) or lost-

Profit or loss 7 percent ced
crediit

1936 .......................................... $20.000 los.------ -------- ($7,000)
1937. ...... ......................................... . $4,000 profit ..... $7,00 3,000
1938 _ .................................... 5----------- $3,000 loss ......... 7,000 7,0001939 ........................................ ............. $300W loss ........ 7, W00 7,000
1940 ................................. ............... --------- $38,000 profit ...... ........ .....

would be permitted, under the proposed amendment, in 1940, his one profitable
year out of three, to add to his excess-profits credit ($7,000) for that year the sum
of his unused excess- rofits credits for the preceding 3 years ($17,000). The total
credit ($24,000) would be deducted from his 1040 earnings ($38,000) to give him
an adjusted excess-profits income of $14,000. Deducting the $5,000 specific
exemption, 1ie woul pay excess-profits taxes on $9,000, instead of on $26,000.

Tus, hVying lost $33,Q00 on the- 4. Fjparl', opex,%tions,. he would not have 'his
single'ehance of con tinuing In business impaired by the excess-profits levy taking
$5,500 of his 1940 earnings in addition to the normal corporate income taxes of
about $10,000.

This amendment is consistent with the purpose and specific provisions of the
bill. It affords only partial relief, not to any taxpayer who abnormally secures
large profits out of defense expenditures, but to the producers of essential foods
who operate subject to the hazards of agriculture and the vagaries of the season
and who must balance years of deficit with an occasional year of good return. The
bill recognizes (sec. 711 (b) (2) (A) (1v)) that earlier casualty losses beyond the
control of the taxpayer shall not operate to increase his taxes. The amendment
proposed is but the equitable extension of this recognized principle-that adjust-
ment is necessary for seasonal agricultural and fishery hazards beyond the control
of ..the,txpayer.,

The members of the National Canners Association, therefore, urge the coin-
mittee to adopt the suggested amendment because it Is needed and will avoid
hardship and inadvertent discrimination in a great, many eases.

If the committee should Incorporate in the bill a provision for a 3-year net loss
carry-over, or a provision permitting true average earnings for 3 out of 4 years
in the base period or an adequate provision for special relief, these would alleviate
the resultant hardshil)s in some degree. As a group, however, the members of the
association prefer the amendment suggested.

Respectfully submitted. PAUL E. SnoaB.

SUGGESTED AMENDMENT

Snc. 714-A. UNUSED luXCaSS-l'ROFITS CREDIT FOR SEASONAL AGRICULTURAL AND
FisnHERY OPERATIONS.

(1) As used in this section the term "taxpayer eugaged in seasonal agricultural
or fishery operations" means a corporation 50 percent or more of whose gross
income iFs derived from growing, harvesting, processing, or otherwise preparing
for market any seasonal fruit or vegetable or from catching, processing, or other-
wise preparing for market any fish or other inatne life.

(2) As used in this section, base period means bite period as defined in section
714 (f) (1); excess-profits net income for the taxable years in the base period means
excess-profits net iaeolle as defined in section 711 (b) (1) (2); excess-profits net
income for any taxable year after the base period means excess-profits net income
as defined in section 711 (a) (2); and invested capital in any taxable yvars during
or after the base period means invested capital as defined il section 715.
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(3) As used il this section the tem "unused excess-l)rofits credit" means for
any taxable year during or after the base period in which tile taxpayer wasil engaged
in seasonal agricultural ot fishery operations the excess of (a) a sum equal to
7 percent of the first 4,500,000 of invested capital, plus 5 percent of the invested
(alpital above S500,000 over (b) the excess-profits net income for such year.

(4) If for any taxable year after the base period any taxpayer which is engaged
in seasonal agricuttural 'or fishery operations and which elects to comt)ute its
excess-profits credit under section 714 has excess profits net income which exceeds
its animal excess-profits credit as first determined mder section 714, it may
increase said credit by all or a portion of its unused excess-Profits credit from
any or al of the 3 years immediately preceding the taxable year. As so increased
the excess-profits credit shall be used in determining adjusted excess-profits
income under section 710 (b) (2).

(5) If only a portion of the unused excess-profits credit for the 3 years imme-
diately )receding the taxable year is used in a taxable year, such portion will be
deemed to have been taken from the year furthest removed from the taxable year,
and such portion may not again be availed of or used in any other 'year.

The CHAIRMAN. Mr. John W. Looper, Brooklyn, N. Y. Mr.
lHoopor represents the Brooklyn Chamber of Commerce.

STATEMENT OF JOHN W. HOOPER, REPRESENTING BROOKLYN
CHAMBER OF COMMERCE, BROOKLYN, N. Y.

Mr. llooiuit. I have t) extended statement for the committee.
May I put it in the record?

The CHAIRMAN. Yes. And just cover the high spots in your
presentation.

Mr. HoopRa. Yes, sir; that is why I put it into the record.
Senator KING. You testified before the house committee, did you

not?
Mr. IIOOPEiI. Yes, sir.
The CiHAJIMAN. You Were to 1)reptare at that tne a sUggestiotn oni

consolidated returns?
Mr. Hoopeiu. Yes; and I did, sir. It was filed with that committee.

It is in the record, it is in the hearings of the House Ways and Means
Committee, page 227.

The announced purpose of the excess-profits tax is to )revent
profiteering from the present defense emergency. Business is in
accord with this as shown by the record of the recent hearings before
the flouse Ways and Means Committee. Business spokesmen sought
to have the bill limited to its intended scope, free from ambiguities,
equitable, and suficiently concise and clear to make the tax liabilities
readilyv determinable,

The'; joining of the emergency facility amortization measure, that
required speedy action, t) an excess-protits tax bill, which should live
had mature consideration, has resulted in the adoption of a document
of some 25,000 words which is generally conceded to be one of the
most complicated and baffling legislative measures ever drafted. It,
represents an effort to provide for all requiroments but, unfortuntely,
it goes so far in this direction that it seems bound to defeatt is own
purpose.

''he incorporation in the law of specific, technical definitions and
restrictions is certAin lto result in hardships which would be greatly
lessened if the law were confined to its true function of establishing
principles, leaving their application and definition to the cust oIary
departmental regulation and understanding administrative application.

259)829-40)---23
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In the fog of bewilderment which settles around the reader of the
Second Revenue Act of 1940, one fact emerges from the haze, i. e.,
the prevention of profiteering has become secondary to the production
of additional revenues through Lim posts on normal profits. rhe result,
then, is that business is confronted with an involved and incompre-
hensible tax bill, the ultimate effect of which woull not be determined
for years, and then only after exhausting dispute and extended liti-
gation.

Senator KING. As I understand you, your interpretation of that
lon bill which has (.)me to us, is that it strikes rather at normal
profits than at excess profits?

Mr. Hooi,it. Yes, Sir.
Senator KIN(. And to that extent injures ,;ormnal production and

normal business and legitimate activity oin the part of our economy
generally?

Mr. Iiooi Eil. Just about that, it doesn't recapture the so-called
excess profits that emerge from the existing emergency.

Application of the existing laws to corporate in.1ome has been
reasonably well defined through years of experience, and the tax
liabilities thereunder can be aiticipated. Under the bill now being
considered, however, )usinessmen cannot exercise, with any degree
of accuracy, their essential prerogative of estimating their taxes.
The introduction of such a speculative element in the midst of business
adjustments vital to the defense programs will a(d to time confusion.

The bill can only be corrected, in our opinion, by a, thorough
redrafting. We recognize that this means delay. Nevertheless, a
matter so importantly related to the basic e(conomic structure of the
country deservess studied treatment. It s000s completely logical and
practical that the suspension of the Vinson-Trainunell 'Act and the
amortization of emergency defense facilities be given p~ronmpt and
separate attention so that tie proposed excess-profits tax law can
receive adequate consideration.

In considering such revision, we submit the following observations
and recommendations:

Alternate bases for determining excess-profits erelit:
The House, with evident un(erstanding of tle inequities inherent

in an excess-profits-tax law based on an inelastic formula, Ires pro-
vided for alternate bases for measuring normal profits, in that it
permits the determinationn of profits subject to the excess-profits tax
on bases optional with the taxpayer. However, the definition of the
optional bases in the bill and the letermination of tax rates applicable
thereunder indicate an intention to induce corporations generally to
use the invested cal)ital base instead of average earnings despitee the
fact that the latter is frequently accepted as the fair measure of nor-
mal profits. The requirement of additional tax at the rate of 4.1 per-
cent on all taxable income, and rates higher by 5 percent on excess-
profits net income, are examples of provisions discriminating against
election of the base-period income method.

Bases optional with taxpayer for each taxtible year:
Section 712 permits the taxpayer to elect in iny taxable year one

of tle alternate bases. However, the bill is silent as to whether that
election binds tie taxpayer for the particular year involved or would
allow the right to chang for such taxable yoa'r in case determination
of the tax for the base or taxable years by the Treasury Department
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indicates the desirability of a change to the alternate method for claim-
ing the excess-profits tax credit. Since it is the intention to give the
taxpayer the right of using either of the alternate methods, we feel
that it should be clearly extended to him under these circumstances.

Senator KING. As I un(lerstand it, you would eliminate entirely
that penalty, the 4.1?

Mr. IJo(;iR. Yes, sir; I would, and the further penalty of an
increase of 5 percent in the tax under the excess-profits tax rating.

Special assessments board:
While providing for alternate bases, the bill does not provide for

recognition of special situations that could not be accorded equitable
treatment under such fiethods. Accordingly, we recommend the
establishment of a board which would b)e indelendent of the Treasury
Department, similar to the Board of Tax Appeals, but, having avail-
able to it the Treasury's advice an( information. This body would
pass upol such special cases as--

(a) companies actively engaged in experimenta tion, research, ex-
ploratlion and development;

(b) companies whose base period indicated an increasing trend of
profits not resulting from the emergency defense expenditures in any
way;

(e) companies whose earnings have been abnormally small diwring
the base period and with a very low invested capital;

(d) Companies whose records are incomplete or unavailable for tile
determination of invested capital under tile act; and
(e) (onipanies wherein excessive deductions in prior loss years were

not beneficiallv taken as, for example, deductions relatint; t- depre-
ciation, development of processes, production, markets, and so forth.

This Board, in arranging for the levying of assessments to meet
special circurastances, should be empowered to designate years, other
than for the 4 years now provided in the bill, as the biase period.
We have in mind the granting of more just treatment through this
special board in accordance with the intention of sections 327 and 328
of the Revenue Act of 1918.

The CHAIIMAN. How would this board be appointed?
Mr. Ilooit:n. Under the law, and I would suggest, by the President,

with the approval of the Senate, the same as, I believe, the Board of
Tax Appeals.

The CHAIRMAN. You wouldn't want the Treasury to have anything
to do with it?

Mr, llooirm. No, sir.
The CHAIRMAN. You don't believe in the old provision that was in

tile former law?
Mr. Ilooiemnz. No; I believe in the intent of the provision, but I do

not believe in its administration by the Treasury.
The (H-AIRMAN. I thought they administered it very well in those

days, did 't they?
r. IlooPlio. It is according to how you were treated. I had

some experience witl it ill those days.
The (CIIAIRMAN. All right, proceed.
Mr. 1[oot,im. Applications of tax rates discrimniblltory:
The method of nllocating amounts of excess profits subject to the

increasing rotaes set forth in tile bill does not equitably recognize the
relation of such excess profits to the normal earning power, risks, and
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other fuetors of corporations varying al size. It (oes distinctly
discriminate against companies which have large amounts of excess
profits, even though such amounts may be very small in relation to
the normal profits of such business. Aiomy scheduling of rates should
be predicated on a percentage of the excess-profits credit and not
based on the dollar volume of the excess profits.

Allowed return on invested capital for determination of excess-
profits credit:

The bill (toes not recognize the vicissitudes of investments in the
equities of corporate enterprise.

Senator LODGE. Before you go any further, may I ask whether you
have discussed with the Treasury or with Mr. Stam this suggestion
of yours on using percentage instead of dollar value, or dollar volume,
rather?

Mr. HOOPER. I have not, sir.
The CHAIRMAN. Your time has expired.
Mr. HoopER. Yes; with the interr.iptions of the committee.
The CHAIRMAN. Well; you will file that with the reporter.
Mr. HoopEn. It would only take me about 2 minutes more to

read it.
The CHAIRMAN. If we give you 2 minutes more, there will be *a

whole lot of people prevented from testifying this afternoon.
Senator KING. I would like to ask the witness to explain briefly

his view concerning consolidated returns, and the feasibility of
incorporating it in this act.

The CHAIRMAN. Is that in the report that you have filed?
- Mr. HooPER, It is very brief, it is on page 8.

Senator KING. There is just a brief observation there.
Mr. HOOPeR. It is particularly necessary, in my opinion, to have

such a provision, in view of the borrowed capital which we, inour
statement, have indicated is a very broad item; a great deal of abuse
can be made between companies, which, if you don't consolidate you
can pass debts between companies, tmd build up a credit structure
for invested capital that would be abused.

In this brief we are recommending, and having in mind consolidated
returns, if they are not allowed, a limiting of tie definition of borrowed
capital. And even then, there will be abuse.

Of course, the filing of consolidated returns simply recognizes the
equities and the realities of a business situation. Different enterprises
are operated under different departments, and they find it oxI)edient,
particularly under State laws, to have different companies, and it
can be done very han(lily. and in fact, at the request, of Congressman
Treadway, I su)nitte'd suc.h a p1)OS l, and it is in the record on
page 227 of the print, ed hearings of the House Ways and Means
Committee.

The CHAIRMAN. Thank you very- much.
(The brief submitted by Mr. ooper is as follows:)

STATEMENT RV THE Pnoi'osm TAx oN ExCessa PROFITS SUiiMITTED TO TIlE
SENATE COMMITTEE ON FINANCE, BY 'iiE COMMITTEE ON FEDSIRAL TAXATION
OF THE BROOKLYN CHAMBIIR OF CoMur, bCE, THROUGH JOHN W. HOOPER,
CHAIRMAN

SEPTnMBEII 5, 1940.
To the Members of the Committee on Finance, United States Senate, Washington, D. C.

GENTLEmEN: The Federal taxation committee of the Brooklyn Chamber of
Commerce, of the city of New York, is sincerely appreciative of this opportunity
afforded by the Senate Finance Committee for further public discussion of the
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proposed excess-profits tax. As related in more detail in our statement before
the House Ways and Means Committee, Brooklyn, as one of the top five manufac-
turing communities of the country, is vitally concerned in the enactment of this
legislation.

In the preparation of the suggestions which I now place before you, we have
again had the active assistance of the Brooklyn chapter of the National Associa-
tion of Cost Accountants.

The announced purpose of the excess-profits tax is to prevent profiteering from
the present defense emergcjcy. Business is in accord with this as shown by the
record of the recent hearings before the House Ways and Means Committee.
Business spokesmen sought to have the bill limited to its intended scope, free from
ambiguities, equitable, and sufficiently concise and clear to make the tax liabilities
readily determinable.

The mikembers of the House committee are to be commended for their diligent
apl)lication, under pressure of time, to the preparation of the bill. However, the
joining of the emergency facility amortization measure that required speedy action
to an excess-profits-tax bill, which should have had mature consideration,. has
resulted in the adoption of a document of some 25,000 words which is generally
conceded to he one of the Iatosteomplip$d and baffling legislative measures
ever drafted. It reprofioletk an effort to P54q4 for all requirements but, un-
fortunately, it goee sfar in this direction that *cguvmns bound to defeat its oWir
purpose. The j [orporation in the law of specid,,,.echnical definitions and
restrictions is ,&rtain to result in hardships which wittl, be greatly lessened if
the law were onflned to its true ftlnbti0p of establishing ktinciples, leaving their
applicatiotitnd definition to the otmtonsl~y gepartmentalgulation and under-
standin g dnministrati ve apf~ication"

In tlij fog of bewaddrmet whidb settleg'around the reader of the "Second
Revenoe Act of 1940" one fact emeigea, from tho baze, i. e., the prevention of
profitoriulg 'has become sebondtryJtb' the pro etion of additional revenues
through im posts on normal profits. 'The result, then, is that Ilsiness is con-
fronl d with an involved 4a,"li nprezemsibI6 tax bill, the ul late effect of
whi, would iot be detertalifd fz'years and then o4ky after enh sting dispute
ay;dli xtended litigation.

applicationn gI ttle existing ;aw41o corporate' tneope1J has been rsonably well
defiIcd throug yca$ of #x~e mid he tax li bilities their nder can be
anticipated. ' ld aer t " IfiI now belIg cpIifidercd, however, bqsi n smen cannot
exf. ise, with amy degree 'of accuraiy,;thelr essential prerogative of estimating
their' taxes. Th intro4uction of such a speculative element ii the midst of
business adjust ts , lal to tbie defeiMe pr gram will ,dd to th4confusion.

ThIbill can onlyb ceorrectea; in 6tir opinion, by thorough draftingn. We
recogn&e that this'ineans delay. Nevertheless, a matter so importantly related
to the b(sic economic structWl# of the country deserves studIod treatment. It
seems coltupletely logical snjd practical that the'§t;pension of t4# Vinson-Trammell
Act and tie ailortizatioiQoemergelloy-defeii.e facilities given, prompt and
separate attetion so that the i)opofed excess-profits tax !,#can receive adequate
consideration.;

In consideing iclh revision, we submit the follow ' )bservationo and recom-
mendations: "

ALJTSrNATE BASEta MOI TUIIMMaINo EXCFS-PROFITS CaEIT

The House, with evident umderstanding of the inequities inherent in an excess-
profits-tax law based oil an inelastic formula, has provided for alternate bases for
measuring iormial profits, in that it permits the determination of profits subject
to the excess-profits tax on bases optional with the taxpayer. However, tile
definition of the optional bases in tile bill and the determination *of tax rates
applicable thereunder indicate an intention to induce corporations generally to
use the invested-capital t)bae instead of average earnings despite the fact that the
latter is frequently accepted as the fair measure of normal profits. Tile require-
ment of additional tax at the rate of -1.1 percent oil all taxable income and rates
higher by 5 percent on excess-profits net income are examples of provisions dis-
criminating against election of the base-period income method.

HASSIS OPTIONAL WITH TAXPAYER POR EACH TAXABLE YEAt

Section 712 pernats the taxpayer to elect in any taxable year one of the alter-
Bate bases, Howdver, the bill ii silent as to whether that election binds the tax-
payer for the particular year involved or would allow the right to change for

BEST AVAILABLE COPY
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such taxable year in case determination of the tax for the base ox taxable years
by the Treasury Department indicates the desirability of a change to the alter-
nate method for claiming the excess-profits-tax credit, Since it is tile intention
to give tile taxIpayer the right of using either of the alternate methods, we feel
that it should be clearly extindcd to him under these circumstances.

SPECIAL ASSESSMENTS BOARD

While providing for alternate bases, the bill does not provide for recognition
of slecial situations that could not he accorded equitable treatment oider such
methods. Accordingly, we recommend the establishment of a board which would
be independent of the Treasury )epartnent, similar to the Board of Tax Appeals,
but having available to it the Treasury's advice and information. This body
would pass upon such special cases as (a) companies actively engaged in experi-
mentation, research, exploration and development; (b) companies whose base
period indicated an increasing trend of profits not resulting from the emergency
defense expenditures in any way; (c) coil)apnies whose earnings have been abllor-
mally small (luring the bashe period and with a very low invested capital; (d)
companies whose records are incomplte or unavailable for the determination of
invested capital nder tine act; and (r) companies wherci excessive dednictions
in prior loss years were not beneficially taken as, for example, deductions relating
to depreciation, (develol)nitnt of processes, l)ro(uction, markets, etc.

This board in arranging for the levying of asse. ,ments 10 meet special circum-
stances should be empowered to designate years, other than the 4 years now
provided in the Ilill, as the base period. We have in mind the granting of more
just treatment through this special board in accordance with the intention of
sections 327 and 328 of the Revenue Act of 1918.

APPLICATION OF TAX RATES DISCRIMINATORY

The method of allocating amounts of excess profits subject to the increasing
rates set forth in the bill does not equitably recognize the relation of such excess
profits to the normal earning power, risks, and other factors of corporations vary-
ing in size. It does distinctly discriminate against companies which have large
amounts of excess profits even though such amounts may )e very small in rela-
tion to the normal profits of such business. Any scheduling of rates should be
predicated on a percentage of the excess-profits credit and not based on the dollar
volume of the excess profits.

ALLOWED RETURN ON INVESTED CAPITAL FOR DETERMINATION OP EXCESS-PROFITS
CREDIT

'Fio bill does not recognize the vicissitudes of investments in tile equities of
corporate enterprise. Only where base period profits justify 10 percent or more
does it provide for a fair return of 10 percent on invested capital. Otherwise,
where base profits do not justify such return or where no earnings were reflected
during the base period, 7 percent is allowed on the first $500,000 and 5 percent on
the invested capital above that amount. These rates do not provide investment
incentive in addition to compensating for the risks involved when it is considered
that the stockholders of corporations who are really tie beneficiaries of corporate
earnings are already subject to heavy State and Federal income taxes. The vary-
Ing percentages stated in the bill tend to comlilicate and unduly extend the
langunage. Accordingly, we recommend the establishment of one rate and the use
of 10 percent on invested capit-sl for determination of the excess-profits credit.

DUPLICATION AND PYRAMIDING OF TAXATION

It is to be regretted that in tile drafting of the Second Revenue Act of 1940
It was seen fit to eliminate the duplication of assessment of excess-profits taxes on
intercompany dividends only when the invested capital method was used for the
determination of the excess-profits credit. We strongly advocate an extension of
the elimination to apply generally for the determination of the excess-profittl tax.
Further, the louse has seen fit to pyramid the new excess-profits tax on top of tile
existing excess proits--capital-stock tax. In the interests of simplicity as piiull as
fairness, we urge repeal of the provision for excess profits--eapital-stock "aes
contained in the present Internal Revenue Code, and, in sunbstitution, we suggest
a revision if necessary in the present rates on normal tax net income.

We urge upon yoir in the setting of mcw rates and methods for the taxing of
corporate income that you do not lose sight of fho fact that corporations, aside
froni State taxes, are already paying 20.0 percent to tire Federal Government
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against the 2 percent that they were paying at the time of our entry into the
World War. Further, you should not overlook the burden that State and local
taxes now are to business as indicated in figures recently published, showing for
the fiscal year 1939 that the Federal Government looked to business for 75 percent
of its tax revenue while, for the same year, business contributed approximately
74 percent, of all State taxes.

CONSOLIDATED RETURNS

The failure to permit filing of consolidated ret urns is an exceedingly unfortunate
Omission. Corporations, in the determinationn of their tax liabililies, should be in
a position to follow the usual accounting procedure which is used in preparing
reports to stockholders and directors, namely, consolidated returns, when the cor-
porations are under common control. Separation of the excess-profits tax from
the anlortilation feature would overcome the a sutl) ioll that time does not
permit the proper drafting of al)propriate consolidated returns provisions.

AVERAGING OF TAXABLE EARNINGS

The bill provides that the base period net income shall he the average of the
net income for tlie taxable years 1936 to 1939, eliminating te highest loss year,
if any, in such period. If this scheme of averaging is to be so a(hinistered that
the taxpayer will really get, the benefit of his base-period earnings, a provision
should be inserted to allma aSeragiuig of earnings taxable under the f', oend
Revenue Act, of 1940, or to permit carrying forward of any unused portion of
the excess-profits credit. If this is deemed inadvisable, then it is recommended
that, the taxpayer be given thte option to choose any 3 of the 4 base years, using
a divisor of three in the determination of the average.

CktRYING FORWARD OF NET LOSSES

Net loges ntav be carried forward for a period of 2 years in accordance with
the provisions of the Revenue Act of 1939. This recognizes that the ability to
pay taxes cannot be meastured fairly by the income of any one year because of
fluctuations inherent it business operations, particularly in industries not dealing
directly with the consuming public. This bill, however, is intended to tax excess
earnings, if any, resulting from the emergency, above those earnings ordinarily
received by business.

In view of the fact that the uncertainties resulting from lack of knowledge of
the duration of tile emergency will be added to the normal uncertainties and
ftctuationts of business, there is now speial reason for claiming that provision
should be itade for carrying forward net losses for a longer period than the 2
years now provided. We recontmend that permission to carry forward losses for
a period of at least 5 years be enacted so that the excess profits tax will not become
a capital levy.

PROVISION FOR ABSORPTION OF SUBSEQUENT LOSSES

The object of this suggestion, similar to that with reference to carrying forward
losses, is to )revent the excess-profits tax acting as a capital levy, Except with
respect to amortization, the bill makes no provision for the reopening of tax
returns on which excess profits taxes have been laid, to permit of the adjustment
of the reported profits to reflect losses realized subsequent thereto, for example,
ciue to decreases in inventory prices upon the termination of the emergency.
Adjustments of this nature after the last war bear ample testimony to time necessity
for this safeguard.

ELIMINATION OF DEBT RETIREMENT LOSS AS WELL AS INCOME

The provision for the elimination from base period and taxable income of
profits from thte retirement or the discharge of indebtedness is inconsistent in
that it fails to allow the elimination of any loss or expense that might have been
incurred in the discharge of indebtedness.

REDUCTION OF INVESTED CAPITAL FOR DIVIDENDS WITHIN FIRST 00 DAYS

Dividend distributions made in the first 60 days of a taxable year reduce the
invested capital for such year. This is distinctly unfair as there is no alternative
provision to permit inclusion in invested capital of the earnings of the first 60



354 SECOND REVENUE ACT OF 1940

(lays or any other part of the year. It also differs from the present provisions of
the Internal Revenue Code under which dividends of the current year are treated
as being from earnings of that year, to the full extent of such earnings.

BORROWED CAPITAL

The House has adopted the eminently fair proposal of its Ways and Means
Colnmittee that borrowed capital be recognized as a part of invested capital.
We feel, however, that some limitation should be included in the definition of'
borrowed capital so that the borrowed money admitted as part of the invested
capital shall be in the nature of a true iiveistleint in the business as distinguiihcd
from short term credit. We recommend further that borrowed invested cap-tal,
more strictly restricted as above suggested, be allowed in full rather than in part,
am invested capital as provided for in the House bill.

ADEQUATE I'ROVISIONS FOR I'IIRSONAI, SERVICE COIORATIONS

We heartily approve the bill's recognition of the peculiar conditions utldor which
p)ersonal-serv'ice corl)or'ations operate. However, the definition of a personal-
service corporation should be broadened so as to include a corporation whose
earnings may be ascribed prinmiarily to the activities of individuals other than
shareholders of record. There are nany instances in which corporations whose
ownershi) is iii process of transfer froln senior outgoing managers and owners to
incoming managers, wherein severe hardship would result if the latter were rnot
included. Thw definition should be extonhid to include within the 80 percent,
t ersons actively engaged in tho business who have contracted to purchase or are
beneficially interested in the capital stock of the corporation.

PROVISION FOIL AIIATEMENT CbAIMH

Owing to the collphxities ot exeess-profit.-tax legislation, protection should be
afforded against the effects of lulilig. of the Bureau which afterward are declared
invalid. We, therefore, recomniend that the act provide for permission to the
taxpayer to file claims for abatement or suspension in order that injustices result-
ing froin incorrect regulations or Bureau decisions may be minimized pending their
consideration by the Board of Tax Appeals or the courts. The granting of such
claims should be properly limited to cases where the taxpayer is acting ill good
faith as, for example, where he is preparing to contest a Bureau ruling or is await-
ing decision ini a similar case.

ADEQUATE TIME FOR REDRAFTING D1ILL

In addition to those factors which we have cited, there are a number of errors
of omission and comiision in drafting. We recognize that this is attributable
largely to the extreme haste under which the House commslittee felt'6bliged to
act, but this further emphasizes the need for adequate time for a thorough and
careful redrafting of the bill.

AMORTIZATION

With reference to section 124 (i) we feel that the Government should riot be
perinitted to take over emergency defense facilities except under contractual
arrangements satisfactory to the Advisory Defense Commission and theRin~licr.

Rtespectfully slubmiltted.
COMMITTEE ON' FEDERAL, TAXATION,

BROOKIYN CHAMBER OF COMMEIE,
By J. W. HoopER, Chairman.

Members of cominittee: Chairman, J. W. Iooper, comptroller, American
Machine & Foundry Co.; Harry A. Grube, treasurer, Intertype Corporation;
C. E. Hicks, vice president and secretary, New York Dock C;.; W. C. foguto
comptroller, Eberhard Faber Pencil Co.; Louis Klein, comnptroller, American
Ssafety Razor Corporation; E. S. McClary, treasurer, E, W. Bliss Co.; M. B.
Varney, treasurer, Mish Terininal Buildings Co,

Representing Brooklyn Chapter of the National Association of Cost Account-
ants: Milton tludders, Recording & Statistical Corporation; J. D. Scholfield,
assistant treastirpr, the Pilgrihn Laundry, Inc.; Charles H. Towns, partner,
Loomis, Suffern & Fernald.
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The CHAIRMAN. JulgO ]letcher.
Judge Fletcher represents the Association of American Railroads,

Washington, D. C.

STATEMENT OF JUDGE R. V. FLETCHER, WASHINGTON, D. C.,
REPRESENTING THE ASSOCIATION OF AMERICAN RAILROADS

Judge FLETCHEft. 1 appear for the Association of American
Railroads.

1 had the privilege of discussing this general question before the
House committee, and my testimony appears on pages 350 to 356.

The CHAIRMAN. Your suggestions were not incorporated in the bill,
were they?

,Judge'FLE TCH ER. They were not to a very great extent, and, fur-
thermore, I didn't have this bill before me at the time I made that
statement.

The CHAIRMAN. I thought they were very good suggestions.
Judge FLETCHER. I want to reiterate one or two of those, and I

don't think I will take the 10 minutes you allow.
The first thing I want to call attention to is what seems to ine an

apparent discrepancy between the treatment of emergency facilities,
as it appears on page 87 of the Ifouse bill, in comparison to what
appears on page 88 of the House bill.

The railroads were urging, before the Ilouse committee, and reiter-
ating the suggestion here, that a great many facilities, railroad
facilities, consisting partly of equipment and partly of the construction
of new lines to get to the industries that have been set up for the jpur-
pose of manufacturing war materials, that they should he included in
emergency facilities, and apparently the act would so include them.

But with reference to the date, July 10, 1940, as I read the last
clause on page 87, the completion of the facility is the test. If it is
coml)leted from and after July 10, 1940, it then may be, if it gets the
proper certificate, included in emergency facilities, 'and be subject to
the amortization program.

But over on page 88--and I may be wrong about this, Mr. Chair-
man----

The CHAIRMAN. I hope the Treasury representatives will take
notice of this.

Judge FLErTCHER. It says that "there shall be included only so
much of the amount otherwise constituting such adjusted basis as is
properly attributable to such construction, reconstruction, erection,
installation, or acquisition after July 10, 1940," and so forth.

That would seem to indicate, on page 88, that this is language that
might be construed as saying that only so much of the total cost as
was expended subsequent to July, 1940, should be included; whereas,
the clear intendment on page 87 is that if it is completed after that
(late, then it all may be included.

I may have misread it, Mr. Chairman, I am not a tax lawyer, but
1 call thiat to your attention and I hope that that may be cleared up.

I really am very hopeful that a suggestion which I think came
from a number of the committee, as I caught it, that that date be
moved back, be acted upon. That would be a very helpful thing,
because, in the case of railroads, they certainly were called upon to
spend and make contracts for the construction of new equipment to
an extraordinary degree in the fall of 1939. So much for that.
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The second thing I want to say--and perhaps the most important--
is to take care of these numerous railroads that emerge from receiver-
ship proceedings, or from bankruptcy I)roeeedings during the period
when this act is in effect.

About one-third of the mileage of the railroads of the United States
are undergoing reorganization, as you gentlemen know. Now as I
read this bill. there is no ade(iate provision for taking care of the
invested income of a railroad which emerges from bankruptcy arid
has an entirely new capital structure dictated by the Interstate Coin-
inerce Commission. Most of these railroads, Mr. Chairman, will
have their present capital stock wiped out for the reason that they
are declared to be insolvent, anl there is no excess of assets over

liabilities.
Now the Commission generally proceeds to assign a certain amount

of capital stock, which is to be taken over by some of the bondholders.
But there is a situation where you are going to have great difficulty---
I won't stop to elaborate it---but you will have great difficulty under-
the terms of this bill in determining, in any rational way, what would
be the invested capital of a reorganized railroad company.

I presume that might be true of some reorganizations in other lines
of industry, but of course about them I do not know so much.

Senator GEOcR . Does the reorganized railroad go along under the
same charter?

Judge FLETcHER. Very often they have to have new corporations.
Senator GEORGE. Then does the reorganization take place tax-free?
Judge FFCHE. They are tax-free reorganizations in some cases,

if by that you mean that there is no tax upon the exchanges which
are made; but I have read this bill, Senator George, and I don't think
it meets our situation.

I was only going to suggest that if you could put over there in section
721, which is a clause giving the Commissioner of Internal Revenue,
with the approval of the Secretary of the Treasury, a wide discretion
about determining invested capital in cases where the bill itself
doesn't seem to cover the ground or meet the situation, it would be
very helpful, indeed, in the case of the railroads, because we would be
hopeful of convincing the Treasury authorities as to what was a
sound amount of invested capital.

The CHAIRMAN. Didn't you make some suggestion that the best
body to certify to that was the Interstate Commerce Commission?

Judge FLETCHER. Yes, I made the suggestion to the House coin-
mittee, Mr. Chairman, and it flatters me that you remembered it, that
if the law coulh be so written that the amount which the Interstate
Commerce Commission fixed as the value of the capital and allowed to
be put upon the books of the new carrier when it started out, could be
taken as invested capital, that would be entirely satisfactory.

The CHAIRMAN. Well, I would suggest that you talk to Mr. Sulli-
van, if possible, on this business. I was impressed with your testi-
mony, and I understand that in the executive session for the formu-
lation of the bill, your testimony was forgotten; you either didn't
impress the subcommittee or they overlooked your testimony.

Judge FLETCHER. I should be glad to do that.
The third point I make is on this matter of consolidated returns.

I don't intend to go over all of that, because you have had that pre-
sented in great length and with great force. But you will remember,

356
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Mr. Chairman, that in the case of railroads, that is the only line of
industry which is now permitted to make a consolidated return for
ordinary income tax purposes; and the reason why that was (lone may
l)e very well illustrated by a case which I know about because I served
the railroad I mention for 22 years, the Illinois Central Railroad. It
has two subsidiaries, the Yazoo & Mississippi Valley Railroad Co.,
and the Gulf & Ship Island Railroad Co., both of which lines are in the
State which has honored itself by electing the chairman of this coin-
mittee to the Senate. The constitution of Mississippi makes it neces-
sary that those corporations should be Mississippi corporations and
separately operated and separately incorporated. The railroad might
be very glad to consolidate them into one corporation if it had the
power'to do it. That is a situation that exists all over the United
States.

For that reason, this committee some years ago allowed the rail-
roads to make consolidated returns for income tax purposes.

Now that same consideration, Mr. Chairman, applies just as much
to this excess profits tax as it possibly could apply to any case of
ordinary income tax, and that statement of mine I think is fortified
by what has been said here by numerous witnesses, that while in fact
it proposes to be an excess profits tax, it encroaches upon the domain
of the ordinary income tax. And I suggest for your consideration how
easy it would I)e to provide that in the case of railroads they should
have the same privilege of making a consolidated return for excess-
profits tax as they do for ordinary income tax, if indeed you do not
grant the proposition generally.

My fourth proposition is on borrowed capital. I reiterate what has
been said heretofore by many persons who are more competent than I
to (liseuss it, that it would be a great improvement if the corporations
were permitted to include borrowed capital or to exclude it entirely.
I think it is true that the railroads more than in the case of other
industries of the country have probably built more of their property
from borrowed capital than have otherS. There is a reason for that,
that I won't take the time to go into. Many of those railroads have
had to borrow some of that capital at pretty iigh rates of interest, and
it seems to me that if a railroad company, or any other corporation
for that matter, finds that by excluding all borrowed capital it wili
be in a more favorable position, it ought to be allowed to do so.

I thank you.
The CHAIRMAN. The R. F. C. would be interested in this problem

as to how it affects the railroads, wouldn't it?
Judge, ]I rcET E. I should think so.
Senator lonio. Judge, did I understand you to say that you

favored giving the Commissioner of Internal Revenue certain dis-
cretion in fixing the value of the capital?

Judge Fzircunn. I would rather have that, than have nothing at
all. If we could have something writtrtn in there which would require
the officers of the Treasury to accept the figures given by the Inter-
state Commerce Conunission, and permitted by them to be written on
the books of the carrier as its investment, that would be the ideal
situation.

Senator LonoG. That would obviate any need for that?
Judge FPLnTCHBR. Yes, sir.
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Senator GEORGE. On that point, the invested capital on this
income tax act, and the invested capital set up by the Interstate
Commerce Commission, are altogether two different things?

Judge FLETCHER. They might be two very different things. I
could conceive of situations whore they might be very different,
although from my point of view they should not be, but they have
become so. Take, for instance, the ordinary matter of depreciation.
The Treasury doesn't accept the Interstate Commerce Cominission
figures of depreciation-I think they ought, to, but they don't.

Senator GERRY. That would give you a definite figure on which
you could act?

Judge FLETCHER. Yes; and I think the Interstate Commerce Com-
mission can be trusted not to make a figure which is excessive because,
Senator Gerry, they have radically cut, in their reorganization, the
capitalization of these railroads.

The CHAIRMAN. Thank you, Judge I'letcher.
Mr. COWDIN. This is Mr. J. Cheevr Cowdin, representing Uni-

versal Pictures Co., Inc., Universal City, Calif.

STATEMENT OF J. CHEEVER COWDIN, CHAIRMAN OF THE BOARD,
UNIVERSAL PICTURES CO., INC., UNIVERSAL CITY, CALIF.

Mr. CowDIN. Mr. Chairman and gentlemen of the committee: In
estimating the Federal income and excess-profits taxes payable by
Universal Pictures Co., Inc., under the existing laws and the excess-
profits tax bill passed by the House of Representatives, it is startling,
to find that, based on our current year's earnings, this company
would pay over 47 percent of its earnings for such taxes. This is
obviously alniost double the percentage of tax which would be paid
under the same bill by the majority of other corporations upon which
the tax will be imp o sed, this in spite of the fact that this company
will reap no benefits from defense or other Government contracts.

Senator CONNALLY. You will be defended just like everybody else,
won't you?

Mr. COWDIN. I hope so.
Senator CONNALLY. You will get the same benefits of defense as

anyone else?
Mr. COWDIN. I hope so.
Senator CONNALLY. You dust said that your company would not

get any benefits out of the defense al)Tropriations.
Mr. CowDiN. I said that we would "reap no benefits from defense

or other Government contracts."
Senator CONNALLY. You mean that you are not getting any Gov-

ernment contracts?
Mr. COWDIN. Yes; directly or indirectly.
It demonstrates, we believe, that the bill as drawn is discriminatory

and inequitable.
The company has no objection to paying whatever taxes the country

may. require, providing all other corporations pay a like percentage of
their net profits.

From our computations, it is obvious that the proposed legislation
is grossly unfair to Universal Pictures Co., Inc., which is not benefited
but actually harmed by war conditions because of the loss of a sub-
stantial portion of its foreign business; nor does the company have
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anything to (1o with war contracts. After several years of losses, as
I will call to your attention, there was a comlilete change in the
ownership of the company in April 1936, and later in its mtanagenment,
with the result that it lis only started to show profits. The net
earnings of the company, after'Federal income taxes, have been as
follows:

year P'roml.Lt

10:12 
$ 

. . ... $250, 283, .00

19337 . . . . . . .. . . . . . . . .. . . . . . . . 1, 0o16, 8 9. OD:1 1 . . . ... $21,713,88.0
,,,15 .. - - - - - 077, 1110

63611 1, 835,410.1(M
193:7. . . . . . . .--..... ... 1, (181,9181.00

11)30~~~il . . . . . . . . 11178.00
19311.W .. ..... .. ......... 155,121,00...
10 (partlo' 'xlmittd). . . . . . . 2, 025, 1081 M). ...

The excess-proiits tax bill does not fairly provide for such a situation,
sice it, takes lilt arbitrary 4-year periol as n15 easuire of i cor)ora tion's
normal ealriling (hpacity, or ii low iniinum rate on its invested capital,
aind is obviously disastrous to any normally growing company, which
is the backbone of America.

The (C11AIRMAN. YOu would take that average earnings bas
period, wouldn't you; you wouldn't take inwested capital?

Mr. Cowsmr. We would have to take the average earnings base
period, I think.

Te effect oi he bill, as drawn, would be disastrous o5 Universal
Pictures (o., hIc. It was compelled to borrow (,I i short-terill basis,
dIIring its years of losses, and eiieuritl oweos over $4,880,000. It owes
accrued nid unpaid dividends of approximately $2,958,000 on its
preferred stocks, It has a signing futld requirement on its first
preferred stock which must be met. How is it possil)e for the
conl)a1y to (eet these requireniet s, if it has to pay over 47 percent
of its earnings to the Government?

The company has not as yet reached what is believed to be its
normal (,arlnings base. 'Phn coltipany was pureihased on the belief
that with adequate management, its normal gross business should
be much higher thani it, had been. Allowing otnly 8 to 10 percent on
its turit-over will result in much larger profits than any shown to date.
Certainly an earning of only 8 to 10 percent on its gross business can
in no way be considered its excssive and would be far below that
enjoyed by many other companies. As this point is reached, the
percl tge of taxes proposed t)ecomse event higher than 47 percent.

Against' corporations which have just begun to recover, after a
depression period caused by 1)id, management or other ills, the bill
as l)assed by the House imposes an tinconscionable diserinitnation its
compared with the ol-lilte, steadyeamring corporations.

Conseq uently, in all fairness, provision must. be made for corpora-
tiotis witl such a situation, as we cannot believe that the Congress
desires, in effect, to confiscate any company.

We urgently recommend that the pending bill be amended so that:
1. Earnings on invested capital b( computed at 8 percent, instead

of a minimutim of 5 percent, before an excess-profits tax is applied.
(This com pany pays 6 percent on its current borrowings and its pre-
ferred stocks carry a 7 percent and 8 percent dividend rate.)
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2. Corporations be permitted to select the results of any one of the
last 4 years as the base for determining excess profits. (Universal
would stilt suffer, as none of the years in question represent a normal
earnings base.)

3. There be included a third alternative basis for determining ex-
cess profits, allowing a credit of 8 percent on the company's gross
business before the imposition of an excess-profits tax.

4. Consolidated returns be permitted. (Universal does a world-
wide business and is compelled to have many subsidiaries and the
system should be considered as a whole.)

5. If these specific suggestions are not acceptable, I urge your con-
mittee in its deliberations to work out a tax bill which will eliminate
the inequitable and discriminatory features of the measure under
consideration.

6. If it is the purpose of this bill to tax excess profits resulting from
foverinnnt or other wartime contracts, then the inequalities and
discriniiations existing in the present (raft of the bill should be
eliminated. Ilowever, if in reality the purpose of this bill is to raise
a specific or certain revenue to heclp meet Governnent necessities-
let's frankly face it, and increase the normal rate on all corporations
sufficiently to make up for any loss in revenue resulting from the
elimination of such inequalities and discriminations.

The CHAIRMAN. Thank you very much, Mr. Cowdin.
Senator KING. I woull like to ask the witness, before lie leaves, one

question.
Suppose some of your suggestions should be ac,(epted, to what

extent would they be applicable to other corporations, or do you stand
in a situation entirely different from that oft any other corporation?

Mr. CowDIN. I think we stand in this position, Senator, and I
think every other company which we look upon as a growing small
company, stands in a like position: Take companies who didn't have
a normal period of earnings, or who had just started to exist, and there
nre many companies that just started to exist in 1934 or 19:35; it takes
a number of years for those companies to reach a normal earning. I
know of no company that hasn't been willing to pay a fair tax, or any
tax the Government desires, providing it is based on a normal basis,
but no company can start, either t rough reconstruction or start
anew, in a short period of time and reach a normal earning period.
That is our premise, and I think that will be bor-le out by any gentle-
man familiar with that subject.

Thank you very much.
The CHAHIMAN. Mr. Williams.
You spoke to the clerk, I understand, but lie left your name off

the calendar.

STATEMENT OF S. CLAY WILLIAMS, WINSTON-SALEM, N. C.,
REPRESENTING THE R. 3. REYNOLDS TOBACCO CO.

Mr. WILLIAMS. First, Mr. Chairman, I want to tie in where the
gentleman from Ashland, Ky., yesterday stopped, in talking about a
$600,000 refund from the United States Government, which 1 under-
stan(d was a refund of income tax, his point being that lie was going
be penalized heavily by all of that income falling in a year that excess
profits would apply to, though it had no relationship to it, or certainly
only a small part of it could have relationship to it.
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I am affected by the possibility of a return of processing taxes
from the United States Government as paid under the Agricultural
Adjustment Act al)plicable in 1933, 1934, and for a little bit in 1935.

You gentlemen will remember that the tobacco industry carried a
double burden through that period in that, while they took processing
taxes as levied, beginning October 1, 1933, on all of the tobacco that
they processed, they also, in September 1933, entered into a marketing
agreement with the Triple A, the only one ever entered into, and pros-
ecuted successfully, under which they lifted the price of tobacco upon
the floors immnediately from 9-and-a-fraction cents to about 16 cents
for the farmer.

We carried, as I say, the double burden. Our claims are now
pending, or I should narrow my statement to my own company,
my own company's claim is now pending in the Treasury Department
not in any way affecting the marketing agreements and the money

aid out un(ler them, but affecting the processing taxes paid, and
later declared unconstitutional.

If that money should be returned to us in 1940, under an agreement
we have made with the Bureau of Internal Revenue by way of facili-
tating the settlement of taxes for prior years, which agreement pro-
vides that we will return that money we receive as income for the year
in which received, all of that fund would be subject to the excess-
profits tax, and under this bill about two-thirds of it would go back to
the Government again. I don't think there is any deliberate purpose
to levy an excess-profits tax on that item. I think it is just a matter
that las not been fixed up, as involved in this situation.

The CHAIRMAN. When did you make that contract with the
Treasury?

Mr. WILLIAMS. Probably a year and a half ago. I can give you the
exact date.

The CHAIRMAN. It was before this came up, before we thought of an
excess-profits tax?

Mr. WILLIAMS. Yes; there was no comtemplation of anything like
this. It was made at the suggestion of the Treasury Department
only for the purpose of facilitating the closing of previous years' taxes.

Senator GEomR. If you should receive a refund, of course you
would pay the normal income tax upon it?

Mr. WILLIAMS. That is right. My point doesn't go to that.
Senator GE',ORG0E. You simply say that it ought not to fall in the

excess-profits bracket?
Mr. WILLIAMs. That is right, because it has no relationship what-

ever in the premises of an excess-profits tax.
The CHAIRMAN. If we should write into the bill a provision appoint-

ing a board, or the Tax Appeal Board, or the Commissioner of Internal
Revenue, to take these relief cases up, that might give you a forum, at
least, to present your cause?

Mr. WILLIAMS. I had a forum at one time before, Mr. Chairman,
and I spent 10 years in the forum. I eventually got out. But that
is better than no provisions. But I think this is the kind of thing that
could be handled by a specific provision in the bill. There is already
a skeleton provision in the act to which one provision could be added
in a very smple amendment that would throw it out.

1 am not resisting your forum, but I am reminding you that they
move rather slowly sometimes. This one moved slowly or this
question wouldn't be presented.
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1 have no disposition to go through the general attack upon the 4.1
levy, nor the 5 percent additional that is levied on the companies that
take the average earnings. I want to say one thing with respect to
it which develops into two branches.

The curse of a company like mine is in the fact that questions of
taxing it are always approatwhed from the angle of what somebody in
a prior generation put into it. If I may be perfe(,tly specific, Reynolds
Tobacco Co., as represented )y the investment of Mr. Thojims F.
Ryan in it, Iay today stand to him, if lie were living, its representing
for himi an investment of $15 it share, and figured upon the basis of
the present return, the return would be approximately 15 percent
upon what lie, in a generation that is gone, and whose estates have
been liquidated, had directly invested in that eomany., lie belonged
to a day, Mr. Chairman and gentlemen, when our company had about
1,000 stockholer's. It has 61,000 stockholders today, and to give
you a statistic, in the 18 years in which that stock has been on the
New York Stock Exchange, with 10,000,000 shares outstanding, the
turn-over on the New York Stock Exchange has been somewhat over
20,000,000 shares, two times turned over. I am not, attempting to
say to you that every share turned over, but that the turn-over has
been 20,000,000 against 10,000,000. The lowest price at which it
ever turned over a share was $26 and a fraction. The highest price
was about $65.

One of them is about two times what Mr. Ryan would have been
figured to have, in it, and the other one is more than four times. So
tlut the average of three times---and the generation of citizens of this
country who are stockholders in that compaliy today have in there, if
We may proceed upoll the basis of that averige-- three times what Mr.

ani and his generation had in that company. That means thatwat would hiive figured it 15-p)ereent return to'Mr. Rvani, if lie were

living, and the calculations were made lipll)0 that basis, is but i 1-
percent return to the generation that now own Reynolds liaco co.

One llore word. Tis act is an excess-profits tax in its original con-
ception. I respect'fully submit, on top of that suggestion of difficulty
of determining what an excess-protits tax is as affected by sitmittions
such Its I have jlst, outlined, this further thought. Oin the very face
of the act, and the figures allecting if its related yesterday, it has lost,
its character as5 itll exeess-lproits-tiax act.

The original figure, $190,000,000, charged with certain deductions,
brought the original return down, according to Mr, Sullivan's testi-
momiy of yesterday morning, to about $150,000,000. Credited with
this 4.1 percent, w which is adnlittedly an iliconte tax paid its a penalty
for taking a eertaiini option, an1d supileinente(l further by the 5 percent
added on the companies that take that inethlod instead of the other,
the income from the act goes up to $305,000,000, against $150,000)()
directly attributable to the original excess-profits i(lea..
I say it has lost its character as all excess-profits tax anid has be-

come very much more an income-tax act, an1d I ask tile question, in
conleusion-if it is all income-tax act, why not. lift the question of
that levy upon normal tax, not excessive at all, out of all the intricacies
that accompany ain excess-profits-tax act, and all of the uncertainties
and hazards of injustice, and make it an income-tax levy on all of us?
I F thank yrou.
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The 1

IAIRMAN. X11'. l1libemnI' . M'. Phillip W. l[abeI')Vnu, of
New York City, rel)sentin g the ('onnercial inv4stln'nt Trust,
Corporate ion.

STATEMENT OF PHILLIP W, HABERMAN, REPRESENTING COM-
MERCIAL INVESTMENT TRUST CORPORATION, NEW YORK
CITY

Mr'. ]I A JEIRMAN. 1 101 Vi(e )lresid(It 0id111genIeral eou117,01 of the
(Ionnereie l l 4'e1t ,ent Tz'I IM ('Olporat ion.

I wish to address ioyself o1nly to two subjects of general application.
The first i 0 ('itO irt,|in lhse of tile , matter of making consolidateded

retit rnls,. I don't 1,liik O k ni Iii argue ent about the prp)rietV
of (oliolidatv(( r,0111,1;. However, I cal .4Ce, o4 diffielilt which
woul require 1101 the section, if o1e is prepared, tO ke 0 so11ewhat
differeitI for t1an thle' ordillarv collisolidated returns provision ,
silil ' to sve1tion 141 telotim., to r;il1ro1 4ls.
Anl i will jtist illustiate it for 0 mo ,nt or two. 'l'i," rttirns for

or'(linal., 111'coue-thix pli'poss, Of (,Orpol-r1o1s for the yellrs 1936,
1937, 19i38, and 1939, are ill on 11( individualII basis and not on a
consolidated rtl ltus basis. The i|coiie-tax law (luring thit 1)erio(l
did not pernlit c ionsolidlit d r(,11111,.

Trher'fore, if yowu iuderto] to iiI hthea(Ivantage of eonsolidtited
let Irnl11S for those yeir," ill or hl('1o eoil)pole thell wit l I le resills of

(a consolidated return it) 1940, it, will require te reconstruct ion of
the l'turiis t'o' those 4 years, both ol th11(1 part of 1he t,axplv''rs and
tiir revi ew by)' t 'i'14i'y. beingi 1 11o lit)1 ,11i till (ask ill lC' 4t inz,
whlich mliiht. flake sears to eonsilimplite

Now, in Lieu of" l1t, tliere cold be (lri'ted very i11pl', oil t1
basis of s('t i01 141, ti son1m'ewlit different elraicer of return, Which)
I have desi'.mit ed a "Col ined returns of ex'esq profits" basedi On
thle t.h(vory that, atter till, 11 consolidat-ed ret'llir is really' thle sull) of
till Ole in~lividi rttin"; or tllw con(,er'ls ill t h(, affiliated g'Olp,

though til, sun' of tIhe lItter is bond to equal the fornier.
And all of the 1936 to 1939 returns have naturally been filed.

Molny of them 1a ve alreadv been audited by the Treasury Depart-
ment. I understand that those for 1936 ar priactically completed.
Th'liose for 1937 iire almost entirely coml)pleted, and before the time
(1011es for the auditing of 1940 returns, ,they will il have been Com-
pleted.

So that if the taixpiyer is given the right to file a combine(] return
for those 4 years, and not reconstruct tie figures, it will amount to
the same thing as it consolidated return.

I have had a section drafted which I would like to submit, Mr.
Chairman, which I think will cover this situation in a very simple way.

TIle CHAIRMAN. We will be very glad to have you p)I1t it ill the
record.

Mr. IATIEnMAN. Now the other point to which I wish to refer is
this matter of the 4.1 admission ticket to the average earnings show.
Naturally, every concern filing tinder a bill of this kind will select that
form of eturn which is most advantageous to it, and there is nothing
sinister in selecting either the one or the other, and it would seem,
ordinarily, at first approach, certainly unconscionable that there 1)e a
penalty for choosing one rather than going to the other.
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The assumption has been, apparently, on the part of the Treasury,
that there would be more concerns which woul be benefited by the
average earnings base than the invested capital base.

I think there are some phases of that which they have, t)erhasps,
failed to explore which, when I consider them, lead 1e to the contrary
conclusion, and here is one point that was averted to in passing by
Senator Vandenberg yesterday, but I don't know whether the Lfull
significance of it was received.

This is a penalty of 4.1 percent, increasing the normal 20.9 to 25
percent. But its practicaly impact is 6.1, for this reason, that the 20.9
is deductible before ascertaining the amount due for excess-profits
tax, whereas, the extra 4.1 is not deductible.

Therefore, a concern which is in, let us say, the 50 percent excess-
profits bracket, will pay 6.1, plus 50 percent of that amount which is
subject to excess-profits tax, namely, a total of 75 percent.

Now, when a concern also, in addition to that, finds itself all the
way up the line in brackets in the one instance, which are 5 points
higher than the brackets in the other instance, you have got a differ-
ential of a total of 11.1 that the concern has to play with in reaching
the determination as to whether it shall go on the one basis or the
other.

And in my judgment, it may well be that that will tip the scales so
that countless concerns will file their returns on the invested capital
basis, rather than on the other basis.

Now it was stated by one of the gentlemen from the Treasury
Department that it was estimated that the present bill for 1940, would
yield $305,000,000.

I think, on this latter point that I have made, that it might well
be that he would be seriously disappointed. It wouldn't yield
$305,000,000. Senator Harrison asked someone regarding the effect
of a 3-percent increase, and Senator George did likewise, and elicited
from one of the Treasury experts that a 3-point increase in the corpo-
rate tax would yield $225,000,000. In one respect that is entirely
true, and in another respect I think it is in error.

The taxes for last year yielded $1,500,000,000 from corporations.
The rate was 19 percent. Therefore, each '1 percent was one-nine-
teenth of that total. Hence, you multiply that by 3, and you come
to the $225,000,000. Thllat is quite accurate. But I think what was
overlooked was the fact that in the June amendment of this year
there was added a supertax of 10 percent which would bring that up
to $260,000,00.

Now if these hearings have demonstrated one thing above all
others, it is that these taxes proposed in this bill are dreadfully
complicated. Corporations generally already have their normal in-
come taxes; they have their capital stock tax with its so-called excess-
profits tax implications; they have their intercorporate dividend
taxi they have their social-security taxes--and most of them are
half in the tax business. If this t)bdl, which will multiply the sum
total of all of the difficulties under those other taxes, goes into effect,
the situation will simply be burdensome beyofid description.

Now there are going to be no war profits in the year 1940. This
act relates back to the 1st of January. It would seem reasonable
that there be at least no excess-profits tay for the year 1940, and
that, corporations, I fancy, by and large would much rather pay an
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increased income tax for the year 1940, even to the point of 4.1, than
have all of the grief that they are going to enjoy-i you want to use
that term--as the result of the impact of this tax.

And if there is a 4.1 increase in the regular corporation tax, the net
result of that, based on last year's return, will be $354,000,000.

Now I think no one objects to paying taxes, we all know that we
have got to be defended, and we have got to pay through the nose,
if necessary. Why not adhere to the ordinary corporate system,
running the present tax up to 5 percent, if you will, and then iicreas-
ing further that tax, if necessary, and that tax will fall equally on
everyone and not in the absurd manner that this proposal will fall on
many corporations.

For example, there is an absolute possibility--you take two con-
cOins, each one having a capital identical with tho other, each one
having the same volume, and each one, by coincidence, having the
same profits. Let's say those profits are $100,000 in each instance.

By reason of time that has passed, by reason of the corporate his-
tory made in basic years, which corporate history cannot be retraced,
one of those concern will find itself in the position of paying no excess-
profits tax whatsoever, and the other one, running up in the manner I
have indicated to perhaps 75 percent of that particular amount.

That is an iiiequitable basis of taxation. We are all willing to pay
the same rate, we are all willing to pay the same tax that everyone else
does on each dollar, but industry should be spared; the economy can't
be advanced by having a tax which falls differently on different con-
cerns who have the same fiscal experiencee in the same year.

1 would like to leave with the committee t copy of this proposed
measure. I gave a typewritten copy yesterday to one of the assistants
of the Treasury Department. I have several here if more than one is
desired.

I would also like to leave a copy of a memorandum on this subject
which, on Monday, 1, sent to each member of the committee.

The CHAIRMAN. They may be put into the record if you so desire.
Mr. HAIMAN. Yes; I would like to have them inserted in the

record.
The CHAIRMAN. That will be done.
(The same are as follows:)

SUCTION PROPosUD To BE INCLUDED IN TIE SECOND REVENUE ACT O 1940
SEC. -. COMBINED RETURNS OF EXCESS IOVI'rs.

(a) Privilege To File Combined Returns.--An associated group of corporations
shall, subject to the provisions of this section have the privilege of making a
combined return for the taxable year in lieu of separate returns under this sub-
chapter, and of computing the tax imposed by Section 710 upon the combined
adjusted excess profits net income. The making of a combined return shall be
upon the condition that all the corporations which have been members of the
associated group during the taxable year for which the return is made consent to
all the regulations under subsection (b) prescribed prior to the making of such
return; and the making of a combined return shall be considered as such consent.
In the ease of a corporation which is a nemnber of the associated group for a
fractional part of tie year the combined return shall not include the income of
such corporation for such part of the year as it is a member of the associated
group.

(b) Regulations.--The Commissioner, with the approval of the Secretary, shall
prescribe such regulations as he may deem necessary in order that the tax liability
of any associated group of corporations making a combined return and of each
corporation in the group, both during and after the period of association, way be
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determined, computed, assessed, collected, and adjusted in such marner as clearly
to reflect the income and to prevent avoidance of tax liability.

(c) Computation and Payiment of Tax.--In any case in which conibined return
is made the tax shall be deterlinI(l, coII)uted, assessed, collected, and adjusted
in accordance with the regulations under subsection (b) prescribed prior to the
date on which such return is made.

(d) Definition of "Associated Group."--As used in this section an "associated
grou)" means one or nore chains of corporations connected during any entire
taxable year of the comnmion parent subsequent to 1)ccmnber 31, 1939, through
stock ownership with a coninmon parent corporation if---

(1) At least 95 per centuin of the stock of each of the corporations (except
the common parent corporation) is owned directly by one or more of t he other
corporations during all of such year; and

(2) The collinon parent corporation owns directly at least 95 per centunl
of the stock of at least one of the other corporations.

An associated group includes all corporations within such group excluding those
not liable under this subchapter and those excluded by subdivisions (e), (f), (g), and
(h) of this section.

As used in thiis subsection the termi "stock" does not include nonvoting stock
which is limited and preferred as to dividends.

(e) Foreign Corporaions.--.A foreign corporation shall not be deenwd to be
associated with any other corporation within the ineaning of this section.

(f) China Trade Act Corporations.---A corporation organized under the China
Trade Act, 1922, shall not be (leemod to be associated with any other corporation
within the inealling of tlis section.

(g) Corporations Deriving Income Irom Possessions of United Stat .s.- For the
purposes of this section a corporation entitled to the benefits of section 251, by
reason of receiving it large percentage of its inlcome froin i)oSssions (If the i iitel
States, shall he treated as a foreign corporation.(h) A personal service corporation (as defined in section 723) or a corporate ion

completing colntracts lnler the Merchant Marine Act of 1136, 11al not Iho
deemed to be associated with any other corporation willhil the lleanig of this
section.

(i) Subsidiary Pornled to Colaply With l,'oreign. Law.- In tihl vase of a domestic
corporation owning or controlling, diretly or indirectly, 100 per centiu of the
capital stock (exclusive of directors' (lialifying shares) of a corporalion organized
under the laws of a contiguous foreign country and maintitiell solely for the
purpose of comiplying with the laws of such couIntry its to little and olleration of
property, such foreign corporation imay. at the opltin of the doniestie corpora-
tion. be treated for the purpose of this title am a doliestic (l'iorltion.

(j) Suspension of Running of Statute of Liinitations.--If a notice under section
272 (a) in respect of a deficieny for any taxable year is mailed to a corporation,
the suspension of the running of the statute of lilnitations, )rovi(ed in section 277,
shall apply in tile came of corporations with which such corporation illde a co -
bined return for such taxable year.

(k) As used in this section the terll "comlliilled adjtlstd excess profits lnlt
income" means the combined excess profits net incolie liinus the Hum of a specific
exemption of $5,000 and the amount of tlte combined excess profits credit. The
terin "combined excess profits net ilcol e" means the suln of the excess profits net
income of each atsociated corporation, as defined itl this subehapter, having an
excess profits net Income greater than zero and without deduction for any asso-
ciated corporation Iaving an excess profits net income less than zero. The tern
"collbined excess profits credit" means the su1 of the excess profits ere(it of each
associated corporation, as defined in this sul)chapter, except tlat the borrowed
invested capital of any associated corporation computed under section 719 shall
not include borrowed invested capital which is owed to any other associated
corporation.'The excess profits credit of the associated corporations shall, if authorized by
section 712 or section 741, all be computed under section 713 or ail computed unier
section 714; otherwise all shall be computed under section 714.
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MEMORANDUM FOR1 SENArE FINANCE COMMIT CONCEIRNINO CONSOLIDATED)

RETURNS UNDER TIlE PENDING EXCESS PaoFI'rS TAX BILr., If. It. 1)413
Stibiitted by Phillip W. Iaberman, generall Counsel, Commercial Investment

Trust Corporation

TIlE NEED FOR (ONSOLI)A'IEI) RETURNS

Al excess-profits tax law cannot be successfully administered by the Bureau
of Internal Rtevenue without consolidated retiris being permitted.

The earliest act was silent oil the subject. The Treasury, however, considered
it so basic that, ill the absence of specific statutory authority in the first excess-
profits tax law, it )rovided for consolidated returns by regllations, which 'were
later validated by tie Congress.

Triue earnings cannot be l)rojected without consolidation. Diverse state laws,
diverse corporate functions, and many other needs not connected with tax problems,
result in multiple corporate 5tr,etures without choice of tie taxpayer. An indi-
vidual taxpayer having two ventures in a taxable year, one of which earns and
the other of which loses tle same aniounts, has no taxable income. If a c(rl)ora-
tie)n has two subsidiaries, onl(e of which makes and the other of which loses tile
sanie alnoiluts, the total eliterpriso has no real earnings; yet without consolida-

nio a tax is payable out of capital which, in the final alialysis, is owned by indi-
vidual stockholders,

Accounting difficulties arise because of intercorlporate transactions and cause
Many CO 1)1 lications under separate returns. These call be avoided under col-
solidated returns, and distortion of true earnings can be obviated.

By the 1921 Revenue Act consolidated returns were made optional, and the
Senate Finance Committee, in its report on the revenue bill (67th Cong., 1st sess.,
:S, RLp. 275, p. 20), said:

"I'lie consolidated return is necessary to prevent evasion under the excess-
profits tax, but this necessity will disappear when the excess-profits tax is repealed."

The first serious attack onil consolidated returns came when the 1928 act was
icing considered, and the Joint Committee on Internal Revenue Taxation po-
posed that, because of diliculties encountered in administration, consolidated
iturnis be limited to a parent company and its subsidiaries. The House Ways
'and Me ,ls Committee proposed that consolidated returns be abolished; the
Senate iinance Committee, on the other hand, recommended that they lie con-
tinued with certain amendments to eliminate administrative problems, and stated
ill conclusion (70th Cong., 1st Sess., S. Rep. 960, p. 1)'

"Your Committee has considered the matter very carefully and is convinced
that the elimination of consolidated returns provision will not produce any
increase in revenue, will not impose any greater taxes on corporations, and will in
ull probability permit of tax avoidance to such an extent as to decrease revenues."

In tih3 1932 act it was first proposed that the privilege of making consolidated
Returns be taxed at the rate of an additional I %% on net income of affiliated group ps.
The tax was finally fixed at %%, and in the following year was increased to 1 %.
'This p)rovision is similar in principle to the proposal in the current bill to penalize
selecting the Average Earnilgs basis by an additional tax of 4.1%. The Senate
Finance Committee in 1932 had this to say against taxing the privilege of making
-a consolidated return:

'The House bill proposed an additional tax of 1 s percent upon the net incolne
-of an affiliated group of corporations which elected to file a consolidated return.
Yoll Coliittee recomllends that, this additional tax be eliminated. It sees
no justificattion for It, The provisions for consolidated returns under the present
law and regulations recognize sound accounting practices and require tax liabilities
to be determined oh the basis of the true net income of the enterprise as a whole.
No imlproper benefits are obtained front the privilege. Your committee believes
that it, is highly desirable, both from the point of view of the administration of
our tax laws and the convenience of the taxpayer, tl)at tile filing of consolidated
returns by affiliated groups of corporations be cotirued, particularly in view of
tihe changes made in tile revenue act of 1928 and in the regulations promulgated
by the Secretary of the Treasury thereunder. It is dificult to justify the exaction
of a price for the use of this form of return." (72d Cog., lst Sess., S. Rep. 665,
Pi) 9-10.) [Italics miiie.]

In 1034 consolidated returns were abolished excepting for railroad corporations.
The Treasury has been uniformly consistent in its desire for consolidated

returns. The present Secretary of thie Treasury, then Acting Secretary, gave the
clearest and most cogent explanation of the need for consolidated returns through
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Dr. Roswell Magill when the 1934 Revenue Bill was under consideration. This
statement cannot be improved upon. It is short and, although familiar to many
members of the Committee, I have thought it important to set it forth in its
entirety in Appendix A attached to this memorandum.

The present bill contains no provision for consolidated returns. It is important
that the provision be adopted, and that it be not discriminatory. In fairness,
corporations 95% owned by a common parent should be permitted to file con-
solidated returns regardless of the kind of business the subsidiaries may be engaged
in, in order that the real "excess profits" of the group may be fairly and correctly
reported. In many cases the capital of the subsidiary may be relatively small
and its income relatively large in proportion thereto, because its business is handed
to it by the rest of the group, which finances it to the full extent necessary. To
ompel any subsidiary in the group to report separately from the rest of the group

would grossly distort the actual profits of the subsidiary and of the group.
There are serious difficulties in drafting a tax which will operate fairly upon

businesses whose circumstances vary enormously. The risks in different busi-
nesses yary widely. Some are "feast or famine" enterprises, capital structures
cover a wide range, so that a legitimate profit in a particular year for one business
might well be regarded as excess profit for another.

Corporate tax legislation cannot be regarded only from the point of view of its
effect upon the corporation itself. Now that corporate and individual rates are
high, it is important to consider: How does it affect the corporate stockholder?

As to stockholders; the thx which the coporation pays comes out of profits
otherwise distributable to stockholders. Stockholders actually pay the taxes
imposed on corporations. Size has no significance. The stockholder impact is
the same whether it be a $10,000 corporation with 10 stockholders, or a $1,000,000
corporation with 1,000 stockholders. Each has $1,000 at risk. In fact, the aver-
age holding of stockholders in large corporations is less than in small ones. The
excess-profits tax accentuates this situation.

Under an excess-profits tax applicable to all businesses, it is very important
that the law contain a provision for consolidated returns of affiliated corporations
95% owned by a common parent. The intercorporate dividend tax has made
It unprofitable to use subsidiaries unless state laws or similar requirements neces-
sitate them. Useless subsidiaries have been largely eliminated. It may, how-
ever, still be necessary to organize separate corporations to do business in particu-
lar states, or to conduct particular lines of business, or to enlarge or diminish their
areas of activity, in favor of one and against the other, for reasons not connected
with taxes. If these subsidiaries are 95% owned, they are really departments of
one enterprise, and are so regarded by its executives. One member of the group
may well finance the others; salaries and costs paid by one may operate to the
advantage of others; and the income of any one of the group may be entirely due
to arrangements with the others. As the Secretary of the Treasury has stated,
the income of the group cannot be accurately presented except on a consolidated
basis. Administrative difficulties and costs multiply when an essentially artificial
allocation i's undertaken. The Treasury found consolidated returns absolutely
necessary under prior excess-profits.-tax laws primarily to insure the fair operation
of the tax without evasion. Consolidated returns will not result in a decrease In
revenue. In fact, the combination of numerous small subsidiaries into a single
return will often result in more rather than less taxes. More important, the
artificial shifting of income and Investment from one subsidiary to another, which
follows the absence of provision for consolidated returns, may result In lower tax
collections and higher administrative costs.

If a pernfissive provision Is inserted in the bill, most corporations with sub-
sidiaries will avail themselves of it. Such a provision should not be particularly
hard to draw, for we already have a complete model in Section 141 of the Internal
Revenue Code. There need only be eliminated paragraph 3 of subdivision (d),
relating to railroads. The broad power in the Commissioner to make regulations
will enable him to cover the complicated situations which are difficult to antici.
p ate. The provision should be broadly drawn so that all corporations which are
95% owned by a common parent shall be included in the group, irrespective bf the
kind of business conducted by any of the corporations in t)e group.

THE 4.1 PERCENT PENALTY

A corporation in making its return under the excess-profits tax will select either
the Average Profits basis or the Invested Capital basis, whichever results in the
smaller tax liability. If there is to be a price for selecting the method which is
the more favorable to the taxpayer, it is no more logical to attach it to one form
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of choice than to the other. In fact it is inapplicable to either. No one can say
on which side the greater number of choices will fall. There is no implied sharp
practice either way that should be penalized. If the purpose of the extra 4.1%
is to produce revenue, it may fail of that purpose because the very amount of this
tax in an undeterminable number of instances will tip the scales in favor of using
the more cumbersome Invested Capital basis, notwithstanding its difficulties of
administration.

Before the Ways and Means Committee it was suggested that the excess-profits
tax be eliminated for the year 1940, and that for it be substituted a three-point
increase in the basic corporate income tax rate, which would yield a minimum of
$260,000,000 on the basis of last year's revenue recepts. The present 4.1%
penalty would have an entirely speculative yield beyond all possible forecast.
A real service would be rendered to the national economy by the enactment of the
foregoing suggestion for an allover basic increase in the corporate rate for 1940 in
lieu of an excess-profits tax for that year, and certainly there should not be both
an excess-profits tax and also a pen ysJosPitS1sg,,as tional method of reporting.
If the excess-profits tax is sep~ 'd, from the nouc6b ti rsial parts of the bill
and adequate time is take reduce an equitable and dtt qstandable measure
before March 15th next tis believed that industry as a whoA'A.ould rather ab-
sorb such an increase ven 4.1%) taken in connection with a:4oad provision
permitting the filing consolidated returned. t,

The on y plaus~bie argument that has bver befnade against consolidated
returns is that su. a report refle.Qt tpe totattrue netocome less net l6~es of the
separate inembeo of an affiliated grop aftes elimiqAting intercompany profits or
losses. The v argumetdefeats its own 1agM' because h true net i me is
represented bt the net eag nings aggiegt*,oR & ie group filated co anies.
To meet this, argument it-tuldbe, provided that the " combined net i ome"
of a group slould consist of the sun , i h*net ihvome of tl membersereof
which show $iofits, each net incom*e"omphmted onltseparate return ba for
income taxeft Net losses of memb bouJbe made)no deductle.

Under thit'suggestio 44p "com l.i 8 Q( tal" efd[ group wo be
the sum of tte separate l$ves*4 calitaI at:1.li~brs thereof, except that ter-company in4obtedness would fit e added wed invested capital. The
"combined n t income" kr the bise years I o 09.would be the sum f the
separate net iloomes of thi memlb~s thereof *owig roflt, with no deduct* n for
companies slid ing net loes. , .The foregoing is relativetlminple and WbUld'itttilize t1e sum of1l of the karate
returns already, filed without recomputaas, for 194 to IV 9 of 'con .lidated
returns and woutil eliminate the object'on ha tax revepueas lost by uctions
for companies latng net losses. 1144ould alskelimin4,1ie objection o includ-
ing companies of ajy particular cW a eomined retdf n.

APPENDix A '

STATEMENT BEFORE COMMWMVE ON WAYS AND MEANS, W CONSIDERING TH
1934 REVENUE BILL, BY DR. O (VELL MAGILL, SPE.AqN& NBEHALP 0' ACTING
SECRETARY OF THE TREASURY ftR, -,W r ,TT,, JR.

For many years business enterprises have found it desirable for business reasons
other than tax considerations to incorporate separately different branches of
their enterprises. Thus, if a corporation does business in several States, it may
be necessary under State law, as well as convenient, to form separate local cor-
poratiolis to handle the local business. Another illustration of the same general
situation appears among the railroads where numerous lines, legally owned by
distinct corporations, have been combined to form a single system. Thus, a
traveler over a railroad from New York to Chicago may pass over rights-of-way
legally owned by a number of different railroad corporations.

Separate corporations forming part of a single enterprise, of course, have in-
numerable business relations with each other. Contracts are made, property is
transferred, loans are negotiated, and services are performed by and between
individual members of the affiliated group. Within broad limits, these arrange-
ments can be made on whatever terms are chosen by the officers and directors
of the parent corporation. By means of them, income as well as property can
be shifted from one corporation to another as business or tax considerations may'
be deemed to require. If the arrangement is a palpable evasion of the tax law, it
can and should be disregarded, but many contracts, which do shift income from
one subtdl iary to another or to the parent, are perfectly reasonable in them-
selves and cannot be proved to be evasions.
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Businessmen and their professional advisers, the lawyers and accountants,
have long recognized that the one way to secure a correct statement of income
from affiliated corporations is to require a consolidated return, including therein
the income and deductions of the parent and every subsidiary, with all inter-
company transactions eliminated. Such a consolidated statement is simply a
recognition of the actual fact that tihe separate corporations, though technically
distinct legal entities, are, for all practical business purposes , branches or depart-
ments of one enterprise. This fact has been so thoroughly established for many
years that many affiliated corporations today would find it a practical impossi-
bility to determline the income and deductions of any one inemober of the group.
For example, the telephone and telegraph systems are coml)osed of many sepa-
rate corporations operating in the several States. To determine the income of
each individual corporation in the case of each interstate message would require
a tremendous number of computations, both by the taxpayers and by the Treasury.

The principal reason given in the subcommittee's report for the abolition of
consolidated returns is that this would prevent the loss of one subsidiary from
being absorbed by the income of another or of the parent. For reasons already
stated, this result is not likely to follow as a practical matter. Subsidiary cor-
porations now showing losses in separate statements, could arrange, by inter-
company contracts and by a readjustment'of accounting methods, to obtain a
fair share of the profits of the affiliated group. There is no way to prevent the
bulk of such contracts because the Treasury cannot hold that a contract which
enables a company to make a profit is necessarily unfair or evasive. Moreover,
a full recognition of intercompany transactions would often result in deductible
losses as well as taxable gains. The fact that consolidated returns have been
regarded as absolutely essential to check these practices in the past is sufficient
basis for the belief that these evils will recur in the future.

For these reasons the Department believes that the abolition of consolidated
returns might well le a backward step, which would result in little, if any, ad-
ditional revenue. On the other hand, there are considerable savings to the
Treasury, as well as to taxpayers, in the present arrangement. The administra-
tion of the law is simpler since it conforms to established business practice. The
Treasury need deal with only one corporation, the parent. On the taxpayer's
side, the requirement of separate returns would cause largely increased expense
to set up separate sets of books for tax purposes ali undesirable result in itself.
The present law permits a return in accord with business practice, and gives the
Treasury broad powers to make the necessary rules and regulations to prevent
escape from the tax. In the judgment of the department, the law should not be
changed in this particular.

(Revenue Revision, 1934, Hearings Before the Committee on Ways and Means,
House of Representatives, 73rd Cong., 2d Sess., p. 84.)

The CHAIRMAN. Mr. Battle? Mr. Battle, I -mderstand, is to file
a brief.

(The brief referred to is as follows:)

STATEMENT OF JOHN 1). BATTLE, EXECUTIVE SECRETARY, NATIONAL COAL
AsSOCIATION, BEFORE THE SENATE FINANCE COMMITTEE, ON H. R. 10413,
EXCEss-POFITs-TAX BILL

NATIONAL COAL AssOCIATION,
Washington, D. C., September 5, 1940.

The Second Revenue Act of 1940 in the form passed by the House and now
before your committee, embodies an excess-profits tax that imposes upon cor-
p orate taxpayers, inequitable and in some situations absolutely unreasonable
burdens. It is with the hope that the Finance Committee of the Senate may be
disposed to rewrite this tax levy along more just lines that we are making this
representation, in behalf of the producers of bituminous coal, whose capital
investment is in the billion-dollar category, who eqploy directly half a million
miners, and who supply the Nation with more than 50 percent of its fuel require-
ments for light, heat, and power.

It is pertinent to recall the fact that net income of all business corporations
(if it amounts to $25,000 or more) bears a normal Federal income tax at the
rate of 19 percent, plus the 10-percent surcharge-the so-called national-defense
tax which Congress imposed a few months ago.
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This inc ons that before we come to the questions of further taxation of the

income or profits of btlsitss and industry, the Federal Goverinent is already
taking nwore than one dollar out of every Ave. There is also the Federal capital-
stock tax applicable to all corl)orations--then Social Security pay-roll taxes, in
addition to the real ad l)ersonal property tx'xes and other levies imposed by the
States. riken there are tile special excise and sales taxes, Federal and State,
applicable to the output of particular industries.

In the case of the litutnin os coal indutstry- -in addition to all the other taxes
is the I-cent-per-ton excise tax iniposed iy the Bituminous Coal Act of 1937.

Mention is inade of these taxes, with wlhiclh this couliiitteeis well acquainted,
simply because so much of the discussion of the pending lill in Congress and
in the press seelns to disregard or make light of the existing taxes iliposed
upon lusiNess an1( i dtstrv.

It, may well be that in existing circunstalnces it, is needful to increase the tax
load upon all business enterprises in order to obtain additional revenues to meet
the huge exlienditures which tlie Government is now undertaking for the sake of
national defense.

Insofar as our ildust ry is concerned, we wish to disassociate the complaints and
the objections wlich we raise against the pending bill, with the (tuestion of neces-
sity for higher tax as to obtain increased revenues. We are not challenging that
proposition. Our objection lies to the inequities and the comtplexilies in the pres-
ent bill nd its deceptive character.

There can be no escape from the conclusion that in the guise of limiting war-
contract, profits and recapturing any excessive profits in this category, a bill has
been framed tlhat imposes a supertax at rates graduated il) to 50 percent ont all
net income and all profits, however the same may origilate--above the relatively
low and inflexible permissive rates of return specified in the bill.

The bill in the form now before this committee attempts to put all profitable
business otl ally considerable size in a strait, jacket attd rigidly restrict the per-
mitted rate of return o1 capital investment, regardless of hardships or ine(tuities'.
The option which the bill l)urports to ofer to the taxpayer to make his base (in
the computation of his excess profits) either average net earnings of prior years
of invested capital, is in fact illusory. The penalties which are attached to the
taxpayer electing the average-earnings base are so heavy that iti most eases it
will debar him from resorting to this option, and force him to adhere to the in-
vested-capital plan, even though the latter method ibe grossly unfair in his case.

We respectfully urge that this committee put back into the bill the original
plan of alternate bases of computationt--either past average earnings or invested
ea ital-without penalty or discriminationt as between the two plans.

Ve respectfully renew the urgent request which we submitted to the House
Ways and Means Committee that there be restored to the corporation income tax
section of the Revenue Aet the forluer provision, which permitted corporations
affiliated iti commnon ownership to irake their tax return oin a consolidated basis.
We have always believed the consolidated tax return privilege was inherently
fair and its denial inherently unfair--a mere device for extracting more tax
revenues regardless of the equities of the situatiolu. This provision should be
made to apply to normal as well as excess-profits taxes.

With the ilttpending imposition of a heavy super tax on corporate earnings that
are classified as excess profits, there would seem to be even greater reason and
need for restoring tle consolidated return privilege whereby losses in one division
of alt enterprise could be offset against the profits in another division before the
application of a tax which in good conscience ought to apply only to the net
income and profits (i any) of the enterprise as an entiretv.

All that we have said al)ove is of general application and, as we view the matter,
is of concern to all business and industry, all corporate taxpayers.

The producers of bituminous coal are in a peculiarly diflicult position with
respect to the tax proposed to be imposed by this bill, and as to them, if they
succeed in shifting past losses to future proits, this so-called excess profits ta~x
will be peculiarly unfair.

The industry taken as a whole has been operating at a loss over since 1925.
That assertion is well authenticated by official figures. Losses in 1936 were found
to aggregate upwards of $50,000,000. The losses were greater in 1037 and in
1938. The year 1939 was also unprofitable fo- the industry as a whole.

Theplight1 of the industry was such that it% 1937 Congress pass-,d the Bitunti-
n1ols Coal Act for the declared purpose of establishinr Iinimihum prices and
thereby bringing the industry's realization Ill) to cost. Such price schedules.
have iot yet been made effective and no benefits whatever have sr far develtiped.
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from this law. Net earnings, if any, that result from this regulatory effort will
flow from the 1937 Coal Act, and not from any emergency conditions.

It is self-evident that, with respect to coal producers as a whole, with deficits
every year, in the base period set up in the pending bill the average earnings
option (even if its election were devoid of penalty) is of no avail.

It is not so evident, but it is equally true, that with respect to coal producers
whose capital investment has been wholly or in large part willed out by long
continued deficit operations, the application to them of the invested capital
yardstick as the measure of permissive profits is unfair and inequitable.

The real fact is that in the coal-ininiig industry there are big ups an(1 owns
among individual companies from year to year in the profits account. Tho
profitable years must make good tile losses of the profitless years.

If, by good fortune, the producers of bitumniTous coal now succeed in moving
into an area of profitable operations, the application to them of the graduated
suplertax ranging up to 50 percent provided for in this bill will absorb an utterly
unreaso able and disproportionate share.

Alost all the earnings in the case of the coal companies will be caught in the
dragnet of this bill if enacted in this present form, an( will be treated as excess
profits. It is a situation that we believe calls for remedy by this committee,
with some provision that in the ease of corporations with operating deficits in
previous years, and impairment of capital, no earnings and profits in 1940 and
future years should be subject to supertax as excess profits until future earnings
had equaled previous deficits, and until capital impairment had been made good
out of earnings.

To be more specific-
An excess-profits tax should not be applicable to normal profits. It should

apply only to excess or improper profits.
On an average-earning basis it should apply to 3 of the last 4 years without

attaching special penalties.
In consideration of the hazardous undertaking of the coal mining industry it is

respectfully submitted that it is entitled to a minimum of 10 percent on the
invested capital before compluting excess profits. This is especially true in view
of the losses suffered by the coal companies for the last 15 years and the resulting
impairment of capital.

There should be provided some special relief through administrative machinery
to take care of those industries and/or corporations which have had no earnings
or very small earnings during the past few years, together with low invested
capital; also those companies or corporations which had some increase in profits
not arising from the defense program. Few businesses are profitable all the
time--there should be a carry-over provision from loss,, years to profitable years
and an average arrived at; in other words, adjust excess profits if deficiency income
prevails in subsequent years.

There should be no excess-profits tax until a corporation has earned at least its
dividends on outstanding preferred stock.

The taxpayer should be permitted to include tie entire amount of borrowed
capital, with the exclusion of interest thereon, in computing net income, or
exclude borrowed money from invested capital and deduct for interest, at the
taxpayer's option.

The CHAIRMAN. Is Mr. Blake here?
(No response.)
The CHAIRMAN. Mr. Donald A. Callahan; is Mr. Callahan in the

audience?
Mr. CALLAHAN. Yes, sir.
The CHAIRMAN. All right, Mr. Callahan. This is Mr. Donald A.

Callahan, Wallace, Idaho, of the Idaho Mining Association.
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STATEMENT OF DONALD A. CALLAHAN, IDAHO MINING

ASSOCIATION, WALLACE, IDAHO

M'. CALLAHAN. My name is Donal A. Callahini. I live at Wallace
Idaho. I am here representing the idahio Mining Association. I shall
take but 10 minutes of your time.

I am. not going to repeat what so many have said as to the com-
plicated and unintelligible character of this bill. As an expert's
dream of confusion to taxl)nyers it is positively tops.

We people who produce precious, base, and strategic minerals are
not engage(l in a profiteering enterprise. In this year 1940 we shall
have no excess profits, if, by that term, we mean an unreasonable
return brought about by high prices due to the defense program.
We want you gentlemen to know that when you propose to tax the
profits of corporations at a rate designed to prevent undue enrich-
ment, you cannot get large revenues out of the Imining industry unless
you adopt a formula which stigmnatizes normal profits as excessive.

That is precisely what this bill proposes to do. It gives us the choice
of accepting as normal the income of 4 years of low metal prices and
high costs of production, or of adopting a second method of normal
profits based on invested capital. The bill would penalize us if we
accept the first method. It would limit our profits, if we choose the
second method, to a figure which by no stretch of the imagination can
be deemed a reasonable return on a mining venture. And if we choose
the second method, we shall involve ourselves in the most intricate
and costly system of accounting that the mind of man ever conceived.

We are plain people, we metal miners, and we use plain language.
Therefore, we designate the methods attempted in this bill by means
of differentials and daily computations of capital and borrowings as
the work of swivel-chair experts who are intoxicated by their own abil-
it to juggle words to meet every conceivable situation. We would
like to take them out into the practical field Of conducting business
and show them the real facts of industrial life. They seem to think
we miners are blessed with accounting staffs equipped to meet any
requirement of law which can be put (Town on paper. Our principal
business at one time was taking ore from nature's hidden places,
making it of value to human society and spending' a large part of the
proceeds to develop new sources of metals, either by opening up new
veins, developing old ones, or through metallurgical research making
theretofore wortiless minerals valuable.

Now, however, our most skilled operators are not our engineers and
our metallurgists. They are our accountants and tax attorneys who
spend their time, not in solving the secrets of nature, but in seeking
to protect legitimate earnings from practical confiscation at the hands
of Government. They must devote their trained talents to unravel-
ing the mysteries of revenue laws. We prefer to do our mining in
Idaho and not in the Bureau of Internal Revenue in Washington.

Mining is a risky business. Money is invested in mining enter-
prises only when it is possessed by one who takes a gamble for better
stakes. It is an up-and-down business, as was described in the
canning business so ably a few minutes ago. Years are spent in
seeking for and developing mines to a point of commercial production.
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The profits of later years must compensate for this if it is to be com-
pensated for at all. No return from a mining venture can truly be
called a profit until all the losses of earlier years, as well as the original
investment, have been realized.

Mining is a necessary business. Especially is this true in times like
these when the products of mines are essential in providing the tools
and the machines needed in a defense program. Whether you build
tanks or airplanes, or equip men with guns and artilfery or other
munitions of war, the mines must be kept operating to provide lhe
metals which are used. A defense program looks ahead. New mines
must be developed, old mines must be further explored, strategic
metals must be found here in our own borders if we are to count
ourselves absolutely secure.

All of this requires investment of new money constantly and tin
plowing back of mine earnings into new development, new equipment.
the acquisition of new properties. Do you believe it. will be possible to
carry on such a program of production and development if the Govern-
men't adopts a policy which will amount to a practical coiiscation of
the normal earnings of the enterl)ri e? To talk about 5 l)ercent or
even 10 percent as a return On mining is to show a deep ignorance of
the nature of the most hazardous business in the United States.

I don't like to cone hert,, and I don't come here, to prot,.3t against
legislation designed to prevent profiteering and strengthen the defense's
of our beloved country. I would be willing to have the Governmlent
take all the excess profits due to an increase of metal prices beyond the
average of the past 20 years since the World War for that purpose.
The mining industTry does not welcome a, runaway market or fantastic
metal prices due to hysteria. It (toes not wish a repetition of the
terrible deflation which occurred after the last war. But it does wish
to carry on in an orderly manner, keeping its plants in shape, extendinip
its development, adding to the value of its ores through metallurgical
research. It stands ready to do its part in arming this country
against foreign attack.

I have these suggestions to make, and they are only a few. Other
suggestions were made by Mr. Fernald, representing the American
Mining Congress, and I adopt those, because Mr. Fernald has very
carefully considered this act as it would apply to the mining industry,
but I would like to make these suggestions particularly:

1. That the base period income should be for 3 out of the last 4
ears to be selected by the taxpayer. We should not be penalized by
eing forced to include a year of deficit even at zero, because the last

4 years have been years of small return in the mining industry, and
some of them have'been years actually of deficit.

2. There should be provided a deficiency carry-over or the excess
tax should be levied on the average income of several years. That is
because, as I said, this mining business is an up-and-down business,
and we have no assurance that the years of taxable income shall be
any different than those that have passed.

3. No penalty should attach to the use of the income method.
After all, it is a subterfuge inserted in the bill to compel taxpayers to
adopt the complicated invested-capital method with its differentials
and limitations of profit to a point which will kill new mining enter-
prises.

374
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4. Broad provisions should be made for special relief through an
independent board. Unless this is done our small enterprises, many
of them engaged in the production of strategic materials, will be
forced to suspend.

In this respect 1 am going to close with this one example, and that
is an example of a concern in the district where I live. Two mining
Coml)anies own a zinc mine jointly. A number of years ago, to make
the product of that mine available for commerce, they entered into a
long period of experimentation and of research, and spent a tremen-
dous amount of money to develop an electrolytic process which would
make those ores particularly valuable. They built that plant at a
tremendous cost, and I am going to give you some of the figures
on that business.

They have carried that business on for a period of 10 years during
the lowest average, prices for zinc, perhaps, in the history of a great
many years. Their base period earnings for the 4 years have
amounted to an average of $102,660 a year. They have, in money
paid in for stock an(l in paid-in surplus, $5,902,554 of investment.
rhey have subtracted front that $97,773 of inadmissible assets. They
have borrowed money. money which has been borrowed from these
two parent companies and not evidenced by notes as required in this
bill--$3,051,000. Their estimated normal tax net income for 1940
will amount to over a million dollars for the first time.

Why? Not because of excess prices, but simply because, for the
first time in their history, they have been able to operate all the units
of that particular plant to produce exclusively the purest zinc metal
that. is produced in the United States--.99.091 percent pure. That
is the metal that is used particularly in making (lie castings which
are so necessary in the manufacture of the machine tools that have
been required.

Now that is one thing that this Government has needed, and it
is practically the only plant in the United States that is able to fur-
nish that. And if that were not available perhapss the Government
would have to have it recognized as a new facility and, under the
amortization features that have been proposed here, amortize the
cost over a period of 5 years.

Senator Dhvis. Where is that plant located?
Mr. CALLAHAN. Kellogg, Idaho. It is the Sullivan Mining Co.
That work has been done, the owners took the risk, they put in

their money, they went over a period when they were making no
profits whatever. They have an actual deficit on December 31 from
operating of $1,022,517.35, and they are going to have-due not to
increased price, but due to the fact that they are working all their
units-they are going to have a profit; under this bill anything over
and above that average of $102,000 a year will have to 'go into the
excess-profits bracket. Or, if they use their invested capital, they will
have to involve themselves in these tremendous complications of
figuring invested capital, of figuring borrowed invested capital, and
receive only a partial credit for the borrowed invested capital because
of the amount.

That is one of the examples that I think should have special treat-
ment, and that is one reason why I particularly urge that there be
created some tribunal that can take into account the special cases
that arise, particularly in the mining industry, because they are
legion, some tribunal that will be able to do justice and equity and
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keep this very necessary business going at full blast for the purposes
of this Government.

The CHAIRMAN. Were you here at the joint meeting of the Finance
Committee and the Ways and Means Committee?

Mr. CALLAHAN. Yes; I was.
The CHAIRMAN. You came to the city, did you not?
Mr. CALLAHAN. Yes; and just got there the day that the hearing

started.
The CHAIRMAN. Several Senators, I know, spoke to me-you must

stand very well with them-because you had plenty of influence working
in your behalf to come before the committee. We had made arrange-
ments and you didn't appear. Word came to us that you hadn't
given enough study to the bill yet, because you had just been able to
procure a copy.

Mr. CALLAHAN. Yes; and if I had been able to, there wasn't any
bill, and what has been proposed here is certainly vastly different
than the report of the subcommittee.

The CHAIRMAN. That was the Ways and Means Committee, not
the Finance Committee.

Mr. CALLAHAN. Yes; I understand that. [Laughter.]
The CHAIRMAN. Thank you very much.
Mr. JUST. Mr. Evan Just, of Miami, Okla. Mr. Just represents

the Tri-State Zinc Lead Ore Producers Association.

STATEMENT OF EVAN JUST, MIAMI, OKLA., TRISTATE ZINC
LEAD ORE PRODUCERS ASSOCIATION

Mr. JUST. Mr. Chairman and gentlemen: I represent the mine
operators of the Tri-State mining district of Oklahoma, Kansas,
and Missouri, which currently produces 40 percent of the zinc and 10
percent of the lead mined in the United States.

After we had studied this bill I was moved to prepare an extensive
discourse on the impracticability of this labyrinthian document.
However, reconsideration convinces me that in this respect the bill
speaks for itself, and I have shortened my remarks accordingly.

Our own industry is composed of a great number of small operators
and a few large ones. Congress will hamper the attainment of objec-
tives vital to our defense program by confusing the issue of excess
profits with questions of corporate size. It is a plain, unsentimental
fact that our local industry, and the whole mineral industry as well,
cannot meet the demands of a national emergency except under
equitable treatment of both its large and smaller units. Furthermore,
half of our "little fellows" would be unable to mine except for the
pumping maintained essentially by the larger operators. The surest
result of the penalties on size which so complicate this bill will be
impairment of our productive capacity. Today, in spite of advancing
prices, we are scarcely meeting the needs of a lively market. This
circumstance is due primarily to a dearth of high-grade ore deposits
which can be mined at present prices, but also, and in no small measure
to growing tax burdens and the distressing effects of the tariff treat-
ment concerning which we complained fruitlessly to this committee
last spring. We do not assume that the majority of Congress, by
imposing an excess-profits tax, really intended to hamstring industries
essential to the national defense.
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Senator LODGE. Could you be a little more specific in the harm
that the tariff situation has done to your industry.

Mr. JUST. Yes, Senator Lodge. We are in a very odd situation.
The international blockade has temporarily suspended the foreign
competition which was ruining us, with the assistance of a tariff
reduction in the Canadian agreement.

Now that has been suspended since the war, but every one of us
realizes that a resumption of international competition will simply
bring ruin upon our Tri-State mining industry, and that particularly
applies to anybody who wants to undertake the development of
marginal ore deposits that are less profitable than those now operating.

Therefore we have, as it were, a Damoclean sword hanging over the
operator who would go into business and increase production.

Senator LODGE. From what country does the competition come,
chiefly?

Mr. JUST. Ordinarily, you mean?
Senator LODGE. Yes.
Mr. JUST. From Mexico, Canada, Poland, Yugoslavia, Australia,

and Belgium.
Senator LODGE. Thank you.
Senator DAvIS. They are still shipping from Mexico, are they not?
Mr. JUST. Concentrates, principally, are coming from Mexico.
Senator DAVIs. This conflict abroad, has it helped to increase your

business because of the fact that they are unable to ship zinc here?
Mr. JUST. The conflict abroad has affected us briefly, in two ways:

It has, first of all, cut off the competition oi foreign metals, and
diverted the flow away from this country. It comes in now as ore,
rather than metal. And the dislocation of foreign commerce in zinc
has created a certain acceleration of demand from this country, because
many of these consumer countries can't get it anywhere else. So it
has improved the price of zinc, and the demands made upon us, to an
extent that the increased imports, as a result of the war, have not hurt
the domestic industry as far as price is concerned, because there has
been a collateral demand which has taken the surplus.

Senator DAVIS. How many more men have you employed now in the
zinc industry in your section than you had prior to the war?

Mr. JUST. About a thousand.
Senator DAVIS. A thousand more?
Mr. JUST. Yes.
Senator DAVIS. What percentage would that be?
Mr. JUST. It is a jump, roughly, from 5 to 6.
Senator KING. The principal injury to the zinc industry grew out

of the importations from Canada pursuant to the agreement which
was made under the trade agreement with Canada, did it not?

Mr. JUST. No; Senator, it grew out of the importations from
countries other than Canada.

Senator KING. I know there was a good deal of complaint about the
arrangement made with Canada respecting zinc.

Mr. JUST. Yes.
Senator KING. And many of the mining interests complained to me

that the agreement with Canada would prove injurious. Of course,
as it applied to Canada, it applied to other countries.

Mr. JUST. Yes, sir. However, the actual injury was principally
from countries other than Canada. That was one of the principal
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points which we tried to argue, unsuccessfully, with the State De-
partment, that it was a violation of their own published policy to
include our commodity in a treaty with a country that was not the
principal source of import, either l)eforfl or since.

The CHAIRMAN. Didn't you con)lain when we had the trade-
agreement program up here; you appeared before this committee; did
you not?

Mr. JusT. Yes, sir.
The CHAIRMAN. Didn't you raise s01110 (10stioi11 alout the ('anadian

agvreenment?
Mr. JUST. Oh, very much so.
The CHAIRMAN. And didn't the State )epartment say they woul

ask the Tariff C omission to send an investigator ant iake efforts to
remedy that situation?

Mr.*JUs'v. We have had about the same kind of treatment that we
had prior to the proceedings before this committee.

The Cn.AIRMAN. This committee treated you very courteously;
didn't they?

Mr. JUST. They certainly did. I am referring to the attitude of the
State Department. They keep on telling us that we will be given con-
sideration when we are injured, without doing anything to relieve the
anxiety that we face, for example, at the present time. They continue
to tell us, "Well, you a.e not injured; therefore, your case is not in
point."

The CHAIRMAN. But the prices have gone ul), have they not?
Mr. Jus'r. Yes, sir; they have.
The CHAIRMAN. SO the injury now is not more apparent than it was

when you appeared before us on the Tradte Agreements?
Mr. JUST. No, sir.
Senator HERRING. You haven't been injured yet, have you?
Mr. JUs,. Not specifi.,clly, Senator. Tle damagin, effect is the

deterrent t to developineii. essentially that.
In the mining industry it is trailiional to suffer losses and inadequate

profits while waiting for the occasional good yenr to pull us through.
In our district a number of mines can operate only in good years. In
the last decade, we have had 5 loss or unprofitable years and 5 fair
years, but no good years. With such a background, we cannot
achieve a reasonable base, above which to measure excess profits, by
either of the alternatives offered in tile propose(l bill.

Senator CAPPER. ffow long since you have had good years?
Mr. JUST. 1929.
The CHAIRMAN. Are you looking for some better years so you won't

have to pay a big tax on this excess profits?
Mr. JusT. I wouldn't feel competent to say, Senator, what lies

ahead.
The CHAIRMAN. But you are a little afraid of something about this

proposition that might cost more than you have hatd to pa'y inl the
past in taxes? You didn't p)ay (during this base period, those 4 years,
much taxes, because the price was so low and you weren't doing much?
SMr. JU(ST. That is right.
The CHAIRMN. Now oi are afraid that the situation might arise

where the prices are oiugr to get up, and you might lave to pay a
larger share of taxes than you think you should?
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Mr. JUST. No; simply that the taxes will be made upon a basis which

is less than a normal base. We don't believe that any citizen of this
country today, ourselves included, should be excepted from bearing
his share of this enormous burden we all face in the defense program.

The CHAIRMA N. We are delighted to hear you make that statement,
and agree with you thoroughly.

Mr. JUST. Therefore, in furtherance of simI)lieity and justice, we
offer the following recommendations to this committee:

1. Remove the discriminations against firms that have had a bad
base period experience or who will suffer in the future, by completely
removing all deficit years from base period calculations'and by per-
mitting deficiency carry-overs in future years.

2. Alter the l)ercentage-of-investe(l-ca)ital option to a flat rate on
the total capital invested without reference to a base period. This
will eliminate an enormous load of computations without introducing
unfair discriminations.

3. Raise the permissible "normal" return on capital to a flat 10
percent. This rate is certainly not excessive for our industry.

4. Create an independent board of appeals with broad powers to
adjust the multitude of injustices that will develop out of this law.

5. Permit consolidated returns. The justice of such a provision is
obvious, and will certainly make possible simplifications in the present
bill.

6. Remove the penalties on the base period income option. This
alternative appears to be equitable without penalties.

Most of our operators realize that our nation is undertaking a
defense program whose cost cannot be met except by real sacrifices
from all of us. We further realize that the immense expenditures
required for national defense may tax our system of private enterprise
out of existence. Facing this forbidding future with the determina-
tion to do the best we can, we ask Congress to bear in mind that a
good driver does not break the back of the lorse he expects to pull
his load.

The CHAIRMAN. All right; thank you very much.
The CHAIRMAN. Is Mr. Royal Little here?
Mr. LITTLE. Yes, sir.
The CHAIRMAN. Mr. Little is from Providence, R. I., and represents

the Atlantic Rayon Corporation.

STATEMENT OF ROYAL LITTLE, ATLANTIC RAYON CORPORATION,
PROVIDENCE, R. I.

Mr. LITTLE. Mr. Chairman and members of the Senate Finance
Committee, the proposed excess-profits tax presents a most serious
problem to rapidly growing smaller companies, particularly those
which borrowed money prior to the present defense emergency to
expand their facilities. In most cases concerns of this sort are re-
stricted through the limitations of the capital market to expansion
through long-term indebtedness.

For several years it has been practically impossible to raise capital
through the sale of stock for medium-sized and small industrial enter-
prises. With the disinclination on the part of private investors to
finance ventures of this sort, companies like ours have been forced
to borrow capital from banks, insurance companies, the R. F. C., and
machinery manufacturers, to finance expansion.

259829-40--25
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Loans of this sort call for repayment either monthly or quarterly
over the relatively short l)eriod of from 3 to 5 years. In many cases
the amortization rate is set at approximately the full earnings ex-
pectancy of the concern.

These(. contracts were all entered into in good filith prior to the pre-
sent emergency and 1 must be cii rried out to prevent foreclosure i), tIeir
respective creditors. Under the proposed law, however, Congress is
saying in efleet to such concerns:

You eantot rise your future earninulgs to pay ofT the (ont ract na
1 

ohligations which
you undertook )rior to this emergency; you must ise these uearnigs to pay
Increased normal and excess profit taxes to the Federal Covernnient, even though
so doing may jeopardize the very existence of your enterprise.

We feel certain that Congress does not intend the proposed law to
create any such ia rdships. Furt hermore, we feel certain that Congress
still bases its income tax legislation primarily upon the ability (f the
taxpayer to pay.

Let us recall that even in the ill-fated undistributed net earnings tax
law which created many hardships for small rapidly growing concerns,
this principle of ability to pay and l)reviously contracted obligations,
was recognized ill tile exemption granted to companies whose inlebted-

eSS inlentlures restricted payment of dividends. In the present case
the excess profits tax rates are from 20 to 50 percent is compared with
former undistrilted net earnings rates of froni 7 to 27 percent.

We predict that the present law, unless modified, will create for
the small, rapidly growing industries of the country, particularly for
those not in any way connected with tile defense program, l)robleis
anti industries twice as great as those brought about by the undis-
tributed net earnings tax.

We strongly urge, therefore, that the following change be made in
the bill:

On page 5, section 710 (b) "Definition of adjusted excess profits
net income add the following:

(3) Repayment of indebtedness credit. The amount of debt repayment
required and made during the tax year in connection with indebtedness, other
than current obligations, contracted by the taxpayer prior to July 1, 1940.

In order to show by example how unfair the proposed law is, let's
look at the hypothetical case of Corporations A and B. These two
companies are in the same line of business, have the same productive
equipment in their plats, (1o the same volume of business, and will
show the same inet earnings before excess-profits taxes in 1940 and
future years, but have entirely different capital structures.

Corporation "A" Corporation "
'
"

C ull .... ............... ......... ........................ $ 00,000 $92, 00
Investment portfolio- ----------- -........ -- ------------- 800O0...............
Accounts receivable ............... ............... 10(5, (m0 1,060,000
Inventory. .-....-.................. ............. ...... (-07 0 007,00
lant--------...........--.... .......... 1, 20, N) 1, 250, (00

Total assts .------------- ---................. 3,023,000 3, 015, 0
No Ss payable . .-.............................................-. 300,00
Accounts payable- .......... . - ------------------- -100,000 ---- , 00
M mortgage payable ....... -................ . ........ ........ ................. 340,000

Total iablii-- - --, .. .. .................. ,- 0000 1, 20., O
Capital stock and surpls- .................................. ),21, 1, 720, 0(X)

Total ........-- ........................................... , 000 3,018, 00

IXxoss profits not Income .......................-- ............ 0,000 200,000
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if Congress is drafting tax laws upon ability to pay, why should
Corporation B, with heavy indl)tedness and small cash reserves, be
required to pay $24,505 ini excess-profits taxes while Corporation A,
with $1,000,000 in cash and securities, is liable for no excess-profits
tax in spite of the fact that the companies have identical plants,
identital sale's, and identical profits, and are in direct competition with
each other.

Senator LODGE. Have you asked the Treasury that question?
Mr. LITTLE. I haven't'had a chance to yet, sir.
The only other difference between tie two cases is that Corporation

A starteti b business first, prospered and built up out of earnings sub-
stantial reserves; whereas Corporation B is still suffering from growing
pains.

Senator GRRY. In other words, you got under the wire a little late?
Mr. LITTLE. Correct, sir.
Gentlemen, is it wise and fair for Congress, through taxation, to

penalize vigorous young expanding business in relation to its well-
established competition?

We have more than an academic interest in the hypothetical case
referred to. Corporation B happens to be our own company.

In order to be more specific as to the effect of this bill on our com-
pany, we are filing a marked copy of our latest statement with these
comments, and I woull like your permission to hand copies to the
Senators so that they may follow them.

The CHAIRMAN. I was'going to suggest that you get together with
Mr. Blough back there and talk it out with Iim for a few minutes,
and we can get his reaction, if there is an answer to it, when we
meet tomorrow.

Mr. LITTLE. Fine.
Item A. Accounts receivable, $1,066,611.00.
Of this amount about $600,000 is owed us by a few small rayon-

weaving mills, all of whom have expanded rapidly during the last few
years and still owe machinery manufacturers substantial sums for
current and future earnings, and this varies from $2,000 to $5,000
monthly in different plants. The proposed bill would not only
jeopardize the ability of these companies to meet maturities on
machinery notes, but would( tend to freeze their accounts payable to
us; thereby seriously impairing the credit of our company.

Through the granting of extremely liberal credits to these rapidly
growing concerns, we have hot only enabled them to expand in the
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Corporation "A" Corporation "B"

specific exemption m ------. $-, 000 $5,000
Exces profits crod It $500,0 ) at 7 pereo lt .. - -. ... ..... 38,000 3 , 000
Corporation A- $3,323,000 at 8 porce lt ..... 1---, 180 ......... 1--,1.0
(orporatlon 11 -- $1,333,000 at 5 pero t -........ no, 60

20,10 10 m,650

A d ju s te d e x c e s s p ro fi ts n e t In o in o -- ---. . . . . . . . . . 9 3 , 3 5 0

E TlIlt0o excess roffis tx:
$20,00K) it 20 porc C CII .................... -........ .. ... 4, O0
$30,04) (t 25 percent ................................................... 7,600
43,360 at 30 peret -.-- ------------- 13,005

Total tax ............................. x............. 24, 50
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last 10 years from 10 to 20 looms apiece to 200 to 400 loom units, but
we have also been responsible for the steady employment of more than
2,500 workers in our own plants and those of a few customers. Why
should we and they be penalized so unjustly by this new tax because
we have had the vision and courage to use our capital to build up local
industries in the face of the country's worst depression?

Item B. Fixed assets (Lowell plant), $465,220.13.
In June 1939 we acquired this plant and have since been equipping

and starting it up as a new rayon yarn-throwing plant. This expansion
was financed by a 5-year mortgage note which must be amortized out
of future earnings. The expenses of starting this mill have been a
drain on our working capital and will continue to be so well into 1941.
Thereafter, our earnings in excess of mortgage amortization will be
required to build up adequate working capital to handle the increasing
sales volume from this new plant. Why should the success of this
new venture, the equity of our shareholders, and the jobs of our workers,
be jeoptr(lized by the inequities of this bill? Why should initiative
and the productive use of capital be so heavily penalized?

Item C. Notes payable to banks, $300,000.
Since this statement, notes payable have been increased to $. 0,000.

It is important that short-term debt of this sort be paid up completely
once a year to preserve first-class credit rating and to obtain low inter-
est rates.

Item D. Mortgage note, $340,000.
Due $8,000 monthly, plus 50 percent of all earnings in excess of

$120,000 annually. These payments must be made, otherwise the
entire unpai(d balance becomes immediately payable in the event
of such default. To be required also to pay heavy excess-profits
taxes in the next few critical years might cause the collapse of our
entire situation.

In closing we wish to state that we have been led to believe that the
primary purpose of this bill is to prevent a new crop of war millionaires.
With this purpose we are in hearty accord, but we must urge you not
to pass a tax law which will instead leave in its wake a trail of war
bankruptcies.

Senator KING. Would you prefer a plan, under the terms of which
the tax on normal income should be increased, and avoid the plan
that is provided here for the excess profits?

Mr. LITTLE. Yes, sir.
The CHAIRMAN. If you desire to ask some questions of Mr. Stain

or the Treasury, all right.
Mr. LITTLE. I shall appreciate very much an opportunity to talk

with Mr. Stain.
I would like to file the report to the stockholders of the Atlantic

Rayon Corporation, which I previously mentioned.
the CHAIRMAN. That may be filed.
(The document referred to is as follows:)

ATLANTIC RAYON CORPORATION,
Providence, R. I.

REPORT To STOCKHOLDERS FOR TilE QUARiTER ENDED JUNE 30, 1940

To the Stockholders:
For the 3 months ended June 30, 1940 the company's operations resulted in

a net loss of $47,373.02, after all charges including depreciation, and after adjust-
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ment of reserves previously set up for Federal income taxes. This compares
with a net profit of $13,316.53 during the corresponding 1939 quarter.

Net sales and commissions for the quarter were $1,540,304.44 as compared with
$2,046,629.77 during the first quarter tils year. Net loss, after all charges, for
the first 6 nontihs of the year amounted to $5,977.39.

The primary cause contributing to the disappointing operating result was tle
unusually low level of processing prices during the period, as well as a sharp,
decrease in the volucci of business available. In addition the management felt
it wise to absorb into expense a substantial part of the cost of tle current program
of machinery improvement. This program should be completed before the end
of the year.

RoYAL LITTLE, President.AUoUST 26, 1940.

Balance sheet, Atlantic Rayon Corporation, Tvne 80, 1940

ASsETOs-Continued

ASSETS
Current assets:

1D)cntd lelosits and cash on hand- $66,461.74
[A] Accounts receivable, trade. ............. $1,144, 747. 63

Less:
Reserve for bad debts- $70, 405. 50
]Reserve for sales dis-

counts-- ------------- 7, 731.07
78, 136.57

1, 066, 611. 06
lInventories, at lower of cost or market:

Yarn in stock.--.- ..--------------- - $356, 542. 67
Work in process --------------------- 184, 703. 96
Drugs and dyes --------------------- 34,029.03 '

Supplies ------------------------------ 32, 214. 97
607, 490. 63

Cash surrender value of life insurance, pledged (see contra) 26, 433. CO

Total eurrenot assets --------------------------------- 1,766, 996. 43
Investment ------------------------------------------------ 5, 000. 00
Fixed assets:

v Reserve for Net book
Cost value depreciation value

Fixed assets:
Lan d ..................................... $43,060.68 ............ $43,060.68
Buildings -.-.....----------------........ 383, 643. 11 $76, 589.13 307,053.98
M machinery ---------------------------... 883,018.62 236, 494.15 617,024.47
Factory equipment.-................... 190, 132.04 62, 476. 20 133, 955.84
Spools --------......................... 124, 078. 69 24, 477. 18 100.101.11
Office equipment ................... 25, 3,35.48 13, 243.23 2,092.25
Automobiles ............................ 8,331.56 2, 765.0 5,566.51
[13] Fixed assets, included above, with net

book value of $465,RR0,13 located at
Lowell, Massaehusetts, are pledged
to secure mortgage ote (see centre).

Total fixed assets ...................... 1,604,900.17 416,045,33 .......... 1, 248, 854. 84

Other assets: Cost Amortization
Patents and licenses $22, 282. 08 $1, 125.56 $21, 156. 52

Prepaid interest and
insurance --------------------------------- 6, 756. 56

Deferred items ---------------------------- 31,463. 53

Total other assets ------------------------------------- 59, 376. 61

Total asses -------------------------------------- 3, 080, 227. 88
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ti1itio that Choy hatve resulted in largen measure fromt the sacriffr, of

S4112 "itiy and record inatioui in (11'nftsivallsbip for the sake, of speed.
I t een tijppetlrs that at ntlbtr of proposed'( lodificationt-A to the bill
which aro rt'eogniz/edl as lballd 'on sound poliey--.stch as a consolidated
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retiurn provision, for example---may be rejected solely because of the
drafting time involved.

The institute does not believe that a, hurried eolactinent of the
excessprofits-tax provisions, involving unnecessary complications and
resulting ii unnecessary (liscrininatioits and inequities, call be
justified ill the interest of national (tefens,, or on any other basis .

In the second place, the institute strongly urges elimaction of the
additional 4.1-percent tax and the additional 5-percent excess-profits
tax imposed upon tle use of the iieoint method of contpuiting the
excess-profits credit. It is stubmitted that tte actilt earnings
experience of a corporation during a period preceding inaugtiration of
the national-defense program rel)resents one of the sound(est methods of
measuring normal profits and it is certainly the simplest. It elimin-
ates the numerous complications itivolv,'d i llthe coitpiutation of
invested capital both during the base period art thereafter. Its use
should not t)o discouraged by the imposition of extra taxes.

In addition to the foregoing, the institute recommends a number of
specific Ino(lificaitions in the bill which are ained at; effecting a fair
measure of normal profits and the elimination of inequities and
discriminations in the application and admninistration of the excess-
profits tax. These modifications, which are discussed inore fully in tile
institute's memorandam, are as follows:

1. The schedule of graduated excess-profits tax rates should be
based on the ratio of the excess profits to the normal profits, as pro-
posed by the House committee, rather than upon the amount of the
excess profits.

2. Thte tax should be determined on the basis of the method for
computing the excess-profits tax credit which results in the smallest
tax, without requiring an advance election by the corporation at a
time when it may not be able to ascertain the consequences of its
election.

3. A more general special assessment provision should be incor-
porated in the bill to take care of abnormal cases. Since the special
assessment provision is primarily for the purpose of taking care of
unanticipated cases, the form of relief should be made flexible and
left to the discretion of the Commissioner or an independent tribunal.

4. Instead of adc:pting tite average earnings for all four of the years
1936 to 1939 as a yardstick of normal earnings, the taxpayer should
be permitted to use any three of these 4 years, since at least one of these
years was a year of subnormal profits ini the case of most corporations.

5. The income method of computing the excess-profits tax credit
should be made available to any corporation in existence for at least
one full year (luring the base period. The chances are extremely
remote that the earnings of a corporation for the first year or two of
its existence would be abnormal. The simplicity of the income
method justifies the encouragentent of its use wherever possible.

6. The invested capital method should be based on a flat rate of
return on present invested capital to avoid the complications involved
in determining the ratio of earnings to invested capital during the
base period.

Senator KING. How do you reach the present invested capital?
Mr. CHAI'MMt4. That would be reached in substantially the same
a that invested capital is reached now under the bill-money paidin or stock, property paid in, and so forth. Then allow a flat rate of
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return on that invested capital and treat the excess over that rate as
excess profits.

Senator KING. Suppose that the corporation had been formed 8 or
10 years ago with $1,000,000 of capital; and by reason of losses,
unexpected and unanticil)ated, the net worth of the capital today
would be, only, say, a quarter of a million dollars?

Mr. CHAPMAN. [here is, of course, a provision in the tlouse bill
now that eliminates deficits except to the extent that they reduce
accumulate(l earnings; but there are going to be cases where the
invested capital method simply won't work fairly for corporations
and that is vhy it is essential that the earnings method be maintained
to take care of such .orporations, and that a special assessment
provision, broad enough to grant relief, is included to take care of the
abnormal eases. I think the combination of the three is essential in
order to prevent extraordinary application of the tax to particular
corporations.

The institute also believes that the corporation should be allowed
a 10 percent return on invested capital, or perhaps, an 8-percent re-
turn if the corporation is permitted to apply deficiencies in earnings
against the income of prior or subsequent years in the excess-profits
tax period. Such a return cannot be labeled "excessive," it is recog-
nized as reasonable for new capital, and it is in line with the normal
rate of return prescribed under the earlier excess-profits laws. If you
level off the earnings during the excess profits tax period, perhaps 8
percent would be adequate.

Senator TOWNSEND. You are speaking of net return?
Mr. CHAPMAN. Yes; net return.
7. A corporation should be permitted to determine its invested

capital on the basis of the actual value of the property acquired in
reorganizations occurring prior to the enactment of the excess-profits
tax law.

8. Borrowed capital should be included in invested capital in full.
A corporation borrows capital not merely for the privilege of paying
interest thereon but to make a reasonable profit thereon in excess of
the interest requirements. Its inclusion in full is therefore necessary
in order to obtain a proper reflection of normal profits. I haven't
been able to find anywhere a proper explanation for the elimination
of borrowed capital in the earlier statutes, and I see no justification
for the limitation in the present bill.

9. Stocks of corporations should not be included among inadmis-
sible assets if no dividends are received thereon during the taxable
year or if the taxpayer elects to treat the dividends as income subject
to the excess-profits tax. The only purpose for excluding such as-
sets is that the income realized therefrom is ordinarily excluded from
excess-profits net income.

Senator GEORGE. That is (lone under this bill, isn't it? Dividends
earned are not included under this bill to the investing corporation?

Mr. CHAPMAN. I think, Senator George that the stock is elim-
inated as an inadmissible asset even though there are no divide ends.

Senator GEOiRGE. I was getting to that. That is, dividends earned
are excluded, that is they are eliminated because the stock itself is
eliminated. But now you have a great many investments in other
corporations where there are not earnings but where there are losses.

Mr. CHAPMAN. That is true, no dividends being received.



Senator GEORGE. And that is what you are talking about?
Mr. CHAPMAN. Yes. Part of the investment is tied up in those

stocks not earning dividends, and the corporation ought to be per-
mitted to receive a fair return on its entire investment.

Senator GEORGE. There certainly should be something that would
meet that. In part, consolidated returns would meet it, wouldn't
they?

Mr. CHAPMAN. They would help. I think the only reason that
stocks are omitted is because the dividend income is excluded from
income.

Senator GiEORGE. Well, that is all right; where the dividend is
actually earned but isn't paid into the corporation making the in-
vestment, it works out all right.

Mr. CHAPMAN. If the taxpayer is willing to inclde the dividends
in his income, then he should be permitted to include the stocks.

Senator KING. Did the institute give consideration to the proposi-
tion of increasing the normal tax and abolishing this concept of excess
profits with all of the alleged difficulties in determining what the
excess profits are?

Mr. CHAPMmN. No; I do not think the institute considered that
exactly. It did consider the desirability of trying to raise revenue by,
perhaps, revising the rates on normal income, rather than by imposing
these extraordinary taxes on normal income through an excess-profits
tax device. But I think that the institute probably would not take
the position that an excess-profits tax is undesirable to reach the actual
excess profits that may be earned as a result of the defense program.

10. Consolidated returns should be permitted. There are no draft-
ing problems involved if the optional method is employed.

11. Losses occurring for the first year or two after the emergency
period should be applied against the earnings during the emergency
period in accordance with the policy adopted in the earlier excess-
profits-tax laws.

12. Dividends distributed during the first 60 days of the subse-
quent year should not effect a reduction in the invested capital for
the prior year if the earnings of the subsequent year are adequate to
cover such distributions.

13. Losses resulting from the retirement or discharge of the cor-
poration's own indebtedness should be excluded in determining in
vested capital to the same extent'that gains are excluded under the
bill. Both are entitled to the classification of nonrecurring items.

14. In view of the extended period which will undoubtedly be in-
volved in the settlement of excess-profits-tax liabilities under the bill,
it is urged that provision should be inserted to the effect that any
waiver extending the period of limitations for assessment of additional
excess-profits taxes shall automatically extend the period within
which an effective claim for refund may be filed.

The institute urges the adoption of the foregoing modifications in
the House bill with a view to making it a true and workable excess-
profits bill which will prevent the realization of excess profits out of
the national-defense program, but which will not iml)air normal
business profits by subjecting them to the extraordinary excess-profits-
tax rates.

I would like to file this statement on, behalf of the Controllers
Institute of America.
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The CHAIRMAN. That may be filed with the committee,
(The statement referred to is as follows:)

STATEMENT OF CONTROLLERS INSTITUTE OF AMERICA

(Presented to the Committee on Finance of the U. S. Senate at hearings on the
second revenue bill of 1940, September 5, 1940)

In its statement to the Ways and Means Committee on August 14, 1940, at the
joint hearings on the exces-profits tax proposals, the Controllers Institute of
America agreed with the view that the Governmnt's heavy expenditures for de-
fene should be met in part through increased taxation and that corporations,
especially those benefiting directly from defense expenditures, should be called
upon to bear their just share of this additional burden. The institute also con-
curred in principle with the announced policy of preventing excessive profits on
business arising out of the defense program.

The institute is in accord with the principle that the excess-profits tax shall be
il)osed on the lesser of (1) the excess of earnings over the average of the earnings
for a representative prior period, or (2) earnings in excess of a fair return on in-
vested capital. The first alternative is necessary in many cases to prevent the
imposition of the excess-profits tax on normal earnings unrelated to the Govern-
ment's defense program. In addition, where this alternative can be used, it will
be unneeessayy to determine invested capital which experience with the excess-
profits tax-laws of 1917, 1918, and 1921 has conclusively proved is, except in case
of the simplest corporate set-up, complicated and uncertain, and results in pro-
longed controversies between the taxpayer and the Government, and in pro-
tracted litigation.

The determination of the excess-profits tax on the basis of invested capital
alone without allowing a proper alternative method is also inequitable in the
following respects:

(1) The exemption fails to take into account the comparative risks of the
business involved. For example, a mine where earnings fluctuate materially
from year to year, is not allowed any higher exemption than a public utility whose
earnings are fairly steady from year to year. Speculative industries in which the
risk is large should be entitled to a higher return than stable industries.

(2) It exempts the overcapitalized corporation thereby penalizing the con-
servatively financed corporation.

(3) It penalizes efficient management and operation.
(4) It disregards the value of good will, patents, and other intangibles built

up in the past by the corporation itself.
The only purpose of the alternative method for determining the excess profits

is to ascertain the amount subject to excess-profits tax. Therefore, if the excess-
profits tax is to be truly a tax on excess profits and not a tax on normal profits,
the schedule of excess-profits tax rates should be the same whether the average
earnings basis or the invested capital basis is used to determine the amount of
the excess profits. Otherwise, there would be discrimination between two tax-
payers having the same amount of excess profits solely by reason of the fact
that different methods are used by them for calculation such excess profits.

In prescribing the alternative methods for determining the excess profits and
providing the same rates of tax for each, the subcommittee's proposals were
sound. However, in the opinion of the institute, improvements in the subcom-
mittee's proposals were essential in other respects. For this reason, at the joint
hearings, the institute, among others, made various recommendations which it
hoped would be adopted in order to make the excess-profits tax law workable
and equitable among taxpayers.

However, in the excess-profits tax provisions of the bill as passed by the House
of Representatives very few of these recommendations were adopted and, in addi-
tion, undesirable modifications were made in the subcommittee's proposals. In
the opinion of the institute, the enactment of the bill in its present form will
produce unfortunate and unforseen repercussions.

The members of this organization have a long background of experience in
interpreting the Federal tax laws and complying therewith by directing the main-
tenance of proper accounts and the rendition of tax returns to conform to the
requirements of the statutes and the regulations relating thereto. Tie major
responsibility for corporate compliance is theirs. Mindful of this responsibility,
the members of the institute's committee on Federal taxation have studied the
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House bill carefully and intensely ever since it was made available and we say to
you in all sincerity that many of its extremely complicated provisions are still
incomprehensible to us. Without such comprehension, it is, of course, impossible
to discuss satisfactorily many of these obscure provisions.

In the first place we are seriously concerned about what appear to be tremen-
dous difficulties in compliance and the ascertainment of the excess-profits tax
liability under the second revenue bill of 1940 in its present form. The bill is
honeycombed with cross-references, exceptions, and exceptions to the exceptions.
By comparison, the excess-profits tax provisions in the Revenue Acts of 1917,
1918, and 1921 were simple. It would take many years of controversy and litiga-
tion to clear up the complexities of the bill. The cost to taxpayers of determin-
ing their tax liability and to the Government for administering the tax will be
tremendous.

We recognize that it is exceedingly difficult for Congress to write an excess-
profits tax law which will not cause harsh results, unexpected hardships, and
economic disturbances, but if there be hastily enacted a highly complicated and
involved excess-profits tax law that cannot be understood by taxpayers, the
existing multitude of difficulties experienced by taxpayers and the Treasury in
ascertaining the tax liability will be multiplied many times over.

Apart from its obscurity and complicated provisions, among the serious defects
of the bill are the following:

1. It severely penalizes corporations which use the average earnings basis for
determining their excess-profits tax, by imposing much higher rates of tax on
these corporations than o1 those which use the invested capital basis. It almost
appears the purpose of this discrimination was to discourage corporations from
using the average earnings basis to calculate their excess profits. As a result,
the excess-profits tax becomes a tax on normal profits not even remotely result-
ing from the defense program.

2. It does not allow a fair return on invested capital before imposing the excess-
profits tax. Thus, the excess-profits tax as imposed by the bill is contrary to theability to pay principle.

3. In cases where the capital of a corporation has been increased through thepayment in of property (instead of cash) for stock. Invested capital should be
increased by the e a of the property so paid in-which is clearly the
amount added to the corporation's capital investment. However, in cases where

under the income-tax law the basis to the corporation would be that of the trans-
feror, as, for example, in a "reorganization," the bill would measure the increase
by the cost of the property to the transferor--thus confusing the income-tax law
applicable to capital gains and losses (which are not subject to the excess-profits
tax) with a definition of what invested capital is. In this manner it imposes an
excess-profits tax even on normal profits and possibly in some cases even on
deficits.

4. It penalizes corporations which were in existence during only a part of the
base period 1936 to 1939, inclusive, by denying them the right to use the average
earnings basis for determining their excess profits.

5. It provides no adequate relief to corporations with abnormalities both in
income for the 1936--39 period, and in invested capital.

8. The imposition of graduated excess-profits tax rates on dollar amounts of
income instead of on the ratio of excess profits to normal profits, is discriminatory
among taxpayers and combines a tax on the size of a corporation with a tax on its
excess profits.

The institute is convinced that many of the defects of the second revenue bill of
1940 are attributable to the fact that there has been insufficient time to consider
it. The institute realizes that in order to speed up the defense program, it is of
paramount importance that there be enacted Immediately a satisfactory provision
for amortization of facilities constructed for production of defense material.
However, it would not seem necessary to combine this provision with the excess-
profits tax in one law. In the opinion of the institute, the amortization provision
should be adopted now and an excess-profits tax law should not be enacted until
Congress has had sufficient time to make the careful study which this important
legislation should have,

The institute respectfully recommends that in order to make the second revenue
bill of 1940 equitable among taxpayers, certain as to its application and truly a
tax on excess profits, the following modifications be made in its provisions:



SECOND REVENUE ACT OF 1940 391
APPLICATION OF SAME RATES OF TAX TO ALL TAXPAYERS WITH EXCESS PIOFITS

Under the present bill, the excess-profits tax on corporations which use the
invested capital basis ranges from 20 to 45 percent, whereas corporations which
adopt the average earnings basis are taxed at from 25 to 50 percent and in addition
to these higher rates, the latter are required to pay an additional excess-profits
tax of 4o percent of their income before deducting the normal income tax. The
table which follows illustrates the tremendous burden of the 4yio percent additional
tax:

Effectre rate of
410 percent tax on

Ratio of excess profits to total profits after deducting normal excess profits
incolne tax: Percent

10 percent ------------------------------------------------ 52
20 percent ------------------------------------------------ 26
30 percent ------------------------------------------------ 17
40 percent ------------------------------------------------- 13
50 pereent -------------------------------------------------- 10

This tax is in addition to the 20.9 percent normal income tax and the excess-
profits tax which on income in excess of $500,000 is 50 percent.

The excess-profits tax should be only a tax on profits in excess of normal profits.
Therefore, the institute urges that the schedule of excess-profits tax rates should
be the same regardless of which of the prescribed methods the taxpayer uses to
ascertain the excess profits.

II. RATES OF TAX

The schedule of graduated excess-profits tax rates in the present bill is based on
the amount of the income rather than on the ratio of the excess profits to the
normal profits. The latter basis is in our opinion eminently more equitable tinder
a true excess-profits tax law, provided a fair amount of the excess profits are
allocated to the lower brackets of tax.

In addition, many of the cumbersome provisions in the present bill would be
unnecessary if the excess-profits tax rates are based on the ratio of the excess
profits to the normal profits.

111. ELECTION AS TO BASIS OF DETERMINING THE EXCESS PROFITS

Section 712 of the bill appears to require taxpayers which have been in existence
during the full base period to make an election in each year's return as to whether
they wish their excess-profits-tax exeml)tion for that year determined under the
average-earnings basis or the invested-capital basis. The purpose of requiring a
binding election is obscure and there seems to be no apparent justification for this
provision. The complications in the determination of invested capital even under
the 1917, 1918, and 1921 acts resulted in prolonged delays, disputes, and litigation
in the ascertainlnent of the excess-profits-tax liability. The exemptions based on
invested capital in the present bill are infinitely more complicated. For example,
there doubtless will be inany controversies between taxpayers and the Bureau of
Internal Revenue as to the value of property, especially intangibles, paid in for
stock and the final determination of this question will in many cases have to be left
to the courts. Surely, it is unfair to ask the taxpayer to make a binding election
as to the basis to be used for determining its excess-profits-tax exemi)tion when it
cannot forecast what invested capital the Bureau will allow, and many of the
provisions in the bill with respect to the details of the alternative methods are
obscure, especially in the case of tax-free exchanges.

The institute urges that the bill be redrafted to provide that the tax be deter-
mined on the basis of the method which results in the smallest tax without requiring
any election by the taxpayer.

IV. SPECIAL ASSESSMENT

Even though the bill provides for alternative tests for computing normal profits,
exenipt from 'excess-profits tax, an adequate special-assessment provision is neces-
sary in order to assure equitable treatment of corporations with abnormalities
both in income fox the 193G-39 period, and in invested capital. Some corpora-
tions might have had little or no earnings during some of the years In this period
because their business was still in the formative state. Examples are new enter-
prises which require several years of experimentation and advertising to develop
their business and mlnin companies which require a considerable period to
explore and prepare the mineral bodies in their property for operation.
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Since the special-assessment provision is primarily for the purpose of taking
care of the unanticipated cases, the form of relief should be made flexible and left
to the discretion of the Commissioner.

V. 1036-39 EARNINGS

The use of the full 1936-39 period does not in many cases result in. a fair yard-
stick for measuring normal earnings.

In 1936 we were only emerging from a long depression and, for many industries,
earnings for the period 1936 to 1939, inclusive, were on the average far below
normal. This is especially true of the railroads, construction, navigation, and heavy
goods industries.

In order to offset in part inequities which might result from the use of this
period, subnormal in case of many industries, the institute urges that instead of
adopting the average earnings for all the 4 years, 1936-39, as a yardstick, the
taxpayer be permitted to use any 3 of these 4 years.

The bill as now drawn provides for the substitution of zero for the year of the
largest deficit in this period but requires dividing the resultant aggregate net
earnings for the 4 years by 4. As a result the determination of the normal rate
of earnings is distorted. This defect would be corrected if the bill is revised as
suggested herein to permit the use of the earnings for 3 out of the 4 years in the
base period.

VI. CORPORATIONS IN EXISTENCE DURING ONLY A PART OF THE BASE PERIOD

There appears to be no apparent justifiable reason why corporations in existence
during only a part of the full base period should be denied the right to use the
average earnings basis for ascertaining their excess-profits-tax exemption. The
institute urges that, in order to avoid discrimination, corporations in existence
during at least I full year of the base period be given this right, their exemption
to be determined by dividing their actual earnings for any full year or years
during the base period by the number of full years they were in existence. Other-
wise, such corporations will be taxed without giving full recognition to their
normal earning capacity.

VII. DETERMINATION OF EXCESS-PROFITS CREDIT BASED ON INVESTED CAPITAL

Under the present bill the percentages of invested capital, which are allowed
in the determination of the excess-prosits credit, are dependent on the following
factors:

1. The ratio of earnings to invested capital during the base period, with a
minimum of 5 percent and a maximum of 10 percent.

2. Whether the corporation was in existence during the base period.
3. Whether the corporation has increased its invested capital after the

beginning of the excess-profits-tax period.
4. Amount of the invested capital.

These distinctions are responsible for most of the complicated and obscure
provisions of the bill. Furthermore, they make it necessary to ascertain the
invested capital for each year of the base period. The institute recommends that
in the interest of uniformity, simplicity, and clarity, and in order to permit a fair
return on invested capital before imposing the excess-profits tax, the exemption
where the invested-capital basis is used should be at a flat rate which in our
opinion should be 10 percent if the excess profits are to be determined annually
or 8 percent if the institute's recommendation in point XII below is adopted.

VIII. USE OF ",RANSFEROR'S BASIS WHERE PROPERTY ACQUIRED BY CORPORATION
IN TRANSACTION ON WHICH GAIN OR LOSS NOT RECOGNIZED

It appears that under section 718 (a) (2) of the bill, property paid in im a cor-
poration in a transaction where the gain or loss to the seller is not recognized,
would be included in invested capital not at the amount by which the capital
f the corporation is actually increased (namely, the then value of the property)

but at the basis of the property to the seller.
For example, a corporation acquires a plant by issuing its own stock to the

seller. Clearly the corporation's capital is being increased by the then value.
However, because the transaction was a "reorganization" where the gain or loss
to the seller was not recognized, the bill would include the plant in the purchasing
corporation's invested capital, not at the then value which is really being added
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to the corporation's capital but by reference to the basis in the hands of the trans-
feror which might have been much less. The property might have been acquired
by the tranisferor many years previously.

Thle whole concept of the bill is that invested capital should be figured at the
money or money's worth actually invested in the corporation. Property pur-
chased by a corporation in exchange for its own stock is an addition to capital
(in the amount of its then value) just as much as additional cash paid in for stock,
and there is no justification whatsoever, so far as an excess-profits tax is concerned,
for going back of the then value of the property which is being added. (Purchases
by corporations for their own stock in transactions where the intent is to avoid
excess-profits tax should of course be disregarded, and the cost to the transferei
govern, but obviously this principle should not apply to acquisitions made long
bet ore the excess-prolits tax was even thought of.)

The income-tax law applicable to the calculation of gains and losses on the sale
of capital assets (gains and losses which are not subject to the excess-profits tax)
should not be confused with a definition of "invested capital". If property is
added to the capital of a corporation, invested capital should be increased by the
value added, and it should make no difference what soever whether the seller of
the property did or did not realize taxable gain or loss when he transferred the
property to the corporation.

It is true that in an exchange where gain or loss is not recognized the transferrer
is not required to pay income tax on the appreciation in the value of the property
transferred. However, it must not be overlooked that, when the transferrer
disposes of the securities lie received in this transaction, the previously untaxed
profit on the exchange becomes subject to tax. The stockholders of our corpora-
tions, other than close corporations, keep constantly changing.

The ultimate taxation of the profit to the transferrer on a transaction such as
that herein described, and denying the transferee the right to include in invested
capital the actual value of the property at tle time of the exchange, results in
double taxation. Furthermore if the excess-profits tax, which under the present
bill runs as high as 45 percent, is to be imposed in accordance with the ability to
pay principle, the excess profits of the transferee should be measured by its own
investment and not by what the transferrer paid for the property many years ago.

Accordingly, the institute recommends that property paid in to a corporation
for its own stock be included in invested capital at the value of such property
at the time of acquisition, which is the true measure of the addition to invested
capital where property is acquired for stock.

IX. BORROWED CAPITAL

The institute urges that a corporation should be permitted to include borrowed
capital in invested capital in full. There is no justification for any limitation.

However, unless the minimum 5-percent rate of exemption based on invested
capital is increased as recommended in point VII above, the inclusion in invested
capital of borrowed capital should be made optional and not mandatory. Other-
wise, in some cases, the exemption based on the borrowed capital would be less
than the corresponding interest deduction which is disallowed and the borrowed-
capital provision which it is understood was intended to give relief to the corpora-
tion which must borrow may actually penalize such a corporation.

Under the present bill, the exemption of corporations which use the average
-earnings basis is increased by net additions to capital after the beginning of the
excess-profits tax period but for this purpose borrowed capital is disregarded.
The institute recommends that borrowed capital be included in the determination
of the net capital addition in order to avoid discrimination.

X. INADMISSIBLE ASSETS

The purpose of the deduction for inadmissible assets is to eliminate invested
capital to the extent it is used for tax-exempt governmental obligations and
stocks the income from which is not included in excess-profits net income. It
appears from section 720 (a) the intent is to exclude from invested capital all
inadmissible assets even those which yielded no income during the year. This
results in a departure from the ability to pay principal in the case of companies
with a large part of their capital invested in stocks which do iot yield any income
during the year.

It is recommended, therefore, that stocks 0f corporations should not be included
among inadmissible assets if no dividends are received thereon during the taxable
year or if the taxpayer elects to treat the dividends as income subject to excess-
profits tax.
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XI. CONSOLIDATED RETURNS

The institute is of the firm conviction that the determination of the normal
and excess-profits taxes of an affiliated group of corporations should be permitted
on the consolidated return basis.

Primarily as a result of the tax on intercom any dividends which became effec-
tive in 1936, many companies have integrated their business through the dissolu-
tion of their subsidiaries whenever it was practicable to do so. The institute
believes that generally when the subsidiary has been retained its dissolution
has been found impracticable either because of governmental or legal require-
ments or business necessity.

A consolidated statement is not only or(linary business practice for a related
group of corporations; it is regarded by businessmen, accountants, stock exchanges,
and the Securities and Exchange Commission as essential to the fair presentation
of the financial position and earnings of a consolidated group. It is only logical
that this should be the rule. A subsidiary is generally to all intents and purposes
merely a branch of the parent company's business and should be treated in the
same manner as a Sel)arate department. of a single company, The taxation of a
group of related companies on a separate return basis has the effect of taxing
intercompany profits and allowing intercom)any losses which may never be
realized, considering the business as a whole.

The requirement for separate returns has complicated the preparation of income-
tax returns and has probably increased the amount of tax litigation. In addition,
it has made the audit of income tax returns 1ore culbersomne because more
returns niust be reviewed. It is imipossible to forecast whether the use of con-
solidated returns, rather than separate returns, would reduce the aggregate yield
of the normal and excess-profits taxes. Under separate returns, some companies
in the group would pay a lesser excess-profits tax by using the invested capital
basis and others by iising the average earnings basis. However, with colmsolidated
returns, the one basis would have to be used for the group as a whole, the true
economic income of the affiliated group would be reflected, and the innumerable
administrative complications arising out of the use of separate returns for such
a group would be eliminated.

The only reason given ill the Ways and Means Committee report (p. 15 of
Report 2894) for not, permitting consolidated returns in connection with the
excess-profits tax is that it was not, possible to prepare a consolidated return
provision without, delaying the bill for a considerable length of time. No delay
by reason of drafting difficulties is involved if consolidated returns are made
optional and not mandatory. Under the optional basis, broad powers are con-
ferred on the Commissioner to prescribe regulations to which the taxpayer must
consent if lie elects to use the consolidated return basis.

XII. APPLICATION OF DEFICIENCY IN EARNINGS AGAINST INCOME OF PREVIOUS
01 SUBSEQUENT YEARS IN EXCESS-PIROFITS TAX PERIOD

For accounting to stockholders, various governmental agencies and taxation,
corporations uist prepare income statements for each year. However, it is
realized that except in the simplest form of enterprise, the determination of income
on all annual basis must depend in a large measure on estimates and at best, does
not produce al1 accurate picture. Advertising and other expenditures for business
development may not begin to show results until a year or more after these
expenditures are made.

if a heavy excess-profits tax is to be imposed, its determination on an annual
basis is clearly unjustifiable even if al adequte net loss carry-over were permitted.
In 1 year, a corporation might have substantial earnings in excess of the excess-
profits tax exemption, whereas in another year its earnings might be far below
the exemption. To subject the earnings of the very profitable year to a onerous
excess-profits tax without reduction by reason of the meager earnings for the other
year, is contrary to the ability to pay principle.

To remedy this situation, the institute urges that the deficiency of income
(the excess of the excess-profits tax exemption over the income) be applied for
excess-profits tax purposes against:

1. Earnings for subsequent years: (This principle'was recognized by Congress
in the determination of tax under the Vinson-Trammell Act, with respect to
aircraft) or--

2. Earnings for previous years for which an excess-profits tax was payable.
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XIII. LOSSES AFTER EMERGENCY PERIOD

Because of the stimulus to industrial production by the defense program and
because of the war, it is probable that many industries will sustain losses in the
period following, which will offset in a large measure or compj)letely the profits
during the emergency period. This was our experience after the last war.

If the earnings of the emergency period are subjected to an onerous excess-
profits tax without regard to the losses which may follow, many corporations may

e left with insufficient resources to withstand the ensuing losses. Tre ultimate
result might )e a flood of bankruptcies.

It is recommended, therefore, that the losses for the first year or two after
the emergency period be applied against the earnings during the emergency
period. Under the 1918 act, the losses for 1919 could be offset against 1918
income.

XIV. INVENTORY LOSSES AFTER EMERGENCY PERIOD

To meet the increased demand for many materials during the emergency
period, many corporations will find it necessary to maintain larger than normal
inventories. It may 1)e that when this demand subsides after the emergency
period, there Will be a substantial drol) in the prices at which these inventories
can be sold. The resultant loss may to a large degree offset the profits earned
during the emergency period.

Accordingly, the institute recommends that losses after the emergency period,
due to drop in value of inventory held at the end of such period, be offset against
income for the prior period. Similar relief was allowed under the 1918 act.

XV. EFFECT ON INVESTED CAPITAL OF DIVIDENDS PAID DURING FIRST 60 DAYS OF
THE YEAR

Under section 718 (e) (2) of the bill, after' 1940, invested capital at the begin-
ning of the year is to be reduced by distributions made during the first 60 (lays
thereof to the extent they do hot exceed the accumulated earnings and profits
as of the beginning of the year. This reduction of invested capital should be
eliminated if there are sufficient earnings during the year to absorb the distribu-
tions made therein inasmuch as under the bill, the invested capital for the year
is not to be increased by these earnings. In addition, section 718 (c) (2) is
inconsistent with section 115 (a) of the Internal Revenue Code which treats all
distributions during the year as having been made out of the profits of that year
to the extent of such profits.

Possibly, the thought in making section 718 (c) (2) applicable only after 1940
was that corporations could in the future postpone their dividend payments
until after the first 60 (lays after the beginning of the year. This is impracticable
in many cases with respect to dividends on preferred stock.

XVI. EXPENSES OF RETIRING OR REFUNDING 1ONDS

The bill eliminates from income both during the base period and the excess-
profits tax period income from retirement of bonds, debentures, etc., presumably
on the ground this income is nonrecurring. For the same reason, expenses on the
retirement or refunding of bonds, debentures, etc., including premiums paid
and amortization of bond discount and expense, which are allowed as deductions
In the ascertainment of the normal tax should be disregarded in the determination
of the excess-profits net income.

XVII. PROVISION THAT ANY WAIVER WHICH EXTENDS THtE STATUTORY PERIOD O
LIMITATION FOR ASSESSMENT OF ADDITIONAL TAXES WILL AUTOMATICALLY
EXTEND TIlE PERIOD WITHIN WHICH AN EFFECTIVE CLAIM FOR REFUND MAY iE
FILED

Under the bill, section 275 (a) and section 322 (b) of the Internal Revenue Code
are made applicable to excess-profits tax as well as to income tax. Because of the
complications in the determination of excess-profits tax, especially the invested-
capital feature, the Commissioner, in many cases, will doubtless require more
than 3 years to ascertain the excess-profits tax liability and it will be necessary
for the taxpayer to sign waivers extending the 3-year period for assessment of addi-
tional tax.. At least, for the first years the excess-profits tax is effective the tax-
payer may require more than 3 years to accurately determine his excess-profits
tax liability.

259820-40--26
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is nierelhant pig iron which is sold to foundries and processors, and
is i1011faetur d by then into finishell proucts Iuh as 11chii0ry
and ge1erul heavy and long-life equiplment.

We aro fully iiware of the need of an excess-prolits tIax to help
finance the natio)il-tlefense program, and our reta irks will Ie directed
it whn, tappteas to uN to he the major inequities of tho proposed bill
told their eff'ct upon thut lrgo part, of the mtnufacturii'ing industry
which is generally referred to is the durade goods ilidustry.,

liron we have a bill proposing to levy ia tax on so-called excess
Jiroti ts, wliVwo cl W 1IHii' is IlilcOsOrily coiiplex ill design find in
I wrgortant, respcts does not acc(omplish t lie inte011lcd lpurpos Ie.

iti y oluinllo there in no n ico.)sity for the provisionss reluirin the
daily co )ik IIitpita, f, il nvut.(3d ciapi tIl over the 4-yu r test .rf and
tho'taxable year, nor fr the Cl UItIWOii5 tlstssilic'lions, terN, Ifld
ultrtit t i 'r i-elating to invested capital cot ained in the 12 sub-
livisions of section 7114, nor tM svera l rates of exomption oti in vested

cuitlod umler closely sinil' (iictistlanes4 inn stutlM in the hill at
,5 Iml)l((t, 7 l)nq';vlnt, 8 perWcet, and 10 pvr(ont,. Eaich Superfi'luoust

classificttion IitloIssitalt' other tl inevvi'ary emceptionm and quailifica-
lions to niutke tho bill consistent. The plrohlk ofI administration by
boti lhe l eaol (0ohvei-in'.nt, and ill(lu itry will I be inlfinite. 'Io hill
Should be simplified anl it. (l le b sinl)lified and would Olerato moro
equita, ldly than the present bill, by allowing a single fair flat, rate of
capital r.1,uin on invested capit al of ti taxable yea, r and eliminating
te test. period as far us invested capital is concerned,
I arcogn izing a percontt ge of borrowed capital as invested capital,

it is apparently the intention to grunt solno relief to corloratiolns with
large ot still inig i h eblediless, but actually whatever relief is graitod
is, for all pract icud purpose, largely subt ra(;ted by denying tlw right to
deluct fronl illeonme the amount of interest paid on nlch borrowed
capital. In many instances this will roult, in penalizing the cor-
lorations which ;orrow money, and not yield mat rial ibnelit to any
mtuage group of corporutions. Ifithr t ntiro amount of borrowed
capitall or Some Slecified percentage thereof should be recognized as
in Vested capital without restric, ion or ie aphlication of the l)resent
provisions Shoulb ina d optional with tihe taxpayer,

It is our. understanding that this bill is to provide a. tax Oil excess
profits. Although title I is termed tho '1Excoss Profits Tax Act of
1940,' before Itl hUes art written in that title, a tax of 4.1 IMrcOnt is
levied oil normal tax income, thus taxing und clssifying ill income
itn excess profits. In addit ion to this, thte method usnet in general
to (le,0eri1iiiie excess hpiofits is Such us to emlbruce ill that clussi tication
it large aitiountf oif normal profits.

Obviously, not 1tl, li'O its are exessl profits. The pro)sewd lill
attempts to recognize this fact, by exempting from tho gradualod tax
ratos the portion of liet, earnings which the drafters of the bill con-
sider' normal, ThIis is accnllisl (Ie by providing for exemption of
normal earitings oil ai average income credit or on an, income and
invested capital credit during the 1936-39 test Meriod The . ini-
muni invested capital credit for corporations with over $50) ,000 of
invotod capital is 7 pwent of th first $5)O0 atd 5 lwermlt of tho
balance.

Corporations choosing the earnings exenitioln alternative ittust pay
a, plnally tax of 4.1 pecntnof normal ill(otlllo id 111lut, bear i per-
centt higher exces-profits tax rates on so-eullod excess-profits net in-

MINWONID MIINI A111!? O'F 10140
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come and are not permitted to deduct this penalty tax in computing
income subject to excess-profits tax, thus imposing a further penalty
by paying excess-profits tax on an excess-profits tax penalty. We
believe this 4.1 percent penalty tax is unfair and should be eliminated
and that the same excess profits tax rate schedule should apply to
corporate income in excess of exemption on either alternative. We
also recommend that the excess-profits tax as finally computed by
the Federal Government be assessed o.i whichever method will result
in the lower tax. This suggestion is based on the premise that the
method elected in the original return may prove to be unfortunate
upon a later and more exact computation when audited by the
Treasury Department, and therefore unjustly penalize the electing
corporation.

While the proposed bill offers corporations an option to determine
profits exempted from the graduated excess-profits tax either on the
income method or the invested capital method, this option is academic
to a large part of industry. The durable goods industries, which are
considered as normally employing 20 percent of the employed labor in
this country, have not enjoyed normal earnings or any fair earnings
return on their invested capital and therefore by force of circumstances
have no option, but must use the invested capital method of exemption.
It is accordingly important that this large class of industries be
offered a fair exemption of their invested capital. We regard 5 percent
which such industries will be forced by circumstances to use, an in-
adequate annual exemption.

While consumer goods industries have enjoyed a substantial recovery
from the depression prior to this year, it is well recognized and amply
supported by facts that the recovery of durable goods industries had
not reached normal proportions. Therefore, in order not to include
normal earnings in profits subject to the excess-profits tax, it is doubly
important to provide a rate of exemption on invested capital commen-
surate with the normal return thereon in a normal operating period.

During the 1936-39 test, period the employment of workers in dur-
able goods industries averaged approximately 70 percent of normal.
There was an average of about 5,500,000 employees in durable goods
industries, compared to a normal of about 8,000,000 workers-a
decline of 2,500,000 workers, or 30 percent. During the same period,
all other workers employed averaged about 38,000,000 compared to a
previous normal of about 40,000,000 a decline of 2,000,000 workers, or
5 percent. (The balance of about 5,000,000 more unemployed is the
result of approximately a 10 percent increase in )opulation since 1929,
accounting for a generally accepted total of 9 to 10 million unem-
ployed at the beginning of this year.)

It should be apparent from these figures that durable goods indus-
ies have hopelessly lagged behind the balance of industry in recovery

and that no period in the past 10 years can be considered normal for
these industries. The effect on the operations of the Interlake Iron
Corporation during this 1936-39 test period has been to restrict its
operations to an average of 45 percent of rated capacity compared
to an average normal rate of operation of about 80 percent capacity.
Naturally the average earnings in this test period are less than 5
percent of statutory invested capital, whereas earnings in a normal
year would be more than 10 percent of actual invested capital.
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To be fair to this large group of industries, including the company
which I represent, there should be allowed at flat exemption of 10 per-
cent of statutory invested capital. The rate of exemption on invested
capital should not be tied to the previous earnings period with some
minimum rate, because this automatically forces a large group of this
type of industry to use the minimum, which, at 5 percent, is not
representative of a fair return on invested capital nor of the normal
return in these industries.

It should also be borne in mind that when the prescribed rate of
exemption on invested capital is to be determined by the rate of
earnings in the test period, there is not offered an independent alter-
native for exemption but in part a duplication of the earnings alterna-
tive, thus doubly penalizing companies which, through circumstances
beyond their control, have been unable to make normal earnings.

We suggest that the rate of exemption based on invested capital
be a flat rate without any reference to the test period and that such
rate be a fair return on invested capital. We suggest 10 percentt as
such a fair rate of exemption of earnings on an annual basis for the
following reasons:

First. In the present bill, the proposed excess-profits tax will apply
annually without a carry-over or an averaging with future years of
subnormal income. Thus there is no guaranty that a corporation
will be permitted to earn the rate of exemption over the period of the
tax. It is therefore imperative that in years in which there are excess
profits the corporation be permitted a rate of exemption on invested
capital commensurate with the business risks and which would be
required on a normal basis to attract capital for investment. Ten
percent in our opinion is the minimum necessary for such purpose.

Second. A corporation must earn at least 10 percent on its invest-
ment in order to provide funds for expansion, continue pension plans,
group insurance plans, and other employee-benefit plans, and pay pre-
ferred stock dividends which are not deductions in computing either
normal tax income or excess-profits-tax income. ,Many companies
have borrowed large sums of money through the issuance of preferred
stock calling for 5 percent or 6 percent dividends.

A company should have the right to a net earning free of excess-
profits tax which will permit it to continue in business. Over the
past 10 years, corporations in general and durable-goods corporations
in particular have been eating up their capital in order to survive.
Their stockholders have had small, if any, return on their investments.
From the latest figures compiled from treasury Department analysis
of a quarter of a million corporations, the capital invested in these
corporations has decreased $30,000,000,000 in the 5 years following
1930, compared to an increase therein of $36,000,000,000 in the pre-
vious 5-year period.

Senator KING. How many corporations failed during that period?
Mr. JACKSON. I don't know, sir.
Senator KING. Went out of existence?
Mr. JACKSON. I couldn't tell you, sir.
Senator KING. A very large number?
Mr. JACKSON. I presume so.
More recent figures of the National Industrial Conference Board

show that in the 9 years subsequent to January 1, 1930, the net
business savings of all corporations in this country have decreased

399



400 SECOND RIEVINUE, ACT OF 1940

$44,000,000,000 compared to an increase of $23,000,000,000 in the
prior 9 years.

In other words, the business pocketbook has been depleted in the
past 9 years by about twice the accretion of the prior 9 years. This
emphasizes the necessity of making fair allowances to business so that
some savings can be put away for the rainy (lay which is bound to
come. Under these conditions, 10 percent is not too much return on
invested capital, 1 ore taxing of excess profits.

Three. A 10-p ,'-cent return on statutory invested capital does not
mean a 10-percent return on actual invested capital. Statutory
invested capital as defined in the proposed bill is less than actual
invested capital by the amount invested it) stocks of other , corporations
and the amounts palid for property in excess of the seller's tax base
where property was acquired for stock in a tax-free reorganization.

There also is eliminated, in effect, all borrowed capital. These
limitations result in greatly reducing the actual invested capital.
In the case of the lterlake Iron Corporation, its statutory investe(l
capital is only 60 percent of its actual invested capital a1s shown by
its books. Therefore, a 10 percent exemption on statutory invested
capital is only a 6 percent exemption on its actual investment.

Vour. A fiat average rate of 10 percent will eliminate many of the
complexities in the proposed bill and save both the taxpayer and the
Government excessive costs of administration. Such a flat rate is
fair under the circumstances and would serve as an incentive to
attract new capital and a more l)ermanent taxing basis for the future.

Up to this point we have outlined our suggestions with reference
to what we consider the main objections to the proposed bill. Time
doesnot permit further discussion except to say that it is our opinion
the bill should also contain provision for the following:

1. Permissive filing of consolidated returns under rules and regu-
lations to be prescribed by the Secretary of the Treasury;

2. Computation of base-period earnings credit by permitting tax-
payer to use any 3 of the base-period years in computing the average;

3. Computation of excess-profits tax based on the average resuIts
of a 3-year period starting with the first taxable year beginning after
December 31, 1939;

4. An independent board, apart from the Bureau of Internal
Revenue, with broad authority to grant equitable relief in cases where
justices otherwise would result.

The CHAIRMAN. Thank you very much.
Mr. Claude W. Dudley, of Washington, representative of the

Millers National Federation. All right, Mr. Dudley.

STATEMENT OF CLAUDE W. DUDLEY, WASHINGTON, D. C.,
REPRESENTING MILLERS NATIONAL FEDERATION

Mr. DunEY. I shall b very brief.
Senator KING. You represent the )ewey Chemical Co.?
Mr. I)UDLEY. No, sir; I represent the Millers National Federation.
Senator KING. I beg your pardon.
Mr. DUDLEY. This Federation represents the flour milling industry.

Its membership produces more than 80 percent of the flour commer-
cially produced in the United States. 1 am interested, primarily, in
simplification of this bill. I confess that I can't understand it. I
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may be a little more concerned than other witnesses about that. I
figure it is my job to understand. As a farmer, I get paid for not
raising things, but as a lawyer I have yet to receive a fee for not
understanding things, so I am very much concerned personally about
my inability to understand this bill.

Senator KING. If you make it clear to some of us, you will have
rendered a very line public service.

Mr. DUDLEY. I should be glad to (1o that, Senator, if I could. I
shall limit my few remarks to the high spots of this statement which
1 am filing with the committee.

Point 1, where the invested capital method of computing the excess-
prof! ts credit is used, a straight 8 percent or such other fixed percentage
as the committee might find equitable, should be allowed rather than
a pvrcentage based upon the base period ratio of income to invested
capital.

Other witnesses have made that recommendation. I only want to
point out one additional thing. Our exl)erience with our previous
excess-profits-tax laws teach us that that is the thing to (1o. You
will remember that the old 1917 act had a, sliding scale of 7 to
9 percent, and you NN ill recall that the exact percentage allowed within
that minimum and maximum was to be based upon the average earn-
ings of the years 1911 to 191.3 in their relation to invested capital of
thosa years.

The difficulty of administering that law caused the Congress, in
passing the law of 1918, to abandon that principle and to adopt a fixed
percentage of 8 percent on invested capital.

Considering the difficulties that you have in computing invested
capital under such a law as that now before you, involving 1,825 daily
computations of invested capital and they, in turn, according to Mr.
Fernald, involving 1.80,000 computations, it is an impossible task to
administer such a law.

All the king's horses and all the king's men can't do it.
Recommendation number two: The taxpayer should be given the

opportunity of including all his borrowed capital in invested capital,
in which ease none of the interest on that borrowed capital would be
allowed as a deduction in computing net income, or he should be
given the option of eliminating all the borrowed capital and including
the interest as a deduction.

The advantage of that is to (1o away with all these difficult compu-
tations with respect to the portion of borrowed capital which is to be
included in invested capital under this bill.

I don't see the logic of including a hundred percent of borrowed
capital up to a hundred thousand dollars, 66% percent from a hundred
thousand dollars to a million dollars and 33% percent from a million
dollars on up. Borrowed capital is borrowed capital. It should all
be exluded or included, and without any injustice to the Government
the taxpayer can well be given that option.

Point 3. The election of the average earnings method of computing
the excess-profits credit should not carry with it as a penalty an
increase in the rate of iormal income tax.

Now, the average earning method is either a sound or an unsound
method of computing the excess-profits credit. If it is sound, it
should be used without penalty. If it is unsound, your committee
should discard it entirely. I 'think it is sound as' an alternative
method of computing the excess profits credit.
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Point 4. A binding election as to the method to be used--that is
whether tile base period method or the invested capital method should
be use(--should riot be required at tile time of filing the return.

I know it is the intention that the taxpayer choose the einothod which
will produce the least tax. It is impossible in mnty cases for that to
be known at the tinm of filing the return.

The first returns under this law are due to be filed March 15, 1941.
At that time, inany of the income tax returns for either aill or part of
the base period years will not have been audited. The net income for
those years as finally deternined by the Treasury Departtment and the
Board of Tax Appeals will not be known.

The taxpayer whose returns are all audited for that base period
would have a real election. The other taxpayers would not. There
is no reason for discrimination between the two.

Point 5. The graduation up ward of the rate of excess-profits tax
should be depen(lent not merelyon ti he size of the earnings, but upon
the size thereof in relation to the normal earnings.

That point has been made by several other witnesses and I will not
elaborate upon it. The report of the sub-committee of the Ways
and Means Committee did that thing.

Point 6. A deficit carry-over should be permitted in computing the
excess-profits credit. B'y that I mean this: If a corporation has
an excess-profits credit of $40,000 and it earns $20,000 in 1940,
$20,000 should be carried forward to 1941 and added to its excess-
profits credit of that year. So that that corporation then could earn
$60,000 in 1941 before paying an excess-profits tax. Its earnings, then,
for the 2 years, as you would see, woud average $40,000 which is its
normal excess-profits credit.

In the case of a net loss in the year 1940, or any other year, that
also should be carried forward and that loss should be allowed to be
recouped before paying excess-profits tax.

Point 7. Provision should be made for special relief of corporations
which would otherwise suffer a disproportionate tax burden.

Our experience with prior laws shows the necessity for that relief,
and while I realize that the administration was difficult, perhaps riot
entirely satisfactory, some provision for special relief is necessary.

Poiit 8. And other witnesses are not making this point. I think
it is very necessary. Present capital-stock tax and the present excess-
profits tax should be eliminated upon the passage of such an excess-
profits-tax law as is now contemplated.

The .present capital-stock tax and excess-profits taxes are a guessing
propositiomn. The amount of taxes paid doesn't depend so much upon
ability to pay as upon '.,ood guessing or really lucky guessing.

If a corporation's ofe'cers ire lucky in prognosticating future earn-
ings for a period of 3 or 4 years ahead, their tax will be at the mini-
mum, whereas, if they are unlucky in prognostication, their tax will
be at the maximum. That is an unscientific, basically unsound law,
and with the passage of an excess-profits-tax law running up to 50
percent, that law is no longer necessary as a separate part of our tax
system.

The CHAIRMAN. As a revenue producer, it is a pretty big item.
Mr. DUDLEY. It is, Senator, and I should certainly incorporate

provisions in this law which would take care of that $150,000,000 of
revenue if the capital-stock tax and the excess-profits-tax law now on
the books are eliminated. In other words, it should be provided for.
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Finally, I urge upon this committee segregation of the amortiza-

tion features and t most careful consideration of the excess-profits-tax
provisions.

Tohe best excess-profits-tax law is none too good. It is the most
dificialt law to administer that we have ever had. Experience shows
uis titt. I urge upon this conittee a most careful study of it in a
real effort to get a sond excess-profits-tax law.

Senator KING. I assume fromt your statement, then, that the bill
before us does not measure up to'that standard?

Mr. Dum)lEY. It certainly does not.
The CAIIAMAN. Thank you very much.
Senator KING. [Iave you chraftetl ally provisions which would?
Mr. Du)mitY. I have not drafted any provisions. I have given the

comifittee sonae recommenldations as to points but not amendments.
(Prepared statement of Mr. Claude W. Dudley is as follows:)

MILLas' NATIONAL FtI)EIHATION,
Washington, D. C., September 5, 1940.

lielu. PAT ltAltIttB(N,

Chairman, Senate Finance Coummittee, United States Senate,
lWashington, D. C.

D)HAR Mlt. CHAIRMAN: T0he excess-profits tax bill, 11. I. 10413, as it passed the
House, presentts an unworkable plan of taxing the profits of corporations and
must in my opinion be drastically (hanged if hopeless confusion is to be avoided.
I am appearing before you as tax counsel of the Millers' National Federation,
a trade association of the flour milling industry. I an interested primarily in
simplification of the bill.

T1 he speed with which the Ways and Means Committee and the experts of the
joint committee and the Treasury departmentt have had to work in an effort to
produce quickly an excess-profits tax law is in toy opinion largely responsible for
the incotmprehiensible features of the bill. The hill represents obviously a coin-
promise between two schools of thought with respect to excess profits and invested
capital. One school apparently thinks that excess profits should be defined as
the excess over an average income of a period of years and the other school appar-
ently thinks that excess profits should be defined as the excess over a specified
rate of invested capital. In an effort to please both schools of thought the bill
presents an intermingling of the two methods of computing excess profits. This
leads to endless complications. There is also apparently a compromise between
those who believe that invested capital should include only equity Itivested capital
and those who believe that borrowed capital should be incIuded in invested capital,
with tle result that the bill provides for a hybrid method of computing invested
capital, permitting borrowed capital to be partially included in invested capital,

For the sake of simplification, I urge upon your committee two amendments
as follows:

1. Where the invested capital method of competing the excess-profits credit
is elected by the taxpayer, the credit should be fixed at a fiat rate of 8 percent
of the invested capital of the taxable year.

2. The taxpayer should be given the opportunity of including all borrowed
capital ill invested capital, in which case no part. of the interest paid o1 such bor-
rowed capital should be allowed as a deductioti in computing excess-profits net
income, or of including no part of the borrowed capital in invested capital, in
which case the interest, paid oi borrowed capital should be deductible in computing
excess-profits ttet incotie.

With respect to the first recommendation, its adoption would eliminate entirely
the necessity of cotputitg invested capital for the 4 base years. Previous
experience with time war--and excess-profits tax laws of 1917, 1918, and 1921
have taught us that no law should require the computation of invested capital for
more than 1 year. The delermination of invested capital under the simplest law
which can be devised is a very difficult administrative job. I't is multiplied a
thousandfold in such a bill as'that passed by the House. The House bill not
only requires the computation of invested capital for the taxable year, but requires
the computation of invested capital for each of tlme base years, making 5 years in
all. Furthermore invested capital during each of these 5 years must be computed
daily under the Jlouse bill. This 'makes 1,825 computations of invested capital
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for each corporation. The excess-profits tax law of 1917 allowed an excess-profits
credit of not less than 7 percent nor more than 9 percent on invested capital of
the taxable year, the exact percentage to depend on the average ratio of net income
to invested capital for the pro-war years of 1911 to 1913. The determination of
this pre-war invested capital and net income was such a difficult task that after
1 year's experience with that law this graduated percentage basis was abandoned.
The 1918 and 1921 acts adopted a fixed rate of 8 percent and allowed an excess-
profits credit equivalent to 8 percent of the invested capital of the taxable year.

recommend that you accept experience under prior acts as a guide for your
action in passing a new excess-profits tax law. Based on that experience a fixed
percentage on invested capital should be adopted if we are to hope for prompt
and effective administration of the law.

With respect to the second recommendation, I see no logic in the provision
of the House bill which permits 100 percent of borrowed capital to be included
in invested capital until $100,000 of invested capital is reached, 66% percent of
the borrowed capital from $100,000 to $1,000,000 to be included, and 338 per-
cent of the borrowed capital in excess of $1,000,000 to be included. Experience
with the excess-profits tax laws of the World War period shows that in some
cases where the borrowed capital is large in comparison with the equity invested
capital, the taxpayer needs relief from an inequitable tax burden. Under those
laws this relief was afforded through the so-called special assessment provisions
of the law, sections 327 and 328 of the 1918 and 1921 acts. Adequate relief can
be afforded without any unfairness to the Government by providing that the
taxpayer may at its option include all of its borrowed capital in invested capital
if it is willing to forego the privilege of deducting interest on borrowed capital
in computing its excess-profits net income. This is especially important with
respect to borrowed capital represented by bonded indebtedness. Unless a cor-
poration having bonds outstanding is permitted to include all of its borrowed
capital in invested capital and is required to eliminate the interest deduction in
computing its excess-profits net income, it is in a seriously disadvantageous
position in comparison with the company which has preferred stock outstanding
and no bonds.

Unless these two changes are made in the bill, I fear that the administration
of the law will break down. The force of the Bureau of Internal Revenue and
the force of trained accountants in private employment are entirely inadequate
to handle the work of preparing and auditing expeditiously the returns under
the bill as it passed the House. It would be a far greater task than was en-
countered under the excess.-profits tax laws of the World War period and they
resulted in a backlog of years of work in arrears. The Bureau has only recently
worked out from under that load. It is now comparatively current in its work.
It is important that it remain so, for corporations cannot plan ahead without
some accurate knowledge of their prior accrued tax liabilities, It is impossible
for a board of directors to pass intelligently on a question of dividend payments
on its stock or on a question as to whether to make an investment in plant ex-
pansion if it has 5 years' unaudited income and excess-profits tax returns and an
unknown tax liability under those returns. This will be the case under the bill
as it passed the House.

I have seven other recommendations to make, the adoption of which will
tend to remove inequities in the present bill and result in further clarification and-
simplification. These are as follows:

3. The election of the average earnings method of computing the excess-
profits credit should not carry with it as a penalty an increase in the rate of the
normal income tax. The adoption of the average earnings method of computing
the excess-profits credit is either sound or it Is unsound. If sound, there is no
justification for a higher normal tax as a penalty for its use. If unsound, it
should not be permitted at all. I am of the opinion that it is sound as an alter-
native method of computing the excess-profits credit, for there are certain service
industries which normally earn substantially more than 8 percent on invested cap-
ital and it cannot be truthfully said in such cases that all earnings in excess of 8
percent are excess profits. There is no justification for the increase of 4.1 percent
in the normal income tax rate of corporations lecting the average earnings
method.

4. A binding election as to the method of computing the excess-profits credit
should not be required at the time of filing the return. The House bill gives a
taxpayer the option of having its excess-profits creo1it based on the average earnings
method or the invested capital method. It is undoubtedly the intention of the
House that the taxpayer be given the opportunity of choosing which method



SECOND REVENUE ACT OF 1940

produces the least tax. The House bill as I understand it requires the corpo-
ration to elect at the time of filing its return which method to adopt. This
requirement that the election be made at the time of filing the return and that
the election be irrevocably binding will result in serious inequality between tax-
payers similarly situated. The first returns under this bill will be filed on March
15, 1941. At that time the income tax returns for all the base years 1936 to
1939, will in many cases not have been audited by the Bureau of Internal Revenue.
In fact, in some cases the net income for none of the base years will have been
at that time finally determined. A corporation which is lucky enough to have
had its net income for all the base years finally determined will have a real election.
The corporation whose net income is not finally determined for some or all of the
base years will be merely guessing as to which method should be elected. In
order to prevent inequality among the taxpayers the election as to method
should be subject to change. Either method should be available to the corpo-
ration at all times until its return is finally closed by the statute of limitations
or by a closing agreement between the Commissioner and the taxpayer.

5. The graduation upward of the rate of excess-profits tax should be dependent
not merely on the size of the net income, but on the size thereof in relation to
the excess-profits credit. Corporations are owned by individual stockholders and
it is they who bear the ultimate tax burden. One corporation may have $1,000,000
of earnings and a thousand stockholders. Another corporation may have
$1,000,000 of earnings and five stockholders. It is impracticable to make the
graduation dependent on the size of the earnings in relation to the number of
stockholders, It is inequitable to make it dependent on mere size alone. It is
logical to make it dependent on the excess of earnings in relation to the normal
earnings as the latter are reflected in the excess-profits credit.

6. A deficit carry-over should be permitted in computing the excess-profits net
income. The deficit carry-over should be defined as the excess of the excess-
profits credit over the excess-profits net income. In other words, if a corporation
fails in any year to earn the amount it is entitled to earn free of the excess-profits
tax, the amount not earned should be carried forward and added to the excess-
profits credit in the following year. The deficit carry-over should be allowed to
be carried forward for at least 2 years. If there is an actual net loss in any year
the deficit carry-over should consist of the sum of the excess-profits credit and
the net loss for that year.

7. Provision should be made for special relief of corporations which would
otherwise suffer disproportionate tax burden. This was provided for in previous
excess-profits tax laws of the World War period and our experience under those
acts shows the special need therefor. If such special relief is not provided for
serious inequalities in tax burden between competitive concerns will develop.

8. The present capital-stock tax and excess-profits tax laws should be repealed.
These taxes are very unscientific. The amount of tax paid is more dependent on
good guessing than ability to pay. If a corporation is lucky enough to prognosti-
cate accurately its earnings for a period of years it will pay the minimum of tax,
but if it is unfortunate and makes a bad guess it pays the maximum tax. The
need for these taxes as a separate part of our tax system ceases upon the passage
of a real excess-profits tax law at rates graduating upward to 50 percent. The
required revenue will be collected under the new tax law and will fall upon those
able to pay.

9. The provisions for amortization of the cost of defense facilities should be
segregated from the bill and passed promptly, but the passage of the excess-profits
tax law should be deferred pending the most careful consideration by this com-
mittee and by the Congress. There is need for prompt enactment of the amortiza-
tion provisions in order to speed up national defense but there is no need for haste
in enacting an excess-profits tax law. The excess-profits tax is the most difficult
tax that we have ever had to administer. The best bill possible is none too good.
It is important that full opportunity be given the Government experts and business
representatives to study the provisions of the bill and report fully their views to
this committee. It is important that this committee take adequate time to study
them. Only in this way can a workable excess-profits tax law be hoped for. It
is important that it be workable.

Respectfully submitted.
CLAUODT W. DUDLeY,Toaz Counsel.
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The CHAIRMAN. Mr. J. Marvin Haynes, representative of the
Cardox Corporation.

Mr. HAYNES. Mr. Chairman and members of the committee--
The CHAIRMAN. Mt. Haynes, may we put in the record at this time

a letter that 1 have just received from the Secretary of War?
S. NPTEBIIt 5, 1940.Hon. PATr IIARiICON,

Chairman, Committee on Finance, United States Senate.
The War Departnont has been advised by the Advisory Commission to the

Council of National Defense that the Comnmission has recommended to the Coln-
inittee on Finance of the Senate that subparagraphs (i), (J), and (k) of the Second
Revenue Act of 1940 as set forth on pages 91, 92, and 93 of H. It. 10413, as printed
August 30, 1940, be deleted. It is understood that soine question has been raised
as to the attitude of the War Dopartinent toward such deletion.

It is the intent of the War Department to take all measures necessary to protect
the interests of the United States with respect to any new facilities contributed to
directly or indirectly by the Government. It is believed that such protection can
be obtained in connection with individual contracts entered into and dealing with
the facilities to be created. To limit, or restrict by legislation the use which a
taxpayer may make of facilities against which amortization or accelerated depre-
ciation has been charged, is, in the opinion of the War Department, unnecessary
and illogical, and would undoubtedly engender reluctance on the part of industry
to enter into contractural relations with the Government. Such legislation would
be difficult of equitable application to the various situations which may be expected
to arise.

In order to avoid so far as possible any legislative restrictions which might
impede the accomplishment of the national defense program, I concur in the
recommendation of th

t" 
Advisory Commission to the Council of National Defense

that the three paragraphs referred to he deleted from the bill.
Time has not plermitted submission of this report to the Director of the Bureau

of the Budget. Therefore, it involves no commitment as to the relationship of the
report to the program of the President.

Sincerely yours, HEnNaY L. STrmMsoN,
Secretary of War.

All right, you may proceed.

Mr. HAYNES. If it please the members of the committee, the
calendar of witnesses shows my address as Chicago, Ill. That is an
error.

Senator KING. Shows what?
Mr. HAYNES. Shows my address as Chicago, Ill. My address is

Washington, D. C. I am a local representative of Roth Bros. &
Montgomery, which has an office in Illinois, which, in turn, repre-
sents the Cardox Corporation, and I am appearing in behalf of that
corporation.

The CHAIRMAN. All right, sir.

STATEMENT OF J. MARVIN HAYNES, WASHINGTON, D, C,,
REPRESENTING CARDOX CORPORATION

Mr. HAYNES. In order to conserve the time of the committee, I
have prepared a very brief statement in order to set forth the
thoughts I wish to convey to you.

The particular problem which I wish to bring before the committee
is the plight of a company which has been in existence through a
period of years, but is just now coining into earnings for no reason
connected with the present emergency. By no means do I think the
problem is related only to the company for which I appear. I am
advised that there are many companies which will be somewhat
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similarly affected, and a great many of those companies have appeared
here today.

From my study of the bill, which necessarily has been limited, it
appears that such a corporation will be taxed at excess-profits-tax
rates on earnings which in no true sense are excess profits.

I wish to say emphatically that I am not appearing for a corporation
which wishes to avoid its just share of taxes for the present emergency.
This corporation asks only that it not be placed completely at the
mercy of its competitors by having to bear extraordinarily heavy taxes
on normal profits which its competitors, as long-established business
concerns, will not have to bear.

My company's plea to you is to write the law so as to grant relief
to this type ofcase.

More particularly I am appearing in behalf of the Cardox Corpora-
tion of Chicago, Ill. This company is a comparatively small cor-
porattion whose business is entirely bascd upon patents. The product
resulting from these patents it has developed over a long period of
years, in the face of strangling competition from some of the largest
combinations of capital in the country, which have thrown every
possible difliculty in the way of the successful application of the
product.

The company has had relatively heavy losses from its incorporation
in 1927 through 1934. During the depression its losses were reduced
from year to year, and since that time its earnings have increased
substantially from year to year, from a small profit in 1935 and 1936
until the pricsent year the earnings will be two and a half times what
they were last year, and three times what they were in 1938.

Profits from 1935 to 1937 were used to eliminate the operating
deficits of prior years, and no dividends were paid to date due to the
necessity of paying off indebtedness which accumulated during the
loss years.

Senator KING. When you say "to date" you mean now?
Mr. HAYNES. That is correct.
Senator KING. At the time of the preparation of that memorandum?
Mr. HAYNES. That is correct
Thus the earnings picture is a long period of deficits, due to large

sums spent for experimental work in introducing the product and
having it accepted by the public.

The product in question is Cardox. This is carbon dioxide gas,
confined in a tube in such a manner that it may be used in blasting in
lieu of blasting powder. Its value lies in the fact that it is safer in
mining operations, since it causes no sparks, thereby avoiding mine
fires and explosions and many injuries to miners.

In mining coal it produces larger lumrps and facilitates the loading
of mine cars. Just recently the company has developed apparatus in
which carbon dioxide is used for extinguishing fire, which some of the
large companies are installing for use as a quick means of extinguishing
fire.

This explanation has been given to show that the competitors of this
taxpayer as to Cardox are the large and long established powder
companies, which we all know represent large concentrations of capital.
Just now, through years of education, the safety and efficiency of the
company's product over blasting powder is being accepted by the
public. The result is that the long period of losses is bearing fruit in
increasing profits.

407
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There is no provision in the present law to deal fairly with this
situation. If the company's.excess profits are computed on the earn-
ings basis, its present earnings are not properly measured by the
earnings of the base period because of the rapid rise in the current
year. This rise will be greater in the 2% remaining years of the life
of its basic patent, and then decline, due to the expiration of the
patent. Thus these higher profits are not and will not b due to the
emergency, but will be the fruit of years of overcoming difficulties
and sustaining losses

The earnings of the base period cannot possibly measure any excess
profits due to the emergency in the present case. The result will be
the taxation of normal profits at excess.-profits tax rates. For the
present year it will pay. a tax of over 50 percent of its income.

Likewise the use of the invested capital method would work even
a greater hardship in this case because the invested capital can never
be large on a patent and product developed as in this case.

Due to its losses and heavy expenses which could not properly be
capitalized, the company has had no opportunity to build its capital
to the point where invested capital under the laiw would justly tax
the excess of normal earnings on a normal invested capital.

Furthermore, this business has to a very large extent been developed
by the use of borrowed capital. As this borrowed money has been
repaid, no part thereof caii enter into invested capital under the
proposed law, notwithstanding the fact that such borrowed money,
together with the deficits, have brought about the present profits.

As previously stated, I am convinced that this is not a problem. of
this single taxpayer, bt is a problem which affects many other com-
panies for one or another reason. The company presents no particular
solution since it believes this committee is most capable of writing the
remedy. However, a provision similar to sections 327 and 328 of the
1918 act should bring about the desired result if such a section is
properly administered.

Senator KING. Could I ask you one question?
Mr. HAYNES. Yes, sir, Senator.
Senator KING. If you seek to apply the rule imposing the tax upon

invested capital and you have, as the basis of your capital structure,
merely patents, how do you determine the value of those patents?
Supposing they have not been applied, it is problematical as to what
the result will be.

I was wondering if you only have patents as the basis of your
capital, how you determine its value.

Mr. HAYNES. If it is a patent you have had some experience with
from an earnings standpoint, it is possible to place a value on that
patent on the basis of what it will produce; but where a patent, as in
this case, has been turned into a corporation and then a large amount
of experimental work thereafter has been going on through pouring of
earnings back into the business through the borrowing of capital and
repaying of the same, there is no way to arrive at an invested capital
to measure the excess-profits tax.

Senator KING. I recall the question was suggested in the consider-
ation by the Temporary Economic Committee, of which I am a mam-
ber, when we 'had before us a large amount of testimony concerning
patents of all kinds as to the value of those patents and how to deter-
mine their value as a basis for estimating sales or the basis of estimating
or determining taxes which should be paid.
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Mr. IlAYNES. As I say, if you have had any earnings experience
with a patent, you can base it on the actual experience.

There is also the method of an expert figuring out the field that
the patent will operate in, the possible sales that might come in, the
estimated expenses in order to carry on the operations, and in that way
estimate what would be the net income from those particular patents
or that particular patent during a particular year. That is, based
upon the expert judgment of a inan that knows the uses to which that
patent will be put.

We appreciate that Congress does not want knowingly to place this
company or any other company at a serious disadvantage as compared
with its wealthy and long-established competitors who, either from the
standpoint of earnings or of invested capital, will have their excess
earnings fairly measured under the bill as at present drawn.

Senator KING. That is all?
Mr. HAYNES. 1 might make a reply to a question that Senator

Harrison asked one of the witnesses as to whether it would be fair to
have the administration of a section similar to sections 327 and 328
vested in the Treasury Department. I have been practicing before the
Treasury Department some twenty-odd years and a rather e:,tensive
practice and I think that if the Treasury Department in the first
instance was given the right to administer such a provision, with the
provision that wherever a taxpayer wanted to take an appeal to the
United States Board of Tax Appeals, I believe that in 90 percent or 80
percent of the cases that they would work out a solution in the
Treasury Department.

In other words, I think that from 80 to 90 percent of the cases
arising under this special provision would probably be taken care of
in the Treasury Department.

Senator KING. We have had too many appeals now in the Board of
Tax Appeals.

Mr. HAYNES. I think, when you consider the large volume of cases
that have been handled in the Treasury Department, probably the
percentage of appeals to the United States Board of Tax Appeals is
not very large.

Senator KING. And no complaint was made about the stupendous
record that they had in the Board of Tax Appeals and the number of
cases before them.

Mr. HAYNES. In the early days I think there was a very large
accumulation.

The CHAIRMAN. Was there something else now you wanted to say?
Mr. HAYNES. I just have one more statement, Senator, and that

is tbfis:
I predict that if the proposed law does not carry some kind of a

relief provision for new businesses that are being developed, experience
will show that this tax will work such a hardship upon these new
business enterprises that the same will be retarded, and in some
instances actually destroyed.

The company presents the problem and prays for relief against
otherwise ruinous results.

Tho CHAIRMAN. Thank you very much.
Mr. HAYNES. Thank you, sir, very much.
The CHAIRMAN. Anyone in the aiidionce that has got to leave for

this reason or that reason who wants to file their briefs?
(No response,)
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The CHAIRMAN. All right.
A VOICE. Is this the end of the hearing?
The CHAIRMAN. No; I have got about 40 here left.
A VoicE. I mean is it the close of the hearing?
The CHAIRMAN. We are going to close the hearings today. We will

have to meet again tonight. I was just trying to bribe somebody
into filing a brief.

Senator KING. Call your next witness.
The CHAIRMAN. Mr. Ingebretsen, representing the Los Angeles

Chamber of Commerce.

STATEMENT OF JAMES C. INGEBRETSEN, REPRESENTING LOS
ANGELES CHAMBER OF COMMERCE

Mr. INGEBRETSEN. Thank you, Mr. Chairman.
The CHAIRMAN. Have you got a brief?
Mr. INGEnRETSEN. My name is James C. Ingebretsen. I do not

have a prepared statement for you this afternoon. I am the attorney
and Washington representative of the Los Angeles Chamber of Com-
merce. We comprise a membership of some 10,000 firms and indi-
viduals which are engaged in business in Los Angeles County.

A very complete statement of the chamber's position in opposition
to this legislation was presented to the House committee by Mr.
Leonard Read, the general manager of the chamber of commerce and
I will not undertake at this time to repeat the arguments which are
contained in that statement.

The CHAIRMAN. Was that on this bill?
Mr. INGEBRETSEN. On the subcommittee report, but, of course, a

good many of the arguments in principle as set forth in that state-
ment, I think, are equally applicable to the bill as reported by the
committee.

The CHAIRMAN. We have that hearing here.
Mr. INGEnRETSEN. Yes, sir; that is contained at page 452 of the

hearings before the House committee and I respectfully call your
attention to that statement.

It received very extended consideration at the hands of some of the
leading economists in the Southern California area and I think it is a
very sound presentation.

We are opposed to profiteering and the creation of war millionaires.
We recognize the necessity of increasing governmental revenues.

We are opposed to this' bill as it stands. We were opposed to the
bill as it was proposed by the subcommittee report because we do not
think that this bill is the best way to accomplish either purpose. We
think that both for the purpose of preventing profiteering, to the extent
that that isn't prevented by the other restrictions and regulations to
which business is subjected, and to the extent that it isn't prevented
by the negotiating skill of your government negotiators and agents,
and for the purpose of raising revenue, the sound approach is by taxes
levied at the point where these profits are svphoned off from industry
in the form of dividends and salaries anl bonuses to individuals.
After all, you can't have a millionaire until some individual extracts
from the corporation the profits of the industrial enterprise in the form
of salary, dividends, or bonuses.
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We think that the logical solution of the problems confronting the
committee would best be found in an extension of the current tax rates,
current income taxes. We are very seriously concerned over the
possible effect of this bill upon businesses that have been efficiently
operated with a small capital basis and particularly those that have a
growth record over the base period .

Now, we have a number of such industries in the Los Angeles area.
Several representatives of industrial and business concerns from that
area have gone to the time and expense of coming back to testify both
before this committee and the House committee.

We have many concerns that will be seriously affected by the bill
as it is now drawn. This bill will not tax their excess profits, and I
suppose none of us would object to a tax which really reached excessive
profits, but instead will add heavy and inequitable increases to their
tax load on normal, or even subnormal profits.

So far as I am personally concerned, I would see no reason why
truly excessive profits should not be fully recaptured by the Govern-
ment to 100 percent.

After all, if those profits represent unjust enrichment, represent
emergency profiteering, the Government is simply getting back what
was unfairly taken from it in the first instance even under a 100-
percent tax, and I would see no objection to that, if such excessive
)rofits, if any, could actually be separated from normal profits, which

we think cannot be done, but apart from that situation, we are
alarmed at the possibility that in seeking to prevent the making of
millionaires, which is only really something that we are indirectly
concerned about, after all'the thing we are vitally concerned about is
developing our defense program and most business people would be
glad to make some normal profits and in attempting to keep a few
people from making money, you are liable to disrupt the entire defense
program. We think our defensive machinery can only be developed
through a rapid expansion of our industrial l)lants.

If mere manpower could build a modern army China would be the
greatest military power in the world. The only way we can get it is
to build machines, and the only sure way to get a rapid expansion of
our industrial plants will be by the reinvestment of profits by these
people who have been efficiently conducting their business enterprises
in the last few years.

We make thei following recommendations which were not made to
the Iouse committee because we did not have the bill before us. We
think that the taxing portion of the bill should be withheld by the
committee for further consideration. We think that when the bill is
reported, there should be some form of special-relief provision to take
care of these businesses that I have described.

We think there is no possible justification for the penalties which
have been imposed on those companies which must elect to use their
earnings as their base rate. With respect to amortization, we think
that the provisions of subsections (i), (j), and (k) should be eliminated,
and we think that the amortization provisions should be extended to
the first of the year.

Senator KING. Have those last suggestions been reduced to writing?
Mr. lNGEITnTErsE6. No; they have not been, but I will be glad to do

that and make it a part of tile record.
The CHAIRMAN. If yOu want to elaborate on it, you have that

privilege.
259820-40-27
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Senator KING. I wish you would prepare it this evening and let me
have it tomorrow morning.

Mr. INOEBRETSEN. I will be glad to (1o that. Thank you very
much.

(The letter to Senator King is as follows:)
1615 I1 S'rwFEcr NW.,

Hon. WILLIAM H. KINo,

Member of Senate Finance Committee,
Senate Office Building, Washington, 1). C.

My DEAR SENATOR KING: I am writing this letter in, response to your request
for a written outline of the specific suggestions which 1 offered to the Senate
Finance Committee this afternoon at the conclusion of my testimony in opposi-
tion to the pending excess-profits tax bill.

We suggest:
1. That the taxing provisions of the bill be separated from the rest of the bill

and be withheld by the committee for further study anld consideration.
2. That when, if ever, an excess-profits tax bill along the lies of that now under

consideration is reported, special consideration should be given to the protection
of those concerns which have operated on a small capital basis and which show a
growing earning record throughout the base period as a result of efficient opera-
tion and the reinvestment of profits. We think it is particularly important that
the continued growth and expansion of such firms be encouraged in every way
possible.

3. That adequate special relief provisions be included in the bill.
4. That the penalties created by the bill with respect to those corporations

electing to adopt an earnings base be eliminated.
5. That the amortization provisions of the bill ie extended to cover improve-

ments constructed since January 1, 1940.
6. That subsections (i), (j), and (k) of section 124, relating to destruction of

facilities be entirely eliminated,
With kindest regards,

Sincerely yours,
,JAMES C. INGEHRETSEN,

Washington Representatie,
Los Angeles Chanber of Commerce.JCI:HD

The CHAIRMAN. Mr. Richard Pass of Pass-Seymour, Inc.

STATEMENT OF RICHARD PASS, REPRESENTING PASS-SEYMOUR,
INC., SYRACUSE, N. Y.

Mr. PASS. Do you wish me to restate who I am or do you have it
on the record?

The CHAIRMAN. I have it on the record.
Mr. PASS. We appear before you to make certain suggestions in

connection with the proposed excess-profits tax which we believe
would make such tax more equitable than the provisions of the bill
under consideration. In the interest of saving time 1 will not give
the background of our situation.

I don't think there is anything unusual about it. We tire in a
business which may be called a durable-goods business. We are
largely dependent upon construction. We have had a number of
years of depressed earnings.

During the base years of 1936 and 1939, we have just been getting
on our feet again, just regaining our laealth. Our income in the first
3 of those base years was quite subnormal and that is the bagis of our
difficulty. For the 4 years, the 4 base years, our average net earnings
were only 4.9 percent of the average net invested capital and in a
business of this kind which suffers with fluctuations with the building

412



SECOND REVENUE APV OF 1940

cycle, that is not an adequate profit in order to maintain the business
on a healthy basis.

It was not until 1939 and 1940 that we la(l so far regained our
strength as to make earnings approximately normal. The improve-
ment has not been due in any considerable degree to war conditions
abroad nor to the defense program here. In fact, 1 believe that our
business would be better than it is today if there were no war abroad
and no necessity for a defense program here.

Our objection to the provisions of the excess-i)rofits tax bill under
consideration is principally to the use of earnings in recent years as
the basis for judging what constitutes excess profits at the present
time and for the future. In the excess-profits-tax bill under consider-
ation, the extent of the tax is based primarily on the average earnings
experience during the 4 base years from 1936 to 1939 and this is true
under the hill's average earnings option and it is largely true also
under the so-called invested capital option, since the tax inidler the
latter is, itself, tied in with average earnings in those base years.

The CHAIRMAN. Do you believe that could be simplified?
Mr. PASS. I do and I am going to suggest how it might be simplified.

Fundamentally, sir, I object to the principle that excess earnings can
be properly measured by what earnings may have been during a
base period in which there wvere many abnormal conditions and I
think that applies particularly to businesses in the durable-goods in-
dustries which have not as yet, generally speaking, recovered fully
from the impact, of the recent depression.

The CHAIRMAN. Will you pardon me just for a second?
Mr. PASS. Yes, sir.
The CHAIRMAN. 1 have just been handed from the Navy Depart-

ment a letter which I think ought to go into the record in connection
with the other matter which I put in from the Secretary of War.

DEPARTMENTT OF THE NAVY,
OFFICE OF TE SECRETARY,

Washington, September 5, 1940.
My DEAR SENATOR HARRISON: I have read Mr. Knudsen's statement on the

subject of subsections i, j, and k of the Second Revenue Act of 1940. Because
of the diversity of arrangements that the Navy is faced with making in regard
to proposed expansion of plant and facilities, it seems to me that his point is well
taken and that the provisions would lead to difficulties in application. There is
a distinct advantage to covering these problems by contract provisions which in
their very nature are flexible and can be made to fit each type of case as it arises
rather than to atteml)t an omnibus coverage of an inflexible nature in the law
itself.

The development of this situation will conclusively demonstrate whether or
not the contracts are effective and I consequently take the liberty of suggesting
that legislation of the type now included in the draft, of the pending bill can at
any time, if necessary, be written into law by the Congress.

4 or these reasons I find myself in agreement with the point of view expressed
by Mr. Knudsen.

Sincerely yours, (Signed] JAMES FORRESTAL,

Assistant Secretary of the Navy.
HOn. PAT HARRISON,

The United States Sente, Washington, D. C.

That is signed by the Assistant. Secretary of the Navy.
So they seem to be getting in harmony; more in accord.
All right, pard on me.
Mr. PASS. Mr Chairman and gentlemen, I am going to try to

show very briefly why I don't think that excess profits should be
defined as profits in excess of what the profits of a company may
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happen to have been in a base period of 3 or 4 years irrespective, of
whether those were normal years or subnormal years.

It is our understanding that the purpose of this'excess-profits tax was
to prevent profiteering under our defense program, by the imposilbion
of a tax on excessive profits, and to (1o so without (iscriminationi.

Also to raise revenue in such manner that the burden will be equi-
tably distributed according to ability to pay. Now, analyzing those
intentions, I should like to speak first of the profits from the defense
program.

As far as I can see, our company, as an example, is not pro!iting
this year either directly or indirectly from expenditure of the money
al)propriated by Congress under the defense program and yet the
proposed excess-profits tax applies to us in the year 1940

As to excess profits, certainly the base years from 1936 to 1939 do
not furnish a measure of excessive profits for those companies which
experienced very small earnings in those years.

Under the bill, these companies with small recent earnings are taxed
more heavily on their current earnings than are companies which had
-good earnings in the base period. In fact, the companies with sub-
normal earnings in the base period may be taxed heavily even on earn-
ings less than necessary to their survival, whereas the coi mpanies which
were prosperous in the base years may have current earnings far in
excess of what are necessary to survival and yet they may pay coin-
paratively little tax under the present bill.

In short, sir, it seems to be a case of the devil take the hindmost.
It appears to us that an excess-profits measure, which under both
options, as in the present bill, predicates the tax principally on past
earnings, does not fulfill the specifications of being nondiscriminatory
nor of taxing in accordance with ability to pay and, indeed, in many
cases, would tax, as excessive, profits which are very moderate.

We realize that for many companies, the average earnings option is
highly desirable and we are not suggesting that this option be removed.
We do suggest that the option based on recent earnings on invested
capital-that is, the second option--be changed so that the invested
capital option will not be tied in with past earnings but will be based
entirely on current earnings and current invested capital.

The CHAIRMAN. Do you think that can be done?
Mr. PAss. Yes, sir. That is to say, a figure should be set as a fair

percentage of return on invested capital before application of the
excess-profits tax and the tax calculated on current earnings in excess
of that figure. In the present bill there is an allowance of 10 percent
and 8 percent earnings on the invested capital of new corporations and
also on new capital in old corporations, whereas, only 7 percent and 5
percent are allowed on old capital.

This distinction does not seem to us equitable and, furthermore, for
a great many companies a 5 percent return cannot be considered a
normal return for normal years in our opinion.

It has been suggested that the 5 percent establishes a floor at a
reasonable rate of return, but it is my opinion, based on a good many
years of business experience and speaking primarily of the smaller or
moderate sized companies with which I am most fainiliar,4 that in
most caoes, a higher rate of return than 5 percent is essential in times
such as this if a company is to survive for long.

The CHAIRMAN. What would you suggest?
Mr. PAss. I am coming to that, sir.,
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We believe that the 10 percent and 8 percent earnings allowed new
companies and allowed on new capital under the present bill should
apply to all corporations, be they new or old, who choose the invested
capital option. That is to say, for each taxable year, all who choose this
option should be allowed, before application of the excess-profits tax,
10 percent of the first five hundred thousand of net invested capital at
the beginning of tile taxable year and 8 percent of the balance of in-
vested capital as of the beginning of said taxable year.

'the CHAIRMAN. Do you take into consideration loss of revenue?
Mr. PAss. Yes, sir; I am going to mention that. Not only would

these percentages be, in our opinion, more equitable and more in
accord with actual need, but also the method herein suggested would
also obviously prove much simpler in administration and application.

Before concluding, I should like to say that I think the present bill
is in some respects a definite improvement over the original proposal
of the subcommittee. I haven't heard many comments in that
direction. They seem mostly critical but I do think there are some
points of improvement.

The CHAIRMAN. We are thankful for the kind words as said in
regard to that bill.

Mr. PASS. Well, sir, I would like to point out just why that is, if I
have a moment more.

The present method of figuring the excess-profits tax after deduction
of credits is definitely fairer than the original method and I say that
based on calculations that I have made in actual cases.

The original method in the subcommittee proposal placed a double
penalty on companies which happened to have poor earnings in the
ase period, the very companies, incidentally, which in most cases

could least afford to pay a heavy tax.
Those companies were penalized doubly because, in the first place,

they had a small credit due to the fact that they had small earnings
and, in the second place, because they had a small credit their rate of
tax on all earnings above that credit worked out to a higher and more
unfavorable figure than the rate of tax on a company with a large
credit because of large earnings. It doubly penalized and pyramided
the penalty against those companies.

Now; thisis a very important point and in that respect the present
bill is a definite improvement over the provisions of the subcommittee
proposal.

Furthermore, the present bill has, of course, the 7-percent and 5-per-
cent exemption in the so-called invested capital option which is an
improvement over the original 6-percent and 4-percent figures, al-
though, as we have already pointed out, the figures should be, in our
opinion, 10 percent and 8 percent, the same as for new companies and
for new capital.

In conclusion, I wish to emphasize that we have no desire to escape
necessary taxation, and I think, sir, that that applies to manufacturers
generally.

Our appeal is simply that the method of taxation be equitable and
allow companies with moderate capitalization and with abnormally
low earnings in recent years to survive and to maintain corporate
health. Otherwise, they certainly will not be able to make their
proper contribution (and the contribution which they wish to make)
to our national well-being in. this time of stress.

415



SECOND IlEVENUE A(T OF 1)40

Now, coming to your question about the loss of revenue, Mr.
Chairman. If, after trial, the option we have suggested of a 10-p,)r-
cent and 8-percent earnings allowance on current not invested capital,
before application of the excess-profits tax, together with ti average
earnings option, fail to raise as much revenue as you believe to be
necessary, then, instead of attempting to raise more revenue by an
excess-profits tax, which would be discriminatory, iney we respect-
fully suggest that additional revenue might better be raised by a
statute drafted solely with that purpose in mind.

Senator KING. What do you say about raising the tax upon normal
profits, increasing the rate upon normal profits?

Mr. PASS. I think, sir, that that is a more logical way of tryingto
raise necessary revenue, definitely so.

The CHAIRMAN. Thank you very much.
Senator KING. It wouldn't need a very great increase upon, normal

profits to raise the two or three hundred million dollars which at the
outset was sugested would be raised by the excess-profits tax?

Mr. PAss. No, sir; it would not. It would not take a very large
increase.

Senator KING. And then we could avoid all of these complications
against which so much testimony has been presented?

Mr. PASS. Yes, sir.
The CHAIRMAN. You may put in the record, if you have any more

statements.
Senator KING. Did you finish your answer to my question?
Mr. PASS. Not quite. What was going to say in brief was, let

us confine our excess-profits tax to the fundanentalpurpose of trying
to avoid excessive profits under the defense program and let us raise
our revenue by a revenue measure.

The CHAIRMAN. Thank you very much.
Is Mr. Dewey here? Mr. Bradley Dewey, of Cambridge, Mass.,

president of the Dewey Chemical Co. Go right ahead, sir.

STATEMENT OF BRADLEY DEWEY, PRESIDENT, DEWEY CHEMICAL
CO., CAMBRIDGE, MASS.

Mr. DEWEY. My name is Bradley Dewey, president of Dewey &
Almy Chemical Co. of Cambridge, Mass.

In appearing before the House Ways and Means Committee, with
reference to their subcommittee proposals that were under consider-
ation at the time their hearings were held, I took occasion to say that
I thought most of the subcommittee proposals and options then under
consideration were equitable and that many of the necessarily in
inequitable features of any excess-profits-tax bill would be cared for
if a single optional relief were included to provide-
that any excess-profits-tax law contain a provision that corporations which pay
out in dividends within sixty days after the close of their taxable year all of their
excess earnings, plus two-thirds of their base earnings, shall obtain a credit equal
to the excess-profits tax that they would otherwise pay.,

If time were available, I would like to present these same argu..
ments to you. However, the bill as written now contains such other
inequitable features that to conserve time to discuss two of these
features, I ask to be allowed to present for the record a memorandum
of the arguments submitted in favor of the above proposal and the
reasons why it would better our national economy, facilitate the growth
of new industries, and help the defense program. -
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The CHAIRMAN. We can read that?
Mr. DEWEY. Yes; I have that here and I would like to put that

in the record if I may.
Senator KING. One of the witnesses who followed you commended

your statement but it seemed to be a little obscure.
The CHAIRMAN. We may come back to it and we hope to make a

little more progress in it than was made in the Ways and Means
Committee in that respect.

Mr. DEWEY. Thank you.
The subcommittee of the Ways and Means Committee met pro-

ponents of a right for corporations to use consolidated returns with
the argument that under either optional method the necessity for
consolidated returns had been done away with by the allowance of a
credit for dividends received from subsidiary corporations.

Paragraph 2 (a) of section 711 allows for the crediting of dividends
received when excess profits are calculated upon the basis of
invested capital. But such a deduction is not allowed in paragraph
1 (a) of section 711 when calculating credits on the basis of average
earnings.

I haven't heard any discussion of that or the reason for not allowing
it.

Many United States corporations have foreign subsidiaries and
bring the earnings of these into this country in the form of dividends.
When distributed, these result in increased personal income taxes and
surtaxes. They are in no way due to moneys spent for defense in this
country. If such dividends are not exempted from the determination
of the excess profits of a company which wishes to use the average
earnings method, it stands to reason that they will be kept abroad in
one form or another until this tax is modified. Inasmuch as such
dividends from foreign companies would, of course, be excluded when
determining average earnings for prior years, such a credit would not
be costly.

It would help the economy of this country and bring money back
here where it could go to work and wouldn't cost anything to the tax.

Furthermore, not to allow under section 711-a-4 a credit for divi-
dends received from foreign subsidiaries would discourage American
companies from tapping rich markets such as South America at a
time when the Government should be making every effort to encourage
just such activities.

Now, I think that is a pure oversight there and I think it is one that
should be corrected.

What reason is there for saying that companies which have had good
earnings in the past and wish to use the average earnings method
should he penalized by the levy of an extra corporation income tax
and the payment of 5 percent higher rates? A doctrine of "He who
hath shall pay" may be defensible when levying surtaxes, but it will not
help the national economy to say that he who has been successful in
the past shall pay greater taxes in the future.

Somebody called it a ticket to a show. I hink it should be called a
ticket to a lottery or the numbers racket because you can't tell how it
works out until you have tried it.

Senator KING. One man suggested to me those tickets were a grave-
yard.
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Mr. DEWEY. Yes.
How could the Government more effectively destroy incentive?

The provision for the extra 4.1 percent income tax should be elimi-
nated.

Now, one thing I would like to say in addition, because it has been
brought up here by some of you. I think that every businessman I
know or have talked to so far would rather pay more tax in the form
of an increased normal tax and call it a day. I don't see why you
can't label that an excess-profits tax is you want to put any type of
ticket on it, but have it something that is fair and levies against one's
own earnings and one's competitors' earnings equally and you will do
better for the country.Senator KING. It would save many hundreds of thousands if not
millions of dollars in expenses in determining what the taxes were.

Mr. DEWEY. To me, the accountants and lawyers have been per-
fectly wonderful in coining here and arguing against this bill. I
think it would cut a lot of their revenue but it would certainly let the
business men in the country go to work.

Senator KING. Thank you very much.
Senator LODGE. This provision of yours offers an inducement to

pay out dividends, is that right?
Mr. DEWEY. Yes, sir.
Senator LODGE. Is it substantially the same theory as the excess

profits tax?
Mr. DEWEY. It is purely optional. It is based on an acceptance

of the doctrine that no excess profits tax has yet been devised which
is equitable to all and it is an additional optional provision to let some
who would otherwise be crucified-growing young industries-to
escape if they are in a position to tap the capital markets and get
money back or if their stockholders will stand for stock dividends,
warrants and things of that type.

It is not anything that will cure all of the cases, but I think you
gentlemen have heard enough here today to know that this bill is
going to cripple a lot of industries. It is simply an attempt to solve
some of these problems. The right answer, as I say, would be to
raise the income tax and levy equally on all.

Senator LODGE. Have you discussed this proposal with any people?
Mr. DEWEY. Yes, I have had A lot of encouragement but nothing

else.
Senator LODGE. Well, that is a lot more than a lot of people have

had.
(The paper filed by Mr. Bradley Dewey is as follows:)

MEMORANDUM or ADVANTAGES OF A PROPOSED EXCESS-PROFITs TAX CREDIT
PROVISION, SEPTEMBER 4, 1940

The following is presented in support of a proposal that:
Any excess-profits-tax law contain a provision that corporations which pay out

in dividends within 60 days after the close of their taxable year all of their excess
earnings, plus two-thirds of their base earnings, sIall obtain a credit equal to the
excess-profits tax that they would otherwise pay.

1. In the first place, since such a provision would not apply in any way to com-
panies which have only normal rather than "excess earnings" and would not apply
to all the earnings of companies which have "excess earnings," it cannot be
legitimately claimed that it is a revival of the old undistributed-profits tax and
that it is being used as a means of reviving a discarded tax. Above all, it is
optional.
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2, Since it is a natural ambition of managements to build up a record of earnings,

it is clear that, if growing corporations are permitted to distribute their excess
earnings in lieu of paying an excess-profits tax, managements will not be subject
to the temptation (emphasized by Secretary of the Treasury Carter Glass, in
1919) to justify expenditures of doubtful business expediency by reasoning that
the Government is sharing a. proportion of such expenditures according to the rate
of the highest bracket that applies. It consequence, when the fighting in Europe
is over, our business will be in much sounder condition (a) to compete for world
trade with foreign nationalized low-cost-labor industries which do not have to
ma! e a profit in order to exist and (b) to resist depressions.

3. The proposed credit will not deprive the Government of any revenue which
it would otherwise receive and has the distinct advantage of increasing the turn-
over of money. Industries with excess earnings as a rule are of a somewhat
speculative nature. Their stock is more likely to be held by individuals with
money, who take risks and pay high surtaxes. Extra dividends to them of
necessity pay maximum surtaxes. In addition, the very fact that more concerns
will be paying handsome dividends will tend to liberalize the dividend policies of
even those who are earning only normal profits. Obviously the resulting increase
in the velocity of money is something that is highly desirable.

Our system of free enterprise is based on the idea of profit and encouragement
of initiative and efficiency. If these incentives are taken away many industries
here will ultimately reach the same condition as industries in totalitarian countries.
The proposed divided credit preserves these incentives without depriving the
Government of revenue. It promotes the' employment of both capital and labor.

4. Most important of all, the proposed credit will facilitate the growth of new
industries. During the last two decades there has been built up in this country
the finest body in the world of trained research workers (mechanical, electrical,
and chemical engineers, physicists, chemists, biologists, etc.) organized into well-
directed units and ready to give the country new things and a leadership through
which wage levels and the markets for our farm products and natural resources
will be increased.

These men are ready to go forward and will go forward unless their progress is
impeded by a law which deprives capital of the opportunity of profit commen-
surate with risk. The cost of developing new industries is greatest after processes
leave research laboratories; changes must be made; improvements involving ex-
pensive engineering and obsolescence must be financed; markets must be devel-
oped. Consequently, the risks are so great that experienced men refuse to finance
such developments unless they see a chance for high profits, at least until com-
petitors discover alternate methods and processes.

5. Growing businesses are benefited by the insertion of the proposed dividend
credit in the law. Since it is optional, they need not avail themselves of it but
those who do are enabled thereby to build up a record of earnings and dividends
which will attract new capital with which to finance desirable expansion.

6. An excess-profits tax with no credit for distributed earnings will tend to
promote monopoly.

,When there is no escape from a high excess-profits tax, it is but natural for
industries with varied lines to use profits from certain lines to finance price cuts
in other lines which are competitive with lines of companies who do not enjoy
similar diversified profits with which to fight back. The Government pays a
proportion of such price cuts and in this way assists in driving the competitor
out of business.

If the opportunity to make profits commensurate with risk is denied to new
inventions, they are driven into the hands of corporations who are seeking an
outlet for excess earnings. This also tends to promote monopolies.

Such a dividend credit should tend to speed up the defense program. , With-
out it many companies will wish, before making unusually large commitments, to
study, their probable impact upon earnings and taxes. With the credit available,
they will forge ahead without waiting for such studies.

Senator KING. Who is the next witness here? Any volunteer?
Mr. TANZER. I believe I am.
Senator KING. Come forward. I don't know whether you are in

order or not.
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STATEMENT OF LAURENCE ARNOLD TANZER, REPRESENTING
MERCHANTS ASSOCIATION OF NEW YORK

Senator KING. State your name, please.
Mr. TANZER. Laurence Arnold Tanzer. I appear as chairman of the

committee on taxation and public revenue of the Merchants Association
of New York.

I have here a statement which, with the permission of the committee,
I will submit and in the interests of conserving the committee's time I
shall limit my remarks here to stating very briefly the basis for our
fundamental objection to this bill-

The CHAIRMAN. Thank you very much.
Mr. TANZERI (continuing). Which is that it is not a genuine excessive

profits tax bill but a hodgepodge of penal provisions, complicated, in-
comprehensible, containing uncertainties in almost every line and calcu-
lated to be productive of litigation rather than of tax revenue and
tending to hamper the defense program.

Business is prepared for higher taxation to pay for the defense pro-
gram but the occasion for higher taxation is no justification for adding
to our already complicated taxes a new additional complicated tax with,
arbitrary and penal provisions and which is not really an excess-profits
tax.

Now, the only justification for an excess-profits tax is the purpose
of reaching, by taxes at rates higher than those imposed on normal
income, abnormal profits resulting from the defense program. That
cannot be reached-those profits cannot be measti.ed nor reached by
using an invested capital basis such as is proposed here.

In normal times some corporations make a small return on a large
capital, others a large return on a small capital, and in none of those
cases can it be said that the rate of return shows any excess profits or
has any relation to excess profits. We submit that thie invested capital
basis has no place whatever in an excess-profits tax bill excepting as an
alternative method of relief for corporations whose earnings during the
basic period were so low as not to afford an adequate return on
capital.

Then, the invested capital basis can be used as a relief, but when so
used it can be greatly simplified without the complications that are in
this bill and resort to it should not be forced by penalizing, as is pro-
posed in this bill, the use of the normal period basis by imposing in the
first place an additional income tax of 4.1 percent under the guise of an
excess-profits tax and again penalizing it by imposing higher rates on
dhe use of the earnings method.

Senator KiNm. Have you found any reason in any rational system of
taxation or in morals for the imposition of that additional tax?

Mr. TANzER. None whatever, sir.
Senator KING. I didn't know whether I was becoming obscure in my

thinking but I confess, not to prejudge the matter, that I could find
no reason for it.

Mr. TA Fz R. We could find no basis whatever for it. We believe
that the rates of excess-profits taxation should be based not on the
dollar amount of the excess profits, but on the proportion of increase
over the normal basis.

Now, we believe that this committee can render a great service to
the country and to the defense program by rewriting this bill along
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the lines indicated and incorporating other provisions concerning
which I shall not take the time of the committee to go into in
detail.

They are mentioned in the statement. But they are such as the
granting of special relief in cases where the normal period of years
that is selected is not really a normal period, averaging over a longer
period with a greater choice of years, the determination of the nor-
mal income, taking, for example, 3 out of 4 years, in giving tax-
payers the option to deduct their entire borrowed capital and then
not take a deduction of the interest on it or to deduct the interest
and not include the borrowed capital.

Senator KINO, What instrumentality do you suggest might be set
up for the purpose of accomplishing' the result to which you have
just referred-instrumentality in the Treasury or an independent
organization?

Mr. TANZER. For the relief?
Senator KING. Yes.
Mr. TANZER. For that I have no specific means to suggest excepting

this, that the great defect of the excess-profits tax in the last war, of
the relief provisions in there, was that it required the Secretary of the
Treasury or the Commissioner of Internal Revenue, by a purely dis-
cretionary determination to apply the rate of representative corpora,
tions, according to methods which were not communicated to the tax-
paver.

Now, whatever method is used should be used in a fair and above-
board fashion so that the taxpayer is apprised of the method that is
used with proper opportunity for hearing and review.

We believe that consolidated returns should be permitted as they
were under prior laws and the double taxation of dividends should be
eliminated.

Now, the preparation of such a bill will take time and we believe
that it will be in the interest of the defense program to take the
necessary time and in the meantime to enact promptly the provisions
relating to amortization and to the elimination oPthe limitation of
profits.

That can be done with very simple amendments. In the case of
amortization, eliminating the arbitrary power given to the Secretary
of War or the Secretary of the Navy, to recapture facilities at a price
of $1 or more, a method[ which we have heard here today, the Depart-
ments of War and of the Navy do not ask for, and which the Advisory
Defense Commission has advised against, and with respect to the
limitation of profits we believe that in enacting an excess-profits tax
as a substitute for the limitation of profits, the present provisions for
limitation of profits should be repealed and not merely suspended by
provisions, the application of which is very uncertain and arbitrary
and discriminatory. If that is done I think this committee will fur-
ther the defense program instead of hindering it as would be done by
the passage of the House bill in its present form.

The CHAIRMAN. Thank you very much.
(The paper filed by Mr. Laurence Arnold Tanzer is as follows:)

STATEMENT ay LAuitarcE ARNOLD TANvES. EQ., CONCERNING THE ExCPHs-PoITS-
TAX BILL STJBMITTMD TO THNi SPNA'IT, FINANCE COMMITTiEPa O2 BALF OF TH
MECMANTS' ASSOCIATION or Nmw YoBx, SzrEm'aai 5,1940

Mr. Chairman and gentlemen of the committee, the Merchants' Association of
New York accepts the principle that business should not; profit unduly from
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the present national emergency. It also agrees that a genuine excess-profits tax
affords a practicable method of preventing such profiteering.

Tile bill (H. R. 10413) passed by the House of Representatives last week,
however, is a perversion of these principles, and proposes neither a sound nor a
reasonable excess-profits tax.

If adopted In its present form, far from expediting the execution of the national
defense program, It would delay it becanse for every existing uncertainty which
it would remove others would be added in a situation which is already seriously
complicated.

We believe the Senate has the opportunity to make a major contribution to
the welfare of the country in general and to the national-defense program in
particular by drastically revising the House bill along the following lines:

AMo'rT/.ATION ANtD PROFIT LIMITATIONS

There are only two parts of the House bill upon which immediate action is
necessary. These tire the sections relating to amortization and the limitation
of profits on what may be called "defense contracts." We believe that the
need for amendments to the existing laws to permit adequate allowances for
amortization of investments in facilities for producing defense equipment and
relaxing the existing restrictions upon maximum profits under "defense con-
tracts" has been so clearly and repeatedly stated that no elaboration is
necessary.

We object specifically to the provisions of section 124, paragraph I (Destruc-
tion, etc., of Facility, p. 91 of the House bill) on the ground that the authority
vested in the Secretary of War or the Secretary of the Navy to fix the price
at which facilities may be recaptured by the Government is arbitrary and
not sufficiently inclusive.

We recommend that this paragraph be amended so as to permit the Gov-
* ernment to recapture such facilities oil the basis of proven cost of the entire
facility less depreciation; and that the price to be paid be settled either by
the Federal courts or by arbitration.

We believe that the limitations on profits from defense contracts contained
In section 2 (b) of the act of June 28, 1940, are seriously hampering the
execution of the defense program; and that the present bad situation would
be made worse if the corresponding provisions in the defense appropriation bill
and the Burke-Wadsworth selective service bill are enacted. These provisions
apply only to primary contractors and raise other important practical dif-
ficulties. We also believe that section 301 of the House bill (p. 93), is so
loosely drawn that it would be difficult to interpret and apply. We further
believe that the passage of an excess-profits tax would remove any justifica-
tion for the existing provisions, and we, therefore, recommend the outright
repeal of section 2 (b) of the act of June 28, 1940 (Public, No. 671, 76th Cong.,
3d sess.).

If this suggestion Is not accepted, we believe the provision should be sus-
pended with respect to profits which are subject to the excess-profits tax rather
than to contracts entered into or completed in taxable years when the excess-
profits tax is in force.

Prompt action upon these amortization and profit-limitation provisions would
remove important handicaps upon the execution of the defense program, and
we, therefore, strongly recommend that they be enacted separately and as
quickly as possible.

EXCESS-PROFITS TAX PROVISIONS

The arguments for separate and immediate action upon these provisions are
greatly strengthened by the valid and weighty objections against the remainder
of the House bill. Those re'-alning provisions are not really a straightforward,
sound excess-profits tax but a mongrel hodge-podge of increased income taxes,
proposals for so-called social reform, and penalties against certain corporations
merely because they are large. They are so unsound, both in principle and
details, and drafted in such involved and incomprehensible language as to
make it imperative that they be completely rewritten and simplified, That will,
of necessity, require a considerable period of time.

We know that one of the main arguments advanced for hasty action is the
desirability of letting businessmen know what excess-profits taxes they will
have to pay. That argument is not valid as to. the present bill because its pro-
visionu are so unintelligible and complicated, and would be so difficult to apply
In practice that in innumerable cases coriporations would not know their tax
liabilities for years to come.
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Businessmen already know that higher taxes are inevitable to pay tile cost

of an adequate national defense. Businessmen are on notice and generally agreed
that excess-profits taxation should and will be enacted. They should, there-
fore, set aside ample reserves from earnings to pay whatever excess-profits
taxes are eventually enacted, and it they do not set aside such reserves they
are entitled to no sympathy.

On the other hand, they are fully justified in asking that, when an excess-
profitq tax is adopted, it be a (lean-cut exeess-protits tax, sound in principle, and
as simple as may be.

Experience with the 1918 law has amply demonstrated that the percentage of
profits to invested capital is not a proper basis for an excess-profits tax because
it is not a fair measure of excess profits and because of practical difficulties In
determining the true capital investment and because of inequity in its applica-
tion to differently situated corporations.

We believe the earnings basis is preferable, but that the Invested capital basis
should be permitted as an alternative to corporations which during the basic
period did not earn a fair return upon their investment.

The House bill ostensibly grants an option to use of either of these methods,
but severely penalizes the use of the earnings basis, first, by imposing a 4.1
percent additional tax upon corporations electing to use this method, and sec-
ond, by imposing a 5 percent differential as against the rates under the capital
basis.

We submit that the 4.1 percent provisions is an increase in the ordinary in-
come tax and has no place In an excess-profits tax act.

We recommend that the bill be revised to permit the use of either the earn-
ings or the capital basis on exactly equal terms as to rates of taxation.

Under both bases the House bill fixes the rate of tax upon the amount of
excess profits rather than the proportion of the excess to the earnings of the
bake period. That is grossly unfair.

Under the House bill a corporation which had normal earnings of $20,000
and earnings for the current year of $40,000 would be subject to a tax of 20
or 25 percent ol $15,000, while a corporation whose tormnl earnings were
$500,000 and whose earnings in 1940 were $1,000,000, exactly the sanme propor-
tion, would be subjected to a tax of 40 or 45 percent upon $495,000. The only
possible excuse for such provisions is that there is something iniquitous in
a large corporation. These provisions utterly ignore the fact that a large cor-
poration is much more likely to be able to make a real contribution to the
national-defense program than a small one, and they further ignore that the
owners of a small corporation are not necessarily persons of* small means,
whereas in tany cases the owners of the great bulk of the shares of a large
corporation are persons of small means.

In order to make the excess-profits tax apply to .the real excess earnings
of corporations in a fair and equitable manner we most strongly urge you to base
the rate of tax upon the proportion of the excess profits to the profits of the
base period.

Experience has shown that no general rule of law, such as would be neces-
sary to embody either the earnings or the capital basis, could be applied to
all corporations equitably. For this reason we believe it would be right to
provide for a special method of assessing the exeses-profits tax upon such cor-
porations as, for example, those which were in process of development during
the base period and began to earn profits thereafter, or those which had both
a relatively small capital Investment and depressed earnings during the base
period, such as many corporations manufacturing "producers' goods."

A sound excess-profits tax law would recognize that the earnings of many
corporations fluctuate widely from year to year. THls recognition should be
in the form of provisions permitting the use of an average earnings basis, for
example, 3 out of 4 years, and also permitting the carrying of a net loss either
forward or back, and similar treatmen . 

of excess profits. It would also be
reasonable, it such privileges are extend( -, to fix a fiat aveage rate of return
on the capital basis of 8 percent. If you should, however, insist that a single
year's profits be used, then, in order to provide for an offset for unprofitable
years, the flat rate of return should be increased to at least 10 percent.IAnothor of the very bad features of the House bill is Its treatment of bor-
rowed capital. We cannot see any justification for limiting the amount of
borrowed capital to be recognized. If the capital basis is to be permitted we
recommend that the House bill be revised so as to permit the inclusion of all
borrowed capital, and to exclude any deduction for interest paid on such
capital from the earnings, or at the taxpayer's option the deduction of all
interest amid the exclusion of all borrowed capital.
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The liouse bill could be greatly simplified and improved, and at the same
time proper recognition given to a sound principle of taxation and accountancy,
by permitting consolidated returns by corporations on the same general basis
as in earlier tax laws. We heartily recommend that you nake such provisions,
and believe that you would be completely justified if you made these provisions
apply to the normal income tax as well as to the excess-profits tax,

The final objection which we have to make at this time to the House bill Is
that It provides for double taxation of dividends If the earnings basis is used.
Since the earnings from which corporate dividends are paid are already heavily
taxed and, in many cIses, will be still further taxed under the excess-profits
tax law, we recommend that the House bill be changed so as to make clear
that there shall be no excess-profits tax on dividends received from another
corporation, and that stock held by a corporation shall be considered an inad-
missible asset. In this connection we believe that foreign corporations should
receive the same treatment as domestic. Certainly that should be true with
respect to the income of foreign corporations from earnings within the UnitedStates.

CONCLUSION

If time permitted we could make many other suggestions for the improvement
of tln' house bill, but if you will adopt those w l'h we have submitted we are
firmly convinced that you would have a clear-cut, comprehensible and workable
tax law which would lrevent protiteering out of the necessities (if the nalional-
defense Irogram, and that you would deserve the gratitude of the business com-
munity at the sane time that you were serving the broad public Interest.

The CHAIRMAN. Mr. J. W. Oliver.

STATEMENT OF 3. W. OLIVER, REPRESENTING THE LINEN
THREAD CO.

Mr. OImVEn. Mr. Chairman, gentlemen of the committee, I would like
to refer to one or two things in the brief which I will ask be received.
My statement will take less than 10 minutes' time.

The CHAIRMAN. I hope you will take less than 10 minutes.
Mr. OLIVER. I should like to read the six major exceptions which sire

very briefly stated here, but elaborated on further over. The bill

Taxes to some extent and In certain ways dividends received.

That is an exception that I take to What one of the prior witnesses
just brought out. We have heard a little about that today.

Penalizes those corporations which elect section 713 as basis of credit to extent
of 9.1 percent of excess profits net income.

A previous witness referred to that 9.1 percent as being slightly more
than that. I think he made a mistake there,

He calculated that as though there was a duplication and a failure to
allow the proper credit and I followed that all the way through, starting
with that same theory that he had and came back to this, that it is
really only a penalty of 9.1 percent, but I maintain that that penalty
should not be there.

Applies excess-profits tax rates to absolute amounts without taking recognition
of any basic degree of excess.

Grants exceptions to and favors small corporations beyond administrative
necessity.

The whole theory of excess-profits taxes breaks down when proper
ratios and uniformity are disregarded.

,Does not uniformly suspend the profit limitations of the Vinson Act as of
January 1, 1940.

Fails to provide for consolidated returns In case of affiliations that require con-
solidation in order to present true net inconle and invested capital.
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I maintain that the only way in which you would be justified in taxing
dividends at all would be to'go on the absolute theory that there will
never be any dividends declared hereafter except those which were
earned prior to the imposition of this new tax bill and I don't see any
other theory on which you could tax dividends received.

I will grant you they are not taxed on other methods, just a certain
portion of it.

Now, I am going to ask you that instead of imposing less taxes that
you make it an excess-profits tax in fact and apply it on all corporations
and raise the amount rather than lower it.

I am not here arguing a case for the large or small corporation, but
I do show on page 3 a table on which the small corporation with $200,000
capital, earning normally $10,000, having suddenly an earning of $30,-
000, which would be the maximum amount of the first bracket, he would
have an earning of 300 percent of his normal earnings and still be taxed
at the lowest bracket.

I maintain that that, is absolutely fallacious so far as the absolute
theory-

The CHAIRMAN (interposing). I wish the Treasury representative
would make a note of that an( get. a copy of this brief.

MI'. OLAVER. There is one other point I want to bring to your mind.
f feel that practically all witnesses have opposed your failure to provide
for consolidated returns. One point about this do not believe has been
brought out as well as might have been and that is that, most of the
corl)orations that operate on borrowed capital are, in fact, subsidiary
Com)a nies.

I think, if you will obtain from the Treasury Department a statement
of the corloiations wherein the borrowed caj)ital is equal to or a great
deal more thmn their equity invested capital, you will find that 95 or 99
percent of those corporations are corporations that should be affiliated
and would have been affiliated under prior laws.

I would like to urge the committee to ask for that information from
the Treasury Department.

The CHAIItANI. All right. The Treasury Department will take
note.

Senator KrINTo. What advantage or disadvantage would result from
the l)lan which you suggest?

Mr. OLIVFR. Consolidated returns, you don't need to be bothered with
this borrowed capital competition that seems to be causing so much
trouble here, if the borrowed capital is among intercompany borrow-
ings, and that is what I maintain it is. Ninety-nine percent of the
larger corporations in the country who operate chiefly on borrowed
capital are borrowing from a brother and sister or a parent company
which would all be eliminated from consolidated returns and that
problem would be eliminated from the consolidated returns.

Senator KiNo. You may be right as to the relation between many of
the small corporations and a number of the large ones, but a number of
years ago I remember making some considerable investigation and I
found that the mortality of corporations was largely among small
corporations who were not affiliated in any way with large corporations.

Mr. OlivR. That is quite true.
Senator KI(vz. And it seemed to me that out of the several hundred

thousand corporations, the mortality was very great among those small
corporations that had no affiliates.

425
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Mr. OLIVFn. Yes; I grant you that. The affiliation I say is the one
which actually causes a great number of subsidiaries to operate on bor-
rowed capital just for convenience. You might have started a sub-
sidiary company on a nominal $10,000 and it had grown to be a $4,000,-
000 corporation operating purely on intercompany indebtedness. That
kind of company, if it made it stand on its own feet, would have no
capital, so your bill proposes to allow them one-third of their borrowed
capital andthen there are a number of other complications about this
borrowed capital, whereas if you permit that corporation to be con-
solidated with the parent, all those complications would be eliminated.

The CHAIRMAN. Thank you very much, Mr. Oliver.
(The paper filed by Mr. J. W.' Oliver is as follows:)

STATEMENT OF J. W. OLvIa, COMPrROjlER-SECRETILY OF THE LINEN THREA kD Co.,
INC., REMARDING H. R. 10413, SECOND REVENUE ACT OF 1940, SUBMITTED TO THE
SENATE FINANCE COMMIT

Mr. Chairman and gentlemen of the committee, I respectfully urge your con-
sideration of the following main objections to the Second Revenue Act of 1940 as
passed by the House of Representatives last week:

1. Taxes to some extent and in certain ways dividends received.
2. Penalizes those corporations which elect section 713 as basis of credit to extent

of 9.1 percent of excess-profits net income.
3, Applies excess-profits tax rates to absolute amounts without taking recognition

of any basic degree of excess.
4. Grants exemptions and favors small corporations beyond administrative neces-

sity-the whole theory of excess-profits taxes breaks down when proper ratios and
uniformity are disregarded.

5. Does not uniformly suspend the profit limitations of the Vinson Act as of
January 1, 1940.

6. Fails to provid( for consolidated returns in case of affiliations that require
consolidation in order to present true net income and invested capital.

Further brief explanation of the foregoing exceptions, as they. apply to the fore-
going numbered paragraphs, follows in order.

Objection No. I.-It seems to me that under the House bill some part of dividends
received, at least under some methods, is allowed to enter into the computation of
excess-proilts taxes. This can only be Justified on the theory that all dividends
received throughout the life of this tax bill will be paid from earnings accumulated
prior to 1940. With the recent expiration of the undistributed-profits tax, it would
seem that there is no ground to assume that any substantial future dividends
(while excess-profits taxes are in effect) will be paid out of earnings other than
those accruing during the excess-profits-tax period. Personally, I take exception
to our present normal tax rate applying to the 15 percent of intercorporate dividends,
but there is no bill before you that would permit consideration of this plse.

Objection No. 2.-I respectfully maintain that if it is necessary to allow the tax-
payer a choice of methods, either from the standpoint of simplicity or from the stand-
point of that which he thinks to be the correct way of determining his excessive
lIncoone, the final rate of tax should be the same. Why, under any condition, one
taxpayer should pay more normal income tax than another or net income (other-
wise computed in the same manner) is not explained. It seems to me that this,
coupled with the higher rates of excess-profits tax in the different brackets, is a
penalty for an election. To offer the taxpayer an election and then penalize him
for making such election may be interpreted by the taxpayers affected by tils pro.
vision as nothing but trickery.

Objection No. 3.-I take exception to the failure of the bill to apply percentage
taxes into ratio to the proportion of excessive income. I refer to the fact that the
bill would deal with definite amounts in an arbitrary way rather than to afford a
graduted tax on the different proportions of the excessive income that may bear
some relationship to normal income or the amount that should be earned on invested
capital. The bill provides that the first $20,000 of excess is to be taxed at tile
lowest rate. This means that many of tile smaller corporations, no matter how
disproportionate their excessive earnings, will escape the higher rates that should
be imposed. In the following table I show an exaniple of concerns having an
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invested capital ranging from $200,000 to $20,000,000, each having a 5 percent normal
earning on their invested capital, and the effect of the $20,000 additional income:

6-percent Normal Percent
Invested capital return on cp- Ilcome plus of normal

ital (normal) $20,000 income

$200,000. _ -. . .......-- ---------. .. ....... $10,000 .30,e00
$ - -- - - - - -............0.. ......... ...------------- .- 25,000 45,000 1N0
$1,000,0 - -..................... .... ... ----------------------- - , 0 70,000 140
$,000,000--- . .-------- - . .------------------ -000 270,000 108
$16,60 0 M ...... ......... .................. ..... ........ 5M 000 520,0() 104
$20,000 --, ............... ................................. 1000,000 1,020,000 102

You will see from the above table that the $2)0,000 corporation with a $10,000
normal income, should it earn $20,000 additional, would have a total taxable profit
in the excess-profits tax year of 300 percent of its normal income whereas the
$20,001),000 corporation by earning only $20,00(0 additional would only have 102
percent of its norinal Income. Thus, by taxing flat amounts rather than propor-
tionate excesses, you fail to take any recognition of varying degrees of true ex-
cess earnings. Surely the sniall corporation which realizes 30 percent of its
normal earnings in all excess-profits tax year should have to pay a maximuln tax
o1 sorte portion of such excess earnings.

Objection No. 1.-It is the larger corporations that will be called upon to furnish
the Government the major portion of prime materials and products for national de-
fense. However, I am not here to argue a special case for the large corporations.
J do think, however, that all corporations should pay proportionately and when
you consider that the small corporation is most likely to benefit by increased pro-
duction, I do not understand why that corporation should not pay the maximum
tax when its excessive earnings may be many times over the proportion that brings
the larger corporations under the maximum rates. If it is fair to assume that tile
larger corporations will be the ones who will be compelled to tie up their production
on large Government contracts, I think It may be equally assumed that the small
corporations will be the ones to reap an even greater commercial advantage. The
large corporations whose plant capacity may be taken up primarily with Govern-
ment contracts is the corporation which will be less able to look after the require-
ments of its own trade. Thus, if they are unable to supply their own trade, numer-
ous small corporations will reap a tremendous benefit and thus, in all probability,
share proportionately larger in the amount of increased earnings that litay obtain
during this ieriod of national-defense reconstruction.

If you make the larger corporation share this burden so disproportionately it is
bound to have an adverse effect on capital investment at a time when many of the
larger corporations need more capital In order to adequately serve the Government.

Now let us assume that the $20,000,000 corporation made an honest attempt to
keep its earnings down to normal, that is, it gave due recognition of its manufic-
turing cost to the requirements of labor and other increased costs which would
face it, and then attempted to supply the National Government at a price wllch
would not cause it to have any excess earnings. The $20,000,000 corporation
could liot avoid slight deviations in cost. Such aln Item ias the recovery of bad
debts previously charged off might cause considerably more than a $20,0[10 varia-
tion without it being fully established that such wits excessive income within tle
nieaning of this law. On the o1her hand]. for the small corporation, nornually
earning $10,000, to increase its taxable earnings to $30,000 in 1 year would he
nothing short of profiteering. Thus, the failure to tax the small corporation il
the satue proportion that you tax the large corporation would be a violation of
the principles of ability to pay in prew-rtbing the statutory tax. Surely sue]
would not be a true excess-profits tax.

Front a reading of the Act and especially in the light of comments Ito the report
of the Ways md Means Committee, it would appear that the bill which passed tie
House wias designed to reach only about 14 percent of all tire corporations. Tile
failure to provide that the small corporations should be relatively taxed and the
provision that they be allowed higher proportion of borrowed capital in tMe com-
putatiot of invested capital Indicates to me that tis is not a tax ill. ltis a special
pri vlegl bill for the small corporations and a penalty on the very existence of tile
larger ones. There is absolutely no occasion for the preferential treatment of
borrowed capital as part of invested capital in the case of tie smaller corporations,
Surely, if It ic the Intention of the Congress to make tite taxpayers. who share in a

259820--40---.28
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dgree of increased earnings which result from the Government spending in the
pireparaton for national defense carry part of the burden, all excess-profits x
should be uniformly imposed or, if administratively impossible, some other fori of
taxation should be adopted. Why should any corporation be exempt from the
first $5,000 of excess profits? It may be argued that administrative cost would be
proportionately greater but It must not be overlooked that each and every cor-
poration must file corporation tix returns whether or not it makes any hlcone.
Tiaos, such additional information is would be speciflcally required for an excess-
profits determination would be incidental. On the other hand, if under the present
law, no corporation was required to file a return at all unless it had net income In
excess of, say, $10,000, then it might be held that a $5,000 excess income exemption.
from an administrative-cost point of view, might have merit. While I strongly
advocate simplicity In revenue acts and tax administration, I realize that It would
be futile to stress that point on this occasion but if the aIvocates of this tax bill
promote the cost of administration as justifying the exemptions granted li this
lill, then I must point out the 'ack of consistency by contrasting su(.l prol)oed
exemption with the absolute requirement that every person receiving (or presumed
to have received) unjust enrichiment under title III of the 1936 Revenue Act was
required to file Form 945--the most burdensome type of report ever intlicted ilion
taxpayers. The administrative cost of such peculiar reports overshadowed any-
thing ever contemplated to meet tie requirements of an excess-lirofits tax bill. It is
unfortunate that taxpayers generally In this country are beginning to look upon
their Government in a sense of distrust. If you pa.sS this tax bill in its present
form, It will, ill my opinion, demonstrate to the majority of taxpayers tlt those
seeking to raise reveniie for the ialinteianci of our Giovernment are not la-i-
nmarily guided by prineiiles recognized us i-ardinal to tin- applicaiion of a fail
tax law.

Objection No. 5.--The Vinson Act should be repealed as of a delilite date even
though such re)eal might possibly be conistried as favoring the corisiration op-
erating oil a fiscal-year basis. The application of the Vilson profit liiiitatioi was
Ill-conceived in the first instance. All corporations hi this leriod of emergency
should be expected to pay their faiir proportion and no one shild be allowed to
become unduly enriched as a result of Government contracts. The Vinson AvI.
however, in Its present forimn, provides for no such thing. It simply provhles that
under (ertlalin peculiar cointriicts anad conditions ,,oinv corporationls aire lat. il-
lowed to earn over ia Stillated small percentage on those coal raits. I However,
where it corporation ili good faith so tiies up its plant facilities with ih prodic-
tion of governme-ntal relquirelnenls to the extent that it aliot, take care n' ,
normal tustonier demnds, it limits its own profits luiler sot-l cir-uillstance, to
a very smail amount. As i conseq(uence, Solme of, if not mo(st of, its best cus-
tomers are compelled to take their business elsewhere. Thus, the competitor
who under normal conditions would have had no chance to gain this business has
It thrown In his lap, enjoys till unusual amount of incm(ne therefrom, and pays
notlling under the present apl)llatilon of the Vinson Act. What a tax on patriot-
isn for the corporation which performed Its public duty, realizing thereon al
extremely limited amount of statutory net income, only to nil wheni the Govern-
ment contracts are comphltptd that It is no longer i business,

Furthermore, under the House bill it would be excedingly difficult to determine
the proper effect to be given to any contracts entered Into but not completed prior
to the Imposition of the excess-pioflits tax. By suspending the profit limitations
of the Vinson Act on Janury 1, 1140, and applying profit limitations on earnings
prior thereto, this comnpllcatlon is avoided.

Objection No. 6.-Excess-iirofits taxes In the ease of affiliated corporations can
only be dealt with proIerly In consolidated returns wherein you deal with consoli-
dated invested capital and consolidated net income. About the only place in tie
case of the average corporation, wherein borrowed capital really takes the place
of invested capital is to be found In the case of subsidiary corporations. Here
yon will find that perhaps the majority of subsidiary companies operate oii a
limited capital actually invested in the form of capital stock but primarily upon
Intercompany indebtedness. I daresay In most Instances tile intercompany in-
debtedness that is back of tile working capital of the average subsidiary is not
evidenced by notes, bonds, etc. If you insist that these corporations must be
taxed separately you do a great injustice If you do not permit the use of bor-
rowed capital to take the place of Invested capital. All of this could and should
lie easily overcome by permitting consolidated returns in line with the pro-
vislonsi of tile 1918 Revenue Act.
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Gentlemen, I am convinced that the bushiessmen of this country are recon-

(ied to the fact that higher taxes are unavoidable. They recognize also that
business enterprise is the only source from whih these higher taxes can be
paid. Thus, I say with positive assurance that the organization with which
I am connected, and others with which 1 have had contact, will not even flinch
if this statule Is so worded as to show an honest aitempt to spread this burden
on an equitable basis.

There t4 one matter, however, not dealt with in the foregoing, purposely left
until the last, which should receive your attention. This has to do with non-
operating or extraordinary income. Iconio received during the tax year act-
ally belonging in prior years should not be Included iII the computation of excess-
profits taxes, I have in mind the recovery of had debts or a claha for refund
uider title VII of the 1936 Revenue Act. Certainly, a claimant who recovers
illegally collected processing taxes in 1940 or later should be exempted from
excess-proilts taxes on sue.ti income. I should find no fault, however, with a
provision that would require appropriate prior years' normal taxes being paid,
notwithstanding it might be barred by statue, as a condition of the exemption in
the year of recovery.

The CILAIRMNAN. Mr. E. R. Clark.
STATEMENT OF E. R. CLARK, REPRESENTING THE W. P. BROWN &

SONS LUMBER CO, LOUISVILLE, KY.

The CHAIAIMAN . Mr. Clark represents the W. P. Brown & Sons
Lumber Co. He is from Louisville, Ky. Xll right Mr. Clark.

Mr. CI ALi. Mr. Chairman, gentleman; of the committee, I am going
to make my remarks very short and file a supl)lementary brief.

The bill, as passed by the House, makes certain adjustments in base
period income, so as to properly reflect a normal income for that
period, but I want to point out to you gentlemen two or three addi-
tional adjustments that I think should be made, in arriving at the
base period income.

One has already been talked on at length this afternoon and that is
the matter of bond discount.

Now, our Brown Hotel Co. in 1939 charged against its profits about
$50,000 for unankortized bond discount and expense, because in that
year it paid off its bonds and refinanced the loan with an insurance
company.There was no income resulting from this only a charge against
profits. In the same year, W. P. Brown & Sons Lumber Co. had a

smaller charge for a premium paid on the retirement of its bonds,
and, unless these income accounts for 1939 are adjusted by this bill,
our base period income will be greatl-y distorted from normal.

The present exclusion in the bill as' passed the House should also
exclude from the base period not only the income realized from the re-
tirement of one's own bonds but the l)re mium paid and discount and
expense amortization charged.

In 1936 W. P. Brown & Sons Lumber Co. had a most unusual bad
debt charged off, of $1,240,000 and a worthless stock loss of $100,000,
which caused our company to show a very sizable loss for that year,
the only one in our base period.

For about 10 years we had been making cash advances in very large
amounts to another company to meet its mortgage retirements. The
secured creditors got dissatisfied with the way the debt was being paid
and, since W. P. Brown & Sons dld not feel like they could put any
more cash into that company, the se ured creditors took the assets and
consequently we had our loss.
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Without those two items of loss, our company would have shown a
net operating income in that year of about $300,000 which I think
should be added to our base-period income, instead of starting at
zero for that year.

At no other time in the history of our company's 22 years of busi-
ness experience have we had any such loss anywhere near those pro-
portions.

So I want to point out that it is a very unusual and out-of-the-ordi-
nary item.

IHad these items resulted from the sale of one of our plants or from
some of our cut-over timberlands the adjustment provided for in the
bill, as it passed the House, on capital gains and losses, they would be
taken out of our base-period calculations.

I respectfully urge you, gentlemen, to provide for the exclusion
from base-period income losses on unusual situations of this kind,
so that our base-period income will more nearly reflect the normal oper-
ating conditions of that period.

Senator KING. Thank you very much.
(The prepared paper filed by Mr. E. R. Clark is as follows:)

SEITEMIER 5, 1!)44).
Hloniorable FINANCE COMMITTEE,

Setiate of the United States of America.
GENEMEN: To amplify my statements to you this afternoon amid to point

out to you that an excess-proilts-tax bill should provide an adjustment in arriv-
ing at the taxable excess profit for unusual bad-account charges during the base
period, W, P. Brown & Sons Lumber Co. In 1936 had an unusually large bad-debt
deduction and a worthless-stock loss, which left the company with a net loss that
year of a large amount. This conipany, over a period of 10 years, lmd made
cash advances to another company, Brown-Florida Lumber Co. In 1926 other
creditors of that company "closed in" and took the assets, leaving our comlmny
high and dry.

Without these two unusual deductions, W. P. Brown & Sons Lumber Co. would
have had a net income of $396,674, about $94,000' of which was capital gain. or
an operating income of about $302,090, which we feel should be included in our
Lase-period Income Instead of counting that year's earnings as zero.

Had we suffered, these losses on the sale of a plant or piece of land, adjust-
ment would be made under the bill as now drawn, and the loss we suffered Is
Just as unusual. Unless adjustments are made for conditions like these, our
normal operating profit for 1940 and later years will appear to be, abnormally
and artificially, in excess of our normal operating profit for the base period.

Then, too, the Brown Hotel Co. had a deduction of about $50,000 in 1939
because of bond discount and expense, charged off in the year in which its bonds
were paid off In full and its mortgage debt refinanced.

The bill as now written makes adjustments to take out of income for the base
period, Income earned by the retirement of bonds. I think the exclusion should
also take care of the reverse situation so that expenses and losses charged off
because of the retirement of bonds should also be excluded.

I also think that the difference In interest expense for the taxable year and
the average interest expense for the base period should be included in the ex-
cess-profits-tax credit so that the excess operating profit can be properly stated
without penalizing a company by applying time excess-profits tax on a reduction
in its operating expenses because of lower interest charges Il the taxable year
than there were in the base period resulting from substantial payments oin the
company's debts.

To picture this situation to you, I give you below actual figures taken from
the Income-tax returns tlmat havo been filed. showing the Interest deductions"
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W. P, Brown Broadway & Brown Hotel
Year & Sons Fourth Ave. Co,

Lumber Co. Realty Co.

1936 ...--- . -.-.-.-. .. --- .. .. . . . .. . .. $44,076 $89,372 $107,548
1937 ................. 37.. ... ......... .......... 35,076 75,039 91,876
VMS 8_ .......... ...... .. ... ....... . ........ 24,520 70,821 1 68,658
189 ...- -------------------------------.... 15,367 04,251 77,517

4-year total ---- ---------------------......... 120,539 299,483 345, 599

4-year average, ... -....-............ ..-------------...... 30,135 74,871 90,156
1940 deduction will be about .... --------------........... 2,500 64,500 54,000

Base-period excess over 1040 -------------------....... 27,635 20,371 36,156

The Brown Hotel Co. figures for 1038 are for 10 months only; so its total is divided by 46 months, then
multiplied by 12.

All three of these companies are located hn Louisville, Ky.
Under the foregoing circumstances, these taxpayers respectfully submit that

they are entitled to some relief at the hands of the Congress of the United
States. What has been said In the foregoing presentation applies no doubt
to a large number of corporate taxpayers throughout the Uited States.

Respectfully your.,
W. P. BRoWN & SoNs Lumam Co.,
EDWARD It. CLAIK, Secretary.

Senator KiNo. Call your next witness.
The CHAIRMAN. All right. Mr. Brown.
Mr. MOIvER. Mr. Chairman, do you still wNant volunteers for.

the filing of briefs without comments?
The CHAIRMAN, Well, that is up to the volunteers, if they want to.
Mr. MCIwcvF. I would like to volunteer, sir. I would like to

file my brief, and, instead of taking 10 minutes later on to explain
the reasons in my brief, I would like to take 45 seconds to explain
why I am filing the brief.

The CH[AIRMAN. You can take 25 seconds right now.
Mr. MCIVER. Thank you, sir.
Senator KINo. I move we increase it and make it 60 seconds.
The CTIAIRMAN. We will just say 25 seconds.
Mr. McIvEn. I said 45. I think that will be sufficient.

STATEMENT OF R. S. MoIVER, REPRESENTING THE TAYLOR FIBRE
CO., NORRISTOWN, PA.

The CHAUIMAN. What is your name, please?
Mr. MolvwR. My name is R. S. MeIver. I am the treasurer of

Taylor Fibre Co., of Norristown, Pa.
My name does not appear on the list of witnesses, but I think

Senator Guffey requested that it be added later this morning.
The CHAIRMAN. All right.
Mr. MOIvpR. It was my intention to point out the unfavorable

situation under this proposed bill on companies such as ours, which
bad been formed during depression years and had invested consider-
able amounts of capital.

I find that the points that I had expected to bring out have been
quite comprehensively covered by some of the previous witnesses
and also some of the remedies that I was about to suggest, have
been covered by the witnesses for Universal Pictures Corporation,
Cardox Corporation, and in several other cases.
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I don't think that I can add anything further to what those
witnesses have suggested, but I would like to file this memorandum,
in the sincere hope that the committee will realize that the problems
facing companies such as mine, under this tax, 'are very real and
very dangerous to us,

Thank you, sir.
The CHAIRMAN. Thank you very much.
(The prepared paper filed by Mr. R. S. Melver is as follows:)

NIEMORANDUM REGARDING TlE ITrATlIoN OF T,AYIOR Finiae Co. VI'r' RESPECT' TO
TIMI PetOPOSE EXCFSH-PROFITs TAX

Taylor Fibre Co. of Norristown, Pa., was organized in December 193. OIl
December 31, 1936, it acquired, by purchase, from Taylor & Co., Inc. (a Delaware
corporation), the manufacturing assets of the latter company at Norristown,
Pa., and assumed the liabilities pertaining to the said manufacturing business.
In exchange for the net assets Taylor Fibre Co. issued its 6-percent debenture
to Taylor & Co., Inc., in the amount of $1,131,482,60.

On December 31, 1936, the paid-in capital of Taylor Fibre Co. was $68.60,
representing cash paid for 6,886 obhres of common stock, at 10 cents per share.
The suibsribers to these shares (three individuals) were tie owners of all
of the capital stock of the Delaware company. Ill effect, therefore, lhe originlli
stockholders were identical with the debenture holders.

Tile manufacutring business at Norristown was started by Taylor & Co,. Ie.,
in 1933, and Its Investment in the project at the close of various years was as
follows:
Dec. 31, 1933 ....---------- $675,574 Dec. 31, 1935 -------------- $785,025
Dec. 31, 1934 ------------- 772,853 Dec. 31, 1936 ------------- 1, 131, 48

The project was conceived, and the major portion of constriction completed,
during the depths of the depression. The responsible ludividuials involved
were experienced in the business; were aware that it required heavy investment
in plant and equipment; were aware of the hazardous nature of the business
and of the probability that losses would be Incurred during the developmentl"
period of several years.
Tie transfer of the manufacturing business to Taylor Fibre ('o. ol December

31, 1936, was made for the purpose of segregating In a separate company tile
manufacturing assets located In Pennsylvania. The other properties Ind activi-
ties of Taylor & Co., I111., have no relation to the fiber business.

It Is obvious that the major portion of the capital of Taylor Fibre Co. is
teclnlically "borrowed capital." The results of operations of the company have
been as follows:

Income (W)
or loss Ta-) Interest Noet income(+

before interest for loss (-)and 
taxes

1137 ............. +............................. $48, 156 * . . . 67,889 -$19,7313
1938------------------------,5 __ ....... __.._ -64,555
193 ...............-----------...... +70,787 $1, h5a 67,889 +1,313

Total ----------------------- --- +4,388 . . .. 82 975

I Interest of $67,889 for 1938 was waived by the holder of the debenture,

Problems of factory production and sales organization. characteristic of the
development years, have only recently been overcome, and the company within the
past year has begun to emerge from its formative period. Durlr

, 
1940 it is

expected that the company will have net income of about $110,000 (after interest
and Income taxes, but before excess-profits taxes).

The company Is not a war-industry company, In general, its prosperity is
dependent upon activity in the electrical, radio, and automobile industries, and its
earnings will fluctuate with changes in those industries. Experience indicates that
war is detrimental to the fiber business in general,
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The company is young, and Its normal earning power has not yet been estab-

lished. Tie rate of return earned to date by the capital advanced has been insuffli-
cilent to warrant the risk involved in the venture. It is believed that some relief
should be provided in the excess-profits tax bill which will permit this capital
to earn a0 fair r(tiurn, comlmensura'te with the risk involved, before tile imposition
of excess-profits taxes. This is the objective which the company seeks.

II view of its loss exp-riene since incorporation, the average-earnings method
of computing credits under the proposed law is obviously of no value to the con..
pany In obtaining its objective.

The invested-capital method permits earnings of only 7 percent and 5 percent
on certain portions of borrowed capital before imposition of excess-profits taxes.
These rates are insufficient, compared with the capital risk, particularly In view
of the following facts:

(a) The fiber industry requires an uuisually heavy investment in plant and
e(lUilittll (aboiit $1 per dollar of anmml sales). Tijs phint and equipment
is at risk over a long period of years,

(b) Fluctuations iii earnings in tI le fiber business are wide, as is the case in
other "heavy Industries." It is necessary for capital to earn a high rate of return
in profit years (as in the steel industry, for example) in order to compensate for
inevitable losses In other years.

(e) The Taylor Fibre Co. has a goodwill asset which is not reflected on its books
nor in its capital structure, but which is substantial. This goodwill arose from
the filet that meinlers of the Taylor family, including tile present principals, were
engaged in the fiber isiness for naiiy years prior In 1929 (its early as 1890), and
were well known to ti triide. This Intangible a solt is in retily paid-in capital
which is not rejected on the books and for which no credit is provided under the
Invested-caplital method.

The inIvcsted-capiltal niethod (les not permit the company to obtain its afore-
said objective. ,Pirovisins in th ill N l present permit new capital to earn
10 percent (up to $5t,000) and 8 percent (InI excess of $500,000) before Inpost-
titn of exiess-proflts tax. Some relief would be granted to taxpayers such ats
Taylor Fibre Co. If tiesc perc(nlages were extended to (over capital placed
inI a new business during the 8 years preceding January 1, 1940. Surely
(apial which was invested so us to res lt in needed employment of labor
during the recent depression Is as deserving of consideration as new capital to
be invested under cimiditions now prevailiiig.

It 14i believed, however, that even the aforesaid rates of 10 and 8 percent are
insutlicient to aitract new capital to hazardous Industries.

III addition to the aforementioned suggested relief provisions, corporations
such as the Taylor Fibre Co., which have sustained substantial losses i the
majority of the base-period years, should be permitted to carry forward to the
taxable years amounts which are in substance equivalent to unused credits
in the base perloil. For example, the excess-profits-tax bill, as now written,
r-eognizes that corporations are entitled to a return in each year of at least
7 percent on the first $500,000 of invested capital and 5 percent on Invested
capital In excess of $1500,000. It would therefore be only fair and equitable to
permit a corporation which has not earned an amount equivalent to those per-
centages 1i each of the base-period years to utilize the unused portion thereof
as a credit in subsequent taxable years.

Some further comment should le made concerning changes in the capital
structure of Taylor Fibre Co., namely:

(a) During the years 19,37, 1938, and 1939, there were issued to certain
officers, for services rendered, 1,375 shares of stock having a fair value of
$1a,914. This increased the number of shares from 6,886 to 8,261, and in-
creased the equity capital from $688.60 to $14,602.80. By December 31, 1939,
the stockholders had Increased in number from 3 to 9. The company in the
future will, under contracts already entered into, issue additional capital stock
for services rendered by officers. Since there Is some doubt whether the present
bill permits such stock issue to increase invested capital some provision should
be made in the bill to make it clear that stock so issued does Increase invested
capital.

(b) During the years 1937, 1938, and 1939, Taylor Fibre Co. made further
plant additions of $161,808, of which $81,808 was paid for out of earnings or
working capital ($80,000 additional capital was borrowed to pay the balance).

Owing to these demands on working capital, the company was unable to pay
In cash its debenture interest, and to assist the struggling company, Taylor &
Co., Inc., accepted additional debentures covering interest for the 6 months
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euded December 31, 1937 ($33,944.46), and interest for the year 1939 ($67,-
888.96). These additional debentures increased the debenture indebtedness from
$1,131,482.60 to $1,233,316.02.

EFFECT OF PROPOSED BILL ON PROBABLE 1939 EARNINGS

We have estimated that the company will make a profit for 1940 of about
$140,000, less normal income tax of $29,260 (20.9 percent), or $110,740 net.

The invested capital would be as follows:

Equity capital, Jan. 1, 1940 ------------------------------------------- $14, 600
Borrowed capital:

$85,400 at 100 percent ------------------------------------------- 85,400

100,000
000,000 at 66% percent ------------------------------------------- 600, 000
247, 916 at 331/a percent ----------------------------------------- 82,638

1,2383,316 782, 638
The "credit" against excess-profits tax will then be:

7 percent times $500,000 ----------------------------------------------- $35,000
5 percent times 282,638 ------------------------------------------- 14,132

Total ------------------------------------------------------- 49,132
An estimate of the excess-profits tax would be as follows:

Estinated earnings --------------------------------------------------- $110,740
Add portion of interest equal to:782,638 thnes $73,999 ------------------------------------------ 46, 958

1, 233, 316
Total ------------------------------------... --------------- 157,698

Exemption as above --------------------------------------- $49,132
Plus ---------------------------------------------------------- 5,00)

54, 132

Subject to excess-profits tax ---------------------------------- 103,566

20,000 at 20 percent -------------------- ---.------ -------------- 4,000
30, QOO at 25 Percent ---------.------------------------------------- 7, 500
53,566 at 30 percent ---------------------------- ......--------------- 16,070

103,5 5
Excess-profits tax -------------------------------------------- 27, 570

Together with normal tax of $29,260, as aforesaid, tile company's total tax
bill will be in the neighborhood of $56,830, on income (before taxes) of $140.000.
The total effective tax rate on this basis Is 40.6 percent.

In the present case where the stockholders hold the stock in the company
which owns the debentures, the situation should be viewed as If the stock-
holders in fact own the entire investment in the corporation's assets. On this
basis, let us determine the return which they receive on their investment in
the year 1940. Of the $140,000 net income, $56,830 is applied as aforesaid to
normal, defense, and excess-profits taxes, leaving approximately $83,000
for the stockholders. Adding to this the amount received indirectly by the
stockholders as Interest on debentures, namely, the sum of $73,999, gives approx-
Imnately $157,000 as the return to stockholders for 1940 on their Investment.
As of January 1, 1940, the total invested capital of the corporation, including
borrowed money (which total represents the total investment of the stockholders
in the company) amounted to approximately $1,278,000, The aforesaid sun of
$157,000 (income after taxes, plus interest on debentures) represents a return
of approxnlmately 12.3 percent on the investment of the stockholders. During
the years 1937 to 1939, Inclusive, tie average return on the investment of the
stockholders was approximately 11/2 percent. As a practical inatter, stock-
holders il this line of business should expect to receive at least 20 to 25
percent in a good year In order to compensate for inevitable losses (or years of
nominal earnings only) in a widely fluctuating business. It Is not unreasonable
in a business of this kind, which requires a heavy' capital investment, to expect
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"ni average return of 10 to 15 percent over a period of years, and ill
order to attain this it is obviously necessary to earn the aforesaid 20 to 25
percent in good years.

A method which would grant this corporation some degree of relief would
be the insertion in the bill of a "ceiling" provision for corporations situated
similarly to the Taylor Fibre Co., that is, corporations which have been formed
in recent years and which are just emerging from the development period.
Such a ceiling provision would provide that in no case shall the total of the
normal (orpolration income, defense tax, and excess-profits tax exceed 30 percent
(or sonie similar figure) of the taxable net income.

SPECIAL RELIEF IPROVISIONS

Suggested amendments to the bill as passed by the House of Representatives
which would grant this corporation some measure of relief have been previously
referred to iii this memorandum. Sunmarizing these amendments, they are as
follows:

11) In determining the excess-profits tax credit under section 714, corpora-
tions starting a new business at any tinie within the 8 years prior to January 1,
1940, should be permitted to receive an excess-profits tax credit for those years
equal to at least 10 percent on the first $500,000 of invested capital and 8 per-
cent on the invested capital in excess of $500,000.

(2) Corporations which during any of the years in the base period have
failed to earn an amount equal to 10 percent oi the first $500,0M) of their
invested capital, plus 8 percent on their Invested capital in excess of $500,40),
should be permitted to accumulate as a credit the difference between such
amount and the amounts actually earned in each of the base l)erlod years.
Corporations having such accumulated credits should be permitted to carry
them forward and add them to the credit provided by section 714 in taxable
years in which their income exceeds the credit provided by section 714. This
amendment would in effect permit newly organized corporations to earn 10
percent on the first $500,000 of their invested capital and 8 percent on their
invested capital in excess of $500,0W0 during their formative years.

(3) A ceiling provision should be written into the bill which will provide that
in no case ,hall the total of normal corporation, defense, and excess-profits tax
exceed 30 percent (or some similar figure) of the taxable net income.

(4) The definition of equity invested capital as set forth il section 718 (a)
should be amended so as to provide that stock issued for services rendered should
be considered as the equivalent of money paid In iii the amount of the fair-market
value of such stock at the date it is issued. Should this company in the future,
instead of issuing stock to its officers for services rendered, pay such officers ill
(-ash with the understanding that the cash would be Invested in stock it is clear
that the company's invested capital would be increased to the extent of the money
paid In for stock. The amendment suggested herein simply produces the same
result when the facts are substantially the same.

The CHAIRMAN. Mr. W. W. Schneider, of St. Louis, Mo., Monsanta
Chemical Co.

STATEMENT OF W. W. SCHNEIDER, REPRESENTING THE MON-
SANTO CHEMICAL CO., ST. LOUIS, MO.

Mr. SCHNEIDER. I am the secretary of the Monsanto Chemical Co.
I want to point out a defect or omission on page 40 of this bill,

which has to do with corporate reorganizations which took place under
section 112 of the revenue law. I think the omission is an oversight-
I am not sure.

If you will refer to section 740 you will find that there are 4
cases listed, in which cases the earnings of an acquired company are
added to the earnings of the acquiring company for the purpose of
determining the average income during the base period.

There is one important type of reorganization, tax-free reorganiza-
tion, that has not been included in those 4 cases.
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Senator KING. What do you mean by the "four cases"?
Mr. SciliNmmu. Four cases in section 740 (a). The first case there

covers a typical reorganization.
Senator KiINo. 1 beg your pardon. You are referring to the-
Mr. SCHNEIDER (interposing). Section 740 (a) of the bill; that is,

supplement (A).
The CHAiRMAN. You think it was an oversight?
Mr. SCuNEIDFR. I am not sure. It is taken care of properly in the

portion of the bill that has to do with invested-capital basis, but, not
in the average-income basis.

Now, to cite the case, we have a typical case: On April 1, 1938.
which was during the middle of this 4-year base period, we acquired
all of the business, assets, goodwill, emi)loyees, plant properties, cus-
toiers, and so forth, of a Massachusetts corporation, in e, cliange for
about $9,000,000 worth. of stock.

That was a tax-free reorganization under section 112. That com-
pany we acquired had been in business for many years prior to this
base period and, of course, they had had earnings.

Now, as soon as -we ac(luired that companyy they ceased to carry on
business, their employees became our eml)h)yees, their stockholders
became our stockholders, and they were united with us, and we have
been carrying on the business ever since.

The other company has since liquidated an(d dissolved and gone
out of business.

Now, I don't know of any reason why the earnings of that corn-
pany, during the 2 years prior to their being acquired by us, '36
and '37, should not be added to oui earnings for the purpose of de-
terminiing the average income during that 4-year period.

In other words, the two businesses have been united in one. They
are now going forward as oine business, and, in order to have a com-
parable basis, you have to add the earnings of that company to ours
for that purpose.

Now, it is taken care of under the invested-capital basis. Their
earnings and their invested capital are added to ours for the purpose of
determining our credit under the invested-capital basis, but for some
reason or other---oversight or otherwise-their earnings for that
2-year period prior to their going out of business is not added to our
earnings for the purpose of determining our credit on the average-
income basis.

I just want to mention further that that type of transaction is
not a statutory merger. It has all the effects of a st'atutory merger,
so far as income, invested capital, and other purposes are concerned,
hut it is not technically a statutory merger.

Therefore it does not come under No. (3), and I am at. a loss to
understand why that type of transaction, in which the former com-
pany goes out of business-just as they do in the case of a statutory
merger-why that type of transaction is not included for the purl)oe
of determining the average income during that 4-year period.

Senator Kiwo. Is there any provision in the bill which might lic
lifted from its present position and attached to No, (3).

Mr. SCHNEIDER. You could take care of it very easily in No. (1)
[reading]

A corporation whhih lins acquired all the assets of another corporation awd
the whole or a part of the consideraton for the transfer of such assets Is the
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transfer to sitch other corporation or its shareholders of all or a part of the
stock.

That is the way the other sections of the bill read. If you will
refer to section 7.50-

Senator KING (interposing). What page?
Mr. SCIHNEIMF.. IPage 47, 1 I)elieve it is, in the. definition of

.'exchange."
Senator KINo. Just 1 minute.
Mr. SCHNEIDERI. It comes under supplement B, "Credit based on

income and invested capital." You will find this definition:
The term excitinge" imeI;1 ali exlmuigv, de.(riho( in section 112 (b) (4)

or (5)-

Which covers this transaction-
or in so muh of section 112 (c), (d), or (e) as refers to section 112 (b) (4.)
or (5), by one corl)owation o1' its property wholly or in part for stock or
securities of aiiother corporation.

Senator KING. What page are you reading from?
Mr. SciNrIDR. I think that is on page 47. I have the original

House bill here. It is section 750, in the definition of "exchange."
Senator KING. Seven hundred and fifty?
Mr. ScHNEIDER. Yes, sir.
Senator KING. Now, what suggestions d) you make there?
Mr. SCHNEIDER. That language is entirely )ropcr, and it covers the

case, and my suggestion is that that same language be incorporated
in section 740.

The CHAIRMAN. We thank you for bringing it to our attention.
Mr. SCH-NEIDIFt. The subject is properly taken care of in one case

and not in the other.
The CHAJJIrAN. Thank you very much.
Mr. Eberstadt? Is Mr. Eberstadt in the committee room?
(No response.)
The CHAIRMAN. W. R. Ogg?

STATEMENT OF W. R, OGG, REPRESENTING AMERICAN FARM
BUREAU FEDERATION

Mr. Oa1. Mr. Chairman, members of the committee, I have a 'Itate-
ment here that I would like to-

The CHAIRMAN. 'You represent the American Farm Bureau
Federation?

Mr. OG O. Yes, sir.
I have a statement here, and it is obvious, you have so many wit-

nesses, I would like to have permission to have this inserted as
though read-this statement on behalf of the American Farm
Bureau Federation, before the joint committee.

The CHAIRMAN. All right.
Senator KiNG. I remember your statement then, and it was a very

clear and elaborate one. Is the statement you are submitting now
substantially the same?

Mr. OGG. Well, I would like the privilege of pointing out two or
three things that we are calling the attention of this committee to.
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Unlike many of the witnesses who appeared before you, we would
like to coimmenid the improvements that have been made in this bill.

We presented certain recommendations to the joint committee and
we feel that in part those recommendations have been carried out,
and we want to commend the progress that has been made.

We feel that some further improvements can be made and have
offered some additional suggestions.

The principal one of these suggestions relates to the proposal
which we suggested, but which has not been included, namely, to
provide a defhiite limitation-over-all limitation-in connection with
the average-earnings options, so that any profits in excess of this
over-all limitation would be consideredd as excess profits and subject
to the schedule of rates.

Now, we don't know what that level should be. We are willing to
leave it to the judgment, of this committee and the Treasury )epart-
ment and the defensee Council, but, as a fundamental principle of
excess-profits-tax legislation we do not believe it is fair to the Amer-
ican public to allow corporations to be completely free of taxation,excess-profits taxation, at the time of emergency, when we are ex-
pending $14,000,000,000, to permit them to earn unlimited earnings up
to the level of their maximum earnings during the base period, without
collecting any excess-lprofits taxes, particuarly in view of the very
liberal provisions, for amortization.

The C IAIRMAN. What do you think of the idea of a little higher per-
centage--or reasonable percentage-of increase on those corporations
that make profits. high profits, or reasonable profits, S may be, to
tax the profits that ente) into contracts with the I)efen'e Council or
any Government agency that lias anything to do with this preparedness
program?

Mr. 0(4(. Well, I believe that would be in accord with the spirit of
our recomnendat ions.

Our organization went on record, through its board of directors
last spring, urging that appropriate steps be taken to stop and prevent
all profiteering during this emergency period.

The CHAIRMAN. I thought they were in agreement with the sttg-
gestion I made.

Mr. eoa. Yes, sir.I don't want to take your time. The resolution to which I refer is
in this statement [indicating].

The CHAIRMAN. Thank you very much.
Mr. Ooo. We are not asking for any excess profits for agriculture.
I want to say here that it is a matter of considerable concern to farm

people, rep resenting a large segment. of the population. to see certain
groups ofindustry come in here before Congress and demand this
guaranty and that guaranty of normal profits before they are asked
to assume the burden of this increased defense expenditure.
Our boys are going to be conscripted, serve for $30.a month. They

aregoing to sacrifice their normal earnings during that period. They
may have to risk their lives. And we believe that capital should be
willing to risk its capital-that business should be-if our boys are
going to be asked to risk their lives.

In Conclusion, Mr. Chairman, we feel that this is a time when we
must a,il look forward to sacrifices in doing our part to put over the
national-defense program, and the farmers of this country, at least
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our organization, hits so expressed itself, that we stand squarely behind
the imitional-deftnse program and are willing to do our part, and the
farmers have done their part.

They are going to suffer as a result of the war, its it matter of fact,
and we feel that at a time of grave emergency when the security of
everyone is at stake, that it is no time for any group, whether in in-
dustry or labor or agriculture, to jeopardize our security by insisting
on excessive profits before excess-profits t axes are levied.

The CHAIRMAN. Thank you very much.
(The prepared statement filed by Mr. W. R. Ogg is as follows:)

TAThMEiNT ON BEfALF OF AM, IOItIAN IAiM Bultit,:Ar ,':I)RATXION TO SENATE INANEE

CoMMIrrmrE (Ol cmitNm SEcuND Rvv NUIc Ac, 0r 1140 (H. R. 10413)

SEPTEMBER 5, 1940.

During . hearimgs held jointly by the 'LAuse Ways and Means
Committ*6 and the Senate Finance Cominittee',p4,rt an recominenda-
tions W'gr'e iade on behalf of the American Far trean Federation.

W Desire to eolniteyid t e mprovotuents which have been made in
the ,.roppsed lpgslatioii by tl Hoise of Representftives, especially
th& fforts to +afe~ruardi the a,.aotization . hwisions, to, equalize more
neirly the benfftg isaeeruhig undar the iqiesttd capital option , as com-p0.edwith the average h.riflngs Optioito 6irninate I' due hardship

iion small corl)oratiq-*, and eorpor stm that have had 'cry low earn-
Ys and tq.provide 4 higher. schedule f o, te mn excess profits. These~i~lwovemiets5 i ry! ont, lii iot,t 01 1rnehIlations ade by the
inerican Farm B46r'au Fede~atii. ,

lThe Jiheriity of the pendWig bill is, ev tent from t!i fact. that, on
h, basis of W37 jncomi tatii°o~ly 67,00,corpora ),ls out of ap-

proximately 00;000 active 06fl.oratipns in tl; Unlted tates will pay
anyxcess-profits taxes txtAlt underIhis bidl. Thus + percent of all
the eotporations in thu?'tnited, States wifbe entiroo exempted from
any etss-profits faxes, by reason of thb exemptio";f the first $5,000
of excesaiprofits. .

FurtherCWre, according to the Statistics outcome of Corporations
in 1937, com+pild by the Federal Bureau f Internal Revenue, on
which the fore 61rig. estimate is baa Amnong these less than 70,000
corporations stilject f thC-priPod excess-profits taxes 248 corpora-
tions with net incomes in excess of $5,000,000 annually received 39.7
percent of the total income of all reporting corporations in 1987.

Another small group of corporations earnig from $1,000,000 to
$5,000,000 and representing onlty 1 percent of the total number of
reporting corporations earned 22.7 percent of the total'income of all
reporting corporations. In other words, less than 2 percent of all the
reporting corporations earned 62.4 percent, or nearly twothirds of
the total income of all reporting corporations. In, view of these facts,
time hue mind cry that has been raised against this legislation to the
effect that it will impose undue burdens upon Anierican corporate
industry is without proper justification. These facts show conclu-
sively tdat the great mass oI American corporations will escape the
proposed taxes entirelyond that the najor burden will fall onl a, gradu-
ited basis on time corporations which have had the largest earnings
and therefore are most-lible to pay such taxes. Moreover these large
corporations, in the main, stand to benefit greatly from tie large nat-
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tional-defense expenditures not, only in contracts for wilr materials
but also froni the increased purchasing power resulting from these
defense expenditures. Theretore, froin'the standpoint of benefits de-
rived and from the standpoint of ability to pay, the proposed excess-
profits taxes (1o not impose an undue burden upon American corporate
industry.

We believe that still further in)rovements can and should be made
in this legislation, in order to provide a more e( uitablle (istributioln
of the tax burden in connection with the ntional-defense program and
to prevent profiteering during this period of national emergency.
Specifically, we respectfully reconmlend:

1. Aqveraqe earnhAfs.--There should be fixed a reasonable ceiling
above which all profits would be considered excess profits and subject
to the schedule of rates on excess profits. The average earnings for
the so-called base period 19301-39 is not a satisfactory limitation.
Under this option a corporation will be exempted from any excess-
profits taxes on its average earnings during the base period, 11o matter
how high these average earnings nIay ho. The full significance of thi,
privilege does not become apparent until it. is collpled with the anmorti-
zation provisions. Under these two provisions a corporation is per-
mitted to write off its entire extra investment due to defense at the rate
of 20 percent per year, so that at the end of 5 years (or less if the emer-
gency ends sooner) it has paid in full for its additional plant expansion
out of the proceeds of Government contracts, and during this period
it is exempted from any excess-profits taxes on all its earnings which do
not exceed its average earnings during the base period, no matter how
high these earnings were, and finally, on the earnings in excess of this
amount the Government will recapture at the very mnaximunl only 50
percent of all excess profits, no matter how great they may be, plus an
additional 4.1 percent of the normal-tax net income.

In sharp contrast with this liberal provision in the average earnings
option, corporations which elect to use the invested capital option must
pay excess-profits taxes on all earnings in excess of the average rate of
return oil their invested capital in the base period. The effect. is to
permit inordinate profits by corporations which enjoyed large earniin
during the base period, while corporations which were making onlv
modest earnings in relation to their invested capital will be much more
drastically restricted in their profits. The inequity between these two
options has been substantially lessened by the changes made in the
House bill, wherein a higher schedule of rates was provided for corpo-
rations using the average earnings option, and the penalty tax of 4.1
percent on normal net income is applied to companies electiig the aver-
age earnings option. Ne7 believe this inequity can be further corrected
by providing an over-all limitation in connection with the average
s rings option wherein all profits above such limitation wotih be con-
siolered excess profits and would be subject to the schedule of rates on
excess profits. This would appear to be simpler and more equitable
than the penalty tax plan now )rovided in the bill.

2. The proposed schedule of rates for exces-profits taxes is not ex-
cessive and, in fact, is very liberal for a period of grave national enter-
gency such as we are now passing through. Our Nation has been re-
peatAedly warned by the highest authorities that we are in the midst of i
period f grave national emergency when the security of our lives. out-
property and the ideals and institutions of democracy whiell we hold
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dear stand in jeopardy. To meet this situation, we have embarked on
a far-reaching program of national defense in which Congress has
already apl)roprlated or authorized appropriations totalling approxi-
mately $14,000,000,000. No doubt ad(litional large expenditures will
be necessary. Obviously, in order to pay for these enormous outlays
essential to our national'security, it is inevitable that the entire Nation
must be willing to make some sacrifices for the common good and secur-
ity of all. Under such conditions, the same standards and definitions as
to what, constitutes excess profits necessarily differ from those which
should l)revail in normal times. The insisted nce, therefore, of certain
corporitions which enjoyed handsome earnings during the so-called
base period 1936-39 that'they be allowed to continue to earn this high
level of profits before paying any excess-profits taxes is not valid in
such a tine of emergency and is grossly unfair to corporations which
have had very low earnings during the sainme period.

Nor is there any sound justification for exempting from excess-profits
taxes corporations which do not have national defense contracts with
the Government. It should be pointed out that many industries which
will not receive governmental contracts nevertheless'will profit greatly
from the increased purchasing power which will result from the large
expenditures for national defense. Recent estimates indicate that by
1941 about three or four million additional workers will receive em-
ploymnent as a result of the expansion of industrial production. Surely
in it time of grave national peril no industry has any vested right to
demand the. continuation of its previous record of earnings, free from
excess-prolits taxes, no matter how high these past earnings may be.

3. As a safeguard to industry during this emergency, a reasonable
amortization of extra costs of l)lant expansion (lue to defense should
be 1ermitted, provided (life account is taken of the extent to which
sueh risks are "issmnned by private capital and proper safeguards are
provided to protect the 'public interest. ill cases where the cost of
plant expansion has been amortized out of the proceeds of Govern-
ment contracts.
4. We urge that every possible effort be made to simplify the pro-visions of this legislation to the end that the tax liability mHiy be

readily computed and evasions of taxes l)revented and unnecessary
litigation avoided.
5. It is further recommended that Congress instruct the Treasury

departmentt to continue its studies of the i)roblems involved in these
tax proposals,,- with a view to improving and perfecting Such ro-
posals during their first year of ol)eratiomn. We recognize that there
are many complex and 'difficult problenis involved in formulating
such legislation.
6. We renew the reconunendation made to Congress at the time

the national-defense tax was enacted, namely that Congress with tin'
assistance of the Treasury l)epartment, umdertake at an early (late

a thorough study and revision of our Federal tax structure with a
view to provi(ling the additional revenue that will be required for
national defense and for necessary domestic requirements and to
distribute the burden of such taxes oil tie basis of ability to pay
and benefits derived.

We sincerely hope these rocomnilendations will meet with the ap-
proval of the committee.
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Every reasonable person would concede that business uncertainty
as to amortization provisions and as to excess-profits taxes should be
ended as soon as p)ossibIle )y the enactment of constructive legisla-
tion at the earliest practicable (late, that reasonable amortization
provisions be established for industries that are required to expand
their plant facilities for national defense, that liberal treatment be
afforded to small struggling enterl)rises and companies with low
earnings, that every effort be made to simplify such tax legislation,
and that this emergency should not be used by selfish groups as an
excuse for the oppression of labor.

But the American people are in no mood to tolerate, in this time
of grave emergency, any group demanding inordinate profits or
special privileges as the price of producing the supplies and mate-
rials that are vitally necessary to our national security. The rank
and file of citizens cannot but be deeply concerned over the fre-
(unetly recurring reports in the press a6nd elsewhere that the na-
tional defense program is being delayed and interfered with by the
unwillingness of industrial management to enter into defense' con-
tracts unless they are given this guaranty or that guaranty, or unless
they are permitted to earn their normal profits, no matter how high
they may be, without payment of excess-profits taxes during the
period of this emergency. There is also concern over the threats
of strikes on the part of minority groups in labor in essential defense
industries.

At such a time as this when it is imperative that our Nation bend
its every energy to achieve adequate national defense before it is too
late, obviously it is imperative that every group do its part. It is a
time that calls for sacrifice tid not for l)rofiteering at the expens*;e
of national security. The achievement of adequate national defense
necessarily entails some sacrifice on the ptirt of all gouips in the
Nation. In such an emergency, no group has any vested right to
demand not only their normal profits but, in addition , to demand that
the Government underwrite their capital risks, take off restrictions
upon profits, and let them keep a major part of all excess profits.

To jeopardize our national defense by such an attitude, if per-
sisted in, obviously could only result ultimately in forcing the Gov-
ernment to conscript industry and labor to get' the job done without
dangerous delays. If everyone will do his part,' this should not
become necessary.

It is indeed distressing to see groups demanding this guaranty and
that guaranty with respect to its profits and avoidance of capital
risks as the price of doing its part for national security. If our
Nation is going to conscript our manpower to serve for a year of spe-
cial training at ,0 per month, in order to learn how to'shoot guns,
operate tanks, and fly airplanes and, if need be, give their lives, the
American people are going to insist that the industries which manufa,'-
ture guns, tanks, planes, and other military equipment be willing to
do their part without excessive demands and guaranties. Or boys
who are called to give a year's training will in most cases lose their
,oornal earnings. They are not demanding their average earnings
during any base period 'and then a major share of excess profits abo,'
that level. The Government will not underwrite their losses in pro-
noting the national defense. If they risk their lives, industry should

be willing to risk its capital. If thiy give up their normal ,arnimgs
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"Afl serve for a subsistence wage, then industry and labor should be
satisfied with reasonable earnings.

So ft' '1s farmers are concerned, they are ready to (lo) their part.
American agriculture, does not seek any special )referred position or
excess profits out, of the war. They are not, going to refuse to pro-
duce essential food and fiber unless they are gtarauiteed not only lieir
normal profits but- a liberal share of excess l)rofits as well. We have
confined our request to repairing the damage done by these trade dis-
localions and to inahit'iliing a )arity relationshil) between industry,
agriculture, ad labor. Ihe fact is, agriculture, particularly the pro-
hicers of export crops, will suffer tremendously as a result of the

trade dislocations resultiig from the present war.
We are a vainst profiteering whether it be in agriculture, industry,

or labor. We issued such a declaration last summer vhen the Neutral-
ity Act, which we sul))orted, was under consideration lby Congress. 1
(quiote from the state ement issued by our board of directors at that time:

* * * Profits oi Such t Il 118actioii sl, however, should ibe rlotrluted by law
to normal peacetllne levels with all piroliteeiing offectively prohibited. A4 fam-
ers, we ask only for parity prices for oir (ommolities, and we condv(liin aly
pra('tlee by middlmen of i)yraiiitlllg icoiodnty-lyrice idvaiees into exorbitllnt
prices of food and fiber to the consumer.

Fa'mers 11 a 1g0roup are oppose( to profiteeriiig by iii(lilstry, bv agrielt ro, or
by labor; and will vigorously resist suich methods with every means t their

We believe we should hold prices, wages, ttil interest rates during wartime to
reasonable parity levels il order to prevent excessive Inlation an 1(1 the ruinoue,
lellaiion that Is tlie inevitable afl-erinalh of spe(ultive ixCesses. We Invile
Industry id la 'or to cooperate with Its il ii Con'erted i ov l(ient to forestall the

fcooiieiiii anguish that will surely follow lhe pesit wtar uldess effecive steps
tre taken to prevent It.

Again, when the nal ional-defense tax was unler consideration, a
short time ago, we reiterated that declaration, as follows:

We wholeheartedly support steps being talon by the President till(] Congress
-f the United States to strengthen our defenses In the present einergency. We
recognize that this will Impose nlew burdens iiOn t1( thiaiices of this country
and feel that the farmers and people of the coulntry will willingly piy taxes that
lire levied equitably and expended efficiently for this purpose. We feel that it is
Important: that burdens be Imposed in accordance with ability to pay and that
adequate lax provisions be made to check till protfitering,

We therefore respectfully urge that Congress speedily enact an
equitable and effective excess-profits tax law which will prevent prof-
iteerinlg during this emergency and recapture excessive profits to help
finance the national-defense program.

The CHAIRMAN. Mr. Maurice L. Bein, of Bridgeport, Conn.

STATEMENT OF MAURICE L. BEIN, REPRESENTING MAURICE L.
BEIN, INC., BRIDGEPORT, CONN.

The CHAIRMAN. All right, Mr. Bein.

Mr. BEm . My iaine is Maurice L. Bein. I am in the building con,-
struction business; as a ffeneral contractor.

In general, the building construction industry, especially, the small
,corporations, which are by far in the majority can conduct their busi-
ness on a very small amount of capital. 'is is true, because pay
ments on construction contracts are atade at least every 30 (lays, thereby
requiring the financing of a. project fori only a 30-day period. As it
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result, we handle contracts that run into an enormous amount, with
very small capital. We either create these profits or suffer losses,
through our own effort, initiative, and experience.

Senator KINO. Are you speaking of subcontractors, as well as con-
tractors?

Mr. BN. Definitely. Yes, sir. For example, we can run a million
dollar job, with a maximum of $50,000 to $60,000 in cash. It is not
out of the ordinary for us to net 5 percent,, which would be $50,000.

According to tie proposed bill, the Government says to us that
because, through the use of our brains and experience, we make
$50,000 and only need $50,000 of invested capital to do it we are out
of order and must be )enalized; whereas if we had a million dollars
in capital and took the same construction job and made the same
$50,000, that would be Roperr and considered normal operation.

What are excess profits? In my own experience we lost money in
3 out of the last 5 years. We carry our organization 3 years on what
we make in 1 year. Would you consider what we make in our 1 good
year, excess profits, especiAlly, when it can be shown that the money
we make in that year is used up in the lean years to come?

I have listened to the testimony, practically all day. The thought
that was running through most of the testimony was that the bill
as drawn, contained innumerable inequities and'inequalities. All I
heard was: "This is inequitable and that is working a hardship, and
this provision will put us out of business." Why not call a spade a
spade, then?

Why not increase allincome taxes alike?
The majority of witnesses have been trying to correct one inequity

or another.
Now, gentlemen, you have only had a very minute percentage of in-

equities called to your attention.' As pointed out, these inequities will
affect millions of'people and thousands of industries, as indicated by
the concensus of opinion of the witnesses. How, therefore, can you
possibly administer fairly, abill that does so much damage to business?

If, in my business, I vere to work on a 5 or even 10 percent basis
of profit I would be snuffed out in a few years, if I hadto carry an
organization without work, as I have done in the past. As an example,
from the years of 1938 to 1940, I bid and spent approximately, $58,000
bidding, without getting a job. For the year 1939, my operating loss
was $58,000. For the year 1938, I paid an income tax of $65,000, but,
for 6 years before that, I did not make a nickel. All those years show
operating losses.

Now, if you feel that it is necessary to levy a 50 percent tax on busi-
ness, as long as it affects everyone in the same way, nobody will have
any complaint. If the tax is spread in a fair and equitable manner,
even if 50 percent of the earnings are needed to take care of our de-
fense program, no one will object, but if you are going to enact an
excess-profits tax law that will not touch those firms that have millions
and billions of dollars in stock, held widely by the public in most in-
stances, because these firms, who in reality are the ones getting defense
orders and whose earnings have been an average of 3 and 4- percent,
over a period of years, will not be affected by this law, whatever meas-
ures you use to determine excess profits, you' are being most unfair andinequiitable. These firms are going to earn millions of dollars, because
they have millions invested and they are not going to pay any excess-
profits tax.



SECOND REVENUE ACT OF 1940

We fellows who earn our income mainly by our own effort and
ingenuity and who stand to bear the losses if there are any, are the
ones that are going to he penalized and are the ones who are going
to pay this tax. I think the most unfair thing that any govern-
ment can do is to penalize me, because I don't need much capital
in my business, an d take 75 percent of everything I make, because
1 don't need large amounts of capital to producee the income, and
on the other hand, exact very little, tix from firms, just because
their income is produced by the use of tremendous amounts of
c.apital.you don't see fit to just increase all income taxes in general,

then at least appoint so me board that can sit and listen to these
inequities that are being worked by this bill.

Senator KING. What suggestion would you make in order to reach
your case, where for several years you had no capital, except a
small amount, you had losses, in 1 year you had a very large gain?
How would you impose taxes upon someone like you, to be fair
an(l just? What suggestion do you make?

Mr. Br N. I cannot see sow anything that is called an excess-
pofits tax can be used as a measure in cases of business such as
mine. T mean not only the construction business, but a good many
others that capital does not play an important part in producing
income. How can you define excess profits in cases such as mine?
We have gone alor( for the last 10 years. Some years we have
made money and this money was used to keep us going during the
years in which we had no work or lost money. Otherwise, I could
not have survived in business or would have been compelled to
discharge my organization, which I would have to do, if in the year
that I did make money, the greatest. part of it would be taken away.

If you want to hit profits that are considered war profits, that
can be done through your defense board, who can let armament
contracts on a cost basis, plus a reasonable profit which you can
control. The amortization of plants certainly is something that is
aside from this issue and need not be delayed because of this bill.
Contracts are being let every day on a cost- plus basis. No one
can fool the Government on what costs are. The elements that go
to make up costs can easily be determined by accounting methods.
Give armament contractors a reasonable profit for this emergency
period. You are then really guarding against war profiteering.
Then, to raise money for defense purposes, increase income taxes
in general. Let everybody pay their shares of the burden.
But if you enact the bill the way it is designed, you are going to

actually crucify, I say, the majority of firms, and those that it is
designed for are absolutely going to escape without any excess-profits
tax at all.

Senator KiNu. You prefer an increase, if necessary, in order to
raise revenue from normal tax, rather than from the so-called excess-
profits tax?

Mr. li iN. By all means, Senator, because-well, you have listened
to, well, just a small number of people. I am surprised to have heard
that only a few advanced the idea that it should be an increase in
normal taxes. That more or less confirms my feeling that firms that
have large amounts of capital are only looki;ig to remove those little
inequalities that are really going to cost them money. They are really
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not going to suffer lby an excess-profits tax. The average firm that
has a lot of money invested find has1 it lot of the public's money,
that has been earning 3 or 4 percent normally, you are not, going to
hurt them, and those are the ones tha( are getting the orders-Beth-
lehem Steel, U. S. Steel-those are the ones that have averaged 3 and
4 percent; they are getting the armament orders, and they have aver-
aged only a small percent.

The CHAIRMAN. Very much obliged.
Mr. Forstall, of Chicago.
Senator KIN(. Let's adjourn. The reporters look to me as though

they would like a little sustenance. I suggest the chairman of te
committee bring in some, sandwiches and some liquid refreshment.

STATEMENT OF JAMES J. FORSTALL, REPRESENTING THE MICKEL-
BERRY FOOD PRODUCTS CO.

Mr. FORSTALL. James J. Forstall.
The CHAIRMAN. Have you got a brief
Mr. FORSTALL. No; I haven't a brief, but I will submit one.
The CHAIRMAN. All right, Mr. Forstall.
Mr. FORSTALL. Representing Mickelberry Food Products Co.; I rep-

resent that company as a director.
I would like to jump right into the discussion that just went on. I

want to put it on a little higher plane still. I don't want to put it
on the plane of the effect to the little individual corporations but to
the effect on the country of the passage of this law.

I don't have to say to any ofyou that democracy is on trial and a
lot of people in the world say it is sunk.

I have had a little experience with taxes. I was in the Treasury
Department as an assistant solicitor when the Revenue Act of 1918
went into effect. I am one of the people who have worked on taxes
under that and subsequent Revenue Acts and who believe that our
present tax laws are much too complex.

Senator KING. Hear hear.
Mr. FORSTALL. The Knglish income-tax law covers a few pages of

the statute and I think that experience with our income-tax laws
proves that the law should be much simpler find much more should
be left to regulations and to administrative discretion.

I think the greatest disservice that could be done to the country
at the present moment would be to pass a law like this and put it
on the statute books.

If someone tampered with a plane at one of the California airplane
plants, we would put him in jail, but the passage of a law like this,
seriously affecting so many corporations and wasting so much gray
matter of leading corporation executives for the next 2 or 3 years-
years that ought to be devoted to production to help defense-would
cause much greater damage to the country than any minor sabotage
in an industrial plant.

I want to raise one point that hasn't been nientioned at all, and that
is that in working on the former income-tax laws in 1919, 1920, 1921,
and 1922, I was tremendously impressed with something I have prac-
ticallv never seen mentioned at any time, namely, that a large part
of the time and gray matter of the leading executives of the United
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States was devoted in those years to income-tax problems, because of
the complexities of those laws. That was not a time of national
peril. You might say it didn't make any difference in the twenties
what they did, but if there is a defense problem in this country now
we certainly ought not to pass a law which would cause tlhem to
spend a great deal of their time on taxes because of the complexities
of this bill.

Senator King has asked everyone for their program, so I am going
to say what I think the program~i should be.

If you believe the amortization provision is necessary it should be
promptly passed, separated from the rest of the act..,

If vou think the revenue aiet of _1940 will not ive enough revenue
from'1940 corporate income, simply increase your rates just a little.
That would be a simple one-line law.

Senator KINa. A normal tax?
Mr. Foits'rALL. Yes. It doesn't cause any complexity at all; and

then, if you think you can pass a satisfactory excess-profits tax bill,
if you think it is necessary, and if you think you can make one which
can be administered-which I frankly doub--it can be passed and
put into effect for 1941, with due consideration.

I want to urge one thing and to emphasize it just a minute or two
by the experience of my own company, and that is that it is absolutely
essential, if you pass any such law, to have a special assessment pro-
vision such as that contained in Sections 357 and 358 of the Revenue
Act of 1918.

It would be as proper to have a capital-punishment law without the
pardoning power as to have ain excess-profit's tax law without some
provision under which the Treasury Department would have the
discretion, at least, to save a corporation that would otherwise be mani-
festly treated very unjustly.

The CHAIIMMA. To have some tribunal take care of the extraordi-
nary cases.

Mr. FOIsTALL. Yes, sir. Now nmay I add one word here about our
company. It lost money for three straight years because of an inter-
nal situ tion which had nothing to do with the depression. It havs
.made a little money since but in the last 7 years it is still $50,00)
in the red. Our earnings this year wiill probably wipe that out. and
put us, before Federal taxes, about $100 000 in the black for the 8 years.

But, upon this first occasion that we get into the black on balance
for these last 8 years, this tax, added to the Federal income tax, will
take 50 percent of this $100,000 and leave us only $50o,000 for the 8
years. rrhis is what a So-called "excess-profits taix" does to a coin-
pany that sells sausage and meat to dealers and has nothing to (10
with war orders or defense programs . It is just one of many examples
of the unfairness that this law would cause.

It seems to me that the most important thing is to avoid putting
on the statute books a law of this sort. I think that history will not
give a very high nmrk to the United States democracy if they func-
tion so inefficiently as to put this so-called excess-profits tax on the
statute books.
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(The brief referred to is as follows :)
UNITM) STAES, SENATE,

CoM M, lSrr ON FINANCIE.
september 5, 1910.

8UfMMARY OF STATE WENT BY JAMCS4 .J. FlORIALl,, I PRINTING MIGKMI"MuYS

Foo l'ROOuc'rS (o., OF CHICAGO, ILL.

SUGGESTED PROGRAM

1. Enact promptly the provisions of sections 201 and 202 of II. It, 104113
with the modifications suggested by the Defense Commission and approved by
the Secretary of War and the Secretary of the Navy.

2. (a) Delay enactment of any additional revenue act provisions until the
whole mat ter can be properly considered- or

(b) If there seems any good reason to make immediate provision for addi-
tional revenue, then enact promptly a simple reverie, act of a few lines, increas-
Ing the present rate of the norlial corporation Income tax.

DISCUSsIOtN

1. As the need for the immediate enactment of amortization provisions in
substantially the form contained in sections 201 and 202 seems almost univer-
sally conceded, no discussion on this point is necessary.

2. The testimony given before the Committee on Finance this week has clearly
demonstrated that-

(a) The so-called exc.ss-Iroflits tx containled in title I of H, R. 1041.3 does
not in fact constitute an excess-profits tax at all. If enacted and administered,
it would add oppressive tax burdens to many struggling corporations, not bene-
fitting at all, directly or indirectly, from the war or the defense program; on
the other hand, It would entirely fail to tax ninny prosperous corporations on
large profits realized by them from defense-program orders. In other words,
the law, if enacted, would fali to tax many true excess profits even though
received by prosperous corporations, and, moreover, would tax heavily, to many
struggling corporations, profits which not only were not excess profits but could
not even properly be called normal proflts,

(b) The taxes laid by these provisions would not only definitely weaken the
economic welfare of the country at this most Important time by interfering
with the operations of many small corporations, but would actually imperil the
existence of a number of them, and probably cause business failures and loss
of employment.

(c) These so-called excess-profits tax provisions are so infinitely complex as
to make efficient administration impossible.

(d) These so-called excess-proits-tax provisions are so infinitely complex as
to cause an1 immense and entirely unnecessary waste of tinle and energy on
the part of all concerned, namely, the Bureau of Internal Revenue. the book-
keepers and accountants of the corporatfons, their tax advisers, and, worst of
all, the chief executives of the corporations, who ought to be devoting their time
and their best energy and intelligence to more productive endeavors. The fact
that this waste of time is already reaching substantial proportions is shown by
the large number of corporation executives who have felt it necessary to come
to Washington to take part in these hearings.

We know that many stldenisq of the present Federal ticome-tax laws ligree
wlth us that many disadvitages hIave arisen front their being as lengthy and
elmplex as they are. They nilike a very strilking contrast to the extremely brief
English Income-tax silitule, which, though so conlIse that it covers only a- few
pages, has been adminislered with relative ,1 oothness and efiteulney for over a
hundred years, Il spite of very heavy rlies of tax Imposed, We sulbnlit, therefore,
thilt only some very loimnlelling reason of necessity or fairness would jilstify
piling Oil top of our 1,rfsell; coillcaned tlcoille-tox laws the complex monstrosity
conlaied ili the excess-profits-tax provisions of H. R. 10413.

That there Is no necessity for aly sitli nation is -leFll, beeau se no returns under
the act will be due before March 15, 1941, and no reveme could be revlveid from
It until that date. It ires beent suggested that, it is 1l.(esslary tlat lhis law .,
passed promptly to let corporations know what Is in stloro For them. go that they
can make their plans intelligently. But 1l1e testhiony Ias clearly shown tlai
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this law is qo unintelllgihle ai( complex that It d e. not give tiny real inforia.
ton to corporate execulveo. M moreover , it is ,s:o on)fair aid diserinitiatory that
corpo rate xe(utlves would have a riglt to believe. eve(, if the lhw should be
),sed at this tine, that Congress, before March 15, wohld awake( to the Injustice
11 4 daiamage which this law woui cause a(nd would r'(pll it isfore that date,
substituting for it soinreniu c 1 slisfact siy actit.

IHowlever, if this Excess Proftlts Tiix Act sb)uldl, in splto of everything, be
actedte, we respectfully urge that the testioty shows the absolute neossity of
a so-called speetal-a.sessniest provision, providitng (as was done by sections 327
aad 328 of the Rtevenue Act of 1918) solne satisfactory m(ietlhd of prevenitilig too
alnlich hjtlust Ice being don(, to corIpo)ratiolns abnorimally slinated ti respect to
income for the base years or InvIe,(id capitall Sor 10h,

No one will deny that the times are (ritheal, that denineraey is on trial. In
fact, miany voices throughout the wAorld :oltlltdetly prochlim that its day has
jsaNsed forever. This being wll, the United States, t1w gr ltiest denioeraey of
tl and almost the sole hope of all (It her dhiiterachles, Inust indeed use the utmiost
ell re to flncio tlleiently. It eannot afford to make any bad mistakes.

In the light of 'onclusive testlniony, we submit, the etosetinent of this s'o-called
excess-profits tax would dethlilely wetken our country at a tine when it tie(ds till
its strength-.would il effect seriously sabotage our defense progri .

It spectfullyy submitted.
JAMES J. PORS'Aaa,
MIKaESB11RY'S FOOD PItODUo'S CO..

C1ieago, Ill.
The CHIAIRAN. Mr. Marsh will be the last witness, and then we

are going to recess until 7: 30 and finish up the balance of the wit-
nesses tonight so we, can get. into this matter in executive session
tomorrow.

STATEMENT OF BENJAMIN C. MARSH, REPRESENTING THE
PEOPLE'S LOBBY

'IThe CHAIRMAN. Ben 'amin C. Marsh.
Mr. MARHl l Benjammin C. Marsh, appearing o behalf of the Peo-

ple's Lobby, Washington, 1). C.
I would say that I liaVe been very nitich pressedd by iliost of the

testlilony here this afternoon because the idea of having war brides
for economic royalists and celibacy at $30 a month for the draftees
strikes me a highly incolgruols. ;iot to say tildeniocratic ; aitd I am
going to make some specific suggestions to you witl) reference to this
bill, because I flink I gather from reading a good many papers and
magazines that, this committee is nOt going to riun away fnom the prob-
lem of financing the most expensive war in the worlds history.

You have got to meet it. Let me assure you that, if war be hell, as
has been stated, what is going to follow in America if you finance this
campaign as you have soggested--the President has, not you; I apol-
ogize-that. the President has suggested, we are going to have a darn
sight worse thia hell after the wat is over. whioev-er wills, because we
hitve been goiig on the theory that we could pile il debts, awid the Inag-
ifie)t, achievement of the Delnocratic Party in the lust 71/,, years

has been the free and unlimited coinage of deficits, with interest,
nont axable, paid to the economic royalists whonm the President hates--
illa ,be.

Blt I wantt to give some specific suggestions. 'T'his w-a- must
be paid for as you go, otherwise we lose it. Our defense program,
financed by conscript ia the income of unborn children, as contem-
plated by "America's rutinig-class profiteers, with bonds bearing non-
taxable interest to pay these economic royalists, is moral treason.
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You have already passed several conscription bills in this adminis-
tration. You have conscripted the income of the next generation.
Of course, they are not going to pay it back. You can't always have
a notary public which approves what the President does, as Mr.
Jackson did on the ships. The clay is gone when there call be both
profits and defense, andt America must cnioose which.

This fact has a vital bearing on this tax bill and also on "Weary"

Willkie's chances of pitting his plan to perpetuate profits against the
President's plan.

Large reliance upon taxing profits, whether of big concerns or lit-
tle contracting outfits, means we are paying a darn sight too much
for defense.

Defense now must be profitless defense, if we, are going to have
any. We can't get away from it, with apologies to the gentlemen
who expected to make another killing.

If cost of defense be, as some ci aim, $100,000,000,000, and total
profits be $25,000,000,000, or even $40,000,000,000, it is obvious taxes
on profits won't pay $100,000,000,000.

Let me put that in percentages. If your profits lire 25 percent, or
even 40 percent, you will see that all this talk about financing the war
out of taxing war profits is nonsense.

You just can't finance a dollar by taking a quarter or a third of 25
percent or 40 percent of a dollar.

What are we going to spend? The United States News says the
Budget this year will be $12,000,000,000 and next year $15,000,000,000.

We will he uminig behind five, to seven billions each year. It
can't last.

]. can see why some folks would -rather get us into war than face
the music for the last 71/2 years.

Senator KING. We are starting into this period with a large deficit,
too.

Mr. MARSH. We are starting into this period with a deficit due to
the fact that democracy has been afraid to face the facts.

Hitler didn't create world chaos. Hitler capitalized on world
chaos. And we don't want to give him anything n1oi'e for him to
capitalize on, I reckon. I don't; I hope you'don't.

If all corporate profits be this year, as Standard Statistics Co.
estimates, alout $9,000,O0,000-I think that is too high; I think
$7,0(),000,00 ) would be nearer it, or 8-even taking all those profits
in taxes won't meet the Federa I Budget of abont $12,000,000,000.

And don't forget this: 20,000 people get about one-third of all
dividends.

Now, I have a peculiar statement to make. I presume that, if you
adopt the suggestion which I 'in proposing, that the members of our
organization, collectively, will pay at least a million dollars more,
taxes-I think it wouldlbe a good deal more because most of us are
middle Plass; but there are 2 or 3 wealthy people, and they will pay
a lot more; they should, they are willing to.

I ought to pay at lot more. May I suggest tflat the Members of both
branc.hes of Conires,- should. And I haven't. seen you object, to it
eitberi- will add that.,

Nothing will convince the American people that Hitler is a mili-
tary menace till Congress taxes personal incomp-s about as heavily as

450
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Britain does, ald takes over-paying for value, not for water-ail
industries and enterprises essential to defense.

Let me add: This does not include the press and radio, but I will
suggest to you that we have held up our defense program over this
tax program.

Now, if Hitler is a menace we should be far ahead on a defense
program. Some folks evidently think he is not. And let me also say,
I hope you won't let any politicians run any industries, nor any
profiteers.

If we are going to get results in peace or war we have got to have
production technicians-not even reformers like me; I wouldn't be
much good though I made money in college running a boarding club
at $2 a week, but I couldn't lo it now, probably.

Senator KINo. But you will admit that Mr. Knudsen is a good
technician ?

Mr. MARsH. I think Mr. Knudsen is a very good production tech-
nician and an engineer, and we have a good many more of them.

If you take the grasping financiers out of control of those enter-
prises and put the technicians in control under the direction of the
Government, we could get, I am sure, much better and much cheaper
defense.

A writer recently reported Barney Baruch said that we wasted
$13,000,000,000 during the World War. I don't know whether that is
true or not. Certainly a lot was wasted because of lack of organiza-
tion.

Look at the airlame record. We spent about a billion dollars and
we got 168 of what were called flaming coffins. Why we are not
getting airplanes now I don't know.

I am afraid I am imposing on this committee, but I want to say to
the chairman, for hi, own interest, that I received a letter this morn-
ing from Mr. E. C. )avison, seretary-treasurer of the International
Association of Machinists on how much quicker we could get defense
than is now contemplated, and also what Government munitions
plants we have which for some reason--I think the United States
Steel and the Bethlehem Steel explain it, and a few others-have not
until recently been used.

Now, I come to hitting our own members and show you where you
could gret $3,000,000,000 more a year by personal income taxes, and
without impoverishing us. I don't want to give a lot of figures, be-
cause it is late. I am going to ask the privilege of submitting an
analysis of Federal incomes for 1988--the report recently came-
showing how mulch more could have been paid, but, just to give you
two or three illustrations--because, to my mind, the real test is not
how much tax a man pays, but what he has left after paving
taxes. For 1938 the three people, each of whom reported $5,000,000
or more net income after paying all Federal, State, and local taxes,
had left an average of $5,04 ,000.

Now, quite obviously they could have paid more. I could and
should pay $500 or $750 a year more than I do, and at that I wouldn't
be making the sacrifice which my son, 22, married, who is subject to
the draft will, and I couldn't look him in the face if I didn't offer
to pay a darn sight more than that, and I so offer, only please make
the other fellows do the same,



Now, we could get $3,000,000,000 1 think, iii corl)oration-profit taxes,
and I agree with what lias been said. Don't figure, if you are trying
to defend America, whether it is ai excess profit or a profit. If it is
a profit., it should be subject to the defense of America, whether it is
excess or very inllnor.

And I suggest that you get after he land s)pcidlators, and there are
a lot of them-and after nlonopolizers of natural resources. A lot of
expenditures of the governmentt ale going to benefit landowners. You
know what the Government generally ias to laY for land it gets.
Ilncidenltally, I own a piece oftland. I suggest al excise tax on the
privilege ok holding land and other natural resources, based on the
value of it, with i a small exemption for little home owners and farmers.
We will get them through consunml)tion taxes. We raise roughly
61 or( 62 percent of all taxes, Federal, Stafe, and local, by consumption
taxes. You should get, after the oil interests and the steel interests
owinttg iron ore, and so forth, and big landed estates, which should
pay a billion atid a half dollars.

It would be a heavy tax, but we have got to pay heavily, as we are
going to have a smuasli after this war, sue(h as the worlili has never
seen unless we are men sellough to flace p'aying for the war ts we go.

I know how hard it is to sllggest this in an election year, but, I am
rather confident that the American l)eol)le want to face up with the
facts and that Congress will (10 very well to face these facts.

We have been pretty soft in Amrirca. We have paid peol)le ufot to
produce and not to ralse trouble. We f'an't end that situation by this
defense program.

For Labor Day Government economists put out this statement
We have 9,000,000, roughly, unem ployed. The defense program,
they said, may employ three and a half million, and they gave the
case away when they said a million or so will be drafted.

We have been toldi the well-to-o will be drafted, but apparently
it will he the unemployed.

What does that mean? Four and a half million people still un-
employed. And I know this Congress doesn't want to run away
from that issue.

If I were here pleading for exemption for our members I would
be ashamed of myself. If members of the People's Lobby want
to resi because I have advocated our pro oram they will resign,
but I think they are all of them loyal enough to want to pay more
taxes, but to avoid profiteering. In conclusi on, may I file this an-
alysis of personal incomes, by groups?

The CHAIRMAN. All right.
Mr. MAnsH. I want to thank this committee for its patience, and

also for not letting that Ways and Means Committee bill go before
the country as the mature judgment of people who are one-half
percent sane, as to what a defense tax bill should be.

"rhe CHAIRMAN. Thank you.
(The documents filed by Mr. Benjamin C. Marsh are as follows:)
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STATEMENT OF BENJAMIN C. MARSH, 'EXECUTIVE EAMIEARY THID PEIJOCI'S IA)BBY

AT FINANCE (' ()MIrTEE TAX IlEAIING

PEOPLE'S IA)3Y DEMANDS PAY-AS-YOU-CO DEFENSE

A defense program financed by conscripting the Income of unborn children,
as (ontemplated by Anierlca's ruling ('lass proflteers, with bonds bearing non-
taxable interest to be paid eonoinie royalties, Is moral treason.

Thbe day Is goie when there can be both profits and defense, and America
must choose which.

''is fact has a vital bearilg onj this tax bill, and also on Weary Wilikle's
cloices of putting his plan to pereptuate profits, against the President's plan.

Large relIance upon taixing profits, whether of big concerns or little con-
tracting ouftfits, means we are paying a darn sight too much for defense.

Defense now must be proflitless defeice.
If cost of (Il'elist. Itc ats soime, cilhn $1I0 ( M,000,il, and the total profits be

$25,(0,00(t0,000 or even $10.)I(tt0,11to, 1 is ubVlollis Itaxes on profits won't pay
$1 tt, 000o0tooo

If ll corporate profits be this year, as St11dard Statistics Co. estimates,
1bolit $,t000,000,000taklng all those profits in taxes won't meet the Federal
Ih4lget of about $12,00,000,000.

Twenty thousand people get about one-thIrd of all dlividends.
Nolhlilig will (ionvlill the AnaIhan v limeoplh Hll(er Is a military nace tell

Congress taxes personlll Incomes about its heavily as Britain does, and takes
ever, paying for value not for water, ill industries and enterprises essential
t; defentie. This does hiot Include the press and ralio.

PEIRSONAL-NCOME TAX STIOULD YIELD $3,000,000,000 MORE

The tolal net income In 1938 of the 591,780 persons reporting net incomes over
$5,000 was $6,775,000,(10, upon whi('h they paid In Federal income taxes and
surtaxes only $701 ,60),0 00, or 10.4 percent.

Their average lax was only $1,186, and after paying all direct taxes, they had
left 1m average of $1t,262-and a total of $6,073,000,0W0.

The net Income of persons getting over $5,000 will this year probably be $7,775,-
000,000 to $8,000,M0,,000, and they should pity at least $2,500,000,000 more in
Federal income taxes than oni 1938 income.

For 1MI8, 2,456,765 returns were made of taxable incomes under $5,000, with
total net income of nearly $5,000,000, upon which total tax only $03,630,000-or
legs than 1.1 percent, with average payment of $25.). People In this class will
probably get at least $7,000,000,00(0 this year, upon which they can pay at least
$5(t,(s0,()00, while those with nontaxble incomes under $5,000 ('an pay at least
$100,(o,000.

corporationn Irofits taxes should yield $3,0M0,00),000, or some $1,900,000,000
mor'' than the last fiscal year.

A Federal vxclse lamx on thit' privilege of holding land, based on the value, with
i small exemption for home owners, and on natural resources, would yield
$1,500,000,000.

With these additional taxes, total Federal revenue from this year's national
Inonie would bI aibit $11,8(t0,t()0,00--or $1,000,000,000 more than double the
Federal Governments revenue the past fiscal year.

Sueb a tax bill, whii'h should N, enacted before the Burke-Wadsworth bill,
and taking over defense industries, would convince Hitler America means bust-
ness-and not just business as usual, for the biggest profits of deserving Demo-
erats and undeserving Republicans.

PPRSONAL-INCOME TAX COULD YIELD $3,000,000,000 t OR

The recent report of the Bureau of Internfl Revenue on personal income and
taxes for 1038, shows that the Federal Goverment :ould obtain at least $3,(00,-
010,000 more from thl' Iersonal-in'onie tax than the present yield-in addition
to iln'r'asc'd r've'nue from tIhe) excess-proilts tax.

Tax rates in some brackets have been increased only slightly since 1938, and
time Department of (Commercl, report's that. national income paid out in 1988 was
$05,007,000,000, anid ill 1989 it was $18,(100,000,000, while during the present
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calendar year (1940) it Is estimated at $70,000,000,000 to $72,000,000,000--an
increase of $5,000,000,000 to $7,000,000,000 over 1938.

A very large part of that Increased Income will go to people with Itteoenes over
$3,000, and on the basis of past years, at least a fifth to it quarter will go to
those with Income over $5,000.

Por 1938, 591,780 persons reported net Incomes over $5,000 with a total net
income of $6,775,000,000.

They paid In Federal income taxes and surtaxes only $701,600,000, which was
10.4 percent of their net Income.

Their income tax averaged only $1,186, and after paying all direct taxes, they
had left $6,073,000,000--an average of $10,262.

The true picture of what the Income tax could yield is given by analyzing
Incomes and taxes of grouped income brackets.

1. The 414,930 persons reporting net Incomes of $5,000 to $10,000 received a
total net Income of $2,780,000,0)0, upon which they paid in inonme taxes only
$71,600,000-an average of $172 or 2. percent.

After paylir all direct taxes these 414,930 persons hid left $2,708,700,000-an
average of $6,528.

2. The 167,117 persons reporting net Incomes of $10,000 to $50,000 had a total
net Income of $2,946,200,000, upon which they paid in income taxes only $254,-
800,000 of 8.0 percent.

After paying all direct taxes they had left $2,691,400,000-an average of
$16,111.

3. The 7,259 persons reporting net incomes of $50,000 to $100,000 had a total
net Income of $484,800,000, upon which they paid in Income taxes only $117,000,000
or 23.9 percent.

After paying all direct taxes, they had left $367,800,000-an average of $50,665.
4. The 2,417 persons reporting net Incomes of $100,000 to $1,000,000 had a

total net income of $473,200,000, upon which they palid In inconie taxes only
$210,200,000-or 44.4 percent.

After paying all direct taxes they had left $263,100,000--an average of $108,859.
5. The 57 persons reporting net incomes of $1,000,000 to over $5,000,000 had a

total net income of $90,200,000, upon which they paid in income taxes only
$48,000,0(0-or 53.4 percent.

After paying till direct taxes, they bad left $42,200,000, an average of $739,749.
In this group-the 3 persons reporting net incomes of $5,0t)0,000 and over-

had a total net inconie of $21,800,000, upot which they paid in income tax only
$6,700,000-or 30.5 percent, which was a smaller percentage than that paid on
the average, by till those with Incomes over $100,000.

Although these three persons paid in Federal income taxes an average of $2,2121,.
333, they had left after paying all direct taxes an average of $5,040,606.

INCOMES OVFfE $n,000 CAN PAY $2,500,000,000 MOttE

The people with net Income this year (1940) of $5,000 and over-and there will
probably be at least (;00,000 of them will have' a total net income of at lest
$7,775,000,000, and probably nearer $8,000,000,000,

If they have only $7,775,000,000, they could pay $2,500,0t00,00 more In income
taxes than people with incomes over $5,000 in 1938, and still have left an average
of $8,708.

Of course, income-tax rates and surtax rates would be progressive, and the heav-
lest Increases would be ott net incomes above $10,000.

Usually a quarter to a half of incomes from $10,000 to $50,000, is from ownership
or control of property, and nine-tenths or over, of most Incomes over $5 0 000,

For 1938, 2,456,765 returns were made of taxable Incomes under $5,000, and the
total net income reported wits $5,807,000,000, upon which only $03,630,000 was paid
in Income taxes, or less than 1.1 percent. The average payment was only $25.90.

After paying all direct taxes these persons had left an average of $2,372,
The net Income of such taxpayers will this year (1940) certainly be about $1,000,-

000,000 more than In 1908.
They coulh pay $500,000,000 more Income tax than ti 1938, or $403, 30,000 i all-

and have left: (assuming the same number) an average of $2,620.
For 1938, 3,155,112 returns were imde of net Incomes under $5,000 "noatax-

s,ble." and the total nontaxable income reported wits $6,226,000,000, an average
of almost exactly $2,000 per return.

High exemptions for adults and dependents made this Income "nontaxable."
The total income of persons-about 3141 million-with such nontaxable returns,

will also probably be this year (1940) at least $500,000,000 more than it 1938.
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They could and should pay at least $100,000,000 in direct Federal income tax-
an average of about $80, though, of course, single persons would pay much more than
this, and heads of families with dependents might be exempt.

Nearly 356,000 "nontaxable" returns reported for 1938 were for incomes from
$3,000 to $5,000.

Tie Bureau of Internal Revenue recently reported total Federal receipts for the
fiscal year ended June 3), 1940, $5,340,5(4)000, as follows:
Corporate lon tax, $1,120,600,000; individual tax, $982,000,t(W-total income taxes

$2,1o2,6r00,000.
(Wther internal-reveni taxes--$2,404,400,000.
Employmen t taxes-$833,5(0,000.
Standard Stitstics ('O. estimates that corporaition profits for 1940 will be about

$t,000,0),00.
This is probably a high estimate, as tie "defense" program will not get into heavy

Oleratloli until itobel.
11 would ie ru'ii more socially advantageous not to have such high profits.

ALTHiRNATIVIl TO DRlASTIC TAXA'ION TS INFLATION

The masses of tire American people will bo much better off under drastic taxes--
than under World Wil and New )eal thlirncing-which has resulted in paying this
year (1140) about 11/ percent of the national income In Interest on the national
debt alone.

Much of that interest is tax exempt.
The alternative to drastic taxation is ultimately destructive Inflation, which is

umrally tlre last step of a collapsed eeonony to ('otplete dictatorship or re-
pudiation.

Conscription of wealth by the F"'ederal Government is not essential to pay for the
war as we go.

As proposed in tire Senate, it would endanger that efficient operation of basic
industries essential to ritioral defense against tire errni(,s we have helped to
create, and equally essential to winning the war on poverty here.

Esre'ntlal industries mutst he taken over intact by the government .
01' course, neeoled dfenso--not prolteers' defense--can iii, peid for currently

by invoine arid sirtaxes on present Inconms over $2,500---whlch could ylhld $5,000,-
(N)0,000t at year more 1tuh1n now--and by a Federal excise tax upon tile privIlege of
owning land (with exemption for home owners) and other natural resources, based

on value, which could yield at least $1,500,000,000 a year.
Such a tax system would end fear of Hitler's invasion of America, or the Western

Hemisphere, overnight.

INTERNATIONAL AssocIATION OF MACINIs'rs,
Washingtorn, D. C., September *, 191#0.

Mr, ]BENJAMIN (. MARSH,
Excative ,crctary, Tire Peoples Lobby,

Waslitetu, D. 0.
DkRa Mlt. MAlIHe : This is tire first opportunity I have had of anstwerng your

communication of August 14. This is due to tile tremendous activity in the
association and the preparing for our convention, which will Opqen in Cleveland,
Ohio, this month.

In reply to the Inquirits you make, I iniust say that the replies would hnve
to be o general in character that I doubt their vrlu,.

First, your question about how many qualified nuaclinilsts and mechanics
are Uhierupliyed now?

According to tib slhtenient made hy tie Social Security Board a short time
ago, whlh I harve had octision to check and found to be as nearly correct
as outr records will sulrpport, there were, rut least, 23,0(0 skilled rmachinists who
W0r'e lienrlployed, and aipproxlmately t180,()0 seniskilled unemiloihyed, it addition
to which there rile ii large liillrber of innrohIlnsts and recianics who hra e never
registered with thire So.il1 Security Unerloyment loard.

Mnry I Suggest that you get a copy of the press release from the Social Security
Board, which will give you the accurate figures that will answer this inquiry.

t9rcoid: low nearly could they meet tire present need for construction of
naval ships, aurplhtines, bombers, and guns?

The contracts let, front information appearing in the public press, and those
contemplated, have hid very little effect on the unemployed situation as yet,
There is every reason to believe, frora our records, that there are sufficient
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numbers of skilled machinists and mechanics available to carry through the
national defense program, provided employinent Is given to men over 45
years of age.

Third: What length of time Is reItnired to constriut a large iattleship, cruiser,
submarine, airplane, tank? Is existing phnt aleqitte to produce these agencies
of defense If two shifts were used?

The answer to the questi on oI hittleships deiden(Is entirely on the need. In
other words, it hits usually required 5 years where they were usedt as fillers
III shipyards, because there was it mrgenit teed for then. It bas been generally
considered to he about t .3-yettr program to tonsirutt a hirge battleship where
the work is iarformed with a ideti tlt It is something needed immediately.

A raiserr on the type of the 10 that weve last (onstriuted lit shipyards, wold
require about 22 years to constrot. If ('ruis(ers are to be butll ott a basis of
1pted, with the employment of suilhetent 1114-1, Iily oplition is that they can be
constructed tit a period of 2 years.

A submarine requires about 18 months.
In reference to airplalets, that depends on the type of tie plae. If aircraft

industry should desire to go to work for the purpose of building airplanes
under the national defense program, making it. their principal work, it would
not be beyond their ability, as a whole In tills country, to construct more thaln
2,000 planes per day.

As to tanks, I am of the opinion that if the Idle railroad shops and other
manufacturing plants were lint to work at capacity, it would not be beyond
reason to believe that at least 5,000 tanks per month ('all be turned out with
present equipment.

In reply to your question-"Is existing plant adequate to produce these agencies
of defense if two shifts were used"?-n my former answer I have contemplated
the use of three shifts. The existing plant equipment in the United States that
is now Idle, or partly Idle, by working one shift, fit my opinion, Is sufficient to
meet the needs as expressed by the Governnmnt as to what their needs will be.

There is tin angle to the proposition, however, that appears necessary to be
solved, and that is, that many of these plants must le decentralized for a national
emergency, aind smaller plants constructed in areas that are better protected
than the large plants are at the present tine.

Fourth : Does the Governtent own now unused mouithMIs factories, which
could expedite the construction of tanks and large guns for battleships.

Up until a very short time ago the plant at Charleston, W. Va., was Idle. This
is a large munition plant, capable of manufacturing guns, shells, and armor
plates, but my last information was that they were contemplating putting this
plant to work very shortly.

Should they do this, and also put to work the plants at Dayton, Ohio, that
were constructed during the last war for the manufacture of airplanes, it would
be a large contribution toward meeting the need as expressed at the present
time.

Fifth: Would conscription of men, as provided in the Burke-Wadsworth bill,
be necessary if fair wages were paid for defense work?

That is a difficult question to answer, unless we aissumne that your question
covers time point of the conscription of men to do civilian work in other words,
time conscription of labor. It is difficult to follow the change mnde in the hill
on the question of conscription. Labor organizations are opposed to conscription.
They feel that conscription will be blanketed in order to conscript Civlians,
which Is not necessary, or even desirable in a democracy.

Personally, I am a believer in voluntary action, and to so protect our Nation
by starting in the protection of the home and the giving of opportunities, there
will be more than enough volunteers who are ready to fight for a country that
is designed and functioning in tile interest of all of the people.

I wish It were possible for ne to give you more correct answers to your
Inquiries, but preparing for our convention does not give me an opportunity of
making a research In order to answer accurately the questions that you have
asked.

Yours very truly,
EJ. C. DAVIsON,

(tevaral Seeretary-Treamstrer.
The CHAIIMAN. The Colitmilittee will meet in this room at 7: 80-it is

now 20 minutes after 6--and we will finish ip as quickly as we can.
(Whereupon the hearing was recessed at 6: 20 p. in., until 7: 80 p. m.,

the same evening.)
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NJO[, SESSION

(The hearing wits resumed at 7:30 p. in.)
Senator ICINo. The conmmtittee Will be in oe..
The next witness is John R. O'Neal, of Washington, D. C.

STATEMENT OF JOHN R. O'NEAL, WASHINGTON, D. C.

Mr. O'NEAL. Mr. chairman , and gentlemen of the committee, I
would like to ask for 20 minutes in this case.

Senator KNO. I do not tlhnlk ycu (in have that much time.
Mr. O'NAL. We have had a g()d dinner now.
Senator KINO. Proceed, and We will see how you get along.
Mr. O'Ni,,,L. If you test me on that, we Will be very well satisfied.
Senator KINo. Proceed as rapidly as you can, because there are a

lot of witnesses here, and they do not want to stay here until midnight.
Mr. O'N'iAL. Senator King, I oppose this bill, because I do not think

it will raise anywhere near the revenue we will need for this defense.
As I understand we passed a bill last week for defense for $1,400,000,-
000, and this bill, the way I understand it, expects to l)roduce $700,-
000,000 the second year, and I do not think it is fair for the private
people to put up that amount of money for defense and ask industry
for only $700,000,000.

In the second place, I don't think industry will pay that $700,-
000,000. A burnt child (dreads the fire. We'know before, with the
excess-profits taxes and the processing taxes, that industry did not
l)ay the tax. It is the consumer and the farmer that paid the tax,
and we all know that, and it cannot be denied.

I am afraid that is what will happen in this case now. I am here
as representing the farmers. I am a farmer and representing myself.
And I got down, from at the Commerce Building, the income in
1910-I am not going to talk about anything but billions, because we
are billionaires now-and it was $28,000,000,000. And the same year,
the farmers had $5,000,000 000 income. That is the highest income
that they ever had from that time on. And it went down all the
time. Now, we have got $65,000,000,000 income and the farmers have
got $7,000,000,000 income.

1 want to give you the value of the farms in America. All of the
farm land in America with the dwellings from 1910. In 1910 it was
$84,000,000,000; in 1939 it was $35,000,000,000.

The farmer has been furnishing the food and the fiber for this
country for much less than it costs to produce it, and he has been
paying the taxes for industry. There is no question about that in
my mind.

here is the first time I ever found the farmers in the billionaire
(lass. It was in 1910. I find them in the billionaire class at that
time, that they owed $3,000,000,000, and they had an income of $5,-
000 000,000, and gentlemen, if you will just give me a little time, I
wili just tell you how that debt ran. That was under Taft in 1910.
In 1910, 1911, and 1912, they owed $3,000,000.000. It was not cut
down any. And then under Woodrow Wilson in 1913 the debt was
raised the first year to four billion. In 1914 it was still four billion;
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in 1915, it was four billion; in 1916, it was five billion of debt, in 1917
it was five billion, in 1918 it was six billion, and in 1919 it was
$7 000,000,000.

We got in debt, gentlemen, on the farm during the war when there
was made millionaires all over this country, because we were furnish-
ing the food, and you Congressmen-the bill you passed--I am a
farmer-and you passed a bill, gentlemen, and you set the )rice of my
wheat at $2.10 a bushel; but you failed to put a price on industryls
product. They robbed England and France for war materials; there is
no question about that in my mind, and made millionaires, and you also
passed a bill to draft two of my boys, one of them 18 and one of them
19, and I resented it because they were 18 and 19 years old-not that
an O'Neal is afraid to fight, but'because you drafted them when they
had no vote, but I tell you my church is not for bearing arms, but I
never got religion enough to keep me from fighting when anybody
tackled me, and when they called them before the board, I went in
and we would not claim exemption on account of religion. And there
the boys were, gentlemen.

I am the last one that will ever stand for a dictator. You also
passed a food law, and they come to my place in 1917-1 am the
father of 14 children, and I had 9 in my hoimne at that time. I lost 4

babies, but there was one married, and they said, "You can have 1
pound of sugar a day, and you got to go to the store every day to get
it; you cannot get 2 pounds at once.' We accepted it an(d we used
molasses to make it up. I could have went to the store and boot-
legged sugar, but I tried to teach my children to be law-abiding citi-
zens of America, and we (lone without.

In June 1918, under Hoover, you set the price on wheat, and then
you told me when I sent my sonny to the mill to get flour for a barrel
of flour for 5I/2 bushels of wheat, they said that he could not get only
6j6 pounds. We woulh not accept that, and I told them that I had
120 acres of wheat and I would not get four to eat then I would not
cut it, and they give me the flour.

But, gentlemen, I am behind this defense. There is neutral about
me in this European war, and I want to raise the revenue and I want
to raise it, but I-want the men to pay for it that ought to pay for. I
have got the same opinion, gentlemen, about paying for this war that
Abraham Lincoln had before he was assassinated, He believed, gen-
tlemen, in printing the money to pay for this war, but when the
bankers of this country assassinated him, they assassinated his soul
when they assassinated him the first time, and he changed his mind
and Wall Street has been running it ever since until 1933.

Ever since and until 1933, and gentlemen I offer an amendment to
this bill to let the Government take over' the banks of the United
States, because the banks of the United States have fallen down on
tile job. The Federal Government today has to put up the money for
the trains that don't look so good. Old Jesse Jones can lend money,
more money, than any bank in the world, and lie has done it. The
debts that the banks would not take, lie has done it and le has made
a profit, and lie has donle it on eight or ten thousand dollars a year,
andl he is going-to take another jo) at the same wages, I understand,
and tihe banks in this country, the two by fours, they get $100,000 or
$200,000 a year for being a president of one of them.
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Yes, gentlemen, if you let Roosevelt take over the banks of this
country, and let them withdraw this paper money they have got
and let that gold down there in Kentucky-gentlenien, I read some-
thing that money was the root of all evil, and I also read somewhere
that man had a living soul and you drafted us last week, and I was
right behind you. You drafted' the boys, yes, a boy with a soul.
You say you draft him for 1 year, but he is drafted for the duration
of this war, and we are in tlis war, but the American people, some
of them don't know it. Hitler declared that war long a o. You
read his writings and take his actions, and he hits declare(t war on
all democratic countries, and if we are a democratic country, God
help us. But I accept the challenge, and I don't mince words
about it.

I would furnish England everything that she wants, and we
ought to wipe out that debt of hers, She fought that, other war for
us, and she is fighting for us now. If I saw that there was a bunch
of wolves in another field close to me killing off my neighbor's
children, I would not wait for them to come over to my place, but
I would fight them on the wolves' ground. That is what I would
have (lone with Hitler. We were ready mnd we are ready anytime
to fight Hitler.

lhe only dictator I am afraid of, gentlemen, is Wall Street. We
are like England-we have got two wars; we have got at war, another
war in America to fight, we have got Hitler to fight, I think, if we
don't get too strong to scare him.

But, gentlemen, we are in a worse state today than when George
Washington was at Valley Forge with his ragged, barefooted army,
but he won. I cannot find anywhere in history where we had ont
one Benedict Arnold in America then, but my God, history will ter,
you a different tale now about the Benedict Arnolds-and we have
got them-Roosevelt nits them in his own way, and they have knifed
him in the back for years.

The CHAIRMAN. Mr. O'Neal, your time has expired.
Mr. O'NrAL. I am very sorry. I could talk to you a week about

this. I would like to put these statistics into the record.
The CHAIRMAN. You may do so.
(The matter referred to is as follows:)

2,93820-40- )
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Farm real estrite: Estinatcd total raluc of fart land and buildings bl g('ograph ic
dliriions, 1910.39

Ya NOw Mhhlo .Fast. Wst South Soast Nlret' Moun. 1 fc United
Yar ng Atlantic or North Atlantic South South, tain I, S ta

land Central Central Central Central

Million Million Miion Mi/lia Mclllion Min Million Million Million Million
dollars dollars dollars dollars dollars dollars dollars dollars dollars dollars

1010 - 719 2,443 8,874 11,615 2,480 1,738 3,129 1,310 2,478 34,801
1011 721 2.446 0,099 12,091 2,557 1,787 3,260 1,441 2,649 36,0 0
1912 723 2,440 9,310 12, 583 2.025 1,835 3,394 1, P60 2,810 37,300
1913 .. 728 2,451 9, 52 12,973 2,668 1,085 3,041 1,702 2,902 38,403
1914.. - 715 2,453 9,701 13, 418 2,730 1,934 3,643 1,762 3,105 39, 586
1915 691) 2,381 9,704 13,763 2,604 1,854 3,610i 1,801 3, 101 39,597
1916 710 2,432 10,333 15, 06 2,870 2,1025 3,657 1, 886 3,2297 42,271
1017 , 768 2, 71 10,901 10, 083 3,130 2,231 4,1092 2,1073 3,640 48, 400
1918 703 2,685 1,819 17,674 3,513 2, 58) 4, 743 2,335 3,845 49, 987
10190 820 2,7704 12,529 19,52 4,220 2,1985 5,088 2,61 4,1011 54, 30
1920- 917 3. ()2 14,038 24,460 5,202 3,164 6,291 :3,16;3 4,6009 00,3111
1121. 897 2, 842 14,048 23,092 , 545 2,030 0 ,97 2,844 4,680 61,470
1022 907 2,606 12,184 19,761 3,801 2,055 4,817 2,621 4,57 64,017
1123 ...... 894 2,724 11,1137 18,698 4,166 2,057 4,660 2,46 4, 0 52,710
1924 ...... 00 2,744 11,302 17,274 4,101 2,825 4,726 2,311 4,495 60,48
1925 906 2, 8(X) 11,024 10, 0:11 l, 099 2,481 4,09 2,173 4,495 49,408
1926 26 2,828 10, 071 10, 090 4,181 2,0S36 1,170 2,100 4,540 40,052
11127 ...... 026 2,828 9,08 15,400 3,898 2.1808 5,210 2,213 4,598 47,034
11)28 .. 933 2,821 9,674 10,306 3,870 2,514 6,384 2,287 4,007 47,405
1029 . 034 2, 838 9, 590 16,339 3, 882 2, W8 0,578 2,373 4,728 47,880
1030 0... 41 2,818 9,337 15,109 3,852 2,0186 5,81 2,458 4,824 47,880
1931 ... 00 2,114 8,453 13,546 3,804 2,41 5,233 2,444 4,732 43,901
1932 ...... 918 2,407 7,141) (1,370 2, 958 2, 08 4,280 2,029 3,978 37,236
1033 .. 862 2,148 (1,04 8,943 2,470 1,1191 3,018 1,698 3,240 30,724
1934 ...... 878 2,124 ti, 191 9,298 2,650 1,787 3,886 1,728 3,221 31,764
1835 .... 901 2.141 0.097 0,385 2,702 1,015 4,1130 1,772 3,32A 32,818)
1036 907 2,213 6, 08 9,,759 9,019 1,984 4,177 1,807 3,450 .34,240
1037 .... 021 2,23 ( 7,44A 9,851 :3,113 2,0(0 4, 248 1,919 3,595 35,428
1938 ...... 015 2 202 7,53 9,717 3,182 2,200 4,390 1,011 3,584 35, 72-2
1039 .... 910 2, 2,13 7, 027 9,497 1 3,177 2,.244 4, 314 1,919 3,524 1 35,3116

I Owing to rounding of figures the geographic divisions will not always add to United States total.
NoS.-Bureau of Agricultural Economics; based on values of all land and buildings In census years.

Values In Intercensal years derived from Ino(lx of land values per acre anti adjusted for changes of acreage
of land In farms.



SECOND IEVINNUE ACT OF 1940 461

TALF 11-.-FruIts: Cash income, by StateR, calendar years 19.36-39

[In thousands of dollars]

Cranberries Total fruits and n 11101

S tate -. . . .. . . . . ' . .. . . . . . . . . . . . . . .. .. . .

1930 1937 1938' 10390 193i 1937 19:1 2 1939 2

Mail . ...... 1,476 1,950 1,615 1,776

Now Ila npslire... . ........ ..... .71 1, 294 814 1,161

Vermont ....... 12 1,148 609 1,032

Masichusetts.... 4,567 4,520 - 3,542 4,882 8,023 8,237 7,262 8,497

RhoIo Island ...... . . . .. .............-.- -- ..481 114 380 380

, tlonnetic.t------------------.......... 2,412 3,1034 2,416 2,126

N e w Y o rk ... .. .. ... .. .. ... .. . . ... .. .. . ... ...... 2 0 ,0 8 5 23 ,6 3 20 , 40 3 2 2 ,2 23

New Jersey .. . 1,072 1,719 660 00 7,921 9,350 7, M04 7,931

1Pemnsylvanllft....----... -...... .. .. ......... 10,794 13,949 10,900 13, 735

Ohio .. .. -.... -......... . ....-... ..... 0262 0,632 0,38 9,242

Indiana -........ .- -.. . ...... ". . . . 1,0o 3,108 2,129 2,821
Illinois ......... ... ... .- - ...... ........ 3,695 6,132 5,119 8,018

Michigan 16,240 17,207 10,677 14,927

Wiscons -- -...-.......... -868 ,16 75 1,145 1,999 3, 209 2,914 2,830

M innesota 
... ... .. .. .. .. . . .... ... . . 

.
. 

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

- 8 867 849 833

Io w a.... ... ... .. . . ..... .. .... ..... .. .... ..... .- -8 i9 1,140 1,14 1 1,248

M issouri ......... ....... . -------.--.---- ........ '2,170 3,038 2,463 3,691
N o r t h D a k o t a .. ..... .. . ... .... .. .. . ...... ........ - 1 1 1 1

South Dakota . . . . . . .. 3 47 20

Nebraska-......-.. --- -...-.......... .387 533 6891 623

Kansas ............. 640 1, 879 1,210 1,4110

D elaw are- -..... . ... .. .. . . .... .. ---. --- --... .. - 2,928 3,042 2, 376 2,9642

M aryland.-..-... . .. .... . . ....----- - .- - - 3,1(55 3, 574 3, 23 3,0095

Virginia .......... . . .... .. .. .- - -. 9, 907 11,448 9,487 9, 963

West Virginia ...... ........ ....... --- ----------------- 4,044 ,054 3,698 4,108

N orth Carolina.... . . .... .... .. ..... '.. - . .... .- 4,984 5,633 4,089 3,893

South Carolina-------- .- --- ------------------ 9,68 9 , 82 1,594 1, 986

eori-----.......---------- -------- --........ . - /9,691 ,166 0,292 7,672

Florida ........................ ....---- -- --- -. 42,000 57,61(1 38,009 41,668

K entucky .......... ....... .. ........... 1,179 3,173 1, 772 2,147

Teilneasee ..........- .......... . .. ..... ............ ..... - 2,210 4,628 2, 321 4,461

Alabama- ....--...... ........... ------------- --------- 2,187 1,980 2,1117 2,397
M ississippi.... .... ..... . .... ------ -. ....... .---- - 1,363 1,238 1,379 1,464
A rkansas. ............ ... . .. ...... ...... . 2, 6893 4,934 4,296 9, 301

u lslIA ............ " ... . .6,231 6,072 4,643 6, 396
Oklahoma ................. .. . ..... "... ...-- -- - .-- --- 367 2,102 864 1,524

ex--.....----------- - - - - - -.- 8,991 19,222 10500 11,930
M ontana ................... . ..... - ... -...-...... 203 36 4M 482

Idaho ........ . ......... .... ,-- --------------- 3,931 3 84 3, 023 2,623

Wyoming ............ . .- ..........................- W 48 a

Colorado .........----- ....-..--------- -3,404 3,413 3,1024 2,936
N ow M exico ..... -------. ...... ... .1,017 1,0981 692 746
Arizona ....... -- --- --- ---........ .... -- - -2,473 2,:184 2,204 1,190

Utah ...................................... ------- -------- 1,309 1,170 1,414 1, 202

Nevada. . --......... ........ -- ------ ---- --------- 48 40 40 28

Washington ............... . 207 176 175 120 33,307 35,003 27, 260 28,461

Oregon--------------------. 74 34 88 66 14,883 13,615 10, 605 11,307
lfornia--------------------------------------9....... 181,601 212,033 149,025 191,014

United States .......-- - ,848 7,98 1 ,229 6,900 434,266 919,223 375,613 413,098

I tIncludes also apricots, avocados, dates, cherries figs, nectarines, olives, lerslnitnons, pIneapple, phums

pomeg:anates, prickly pears, prunes, quinces, small fruits, almonds, filberts, pecans, and Psrsian (English)
walnuts.

Realized national income, 19I0-,38'
(Millions of dollars

Year Income Year Income Year Income

1910 .......... $28,16 19020 ................. $ 8,434 1930-...... ... . ... $72,398
1911 .................. 2 8,104 1921 ...- ......... . I N 190 31 ...... ...... .. - 660,203

1912 ................. 29,422 1022 ............. 1-- 7, 47 1032 .... ........ 40, 708
1013 .................. 31,430 1023 ... -............. 8. W- - 2 103-... ...... . .. - 4, 71:3
1014----------------381213 1924 ................ 7, 0 1934 .......... ,0
901 .... -.. ....... 32,9 1928-............. 70,661 1938--------...... - 6, 284
1616----------------38,736 1026------7....3.... ,923 1930 ...-.... .... 68,24

1917 ............... 4,370 11127--------------- 73, 961 1937 ................ 6, 419
191 ................. 695 6 1928..---------- - -71, 004 1938-.............. 62,286
1919 ................. 62,945 1029 .................. 79,498

1 1099 about $05,70,000,000, based on departmentt of Commerce estimate.

Source: National Industrial Conference Doard, New York, N, Y., National Income in the United States,
1706-1P8
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TAm1ILr,12,-Cash inome front farm narketings and Governaent payments in
the United states, 1910-39

Year

1910 ...................
1911 ...............
1912 ... ... .. ..... ....
191 ......................
1914 .....................
191 ...............
1017 ................
1917 ....................
1018 ....... ................
1911 ........................
19 1 .......................1921 ....... '............

1022 ...... ...........
1023 ................
1021 ..............
192 .......... .......

0ah1 In-
C0111o front
farrik inar-kotitngg

.31 l1!oa

dollars :r), 785
1,781

8, OlM0,291
1,016
6,2111
7,755

10, (I,'m

13, 4(li
14, 430
12, 653
8,107

18,518

9, 924
10,11)11
1,927

1020 .. ......19327........
192.
1929 . . .

19 . . . .

1932... .
1933. .
1934. .19 :15... ...
1036 .. . . . . .
1930.
107... .
1938 1 ...
1930 1 ......

041 il.
conu m rae n (.aorl.
farll niar- 11leit Iay-
kilugs i3on1t

Million .11111
dollars dollars

10,929.
10,6)99
11, 024 ..........
11,221

.. .. .. 8 9: .. . . .
0,28:i.
4,1)82.
5, 278 1131

......... , 27 )1.17
........... 0.11o 573

8, 212 287
........ 8,741 t 36)7

7,91 .12 
.......... 7,733 807

C[I WinellCuxi(OIl
h|Ill (1ov-

dollars

.......... ~.

6, 409
0, 72M
7,842
8499
9,111
8,072
8,140

I Preliminary.

FLUCTUATIONS IN OUTSTANDING FAIIM-MORITGAI) 1leaT, 1910-359, IY DONAL C.
HoRToN, SINio1t AoarIdL'rURAI, ECONOMIST

Changes ill the volume of farm-mortgage debt are frequently regarded as
Indicators of changes ii tiMe general financial posit1o1 of agricultnre, 11wreases
behnil interpreted 11s evidence of a less favorable position and reductions its
evidence of 11 more favorable position. Such an Interpretation of Inortglgg(,-(lebt
Mnoveinetnts does not apply to tll situations.

On the one iand, it rise of mortgages debt. may accomplany it general expansion
of agricultlire and may be associated with rising agritulturil income nd gen-
eral inprovenlent i1 the flnallcial position of farm owners. O tie other hand,
a rise of mortgage debt may be associated with depressed agricultural conditions
In which many farm owners have to borrow to tide over tell)orary is'rlodis of
low Income or give rel1-estate scenrity its alled protection for non-real-estate(
loans. Likewise, a drop t outstanding farin-nortgage debt may be assochited
either with an inprovemont of the financial position of agriculture, whiell en-
ables farm owners to repay debts, or with depressed agricultural conditions,
which force miny heavily ilndetl)e( farmers to give U) their farms in satisfac-
tion (of their debts. Changes in oruta1htillag farm-mortgage debt usIIaIly Involve
a combination of tiles, several factors. To unlderstand the signiflance of nort-
gage-debt. trends it Is necessary to analyze the many other related nov(nelts
wllich have it hearing on the financial position of agriculture,

With tle completion of it series of annual estates of outstanding farm-
mortgage debt for the period 1910-81), it is not possible to relte mortgage-credit
movements more directly to the other ill)ortanl movements In the agricultural
economy, These new farlm-mortgage debt estimates are shown by geograpli
divisions InI table 1 and by States in appendix table 0.1 Tiol movements of
mortgage debt for the collntry its a whole are slown In flgtlr( 1, I ogcthtlr with

data slowing the trend of hld values and gross farm lnconte.

TIlE WAR AND P'osT-WA HIsIE 01F MORTOAOE DEBT

During the first part of the decade, 191(Y-20, there was a substaint l rise of
farm-mortgage debt which was associated largely with the general expansion of
agriculture that iad been i progress for many years (fig. 2).

1 These nOw series ro)resOllt revisions of the l)eptrtllunt's estinatos for the eOImsIIC years
1010, 1920, 1925 1090, and 1035, amld now estimates for all other years of tih period.
The methods used in the preparation of these estlimates ale described later In this article.

462



SECOND REVENUE ACT OF 1940 463
TAWS 1,-E&tUmated amount of farmmortgage loons outstanding, by geographic

divi8i0fn8, Jan. 1, 1910-39
[In thousands of dollars]

toUnited Now East West South t W t Moun-Year nStates I e .ng1aaMiddl North North Ath South South Pacific
Year ttes1 nlan . . Central Central tic Central Central tall

1910 .... 3, 207,863 70, 202 260,716 807, 38 11, 276,044 130, 334 108,777 260,505 09, 45A 184,922
1011 ..... 3,0622,121 70,62A 273,296 870,488 1,410,7( 139,915 118,000 305,071 121,810 201,807
1912- .. 3,029758 78,032 289,720 940,313 1,070,724 170,071 118,502 371,857 142,891 24(,740
1013 .... 4,317,670 83,911 317, 9N 1, 017, 526 1,717, 743 177,327 120,470 421,470 176,413 309,844
1014.. 4,707,368 91,057 337,0571,083,543 1,870, 62 184,816 145,667 448,213 101,829 3M,084
1910.. 4,9000,785 08, 442 338,810 1, 135,733 2, 033 0-12 103,048 141,441 451, 187 214,338 384,746
1011 .... 5, 230,420 102, 58 323, 437 1,181,371 2,202,430 197,310 138,836 478,010 233,823 395, 641
1017-. - , 825, 861 108,30(2 314, 01 1, 288,375 2,407,278 220, 894 149, 2,18 18, 876 280,1731 441,676
1918 -. . 63, 860 191, 430 341,481 1,398, (55 2,793,8:31 231,19 187,247 61(8,134 317,001 0(2,087
1919 .... 7,137,30 110,763 359,611 1,467,50(1 , 032,1:17 2417,497 240,198 687, 106 461,1030 825=,3
1920.. 8,448,772 114,767 4(36,347 1, 662, 078 3, 0, 473 33(1,069 358, 440 806, 184 502, 675 11, 452
1921 10, 221,120 125,329 446,68 I, W4,2314,370,022 05,,770 447,640 02,149 710,3N12 733,338
1922 10, 70:, 207 133,003 (4N, 107 2, (30, 43( 4,0(1, 730 548,372 445,4(2 078,472 750,365 747,40
1923 10,785,6(21 142,121 463,382 2,01(1,0834,636,028 :30,457 400,395 ,016, ON) 771,(00 727,3571~~l 090, 7723 2,3 30,154,60 11W,0 3M0
1924 ..... 10,604,010 146,811 40(,773 2,1101,145 4,(29,411 04,70 4,0 372 605,47 733,327
1020 ..... 9,912,050 141,117 4411,620 1,938 81014,277,034 401,410 378,030 023,342 081,088 734,203
192 -..... 9,713,213 142,81(K 467,527 1,887,197 4,10(8, ((48 55,490 399,881 963,988 533,710 703,912
1027- ... 9,068,422 140,878 407,:39:10 M,883,1807,772 (W0,170 426,463: 134,310 525,030 800,871
112 -..... 9,7N,957 152,1607 473,180 1, 880,3(8713,778,713 688,726 44,90(10 1,02,220 520,00WO 814,(8
1920, -.. ,70,0o0 162,868 472,1113 1, 917, 5W03, 734, 671 M6,187 439, 773 1,091,781 831,371 839, 839
130 ... 9,630,768 171,700 45, 463 1, 883,014 :1, 470, 270 519,348 432, 7321 ,109,328 576, 112 0 12,284
1931 .... 0,45,281 170,170 464,0331,818,084:3,474,107 404,0(1 438,47931,089,845 &07,874 934,051
1932 .. 9,214,304 184, 50(0 4(3,020 71, 737,77 3, 3.12, 008 465, 927 401, 762 1181, 423 077, 430 34,101
1933... 838,383 18,700 400317 1,1307, 700 3,082,190 420, 008 366,038 1,020.38S 43, 400 802,078
1934 . 7,887,119 170,906 424,824 1, 522,324 2,760,665 401,741 341,8031 41, 117 481,718 830,042
1935 - 7, 785,971 176, )ON 413, 0781,035, 0(16 2, 394, 140 421,644 304, 212 934, 087 474, 214 782,487
1030. 7,3138,87 177,071 411 ,871,5A7,8(3 2,610, 761 418,10 340,800, 18(, 103 470,78 771,21"7
1037 .... 7,389,797 180,408 408 443 1, 471, 2812,401, 44 408,348 341,931 870,028 4033,423 769,441
11338 .... 7,214,138 183,090 404, 34 h1, 433, 0191 2, 376, 0O11 401, 719 330,730 852,780 403, 885 7(0,40
1039. 7,070,896 186,574 40(0,681 1,40,0461 2,33(, 8 7 307,024 340,39 821,80 445,0151 7(8, 507

1 oV18 differ slightly from those in the Ootober 1030 issue of the Agrialltural Situation because of adluatments In certain States,

The CHAIRMAN. rhe next witness is Mr. Howard Finney, of New
York City, represeltig the Chamber of Commerce of the State of
New York.

STATEMENT OF HOWARD FINNEY, NEW YORK CITY, CHAMBER OF
COMMERCE OF THE STATE OF NEW YORK

Mr. FINNEY. We have not acted on thin, particular bill. However,
we anticipated legislation, and a month or so ago they (lid take some
action along these lines.
I have made a little synopsis of the actions we have taken which bear

on this, some of which have been talked about this afternoon.
The Chamnber o~f Commerce of tile State of New York, by mnontly

regular votes it iolly il eeti igs, are on record in favor of add-o
tioal taxation for natioal defense. It, however, ifs trged upon
Congress at careful restudy of the entire Federal tax system, and
removal of the exist cii1'bs on business exp~ansiono.

The chamber in agamlst an excess-profits tax similar to that enacted
during the World War. We have not had time to study how that
compares with thlis legislation, but a committee is working on. it now.
The World War Act was unsoulid, not only because of the culrb on
business expansion, but (a1so because of other aind various economic
conisequences, such as price advances on the ordinary necesities of
life, as well as other commodities.
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Furthermore, the taxation commit tee firmly believes that the a111'-
tization features in the tax bill should be a separate lmeas te rilthet
than incorporated in the tax legislation.

Talt is all that I have to say.
The CJI1AIRMAN. Thank you very much.
The next wil niss is James V. owner , representing thle hstoil Ediii.

Co., of Boston, Mass.

STATEMENT OF JAMES V, TONER, BOSTON, MASS., REPRESENTING
THE BOSTON EDISON CO.

Mr. 'T'ONEnR. I a1 the executive Vice plesidet and trllst'ie o Io the
Boston Edison Co., but very few of iny remarks will have anything to
do with that particular company. It is based 11ore ol lily general
practice.

Knowing the rl'(ihs that are now before Colgress, it is withIi somo
reluict ance that I apl' before this cotimiiittee to dislciss sonie Tea-
hires of tOhis proposed Second R'veaite Act of 1940. In this dicls-
siol, based upon inore than 22 years of tax )iracie, 18 yea ts of lc-
turing ot taxes us professor of Bostoit University, kind as ai operator
of both small and large businesses, I suliiit soe1 suggestiolis which
may be helpful in reaching the objective of fihe Government, and iit I he
santie time be less burdensome to'the taxpayer.

'i'he first suggestion, possibly, which might be given some consideta-
tion is the deferring of tle reflective date.

May I recall to your ilminds that only a few weeks ago the First
Revenue Act of 1940 was passed and mnade retroactive to January I
1940. We atre now approaching the fourth quarter of the year, alli
you 1re now considering the imposition of the Second Reveile Act
of 1940 which is also to become effective retroactively to January 1,
1940. Business cannot be operated on a retroactive basis, nor call,
business be intelligently managed without some degree of certainty
as to the measure of taxes to be imposed upon it.

Adam Smith in this regard said, "A large degree of inequity is
)referable to even a sina1 degree of uncertainty. ' To be sure, we

had two revenue acts in 191.7, but the conditions then and the condi-
tions now are different. In 1917 our taxes oni business were negligible,
while today, even before the passing of the 1940 laws, we are paying
taxes at a very high rate.

Consideration should also be given to the fact that very little
of tie expected revenue from the defense program will be reflected
in the 1940 business of most operations. We are told that haste is
necessary, but many times better progress is made by moving slowly
antl by knowing that you are on the right route.
The proposed Second Revenue Act of 1940, while its ostensible,

purpose is to tax corporations which benefit from defense expendi-
tures, yet it actually reaches all corporations irrespective of whether
their earnings result from defense expelditllres or not. It is based on
an entirely different philosophy, or had I bette' say philosophies, of
taxittion from other tax laws. It proposes to take a very generous
portion of the profits so that one itight justly fear that t fis law may
prove a deterrent rather than a help to the objectives of the Defense
Committee.
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This all presents financial problems.
,][Ie generousq portion of the p'ofits that this proposed law is to

take on to1 ) of the slice already taken by the other existing Federnd
laws causes a financial inan to wonder just ]low these taxes are going
to be paid. Profits are not often reflected in the cash account, but

maIy be reflecteil i iiireasedl fixed assets, inventories, accounts reeiy-
able, alid in otlier assets which are not legal tender. If a business has
to pay lemleral taxes in cash amoml jig to any percent from 20.9 pier-

nilt 11l, to Iiiore tliaii 50 percent, the first question is, Where is this
cash coming 'romii And tile second question is, Where is the owner
of, the biIiiniiess going to get' e1,l to reeomnlense him for his invest-
maent anld his business risks? Federal taxes, as you are well aware,
are not t1e only taxes that corporationns must provide cash to pay.
State and mut licipal taxes must also Ie paid and they must be paud
ill legal tender.

'Tie law is technical and complicated. I did ia great (leal of work
with tile 1918 lict, aniid t he subsequent, prolenis lhat ciie from it.

Tile proposed Second Revenue Act of 1940 can only be 1lidersto)d
and applied by at professional tax practitioner. It is far beyond tie
con 1prehl 10iioli Of tlhe layman, which again imposes ait additional
burden oii the stiiall (orl;oration taxpayer. Wile very obvious at-
tempts have been niade to avoid the ditliculties ad object ions of tile
1918 law, yet in the applieat ion of the provisions of this proposed
law, new I;oblelis and new difliculties will be encountered which will
be as t rublesonle to administer as those which arose under the prior
excess-profits law. Time taken to simplify this law would be tinie
profitably spent for both the Government and the taxpayer.

In reg rd to consolidate(d ret urns, for the purposes of excess-profits
tax consolidated returns should be permitted at the option of the
taxpayer. A fter all, the investment of capital by identical interests ill
several cor porations kept as separate entities for legal or other men-
sons is no different than investment of capital in one corporation car-
rying on several different types of business. This proposed law takes
cognizance of the capital invested and should take u1s a unit for plr-
poses of the excess-profits tax the entire capital of identical interests,
even though this capital is divided by investment in separate corpora-
tions.

Consolidated returns under prior biws were mandatory or permis-
sible. Under the present Internal Revenue Code, section 45-

81l(YrlON 45. ALLOMCA'IoON OF INCOME ANiD D, DUiI'I10NS

In any case of two or more organtzationH, trades, or bunslnese (whether or
not Incorporated, whether or not organized in the United States, and whether or
not affiliated) owned or controlled directly or indirectly by tI sae interCiests,
the Commissioner Is authorized to distribute, apportion, or allocate grsmn Ine(om
or deductions between or among such organizattons, tradeN, or businesses, if lie
determines that such distribution, apportiomnent, or alloeattoi Is necessary Ii
order to prevent evasion of taxes or earlyy to reflect the Inome of illy of suleh
organizations, trades, or businesses.
provision for permissive Consolidated returns at the taxpayer's option
would be consistent with section 45, and in the initial operation of this
proposed law would be some safeguard against inequities.

The proposed law provides, in) the computation of excess-profits
credit and in the determination of the average earnings, for the ex-



clusion of income derived from the retirement or discharge of any of
its bonds, debentures, and so forth. To be consistent, provision should
also be made for the exclusion of losses from such retirement, and if
the true measure of the stable earning power of the business is sought,
then this provision might well exclude all items of nonrecurring-
income profits, expenses, and losses.

I do want to emphasize that point. The law provides for the elimi-
nation of income from the retirement of bonds. We have many cases
of losses on such retirement, and it would seem to be very consistent,
if the one is excluded, to exclude both.

Variation in rates is not justifiable. It is extremely difficult to un-
derstand why one who computes his excess-profits net income after
using the excess-profits credit based on income as provided in section
713, should have to pay an initial penalty of 4.1 percent plus a 5-percent
higher rate on each bracket of the excess-profits tax than one who
computes his excess-profits income after using the excess-profits credit
based on income and invested capital. If these two methods of de-
termining excess-profits net income are to be alternative they should
be at the same rates so that the taxpayer could readily see which is
the better for his particular business.

The determination of the excess-profits net income after using the
excess-profits credit based on the income and invested capital com-
plicates this law without much guidance in taxation.

After all, the object of this credit is to allow a reasonable return on
the capital invested in the business, and before the imposition of the
excess-profits tax. It would simplify this provision immensely if a
rate of return was specified which would apply irrespective of the
earnings of the 4 prior years. Under the former excess-profits-tax law,
8 percent was considered as a reasonable return on the invested capital.
During the imposition of that tax, dividends when received by stock-
holders were not subject to normal tax but were subject only to sur-
taxes. Under the present conditions, and in view of the fact that
dividends to stockholders are now subject to both normal tax and
surtaxes, a reasonable rate of return should not be less than 6 percent.
That is extremely low. This rate, when contrasted with the present
and contemplated rate of tax to be collected by the Federal Govern-
ment, simply seems most moderate and fair.

In the oldexcess-profits-tax law the major difficulty arose from the
determination of the invested capital. These difficulties will again
arise in the proposed law, and added to these we will have the prob-
lems of the determination of the rate on investment for the purpose
of the excess-profits credit.

In the 1918 law there was a relief provision for corporations who,
for a variety of reasons, could not determine their true invested cap-
ital. This provision was extremely beneficial to many such corpora-
tions, and a relief provision consistent with the provisions of the pro-
posed Revenue Act of 1940 should be included in the law. It is a
well-known fact that the receipts of operation of small businesses vary
widely, which corporations may go through several years of no profits
and then strike something that is extremely profitable, and for one or
more years show very good profits. Also, there are corporations
which for the 4 years contemplated in the law for the determination
of earnings may have no profits and for the year 1940 have a very
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good year. A relief provision should be included in this law as a
safe6guard against inequities which may arise from the application
of the basis for invested capital and average earnings.

I respectfully submit these comments and suggestions for your con-
sideration, not with the intent of interfering with your program but
with the firm conviction that this is too important a law, both for the
Government and the corporation taxpayers, to be passed without every
possible consideration.

Senator KING. I-ave you any suggestions to make about amortiza-
tion and whether that might be, segregated?

Mr. TONER. I heard that discussed here so much, Senator, that I did
not want to take your time with that. I feel that the amortization
provision is very fair, and I believe that in simplifying this law you
could simplfy the excess-profits part of it very much if you split and
separated those I)rovisions. After all, they 'are not related; and if
you are going to tie that amortization provision with anything, it
ought to be tied up with your general law rather than your excess.
profits law.

The CHAIRMAN. Thank you very much.
The next witness is Dwight Brigham, Waterville, Maine, represent-

ing Keyes Fiber Co.

STATEMENT OF DWIGHT BRIGHAM, WATERVILLE, MAINE,
REPRESENTING THE KEYES FIBER CO.

Mr. BRIGIIAM. I hesitated to come down to speak for a relatively
small company, because I felt that there must be a great many others
which would have the same problem, but I finally decided that they
might all feel the same way. I find several today have a similarl
problem but I don't think quite as extreme.

I am the president of the Keyes Fiber Co., which makes molded
pul l) articles, and has about 500 employees and an investment by the
stockholders of something over $4,000,000. They received no benefit
whatever from the war and do not expect to. "As a matter of fact,
we have lost $200,000 a year of business because of the war in our
export business.

This company was founded in 1902 originally and it was reor-
ganized in 1935 under section 77-B, and with the approval of the
court, not because of operating deficits but because of matuirities which
could not be refinanced.

The business suffered during and prior to that reorganization, due
to the lack of capital and to the doubts as to the company's future.

Since the reorganization, the business has been very much diversi-
fied and has increased substantially each year. The principal statis-
tics, briefly, are that the number of employees has increased from about
250 to almost 500. In 1936, our net income before Federal taxes was,
in round figures, $15,000. In 1937, it wts $35 000; in 1938, it was
$130,000, and in 1939, $273,000, and our budget ior this year calls for
something over $300,000. The average for that 4-year period is $113,-
000, and if the bill were passed in its present form, in addition to pay-
ing this year something like $62,000 in normal taxes, we would paysomething over $80,000 or one Alnd a third times more in excess-profits

taxes. If we used the basis of invested capital, that excess would rur
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between $26,000 and $50,000, depending l)On what oor inlvested capital
is determined to be.

Having been through a reorganization. we still have had no adjudi-
cation as to whether we carried through the investment of our present
stockholders in the prior company. which we wrote down for reasons
which we think were conservative, it that time, so that we do not know
what it will be, but in either case it would be an increase, in the one
case, of 50 percent, and in the, other case, of nearly 100 percent in our
present tax.

Senator Kixo. That would take more than your are making?
Mr. BnmHAbr. No, sir; not more. We do not object to paying taxes,

but we want to pay them when we make them, and we tYink -as a
matter of fact, we have a sinking fund on our bonds of $125,000 a year,
and we have, as I say, stock which represents the actual cash invest-
ment of over $4,000,000, and with the exception of a small amount of
common stock, the bonds and the preferred stock all carry a rate of 6
percent so that it is impossible to give any special treatment on earn-
igs beiore-and frankly, I have no suggestions, but I do not see how

a company of this kind can make any suggestions that would be fair.
It has been just a question of building up the business by diversify-

ing its product and by utilizing our machines up to their fullest ex-
tent and leaving out 1 year is not going to make any particular
difference, but I do feel that we should be permitted to earn-I don't
think 10 percent is at all unreasonable and in any -ent, it seems to
me that the provisions for new capital of 10 perce,, and 8 percent is
certainly the minimum which should be allowed.

Along about in 1930 or 1931, the business was going down and vari-
ous complications had developed, and about half of the money which
is represented by our preferred stock was put in at that time. Cer-
tainly I think the money that was put in in 1930 was put in on the
basis of a good deal more risk than the money that would be put in in
1940, and I cannot see any reason why there should be that distinction
between the money that is in there ald the money which might be put
in there. If nothing of that kind is possible, of course, I hope that
the committee will recommend some board which can deal with pro-
positions of this kind, but with an adequate return on the invested
capital, I think that would meet the situation.

We should much prefer to pay a higher normal income tax-I mean
if it is necessary. We do not want to. I think there is a limit to that,
but it seems to me in our case it is absolutely not an excess-profits tax
at all, and that it involves inequities which I am sure the bill never
intended by those who drafted the bill.

The CHAIRMAN. Thank you very much. The next witness is Mr.
George Rogers Washington, D. C., representing the Electrolux Cor-
poration, New York City.

STATEMENT OF GEORGE ROGERS, WASHINGTON, D. C.,
REPRESENTING ELECTROLUX CORPORATION

Mr. RoozaRs. Mr. Chairman, this corporation manufactures vacuum
cleaners and sells vacuum cleaners on the installment plan. Up to
1939 it reported income by the installment method of accounting.
In March of this year the company went to the Commissioner of
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Iiiternial lleveinue and asked for the privilege of changing its ac-
counting method from the instalnent to the acecrual systemn, and the
Commissioner granted that or proposed to grant thtat p)erni ssion
upon the usual terms and conditions. Those ternis are that the cona-
lixiy slall accrue as income for 1940 all of the profit oin its 1940
sales, ad in addition report as additional income for 1940 the profits
o l the 1938 and 1939 sales previously unreported under the install-
ment, plhn employed by the company.

The company submits that it is perfectly fair and appropriate to
require the reporting of this carry-over of 1938 and 1939 previouslyy
unreported income for normal tax purposes, but believes that it would
be quite unfair and inappropriate to tax that carry-over of 1938 and
1939 earnings for excess-tax profits purposes in 1940, in addition to
the entire 1940 income.

As an example, the company's income under the accrual method for
1940 is approximately $2,000,000. There will be over half of that
amount carried over from 1938 and 1939 and that third million would
be subjected to excess-l)rofits tax as the bill is now written, because it
-would be includible in the normal income, which is the starting point
for a computation of the excess-profits net income subjected to the tax.

We request therefore and respectfully submit to the committee that
it would be entirely fair and equitable in this instance to make provi-
sion for excluding the carry-over from 1938 and 1939 which is re-
quired to be reported as 1940 income, because of the change of the
accounting method.

Senator KiNG. If you had not asked for a change in your account-
ing method there wo uld have been no insistence on the part of the
Treasury that you carry that over for the excess-profits tax?

Mr. ROGERs. That is correct. The request was made for substantial
business reasons. It has proven to be very embarrassing to the com-
pany to be required to report income and show its stockholders the
statements on the installment method, and it is much more in ac-
,cor(tance with sound accounting to report on the accrual method, and
it was in order to get the affairs-of the company on a sound accounting
basis that the request was made.

Senator KING. Then the change would not increase or diminish the
Receipts which the company had1

The CHAIRMAN. You want to create a tribunal in this law as an
extraordinary case for special relief?

Mr. Rou mns. To cover this case of this corporation and other cor-
porations which likewise will request a similar change, Mr. Senator.
The Treasury Department will tell you, I believe, that in the usual
course of business over a year there are a large number of changes
of this same kind.

The CHAIRMAN. What, I am suggesting is that you would like to
get that in this bill?

Mr. RoGoxns. Yes, sir that is correct.
Senator KNG. I anticipated from what you stated that you would

prefer that there be some legislation that would make it defnite what
the taxes should be, rather than leaving it to some tribunal to guess
or determine and exercising such discretion as was conferred upon it?

Mr. Roonmms. Mr. Senator, I think the correct way of stating what
I have asked for is that the law specifically provide for an exclusion
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from the excess-profits income of the cxrry-over income due to the
change in the accounting method. A general provision permitting the
Commissioner to do equity or make a fair adjustment might meet it,
depending upon the terms of that provision.

The CHAIRMAN. You would like to have P forum so that you can
present your case

Mr. RooGEs. Yes, sir; either a forum or t specific section in the law.
The CHATIMAN. Thank you very much.
(Mr. Rogers submitted the following memorandun:)

ELECTOIUX ' ORPORA'r ION,

Netv York, September 5, 1$010.
Re: Provision in proposed excess profits tax law to prevent dhlcrihuiia-

tion In the peculiar ease of corporalions chmging In 1910 from the
installment to the accrual method of reporting income.

THE CHAIRMAN AND MEMBERS OF THE SENATE FINANCE COMMITTEm,
Washington, D. C.

GENTLEMEN: For substantial and compelling business reasons, tile Electrolux
Corporation, of New York City, in March 1940 applied to the Commissioner of
Internal Revenue for permission to change from the installment method of
reporting. Income for Federal income tax purposes to the accrual method of
reporting income. The Commissioner has indicated that such permission would
be granted upon the usual terms and conditions prescribed by the income-tax
regulations.

Treasury Department Regulations 103, on page 188, provide, in part, as
follows:

"A taxpayer who changes the method of accounting employed in keeping his
books shall, before computing his income upon such new method for purposes
of taxation, secure the consent of the Commissioner. * * *

"The foregoing requirements relative to a change of accounting method
* * * are applicable if a taxpayer desires to change from such basis [Install-
meat hasisi to a straight accrual basis. In eases where permission to make
such change is granted, the taxpayer will be required to return as additional
income for the taxable year in which the change is made, all the profit not
theretofore returned as income pertaining to the payments due on installment
sales contracts as of the close of the preceding taxable year."

In other words, if the Electrolux Corporation in 1940 carries out its plan of
changing its method of accounting from the installment to the aceruail basis, it
will be required to report not only all the profits derived from its 1040 sales
but also and in addition that portion of the profits derived from its 1038 and
1939 sales which remained unreported (under the installment method) on
December 31, 1939.

It is entirely appropriate that Electrolux Corporation should pay a normal
Income tax, in the year of change of accounting methods, on both its entire
accrued 1940 Income and such portion of its prior years' income as remains
unreported under the installment method. However, it is submitted that Elee-
trolux Corporation should not be required to pay excess-profits taxes in 1940
upon the portion of its 1938 and 1939 profits reportable in 1940 as additional
income solely and only because of the change in accounting methods. The
company's entire 1940 profits, determined under the accrual method, are In
themselves a fair basis for the excess-profits tax.

It is, therefore, respectfully requested that the proposed bIll include a pro-
vision eliminating from the income subject to excess-profits taxes in 1940 the
profit derived from 1938 and 1939 sales but reportable as additional 1940 income
because of the change in accounting methods.

A suggested draft and a more complete analysis of the problem are contained
in the attached printed memorandum, to which your 4ttentioit is invited,

Respectfully submitted.
EHTTROLT X CoOI PORATION,

By 0ARmNEm, MoRaIsoN, RoOEas & MCGnITIF,
Washington, D. C,
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ME14ORANnUM SiUMITrE Ti) TOI10 FINANCE COMMITiEE OF THE UNITED STATES

SENATE IN REGARD) TO ViE POSITION O CORIOitTIONitt CISANfOINO FROM TIIE
INSTALLMENT BASIS TO TIM Ac iWAL IIAS1 OI'PORTING INCOME

[A special provision should be Inserted inI the p'oi)osed eXeoss-profits-iax act to cover
the petil Iar cas( of cOrl)Or'pltio tin changing from the Illmttihent basis of reporting
income to the accrual basis of reporting Income, to avoid sebjecting 1939 profits to
tile 1940 excess-prolits tax]

SCOPE O' THIS MEMOIRANDUM

This nt inoranduin does not presilme to offer any suggestion as to what the
nature of the proposed t'xcess-profits tax should be. The only point submitted
is that the statute, whatever its nature,'should be so worded us not arbitrarily
to discriminate against a coipiay which has reported its income on the instll-
Ineit isis is Conmptared 'with the treatinnt the sine company would receive if
it had filed its return on tile accrual btsis.

The metnoranduin is submitted in behalf of Electrolux Corporation, believed to
be the largest natufactlurer and seller of vanuin eli'aitei'is in tile United States,
most of whose sales tire made on the installment lhl. Many other corporations
engaged in the business of Installnent selling stand in a precisely similar situal lon.

Section 44 (a) of the Internal itevenue Code gives a corporalion which sells
on the Installmnent plan the option to file its returns ehiter on the usual accrual
basis or on the lItstalnment )asis, The difference between these two methods of
accounting Is that under the oaerual nithod profit is treated as realized when
the sale is made, while under the installment method recognition of profit is
deferred until thie installinent paylents tire collected. This option was intended
by Congress to help corporations making Installment sales. III practice filing on
ile Installment basis has proved to be it detriment which seriously prejudices a

corporation using this method as compared with a similar corporation which
uses the accrual method.

Corporations which hatve found that filing their returns on the installment
basis results in undue hardship should be permitted to change to the accrual basis.
The Treasury Department and the Bureau of Internal Revenue have always recog-
nized that such corporations should have this right. It is clear that Congress
Intended to give them this option. House bill 10413 does not contain tn appro-
priate provision to cover this special class of cases; and the result would be, If
the same language were used in the law as enacted, that these corporations could
not exercise the right to change their method of accounting-a rightwhich they
clearly should have and which the Government clearly intends to give them-
without being subjected to prohibitive excess-profits taxes for the year of change.

Unless a suitable provision is inserted lit the pending excess-profits tax to
cover the peculiar case of corporations which have filed on the Installment bsis,
they will be coulpelled eithIer: (1) To continue to file on the installment basis,
which is a very great hardship for the reasons hereinafter explained, or (2) to
pay prohibitive and wholly unwarranted excess-profits taxes for the year in which
the change to the accrual basis Is made for the privilege of making such change.

This memorandum does not seek to procure preferential treatment or even
special consideration for corp irations which have filed their returns on the install-
ment basis. 'te one point submitted is that any discrimination under the pro-
posed law between two corporations which are exactly alike except as to their
methods of accounting would be arbitrary and unjust.

ST41rOESTETi IRArT O1 PROVISION TO lIM INSEMirEm) IN THE PROPSM) AT Irb THE pitto-
TvsroN OF c0OItl'OORATIONS WHICi HAVE TvlrxD Tn RETURNS ON THE INSTALLMENT
HASIS

The draft of such a provision given below is respectfully submitted merely as
a suggestion amid in the hope that it may prove of sonic assistance to those engaged
li preparing the net:

"CoRPOaATIONS ON TIH TNSTAI,,MENT BAsI.-If, With the approval of the Com-
missioner, a corporation which has filed Its return for the preceding year on the
installnent basis under section 44 (a) changes the basis for filing its returns
from the installment basis to the accrual basis, there shall not be made for the
purpose of computing this excess-prollts tax the addition to its income for the
year of change which Is required in computing the tax under section 13 in respect
of that part of the profits on installment-sales contracts made in prior years which
lins not yet been returned, Should the change in accounting methods take place
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in a year letter than 1940, amended returns shall be filed for all years subsequeut
to December 31, 1939, in which all proilis on installment-sales contracts shall be
reported as of the year in which the ista lmint -sales contracts were made, but
excluding all profits on Instainent-savs contracts made prior to January 1, 19M."

The language of the above draft has been revised to include changes sggested
at conferences with experts of the Treasury Department. The last sentence was
added to cover the point that without such an addition a company which changed
from the installnent basis to the accrual balsis in any year after 1940 might obtain
an unfair advantage.

The intention and we believe the effect of this provision is not to procure taore
favorable treatment for companies which have reported on the installment basis
than is accorded similar companle s oil the accrual basis, but to avoid unfair
discrimination against the fornier by peritting thIem to change to the accrual
basis without excess-prolts, Otxes behitg imposed oil income earned in sales nuide
before January 1, 1940.

THE PECThIAIl POSITION OF COMPANIES WHICH REPORT ON 'TIQ INSTALLMENT BASIS
INSTEAD OF THE ACCRUAL BASIS

Section 44 (a) of the Internal Reverue Code provides:
"(a) DEAzRm IN PERSONAL PROPER'T.-Under regulations prescribed by the

Commissioner, with the approval of the Secretary, a person who regularly sells
or otherwise disposes of personal property on the installment plan may return
as income therefrom in any taxable year that proportion of the Installment
payments actually received In that year which the gross profit realized, or to
be realized when payment Is completed, bears to the total contract price."

The purpose of this permissive provision is self-evident. It Is intended to
relieve companies selling on the Installment plan from the hardship of paying
income taxes on a profit which though actually earned when the installment
sales contract Is made will not be reduced to possession until the installment
payments are made.

A simple example will illustrate bow this provision works. The X company
In 1939 sells for $1,600 an automobile which cost $1,000 to nanufacture. The
sale is tade on the Installnent basis, and $400 of the purchase price is payable
In 1919 and the remaining $1,200 In 1940. If the company elected to file ItR
return on the accrual basis, as iay companies do, It would report a gross
profit on the stile of $600 In 1939. But a company which, like Electrolux, has
elected to report on the Installment basis would report only $150 gross profit
on the sale in 1939, and the remaining $450 of gross profit would be reported
in 1940. The effect of all this is that the company reporting on the installment
basis Is permitted to defer until 1940 payment of the normal corporate income
tax on a part ($450) of a gross profit of $600 earned in 1939.

IN GRANTING THE OPTION CONTAINED IN SECTION 44 (A) TO REPORT Or THE INSTALL-
MENT BASIS, INSTEAD OF THE ACCRUAL BASIS, CONGBFSS INTENDED TO CONFER A
FAVOR ON CORPORATIONS MAKING INSTALLMENT SALES. FILING RETURNS ON THE
INSTALLMENT BASIS HAS PRO01VE) TO BE A MAN TRAP. BEFORE THE NEW EXCESS-
PROFITS TAX WAS PROPOSFD-EARLY IN THE CURRENT YEAR--ELErSOLUX HAD
APPLIED To THE COMMISSIONER FOR PERMISSION TO CHANGE TO THE ACCRUAL Basic. ,
AND THE BUREAU HAD INDICATED THAT SUCH PERMISSION WOULD BE GRANTED

When, years ago, Electrolux Corporation exercised the option offered by
section 44 (a) to file its return on the installment instead of tile accrual basis,
the company supposed that it was being given a favor extended to corporations
engaged In the business of Ilnstallnent selling, which is obviously what Congress
intended. In practice, this privilege, Instead of turning out to be a favor
which both Congress and the company supposed It would be, has resulted In
penalizing companies which took advantage of the option to file on the Install-
ment basis as compared with companies which continued to file on the usual
mcerual basis.

If the rate for the normal tax on corporate incomes were constant, any con-
pany would ultimately pay the same normal income taxes regardless of which
basis it used. But the normal tax on corporate incomes has been progressively
stepped up, with the result that a company deferring the return of profits on
Installment sales until the installment payments have actually been collected has
paid higher and higher taxes as compared with the taxes the same company
wonld have paid on the accrual basis. If Electrolux changes from the install-
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ment basis In 1940, so that It gets a fresh start oil the accrual basis for subse-
quent years, the company for the period 1928-40, inclusive, will have paid
about $400,000 more in normal income taxes than it would have palid if it had
made its returns oil the accrual basis throughout this period.

In addition to this, accounting on tile installment basis has caused Electrolux
serious troubles from a business point of view. Balance sheets prepared on the
Installment basis are so misleading that Electrolux and similar companies, al-
though they file their tax returns on this basis, are obliged to keep a dupliate
set of books and render their annual reports to the stockholders on the accrual
basis. Competitors are in a position to use Eh.(etrolux's balance sheets, prepared
on the installment basis, for the purpose of misleiding customers as to the facts.
The ratio of current assets to current liabilities in a balance sheet prepared on
the accrual basis, when taxes are paid on the installment basis, is entirely (is-
torted and seriously prejudices the Comalany.

To enumeraie the dlilculties wlieh reporting on the installment basis ha,1
raised for Electrolux Corporation would extend this memorandum to undue
length. Perhaps we may be excused for citing one concrete example. After the
Government declared that it was against public policy to transact business
through the set-up of a holding company and a subsidiary, and made it clear that
ibis method of transacting business would be penalized by discriminatory taxa-
tion, Electrolux, in order to comply with the public policy announced by the
Government, determined to dissolve its operating siubsidiary. For tile purpsise
of facilitating such liquidation of a subsidiary, Congress had enacted section
112 (b) (6) of the Revenue Code to provide that no taxable gain or loss should
be recognized. It was found, however, that under the wording of section 44 (d)
tin unjust and prohibitive tax would be imposed on such dissolution in the case
of a company reporting on tile installment basis. Congress, at the request of
Electrolux Corporation, and upon tie recommendation of both the Bureau of
Internal Revenue alnd tile Treasury Department, added all amendment' to
section 44 (d) to correct this injustice.

This illusiration elphasizes the fact thai the position of companies oil tie
installment basis is so unusual that any general revenue enactment is calcu-
lated unfairly to discriminate against these companies unless care is taken to
insert i provision covering their peculiar situation.

Early in the current year Eiectrolux made application to the Commissioner of
Internal Revenue, as permitted by the regulations, for permission to change the
method of filling Its returns from tile installment basis to the accrual basis.
The Bureau of Internal Revenue had indicated that such permission would be
granted subject to an agreement oin certain accounting items of relatively minor
importance. But tin unforeseen difficulty arose when this country's program of
preparedness to meet tile unfortunate European situation indicated that the
passage of amn emergency excess-profits tax will be necessary.

UNLESS SUCH A REMEIAL PROVISION IS CONTAINED IN THE NEW LAW, ANY OO)RPORA-
TIoN WHICH EXERCISES ITS RIGHT TO CHANGE FROM TIE INSTALLMENT BASIS TO
TH4E ACCISUAL BASIS, FOR THlE PURPOSE OF RECEIVING THE SAME TREATMENT ACCORD)
SIMILAR CORPORATIONS ON THE ACRUAL BASIS, WILL B3E SU&IECTE( TO DISCRIMI-
NATORY AND PROHIBITED IrEXCSsS-PROFITS TAXES FOR THE YEAR OF CHANGE

A change from the installment basis to the accrual basis would involve pro-
hibitive penalties for the year of change under any excess-profits-tax law irre-
spective of the basis of such tax unless an appropriate provision is inserted to
avoid such unjust discrimination.

Regulations 103 (p. 188) in regard to change in the method of accounting on
which returns for normal corporate income taxes are filed provides in part as
follows:

"A taxpayer who changes the method of accounting employed in keeping his
books shall, before computing his income upon such new method for purposes of
taxation, secure the consent of the Commissioner. * * *

"Section 44 contains special provisions for reporting the profit derived from
the sale of property on the installment plan.

I This amendment reads as follows:
"* * * If an installment obligation is distributed by one corporation to another

corporation in the course of a liquidation, and under section 112 (b) (6) no gain or loss
with resict to the receipt of such obligation Is recognized in the case of the retelplent
corporation, then no gain or loss with respect to the distribution of such obligation smali
be recognized in the case of the distriluting corporation."
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"Tile foregoing requirements relative to a clalige of accounting method are
not applicable if a taxpayer desires to adopt the Installment basis of returning
income, as provided in section 19.44-1, but are applicable If a taxpayer desires
to change from such basis to a straight accrual basis. In cases where permis-
sion to nmkel such change Is granted, the taxpayer will be required to return ns
additional Income for the taxable year in which the change Is made all the
profit not theretofore returned as income pertaining to the playmlents du on
installment sales coatmraets as of the close of the preceding taxable year."

If Electrolux Corporation or any other company oil the Installment basis for
1939 changes to the accrual basis for 19.40, It Is entirely just that such company
should add to Its net Income subject to the normal tax for 1940 tih profits made
in 1939 oi Installment contracts made prior to the close of that year which were
not reported as part of the net income subject, to nornnal tax during that year.
It would be entirely unjust to compel such a company to pay the emergency
excess-profits tax for 1940, riot only on Its entire net income during 1940, but
also on the carry-over from 1939. Tbe purpose of the eniergeney excess-profits
tax on corporate Incomes for 1940 Is to surtax any extraordinary Increase in
the net Income of any company for that year which results from war or near-
war conditions. The proposed tax will probablyy be a heavy one to prevent
companies benefiting by such conditions from reaping an excessive profit un-
reasonable either as compared with their investe(l capital or their average
earnings for prior years. The injustice of adding, for the purpose of computing
such excess-profits tax for 1940, a carry-over of past earnings from 1939 on top
of the entire net earnings during 1940 is obvious.

If Electrolux stays on the installment. basis for 1940 it will have to pay the
normal tax on profits from Installment-sales contracts made in 19:39 not reported
in that year; but, as compensation for this, Elec(trolux will not have to pay
a tax on profits from installment contracts made during 1940 to time extent that
the installment payments thereon do not fall due before the end of that year, as
these profits will be carried over into 1941 under the Installment method.

On the other hand, if Electrolux Corporation changes to the accrual method
of return for 1940, it will be required to pay both the normal and emergency
excess-profits tax on its entire net profits for that year, including all profits on
installment-sales contracts made during the year, even if the Installment pay-
ments will not be collected until 1941. If Electrolux were required to pay
the excess-profits tax not only upon the entire amount of its actual income in
1940, but also upon a carry-over of Income from 1939 and prior years, the tax
would be so tremendous and unjust that a change from the Installment to the
accrual basis would be out of the question.

Electrolux's actual net income for 1940 Is estimated at $2,000,000. Because
the company used the Installment method, the carry-over income from 1939
subject to the normal tax amounts to about $3,000,000. This additional
$3,000,000, as explained above, represents profits made in prior years, the recog-
nition of which for normal income-tax purposes has been deferred under the
installment method of accounting, and on which the company should and is
perfectly willing to pay the normal tax for 1940. But it would be most unjust
to the company to pay the emergency excess-profits tax for 1940 on a theoretical
net income of $5,000,000 when its actual net income for this year will be only
about $2,000,000.

A return on either the installment basis or the accrual basis results in a
company's only having to pay a tax on Its net income for the year in question,
and the difference is merely that the year's income Is computed in different ways
according to the method used. But if a company, say, In 1940, changes from the
Installment basis to the accrual basis, the result is that for the purpose of
computing the normal tax the company in effect has to pay (and ought to pay)
for I year a tax on the earnings of 2 years, because there is the carry-over from
1939 to 1940 with no corresponding carry-over for 1940 to 1041. For the purpose
of the excess-profits tax, however, it would obviously be unjust to have the
company taxed for a single year on the earnings of 2 years. The doubling
of the earnings subject to normal tax for 1940 is purely an accounting adjust-
ment, and the excess-profits tax obviously should flot be imposed on a figure
representing twice the actual earnings bf the company for that year.

The proposed provision will accomplish, in the peculiar case of corporations
which have filed their returns on the installment basis, exactly what Congress
intends to accomplish by the proposed act. The purposee of the new law is, not
to tax income earned on transactions which, took place prior to January 1, 1940,
but to tax all income earned after that date. The proposed provision does just
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this. Without such a provision, a large amount of Income ea-',ed prior to Janu-
ary 1, 1940, would be unjustly subjected to the excess-profits tax, whereas (equally
unjustly) a large amount of income actually earned during the last years to
which the excess-profits tax applies would escape the tax, because such income
would not be reported under the Installment method until after the law has
expired.

Respectfully submitted in behalf of-
ELECTROLUX CORPORATION,
CHADBOURNE, HUNT, JAECKEL & BtowN,

New York, N. Y.
GAUDNER, MORRISON, RoaEsS & MCGUIRE,

Washington, D. 0.SElr cna 5, 1940.

The CHAIRMAN. The next witness is Leonard Bush, of New York
City, representing the Compton Co.

STATEMENT OF LEONARD BUSH, NEW YORK CITY, REPRESENTING
THE COMPTON CO.

Mr. BusH. My name is Leonard T. Bush. I am the vice president
and treasurer of the Compton Advertising, Inc., an advertising agency
located in New York City.

As I have read this bill, I take it that it is intended that personal-
service corporations under certain conditions are not to be subjected to
excess-profits taxes. I believe that we are a personal-service corpora-
tion, but I cannot be sure of it based on the definition as set forth in the
bill. It is not clear, to me at least, what the word "primarily" means
where it says:

A personal-service corporation 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-

Et cetera. I would like to ask that "primarily" be fined more
clearly, and would suggest that it say words to this effect:

That "primarily" means due to the activities of management, supervision, and
professional skill and reputation of the stockholders who control the business.

Such a definition would make it clear to the management of this
sort of a concern whether they could qualify as a personal-service
corporation or not. I would hate to have it left to the interpretation
of someone in some department of the Government as to whether this
is, or this is not, a personal-service corporation. We would not know
how to act if we had to wait until after the fact. If we filed our
income-tax return on the assumption we were a personal-service cor-
poration and had constructively distributed all of the profits, and
the various stockholders had paid their income tax thereon on moneys
which they had not received at that time and conceivably might
never receive, because this is a hazardous business, and if the cor-
poration should lose all of its earnings due to circumstances that took
place subsequently, and if maybe a year or maybe 2 years hence-I
don't know when-it turned out that because of somebody's inter-
pretation of that language it was said that we did not qualify, it
would be very serious.

The CHAIRMAN. There is a Treasury representative here- There
is someone here also representing our own committee, and I would
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suggest that you have a talk with them tonight before going back.
Get their viewpoint, and they will report to us in the morning when
we go into executive session. You desire to do that, don't you?

Mr. BusH. I would like to go on a little more, if I may.
The CHAIRMAN. I am not sto)ping you now; I am 'just making a

suggestion that you see the representative of the Treasury Department
and the technical representative of the committee before you go away
and have a conference with them, and they will doubtless take the
matter up with you as the result.

Mr. Busn. Thank you very much. I would like to reinforce what
has been said here many times to(lay-in the event that we do not
qualify as a l)ersonal-service corporation-in the positionn that we are
in, I may say that we acquired this business in 1935 from a group of
,eii who haa carried it on successfully for a number of years and who
no longer had any interest in carrying on the business. In order to
pass control they wanted their money right then and there, and we,
the present owners, were employees of long standing of that. former
management, and not very well paid, and we had not much money,
and we had to go out-first of all, they wanted all of their capital out
of the business right away, and we had to give it to them. We had
to have capital, so for that purpose we, if you will pardon the word,
we hocked everything we owned to get capital to put into this business
to continue to operate it.

Then, additionally, they wanted to be paid not only their capital,
but they wanted to be paid their share of the goodwill of the business
spot cash, and to get that we went, out and mortgarged our future
earnings. We have not paid those off yet.

We alo decided, upon thinking it over, that we wanted to build it
ump and not let it run down, so we adopted the policy of moderate
salaries for the owners and also practically no earnings for the cor-
poration, and I will recite to you the earnings that we (lid have, the
percentage of our gross income.

We earned in 1936, 3.82 percent; in 1937, 7.76 percent. This is not
,on the invested capital; we had none of it to speak of. This is of our
gross volume of business.

In 1938 it was 5.85; in 1939 it went to 15.48. That was our first
year in which we took any share of the profits.

I compared that with the other advertising agencies for those same
4 years in our volume group. Most of them report to the American
Association of Advertising Agencies, who give us the figures in per-
eentage form without any identification. We don't know who is
who, except here is company A, B, C, and D, and the combined group
of agencies doing the volume of business that we are doing was, in
'1936, 15 percent; in 1937,14.5 percent; in 1938, 11 percent; and in 1939,
15 percent.

So that in 1939, for the first year, we came out with about the same
earnings per dollar of business that they had, and if we did not qualify
under this law as a personal-service corporation, two-thirds of our
profits would be classified as excess profits.

Then we would not have the money to pay the bills we owe.
Senator KING. What do you suggest?
Mr. BusH. I suggest that the wording-pardon me, but let me say

this-here are about 10 firms that are currently in exactly the same

476 SECOND REVENUE ACT OF 1940



SECOND REVENUE ACT OF 1940

position that we are in, as to the volume of business being done, and
are earning currently about what we are earning, yet because of the
past history, they would not have to pay any excess-profits taxes,
whereas we would have to pay about two-thirds of ours, and yet there
is no difference between us except that they are better able to pay it
than we are.

I think that is true not only of our business, but of corporations
and businesses such as ours in all lines of business and I do not think
than an excess-profits tax-I may be wrong but this is my opinion-
that an excess-profits tax can be devised thiat is fair and equitable.
I think that the fair thing to do for everybody would be to make a
flat tax in the form of an increased income tax, so that everyone has
to pay in proportion to their ability to pay, and that it would produce
the revenue which the Government needs, and then we would be
happy to pay.

The CHAIRMAN. Thank you very much. If you want to talk to
these gentlemen, you may talk to them.

Mr. BusH. I would like to.
The CHAIRMAN. Is Mr. K. T. Norris representing the Norris Stamp-

ing & Manufacturing Co., Los Angeles, Calif., in the room?
(No response.)
The CHAIRMAN. I understood that he would not appear.
Mr. James K. Polk, 40 Wall Street, New York City.

STATEMENT OF JAMES K. POLK, REPRESENTING WHITMAN,
RANSOM, COULSON & GOETZ, NEW YORK, N. Y.

The CHAIRMAN. You are not on our list, but we will hear you.
Mr. POLK. I appreciate very much the opportunity to speak.
The CHAIRMAN. I-ow much time do you desire?*
Mr. POLK. Three to four minutes.
I do not reiterate any of the comments that have been to date on

the present bill. I rely want to put into the record, and for your
consideration, one matter that, has not been commented upon, and
which I think is rather vital. It is vital in that unless adjusted, there
will be required more thousands of calculations. It is an unforeseen
result, I really believe.

I assume that in any act there will be some invested capital calcula-
tions. The invested capital as defined in the act includes earnings and
profits of the corporation. The act contains a sleeper, a section which
does not apparently relate to anything having to do with excess-profits
taxes, and apparently is designed to catch and correct some inequities
in computing gains or losses to individual shareholders upon dividends
out of surplus or out of capital paid in, or something of that sort.

I refer to section 401 at page 94. Under this definition contained in
section 401, provision is made that whenever a corporation has sold a
capital asset at a loss the loss shall be recalculated, and their earnings
and profits restated on a different basis from that which the books were
kept and the returns originally filed.

Let me illustrate. It is easier to do that than to explain it in
narrative form.
* If a corporation in 1910 bought an asset for $10, and in 1918, 1920,

1925, or 1935 sold that asset for $5, it would normally have a $5 loss.
That $5 loss, if booked, would reduce its surplus by $5 and it reported
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a $5 loss for income-tax purposes, which may or may not have been
allowed, due to the $2,000 limitation, but, in any event, did not report
more than that amount. It did not sustain a loss of any more of
its embarked capital than $5 on that illustration i have given.

Suppose, however, that the assets at the date of March 1, 1918, had
a value of $15. Then, under this section of the law, it is proposed to
reduce its earnings, its accumulated earnings and profits, by $10, the
difference between the March 1, 1913, value at $15 and the sales price
of $5. It never sustained but a $5 loss and never reported but a $5 loss
and there is no reason and no sense to reducing its surplus by $10.

There is, therefore, so far as I can see no equity in the section. I do
not, however, ask that you consider it solely from an equity standpoint.
I do not know what reason there may be to reduce the statutory in-
vestment capital by nonexistent losses, but let us assume there is some
reason. I cannot see any equity in it, but let, us assume there is some
equity in it. Thousands and thousands of calculations are going to
have to be made on facts that are impossible to determine. You are
going to have to have witnesses to find out what the March 1, 1913,
values were of all of the assets that were sold at losses in order to find
out what your invested capital is for any one of the base years or
today.

Now, Mr. Sullivan did not comment on this section at all. Mr. Starn
nia(le no comment on it. I have been here 3 days listening carefully
for some comment, because it would aid in constructing the returns
which will have to be done next March. Mr. Stane told me informally
that he did not father the proposal.

']here is a provision in the section on invested capital which appar..
ently would take care of so much of the property as had been paid
in originally and later sold at a loss, but I personally represent a
client that has over $300,000,000 of property on March 1, 1913, that
had been bought for cash. It had not been paid in the way of stock,
and if any of that property was sold at a loss at any time between
1913 and 1940, I have got to find experts alive and familiar with the
property to establish a March 1, 1913, value to report my first invested
capital.

[hat seems to me to be an unconscionable requirement on the tax-
payer, and it is inequitable, anyway.

Senator KiNo. Isn't that provision about 1913 value a hangover
from a measure that wts enacted during the war or right afterward?

Mr. POLK. Of course, the date of March 1, 1913, is the date of the
first revenue act after the adoption of the sixteenth amendment, and
there was a theory that, all property values were frozen at that date,
and that all gains could not exceed the difference between the sales
price and the March 1, 1913, value or cost, whichever was higher.
And there was a construction by the Supreme Court, that there could
be no loss in excess of the difference between the cost and the sales
price regardless of how much higher the March 1, 1913, value was.

The old rule was phrased by the auditors tand accountants dealing
with it in the Bureau of Internhal Revenue that you got the least gain
and the least loss, and if the sales price fell in between the two, there
was no gain and no loss.

Senator KING. What amendment would ,you suggest on page 94?

478
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Mr. POLx. I don't know. They may need the section 401 for indi-
vidual cases. I cannot guess as to tbat, but you can amend on page
29 at the bottom of the page a sentence which reads:

Nothing in section 401 of the Second Revenue Act of 1940 shall affect the extent
to which accumulated earnings and profits are increased by reason of Increase in
value accrued before March 1, 1918.

That sentence can probably be changed to read that the provisions
of section 401 of the Second Revenue Act of 1940 shall not apply in
the computation of earnings or profits.

Senator KING. Would you add that after the period on line 2 of
page 30V

Mr. POLK, I would prefer, if my proposal is sound, that that be
considered by Mr. Stan, and leave 't to his discretion. He may have
some reason for this sentence in here which I cannot understand. I
do not know at the time, but if there is any sound reason for that
sentence remaining in there, of course it should remain, but I think
there should be no requirement that the actual dollars embarked in
the business be reduced by a fictitious nonexistent loss of which the
taxpayer has had no benefit in any income-tax return, never recorded
on the books, and which just does not to my mind make sense.

The CHAIRMAN. I would like to announce that as soon as this wit-
ness is finished, that we will adjourn, and the committee will meet
tomorrow in this room at 10 o'clock in executive session to finish up
this bill.

Before we close the hearings, I wish to have incorporated in the rec-
ord, for the information and study of committee members, numerous
briefs, statements, etc., submitted by the, following: Mr. Robert P.
Smith of Washington, D. C., in behalf of Miller Electric Co., Jackson-
ville, Pla.; Mr. Floyd B. Odium, president, Atlas Corporation; Mr.
C. J. S. Williamson, of San Francisco, for the California State Cham-
ber of Commerce Mr. Harvey Campbell, executive vice president,
Detroit Board of Comwerce, Detroit, Mich.; Mr. John J. Burns gen-
eral counsel, American Merchant Marine Institute, Inc.; Mr. V. P.
Thomas, president, National Foreign Trade Council, Inc., New York,
N. Y.; Mr. M. L. Seidman of the New York Board of Trade, Inc.;
Mr. James L. Donnelly, o? the Illinois Manufacturers' Association;
and Mr. K. T. Norris, of Los Angeles, Calif.

AUGusT 31, 1940.

BRazF N BEHALF or Mima ELECTIC Co., JACKSONVILLE, FLA., IN THE MATTER OF
THE PROPosED ExcEss PsROFITS TAX ACT, H. R. 10413

The Honorable Chairman of the Finance Committee, United States Senate: In
reference to the new proposed excess-profits bill (H. R. 10413), which has Just
recently passed the House and is now pending before your committee, please be
advised that I represent the Miller Electric Co., of Jacksonville, Fla. This com-
pany is engaged in electrical contract work and during the year 1940 will com-
plete certain contracts which it secured in 1937 and 1938.

The company has filed Its income-tax returns on the completed-contract basis,
which is permissible by the revenue act now in effect, and will have a profit In
1940 of approximately $185,000. It sustained operating losses during each of
the years 1936 to 1988 and had a very small profit In 1939. The income which it
will derive in 1940 results entirely from work and labor done during the pre-
ceding years and has no reference whatever to the war profits that will result
from current spending by the United States Government.
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I estimate that its taxes for 1940 under the present proposed excess-profits-tax
law, exclusive of the normal tax now Imposed by the present revenue act, will be
approximately $35,000. This company has no invested capital as of January 1,
1940. In fact, it has a capital deficit of approximately $30,000, and owes a large
amount of money to creditors, which will have to be paid from the income derived
from these contracts. As you can readily see, It will be Impossible for my client
to pay the large amount of tax that would be due under the present proposed
legislation during the year 1940 and also pay its creditors.

There must be a large number of taxpayers shmilhrly situated who are reporting
their income on a long-term-contract basis permisible under the present revenue
act, and we submit that some relief should be granted In the proposed excess-
profits-tax law for this type of taxpayer.

Contractors who received contracts through competitive bidding prior to the
imposition of the proposed excess-profits law could not have anticipated such an
act. Contractors who bid on new contracts In the future, after the passage of the
act, will naturally take Into consideration the imposition of this tax and can
protect themselves. The contractors who bid and received a contract in 1939 and
prior years, or even during the early part of 1940, had no means of protecting
themselves against these unexpected emergency taxes.

Unless some relief is granted for this type of taxpayer, the Miller Electric (o.
will simply have to cease operations and go Into bankruptcy, as It will not be
able to pay the new proposed excess-profits tax, plus the amount due its creditors,
and continue in business.

Under the proposed bill as passed by the House, section 711 provides:
"(a) Taxable years beginning after December 31, 1939,-The excess-profits net

income for any taxable year beginning after December 31, 1939, shall be the
normal-tax net income, as defined In section 13 (a) (2), for such year, except that
the following adjustments shall be made: * * *"

The normal-tax net income as defined by section 13 (a) (2) of the present
revenue act Is as follows:

"(a) Definitions.-lor the purposes of this chapter--
"(2) Normal-tax net Income.-The term 'nornmal-tax net income' means the

adjusted net income minus the credit for dividends received provided In section
26 (b)."

We submit for the consideration of the Finance Committee, the following pro-
posed amendments, which we believe will remedy one of the most inequitable
situations that can possibly arise under this proposed act.

Insert after line 13, page 6, a new subsection (1)), as follows:
"(D) There shall be excluded, In the case of any corporation, income derived

from long-term contracts entered Into prior to July 1, 1940, as defined by section
19.42-4 of the Internal Revenue Code."

Section 1942.4 of' the Internal Revenue Code provides, as follows:
"Long-term contracts.-Income from long-term contracts Is taxable for the

period in which the income Is determined, such determination depending upon
the nature and terms of the particular contract. As used In this section the
term 'long-term contracts' means building, Installation, or construction contracts
covering a period In excess of 1 year from the date of execution of the contract
to the date on which the contract Is finally completed and accepted. Persons
Whose Income Is derived In whole or in part from such contracts may, as to such
income, prepare their returns upon either of the following bases:

"(a) Gross Income derived from such contracts may be reported upon the basis
of percentage of completion. In such case there should accompany the return
certificates of architects or engineers Showing the percentage of completion dur-
ing the taxable year of the entire work to be performed under the contract.
There should be deducted from such gross income all expenditures made during
the taxable year on account of the contract, account being taken of the material
and supplies on hand at the beginning and end of the taxable period for use in
connection with the work under the contract but not yet so applied.

"(b) Gross income may be reported for time taxable year In which the contract
is finally completed and accepted If the taxpayer elects as a consistent practice
so to treat such income, provided such method clearly reflects the net income. If
this method Is adopted there should be deducted from gross income all expendi-
tures during the life of the contract which are properly allocated thereto, taking
Into consideration any material and supplies charged to the work under the
contract but remaining on hand at the time of completion.

"A taxpayer may change his method of accounting to accord with paragraph
(a) or (b) of this section only after permission Is secured from the Commissioner
as provided In section 19.41-2."
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If the aforesaid proposed amendment is not acceptable, at least you should
provide that, for the purpose of imposing the excess-profits tax under this act,
only that portion of the income from the long-term contract which is applicable
to 1940 and subsequent years would be subject to excess-profits tax, and for this
purpose we submit the following alternative amendment. Insert after line 13,
page 6, a new subdivision (D) alternative.

"(D) Alternative: Income derived from long-term contracts. There shall be
excluded in the case of any corporation, reporting its income from long-term con.
tracts on a completed contract basis as provided by section 19.42-4 on the Internal
Ievenue Code, that pro rata portion of the income based on the number of
months that the contract was in existence prior to July 1, 1940, bears to the total
number of months of duration of contracts which were completed within the
taxable year 1940, or any succeeding taxable year."

The reason for suggesting July 1, 1940, as the determining date is that prior to
that date there was little or no discussion regarding the defense program, and
there was no thought in the minds of the American people that there would ba
nmy necessity for such high taxes as are now proposed, and, consequently, con-
tractors bidding on competitive contracts could not have taken Into consideration
this additional expense.

We submit further that this type of taxpayer is entitled to relief, and that the
situation can probably be better taken care of by anm'nding section 725 of the
proposed act, pertaining to exempt corporations, by adding a new subsection, as
follows, beginning after line 3, page 39:

"So much of the income of domestic corporations derived from long-term
contracts as defined by section 1i).42-4 of the Internal Revenue Code which con-
tracts were entered into on or before July 1, 1940."

We trust that you will give the above suggestions careful consideration. I be-
lieve that it is more profitable to the Government to have a company continue In
btisiness and piay the normal tax under the circumstances, such as I have related,
than it would be to enact a law that will confiscate a particular class of tax-
payers' property and force them out of business, so that they will no longer be
employers of labor or taxpayers.

If there is any assistance I can give the committee in the refinement of the
proposed amendments, 1 will be glad to have you call on me.

Resp ectfully submitted.
ROaRT P. SMITH,

Counsel, Washington, D. C.

The exemptions in the excess-profits tax bill (subdivisions (c) and
(d) of section 725 of H. R, 10413) should be enlarged to include all
three types of investment companies that are jointly or commonly
classified as "management companies" under the Investment Com-
pany Act of 1940; rather than to include only two of these types as
the bill now does and which by so doing operates to unjustly dis-
criminate against and harmfully penalize the third type.
A statement bearing on the above point made to aid members

of the Committee on Finance of the Senate of the United States
by

FLOYD B. ODLUM,
Prcsidcnt, Atlas Corporation.

SErTvmBan 5, 1940.
The House draft of revenue bill (H. R. 10413) exempts so-called mutual or

open-end investment companies and also so-called diversified investment com-
panies from the ex(ess-profits tax. This seems right as far as It goes. But
these companies are only two of the three types that are together classified as
"management companies" it the Investment Company Act of 1940. The third
type is the so-called nondiversified investment company. It, too, should receive
the exemption.

To accomplish this all that is necessary Is to substitute the word "manage-
mient" for the word "diversified" In subdivision (d) of section 725.

Unless this change is made, an arbitrary and completely unjustified discrim-
ination will be made as between the so-called "diversfled" investment com-
panics and the so-called "nondiversified" investment companies, which, in fact,
operate in the same field, will be registered with the Securities and Exchange
Commission under the same secti( n of the Investment Company Act of 1940,
Will be regulated under the same law, will have no distinguishing differences
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in their capital structures, and will serve precisely the same purpose as a
vehicle or conduit for investment by small investors,

There is no sound reason for such distinction or discrimination,
The business of both the 'diversified" and the "nondiversfied" Investment

company is to invest in securities. Central management through this means
is given to the investments of large numbers of scattered snll investors.
The only difference between the "diversified" and the "nondiversified" invest-
ment companies in the definition set forth in the Investment Company Act of
1940 is that that "diversified" company may have not more than 25 percent
of its assets In blocks of stocks of other companies if any such block amounts
to more than 5 percent of the assets of the investment company or more than
10 percent of the outstanding stock of the issuing company; whereas a "in-
diversified" investment company may have more than 25 percent of its assets
so invested. The "nondiversified" company may in fact be more diversified
than the so-called "diversified" company. The "diversified" company nmy in
fact have at any particular time more than 25 percent of its assets when taken
at their market or fair value invested in these so-called special investments,
and the nondiversifiedd" company may have less. The terms used to define
these companies are general terms not necessarily indicative of their true dis-
tinction. Atlas Corporation, which will register as a "nondilversified" company,
will have in its portfolio ir.,,e diversified holdings than most companies ('lassi-
lied as "diversified" compa,.es. Its stockholders will thus have great diverse,
fixation. A company registered with the Securities and Exchange Commission
under the Investment Company Act as "diversified" may change its registra-
tion to that of a "nondiversified" company at any time and the registered "non-
diversified" company may change its registration to that of a "diversified"
company. The error in granting exemption to one and not the other seems
apparent.

If an investment company is to be exempted from taxes in whole or in part on
the theory that it serves only as a conduit for investment by small ilnveslors and
that to tax it would be to impose a double tax on such small investors (a theory
which tho writer believes entirely sound), then both the "diversified" and the
"nondiversified" companies should receive precisely the same tax treatment for
they both serve equally in the capacity of such conduit.

If an investment company is to be exempted on the theory that It serves as a
means of diversification of investment by the small investor, then both types
should receive the same treatment. Diversification for any particular stock-
holder depends not so much on how many different securities are in the company's
portfolio (and there may be more in the portfolio of the "nondiversificd" coin-
pany than in the portfolio of the "diversified" company) as on the ratio of his
holding to all other stockholders and the size of the particular investment com-
pany. It depends very little on whether a particular stock held in the portfolio
amounts to more than 10 percent of the outstanding stock of the issuing company.
Diversification must be gaged in its true sense, A "nondiversfied" company
may have less than $1,000 invested in the stock of a small business and still have
more than 10 percent of the stock of such business; a "diversified" company may
have $1,000,000 invested in the stock of a large business and still have less titan
10 percent of the stock of such business.

If an investment company is to be exempted from taxes on the theory that It is
a mere vehicle for performing a particularly necessary or useful economic or
financial function, then the nondiversifiedd" investment company should at least
receive no less favorable treatment than the "diversified" company. For it is the
"nondiversified" company that is qualified and equipped to finance small business
and to provide working capital to industries in cases where the bank or the
investment banker cannot function. The "diversified" companies must, on the
other hand, for the most part limit their investments to securities already out-
standing and traded in on the markets.

There seems to be sound reason for exempting all management-type investment
companies from the excess-profits tax because of the function they perform as a
conduit for small investors. But before any act is passed that attempts to
exempt part of these companies only, It is recommended and urged that the views
of the Securities and Exchange Commission should be ascertained as to the
propriety and fairness of such differentiation. It is the understanding of the
writer that the Securities and Exchange Commission has neither been asked to
express views on this basic question nor has it done so. That Commission has
made a study of investment companies extendig over 4 years and is about to
take regulatory jurisdiction over investment c9mpanles of all types under the
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Investment Company Act recently passed by Congress. Its views on the basic
merits as distinct from any specific answer to a technical or narrow question not
Involving basic equities or approaches, should be important.

The President of the United States in his statement of August 23, 1940, which
accompanied approval of the Investment Company Act, said that he had great
hopes that the law would permit the investment trust industry "to provide a
valuable source of equity capital for deserving small and new business enter-
prises which the investment bankers have been unable to finance."

H. R. 10413 in its present form will have just the contrary effect because it
places under a tax disadvantage the very type of investment company that Is
qualified and organized to provide such equity capital to small and new business
enterprises, namely, the "nondiversifled" company, It will, in the very nature
of things force such companies to become and register as "diversified" companies
and by that very act estop themselves from carrying on as a primary function
involving a substantial part of their capital the taking even temporarily of more
than 10 percent of the stock of any small or new business enterprise.

This type of investment company that ventures or risks its capital outside the
field of "blue chip" securities and in new or nmnall enterprises which are not
served properly as to capital requirements by bankers or investment bankers and
that finances development enterprises and reorganizes companies was considered
specially meritorious by the agencies of the Government who promulgated the
Investment Company Act. This is evidenced by the testimony of Mr. David
Schenker, chief counsel, Investment Trust Study, Securities and Exchange Com-
mission, on June 14, 140, before the subcommittee of the Committee on Interstate
and Foreign Commerce of the House of Representatives. And this should be so
because it is a type of investment company phrtlcularly designed to give aid
directly to industry. Yet it is the only type of management investment company
that has been forgotten in the tax exemption provided in H. R. 10413.

The President of the United States in his message to Congress of June 19, 1985,
Indicated the desirability of special tax treatment for meritorious investment
companies that submit to public regulation, which regulation is now here.

Following such indication the Congress passed an act exempting from tax
the so-called "open-end" investment trusts.

The present II. R. 10413 recognizes, and properly so, that the question whether
the Investment company redeems its stock at stockholders' option, which was a
distinguishing feature of the so-called "open-end" companies, is not controlling
as to whether there should be exemption. H. R. 10413 seems to take diversifica.
tion more as the criterion than other factors. But it takes the name more than
the substance, And for very sound reasons, some of which are touched on
above, diversification should not be the criterion. In attempting not to carry
over the error of the present income-tax law into the excess-profits-tax bill, such
bill has not gone far enough and a second error has been committed of not
Including all management type investment companies. The correction is simple
and easy, as above stated.

Mr. Alfred Jaretski on August 12, 1940, appeared before the Joint Committee
on Ways and Means of the House of Representatives, and the Committee on
Finance of the United Stales Senate, and argued in favor of exemption of the
so-called "diversified" investment company. That exemption was granted by
H. R. 10413. Mr. Jaretski spoke only on behalf of "diversified" companies. lie
was not arguing that "nondiversifled" companies should not be likewise ex-
empted. His arguments, If read, will be found to apply also to the so-called
"nondiversifled" companies.

H. R. 10413, in this provision, is even more Inequitable than hereinabove
stated. It not only eliminates the registered "nondiversified" company from the
benefits of the exemption, but prohibits such company as to any year from get-
ting the benefits of the exemption even though during such year it has become a
so-called "diversified" company through qualification and registration as such,
as it has the right to do under the Investment Company Act of 1940. If this
type company is to be penalized and consequently forced out of business, it
should at the very least have the right for tax purposes to be a "diversified"
company for the year during which it in fact becomes such and so registers.

Respectfully submitted.
LoYID B. OnLUM,

President, Arts8 corporation.
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MEMORAINDUM REGARDING CONSOLII)ATE RMURNS IN CONNECTION WITH THE
PYINOING EXCESS-PtoITS-TAx BILL

Recommendations from many quarters are now pending before Congress re-
garding the inclusion of permission for filing of consolidated returns inI tie
excess-profits tax measure now under consideration. The California State Cham-
ber of Commerce wishes to add Its voice to these recommendations and, in doing
so, respectfully calls the committee's attention to the following significant points:

1. In recommending at this time that the privilege of filing consolidated returns
be included in the excess-profits tax bill, the California State Chamber of Coln-
merce wishes to emphasize its recognition that Federal revenues must be main-
tained, and suggests that if the filing of consolidated returns is permitted as
optional and the Treasury Department estimates that such option will lead to
material reduction in the yield of this tax, that Congress then give consideration
to balancing such deficiencies in total revenues caused by the-tiling of consolidated
returns by a special additional tax applied at a percentage rate to corporations
exercising the option of consolidated returns.

2, It is the opinion of the State chamber that by requiring separate statements
of income from each corporate unit of an enterprise, nonexistent paper profits
are often taxed, and the enterprise may be subject to a tax in an amount which
is grossly disproportionate to its true inci tae. The financial position and earnings
of a parent company and its subsidiaries, or of affiliated companies, can only be
presented fairly by means of consolidated statements wherein the entire group is
treated as a single unit, with intercompany transactions eliminated. Such
inequalities become exaggerated when rates varying from 25 to 45 or 50 percent
are superimposed upon the normal income-tax rate.

3. The first excess-profits-tax law, namely, the 1917 act, was silent as to con-
solidated-profits-tax returns. After the passage of tile War Profits Tax Act of
1917, a committee working upon the draftingg of the rules and regulations to
carry out the act recommended to the United States Treasury Department, and
the recommendation was accepted, that corporations which were affiliated in
such a way as to constitute in actual fact only one corporation, be required to file
a consolidated return whenever it was found by the Commissioner of Internal
Revenue to be necessary in order to more equitably determine the invested capital
or taxable income. In the 1918 act, it was made mandatory that all corporations
affiliated within the meaning of the act file consolidated returns for both income-
and profits-tax purposes. Under later revenue acts, filing of consolidated returns
was made optional. The 1917 consolidated-profits-tax regulations were confirmed
retroactively by special legislative enactment in the Revenue Act of 1921.

Tile history of this legislation indicates that the necessity of consolidated-
profits-tax returns was clearly recognized soon after tile enactment of the first
excess-profits-tax law, and we cite this as a precedent.

Sp'vrmmB= 3, 1940.

DVIfIlOIT BOARD OF COMMERCE,
Detroit, Mich, September 5, 1940.COMM ITTEEI ON FINANCE,

The Senate of the United States, Washington, D. 0.
GENTLIMN: The Detroit Board of Commerce, Detroit, Mich., desires to bring

to the attention of your committee its views on certain provisions of H. It. 10418,
the Second Revenue Act of 1940.

The members of the committee will appreciate that printed copies of the Second
Revenue Act of 1940, which was passed by the House of Representatives on
Friday, August 30, 1940, have been available to us only during the current week.
In consequence it has been impossible to give this important and complex piece
of legislation the study which would be necessary to a complete understanding
of all of its provisions, Therefore, this memorandum cannot purport to repre-
sent our views on the entire bill. Nevertheless, certain of the provisions of the
bill are so drastic in character and the effect whidb they will have upon the
business of this community promises to be so serious that we deem it essential
to put our views before you at once. This is especially the case since it is our
understanding thathearings on this bill will be concluded before your committee
some time during the present week. Because of the outstanding importance of
this bill, we ask the indulgence of the members of the committee to make this
brief presentation of our views on certain provisions of the proposed law.

The Detroit Board of Commerce and in general the business interests of this
community are aware of the requirements of th national-defense program, both
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from the point of view of the necessity for cooperation between Government and
industry for production of materials for defense purposes and in respect to the
need for financing the defense program by adequate taxation. Furthermore, we
appreciate that it may be desirable and necessary to enact an excess-profits tax
law to the end that the "rearmiament program should furnish no opportunity for
the creation of new war millionaires or the further substantial enrichment of
already wealthy persons." We earnestly believe that every Industry In this com-
munity would approve of the enactment of an excess-profits tax for these pur-
poses, provided only that the legislation is fair and equitable and Its provisions
clear and practicable. We know that It is the purpose of Congress to enact such
legislation. Nevertheless, we believe that in the haste with which the present
bill was drafted and passed by the House of Reoresentatives many provisions
have been incorporated which are neither fair nor practicable; provisions which,
in fact, would work great hardship and inequity upon business corporations in
this community and throughout the country.

While it Is obviously impossible to discuss all of the provisions of this bill in
detail, we, nevertheless, wish to invite your attention to the following matters
which we believe constitute major objections which merit serious consideration
by your committee.

COMTI'EXITY

In the first place, it is apparent that the present bill attains a degree of com-
plexity unprecedented in the tax legislation of the Federal Government'. The
computations required for the determination of any tax under this bill are so
involved and elaborate that the average corporate taxpayer will find It quite
Impossible to determine, or even to estimate with any accuracy, what its excess-
profits tax liability will tie. We understand that one of the purposes of the
enacttnent of excess-profits tax legislation at this time is to enable corporations
called upon to contribute to the defense program to know where they stand from
the point of view of taxation. The bill should accord a reasonable degree of
certainty as to the liabilities it imposes. It signally fails to do this. For ex-
ample,*all corporations which will determine their tax by the invested capital
method will be required for the year 19,10 to compute their average daily invested
capital for both 1940 and the 4 years of the base period. Computation of tn-
vested capital for any day is complicated by permitting the Inclusion of only a
portion of the borrowed capital. When the corporation bnes determined its so-
called equity capital and the percentage of Its borrowed capital which may be
added thereto, it Is further required to reduce the total to eliminate so-called
inadmissible assets, In Itself a computation which will require a determination
of the adjusted bases (lay by day of every asset the corporation owns. We esti-
mate that in the case of a corporation whose borrowings fluctuate from day to day
and which owns stock of other corporations, some 3,000 separate computations
will have to be made to determine the amount of invested capital as required
for cemlutation of 1 year's tax under the bill. It is apparent that the bill will
Impose upon corporate taxpayers a tremendous burden of cost for the mere purpose
of making a determination of the amount of their liability.

SIMPLIFICATION BY FIXING THE NORMAL RATE OF RETURN

We believe that the major portion of these involved and complex calculations
can readily he dispensed with. In large part the complexity of the invested capital
provisions is due to the attempt to determine an exempt rate of return on In-
vested capital by reference to the actual rate which the corporation earned on its
invested capital during time base period. This rule not only unnecessarily com-
plicates the act, but In itself is unwarranted. A principal reason for resort to the
invested capital method lies in the fact that some corporations had abnormally
low earnings during the base period, But if this Is the case, such abnormal earn-
ings should not be made the criterion for determining a proper rate of return
under the invested capital method. If your committee will determine that a
corporation should be permitted to earn 10 percent on its invested capital before
the excess-profits tax applies, all reference to the base period could be eliminated
for corporations using the Invested capital method. In this manner the act
would be Immensely simplified and made much more certain, and we believe that
the resulting tax would be fair and equitable.
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THE REORGANIZATION PROVISIONS

The foregoing refers to the relatively simple case of a taxpayer whose corporate
structure has remained unchanged since January 1, 1936. Far greater complica-
tions are introduced by part II of title I of the bill (sees. 740 to 760) relating to
corporations which have gone through any sort of reorganization, merger, con-
solidation or split-up since "Januiary 1, 1936, The sections modifying the basic
terms of the act when it applies to this numerous class of corporations are so
involved and complex as substantially to defy comprehension. A reading of
these sections would leave any corporate official hopelessly bewildered and quite
unable to form any opinion as to the probable effect of this act upon his own
corporation. Again it seems to us that the major part of these complexities are
quite unnecessary. We believe that they arise very largely out of the improper
attempt to use a base period In connection with the application of the invested
capital method. We earnestly recommend to your committee the simplification
of these provisions and of the entire bill, to the end that taxpayers may aore
readily and easily determine their tax liabilities without incurring enormous
expense in so doing.

PENAL'IES ON THE ELECrION OF THlS AVNRAOID IMARNINGS MIrHOD

The bill before your committee quite properly l)rovi(les that corporate taxpayers
shall be given an option to adopt either an average-earnings method or an
invested-capital method for the determination of the excess-profits tax credit.
We believe that in general the use of the average earnings of a corporation over
a properly selected base period is a proper way to determine what constitutes
normal profits. We recognize at the same time that the act must provide an
alternative invested-capital method, both for corporations whose earnings during
the base period were abnormally low and for corporations which came into
existence after the end of the base period. We submit, however, that if this
election of methods is to be granted, the election should be fair and the bill should
not penalize any corporation for electing one method in preference to tho other.

The bill now before your committee imposes two serious penalties upon any
corporation which elects to adopt the earnings basis for determining its excess-
profits tax credit. In the first place, such a corporation will be required to pay
an additional tax of 4.1 percent upon its entire net income. This is, in effcwt,
an Increase in the normal tax rate for such corporations to 25 percent. At the
same time this additional tax of 4,1 percent may not be deducted (as the cor-
porational normal tax of 20.9 percent may be) In determining the income to which
the remainder of the excess-profits tax applies. In the second place, such a
corporation is to be required to pay a level of excess-profits taxes which is 5
percent higher in each bracket than those to be imposed upon corporations using
the invested-capital method. Thus two penalties are imposed, presumably for
the purpose of deterring corporations from electing the average-earnings method.
We believe this is contrary to the essential purpose of fairness and equity which
dictated the granting of this option in the first instance. Moreover, it is ap-
parent that the tax as proposed to be levied on this class of corporation is In
no sense an excess-profits tax, This is clear since, in part, the tax is imposed
upon net income without any exemption of normal profits. We urge that the
taxes levied under this act be restricted to actual excess profits and that, in
whatever manner excess profits are determined, all corporations be taxed at the
same rates.

THE AVERAOE-EARNINGS MEITHO OF COMPUTING THEn EXCESS-PROIITS TAX CREDIT

In addition to granting a fair option between the earnings method and the
invested-capital method, the provisions for the application of each of these
methods should be fair and equitable. The bill now before you requires a cor-
poration adopting the earnings method to determine its normal profits as an
average of its actual profits over the, 4 years from 196 to 1939, inclusive. The
only modification of this method in the case of corporations whose earnings were
abnormally low during these years is to permit the deficit of any one of the 4
years to be counted as zero in this determination. It is well known, first, that
the year 1938 was one of abnormally low corporate earnings and, second, that
many corporations engaged in industries of a fluettuating character commonly
sustain deficits in 1 or 2 years out of every 4. It is clear that the purpose of
selecting any base period is to arrive at an averag which will represent the true
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normal earning power of corporations. We submit, accordingly, that your com-
mittce should permit corporations electing the earnings basis to select any 3 of
the 4 years from 1936 to 1939, inclusive, in order to secure a more accurate
figure of normal earnings for the great nmass of corporate taxpayers.

It Is further suggested that the privilege of electing the average-earnings basis
should be extended to the many corporations which were in operation during a
part of the base period, but were not in existence on January 1, 1936. The pres-
ent bill requires such corporation to use the invested-capital method. We recom-
mend that any corporation which was in operation during 1 full year of the
base period should be permitted to use its average earnings during that period
in the determination of the amount of its normal profits. Unless such a pro.
vision is written into this act, many small corporations that; have started in
business since January 1, 1936, will be unfairly discriminated against and their
ability to continue in business will be jeopardized.

THE INVSTmc-CAPITAY BASIS OF COMPUTING THE EXCESS-I'ROF1TS-TAX CRMIT

As already pointed out, the provisions of the bill relating to the invested-
capital basis can be immsnensely simplified by the specification of a fixed rate of
normal profits on invested capital and the elimination of all reference to a base
period. Further simplification of the invested-capital provisions could be se-
cured, and greater equity achieved, by permitting corporations at their option to
include in their invested capital both their equity invested capital as defined in
the act and the total of their borrowed capital, The bill provides a complicated
set of restrictions which permits larger corporations to include in invested capital
only a limited percentage of their borrowed capital. It is apparent that the
proceeds of borrowings constitute a commitment to the enterprise in a similar de-
gree as do proceeds from the sale of stock. Both funds contribute to the capital
of the enterprise and consequently influence the inmuunt of return which should
be regarded as normal for it. The present bill favors the corporation which has
financed its capital requirements by the sale of stock and discriminates against
the corporation which has issued bonds or has been forced to resort to bank
loans or other borrowings. We can see no basis for any such discrimination.
Moreover, we can see no basis for a discrimination in this respect between cor-
porations, based on considerations of size.

The borrowed capital of a so-called large corporation is just as essential to the
enterprise as the borrowed capital of a so-called small corporation. Likewise,
from the point of view of promotion of the present national-defense program and
the maintenance of full employment, it is certainly just as important to facilitate
borrowing and expansion by the so-called large corporation as by the so-called
small one. For these reasons we believe that your committee should alter the
definition of invested capital, to permit the inclusion of all capital-whether
borrowed or Invested by stockholders-in the invested-capital basis.

THE RATE STRUcrURE

We do not presume to advise your committee in respect to the level of rates
which you may feel it necessary to impose upon excess profits. We do desire to,
call your attention, however, to one feature of the present bill which differs from
anything in the tax experience of this country. The bill now before you pro-
poses, in effect, to measure "excess" profits by defining such profits in dollar
amounts. In both of the rate schedules provided in the bill, the brackets to
which the several rates apply are measured in specific numbers of dollars. It
seems to us apparent, however, that the excessivity of profits cannot be measured
in dollars, but must be measured it terms of a relation to normal profits. This
was the practice in all excess-profits-tax legislation enacted by this country dur-
ing the World War. We submit, therefore, that graduation in the rates of the
excess-profits tax should be made to depend upon the percentage by which
realized profits exceed normal profits, which are exempted by the bill, and not
by the mere dollar amount of such excess profits.

CONSOLXDATFD RETUVRNS

In our view one of the most serious defects of the bill now before you consists
in the failure to permit an affiliated group of corporations to file a single con-
solidated return. It is apparent that in the case of a parent corporation with a
number of subsidiaries, the earnings of the group as a whole, compared to the
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total invested capital of the group or to the average earnings of the group during
the base period, is the only factor which correctly measures excess Irofits. The
report of the House Ways and Means Committee on the Second Revenue Act of
1940 recognizes the undesirability of this omission. The failure of the bill to
contain any provision-permissive or mandatory-for the filing of consolidated
returns is explained only by the statement that: "It was not possible to prepare
a consolidated return provision without delaying the bill for a considerable
length of time."

We do not believe that considerations of difficulty of drafting should be per-
mitted to excuse the omission from the bill for a provision so essential to its fair-
-ness in operation. Moreover, if the invested-capital provisions of the bill are
simplified as already urged in this memorandum and if the filing of consolidated
returns is made permissive, we believe that the drafting difficulties referred to by
the House Ways and Means Committee will largely disappear.

SPECIAL RELIEF PROVISIONS

The present bill, unlike the excess-profits tax laws in effect during the World
War period, contains substantially no provision for the special relief of cor-
porations which may suffer undue hardship by reason of its provisions. There
Is nothing analogous to the special-assessment provisions of the wartime legs.
latlon. It is a matter of general knowledge that there are some industries and
many corporations whose earnings do not bear a standard relationship to invested
capital. There are businesses which commonly earn large profits in I year out
of 4 or 5 and suffer large deficits in the remaining years. There are growth
industries In which the investment of capital in research, exploration, or develop-
ment has produced meager returns in the past, but may produce substantial
profits during one or more of the years while the excess-profits tax is in effect.
For eases such as these some system of special relief Is required in order to
prevent the tax from substantially destroying the Industries or corporations so
situated. We believe the omission of any effective special relief provisions
from this bill would render its enactment in its present form disastrous to a
substantial proportion of American industry.

AMOeMnIZATION

The bill now before you consists in reality of two separate and distinct pieces
of legislation, having entirely diverse purposes. The major portion of this bill
is devoted to the imposition of the new excess-profits tax, Nevertheless, the
problem which in the first instance called the bill into existence was the need of
providing special amortization provisions in connection with new investment in
plant and facilities required for the purposes of the national-defense program.
It has been quite generally recognized that the new capital investment which
American industry has been and will be asked to make for the production of
armament in all of its varied forms will, In large measure, be worthless upon the
passing of the present defense emergency. The present bill accordingly provides
that Industry making special investment after July 10, 1940, may, with the
approval of the Advisory Commission to the Council of National Defense and
either the Secretary of War or the Secretary of the Navy, elect to amortize the
cost of the facilities so acquired over a period of 5 years. The necessity for the
enactment of fair amortization provisions has been recognized by the Govern-
ment and throughout the country. In the present bill, however, the privilege of
using the special amortization provisions is circumscribed with conditions which
make its value to American industry highly questionable. In the first place, sub-
stantial investments were made at the request of the Army and Navy Depart-
ments prior to July 10, 1940, with the understanding that the corporations in-
volved would be p~ermitted to amortize such Investments over a reasonably short
period of time, In the second place, It Is required In certain Instances that the
certificate required by the act must be issued by the Advisory Commission and
one of the Secretaries within 00 days after the enactment of the act. It is sug-
gested that if a corporation which has made investments after July 10, 1940, for
the benefit of the national-defense program applies for a certificate within a
specified period of time, and such certificate is subsequently granted, the privilege
of the amortization sections should be available. Finally, the act provides (sec.
124 (1)) that no taxpayer who avails himself of the amortization provisions nmay
thereafter "destroy, demolish, impair, or substantially alter such emergency
Xacllities without the consent in writing of the Secretary of War or the Secretary
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of the Navy." If the Secretary in question does not give such consent, he is
directed to purchase the facilities at a price which he shall fix, with merely the
restriction that such price shall not exceed the adjusted basis of the facility and
shall not be less than $1. In the face of a provision such as this, threatening
substantial confiscation of property, It may be doubted whether any corporation
will dare avail itself of the so-called privilege of tie amortization provisions.

SEPARABILITY OF THE AMORTIZATION AND EXCESS-PIIOFITS PROVISIONS

The Detroit Board of Commerce recognizes the great importance of immediate
enactment of fair and reasonable provisions for special amortization of invest-
ment required for purposes of national defense. It therefore urges upon your
committee, first, the revision of the amortization sections of the present bill and,
second, their immediate adoption. At the same time we are impressed by the
very serious defects of the proposed excess-profits tax and we recognize the grave
difficulties which must be overcome in order to devise a substitute measure,
which will be at the same time reasonably simple and reasonably equitable,
The amortization provisions and the excess-profits tax are clearly separable. We
respectfully urge, therefore, that your committee give most serious consideration
to the desirability of separating these two sections of the bill, of immediately
enacting the amortization provisions, and hereafter devoting such time and study
to the excess-profits tax provisions as may be required to eliminate the present
difficulties.

The immediate enactment of the present bill will accomplish nothing in the
direction of rendering more certain and definite the prospective tax liabilities of
American corporations. No return under the excess-profits tax provisions will be
due until March 15, 1941. There is therefore no reason whatever for undue haste
in the enactment of the excess-profits tax. There is every reason to enact a law
which will operate fairly on American corporations, will not discourage new
investment and much needed industrial expansion and which will not, under
the guise of levying heavy taxes upon improper and excess profits, in fact burden
corporations in respect to normal and necessary profit returns.

We believe that American industry is anxious to cooperate with the Govern-
ment in every respect in connection with the present defense emergency. We
anticipate that the industry of this community will make a very substantial
contribution to such cooperation. These corporations have already been asked to
contribute substantially to the financing of the defense program, by reason of
the defense tax included in the First Revenue Act of 1040. We urge for them
only that the additional tax legislation under which they will he asked v) con-
I tnue to function shall be given the serious study by your committee which it
deserves.

Respectfully submitted.
DETROIT BOARD Or COMMERCE,
HARVEY CAMPBLL, Executive Vice President.

AMiancAN MMCNItANT MARINE INSTITUTE, INO.,
New York, N. Y., September 5, 1.940.

Re: H. R. 10413.
Hon. PAT HARRISON,

chairmanan, Senate Comittce on Finance,
United States Senate, Washington, D. 0.

My DEAR SENATOR HARRISON: On behalf of the American Merchant Marine
Institute, Inc., a trade association comprising in its membership the operators of
over one-half of the American seagoing shipping engaged in the foreign and
domestic trade of the United States, I respectfully request that this letter be made
a part of the record before your committee on H. R. 10413.

Members of the institute object strongly to the provisions of the bill before the
committee defining "invested capital" and the limited extent to which borrowed
capital may be included therein.

The bill, in its present form, would permit inclusion of invested capital of
100 percent of borrowed capital up to $100,000 total of such borrowed capital
and equity capital; 66% percent of borrowed capital up to $1,000,000 of the total
borrowed and equity capital and 331%m percent of all over $1,000,000. Where,
because a corporation has not been in existence throughout the base period, it is
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necessary to use the invested capital method of determining liability for excess
profits, marked unfairness results.

A recently formed corporation may, for example, own a single ship costing
$3,000,00, of which $2,250,000 may be financed with borrowed capital and $750,000
with equity capital. Its invested capital under the bill would be approximately
$1,600,000. This company under the lull may earn a maximum of $143,000 with,
out becoming subject to the excess-profits tax-a return of only 4.8 percent on
the value of the vessel. A company identical In every respect but which had no
borrowed capital would be allowed an Invested capital of $3,000,00 ) and would
be entitled to earn without excess-profits tax $255,000--a return of 8.5 percent
on the value of its vessel.

It must be emphasized that these two companies undergo exactly the same
business risk, make identical charges to the public, and have identical costs. The
only difference is that one company is fortunate enough to be able to purchase its
vessel outright while the other must borrow. It is of course true that the con-
tributors of the equity capital of the company which has been borrowed will, if
operations prove profitable, realize a larger return than the contributors of the
capital of the company with no debt. On the other hand, if losses occur, they will
fall much more heavily on the stockholders of a company largely financed by
borrowed capital. This, however, is entirely as it should be and as It must be.
Equity capital which takes the primary risk of loss has from time immemorial
been entitled to a higher return in successful periods. Borrowed capital, which
has the added security of the cushion of the equity capital has been traditionally
satisfied with a smaller return.

Comparisons, however, between appropriate rates of return on equity and
borrowed capital have no place in the consideration of an excess-profits tax bill,
The Government should not be concerned in such a bill with the distribution of
the contributed capital among shareholders or bondholders, The correct ap-
proach Is to consider the business enterprise as a whole. Is it earning more in
these times of emergency than is considered fair? The distribution of whatever
Income is considered fair is immaterial. The bondholder gets a lower return
with comparative safety; the shareholder gets a higher return in compensation
for taking the risk. It may be pointed out that this principle has been univer-
sally followed in utility rate regulation. The public-service commissions uni-
formly ignore the financial structure of a utility in determining a fair rate.
They hold that a utility is entitled to earn a fixed percentage of its total invest-
ment In the business and do not concern themselves with the division of earn-
ings between bondholders and stockholders. In the example I have cited of two
steamship companies there is no Justification whatsoever for discriminating
against the excess-profits-tax-free income (before interest on indebtedness) per.
mitted the borrowing company and that permitted its more fortunate nonbor-
rowing competitor.

The institute also wishes to concur in the objection raised by certain wit-
nesses to the crusade against bigness-or even moderate size-which is shown in
the bill by permitting all borrowed capital to be considered as invested capital
when the total is less than $100,000 and two-thirds of borrowed capital when
less than $1,000,000 but only one-third of borrowed capital to be considered as
invested capital insofar as the total is over $1,000,000.

The steamship industry has one further point in connection with this bill:
Section 23 of the Merchant Marine Act, 1920 (46 U. S. C., see. 878), provides
for an exemption from the excess-profits tax of 1918 of any amounts earmarked
for new-ship construction provided that the shipowner devotes an additional
amount of twice such tax to such construction. The language of this existing
statutory provision is as follows:

"Deductions allowed oumers of documented vessels of United States for in-
come and eecss-proffts-tax purposes.-The owner of a vessel documented under
the laws of the United States and operated in foreign trade shall, for each 6f
the ten taxable years while so operated, beginning with the first taxable year
ending after June 15, 1920, be allowed as a deduction for the purpose of ascer-
taining his net income subject to the war-profits and excess-profits taxes im-
posed by title III of the Revenue Act of 1918 an amount equivalent to the net
earnings of such vessel during such taxable year, determined in accordance
with rules and regulations to be made by the Board: Provided, That such owner
shall not be entitled to such deduction unless during such taxable year he in-
vested, or set aside under rules and regulations to be made by the board in a
trust fund for investment, in the building in shipyards in the United States of
new vessels of a type and kind approved by the board, an amount, to be deter-
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mined by the Secretary of the Treasury and certified by him to the board,
equivalent to the war-profits and excess-profits taxes that would have been pay-
able by such owner on account of the net earnings of such vessels but for the
deduction allowed under the provisions of this section: Provided further, That
at least two-thirds of the cost of any vessel constructed under this paragraph
shall be paid for ouit of the ordinary funds or capital of the person having such
vessel constructed."l

The United States is even more concerned than it was in 1920 with the con.-
struction of an adequate merchant marine sufficient to care for the needs of our
commerce and to act as a vitally necessary auxiliary to the Navy in times of
emergency. The Government, under the able supervision of the United States
Maritime Commission, has taken vigorous steps to secure the rebuilding of thiR
auxiliary arm of defense. The wisdom of the present program can readily be
realized now. We believe that the present is just as much an appropriate time as
lIY20 to look forward to conditions after the emergency has terminated when
American ships will again be receiving the competition of low-cost foreign nations
anxious to rebuild their trade and foreign exchange.

It is well known among persons informed with respect to shipping that the
business is of the feast or famine type. If new ships are to be constructed, it is
necessary to lay aside earnings in time few good years to provide funds for replace-
mnents which cannot be earned in the lean years. For the Government to take
out half of such good year earnings would destroy the economy of the business.
On the other hand, adequate safeguards should be provided to assure that the
moneys exempted from excess-profits tax be actually devoted to replacement
purposes.

Accordingly, the shipping industry proposes that this section of the Merchant
Marine Act, 1920, be brought up to date by including a reference therein to the
Second Revenue Act of 1940 and making the necessary reference to the United
States Maritime Commission rather than the Shipping Board. To do so will not
vary existing statutory purposes and will merely carry out continuing congress
sional intent.

Respectfully yours,
Jon; J. BURNS, General Cou1sel.

NATIONAL FoariaN TRADE CouNcmL, INa.,
New York, N. Y., September 5, 1940.

The Honorable PAT HARRISON,
Chairman, Senate Finance Committee,

United States Senate, Washington, D. 0.
My DFAn SENAroR HARRISON: Unfortunately, lack of time precluded prepara-

tion for the listed appearance on Tuesday afternoon of Mr. Mitchell B. Carroll
in our behalf, and although there are various amendments that could be pro.
posed to assure more equitable treatment under our tax laws of companies
engaged in foreign trade, I wish to bring to your attention two situations which
might be corrected by simple amendments to H. R. 10418.

1. As this bill is now drafted, the proposed excess-profits tax will impose
npon some of our members an unfair and excessive burden because the system
of accounting they have been following, with the approval of the Commissioner
of Internal Revenue. will reflect in 1940 or 1941 large amounts of income attribut-
able to work done in prior years.

In a case which may be taken as an example, an engineering corporation%
entered into contracts in the years 1938 and 19a9 covering work in Peru, Colom-
bia, and Venezuela, As it is 'unable to ascertain the net profit on each Job until
completed, the corporation, in agreement with the Bureau of Internal Revenue,
keeps its accounts for these operations on a completion basis, with the result
that it will determine its net income therefrom for tax purposes when the work
is terminated'later' in 1940 or in 1941. As a consequence, the corporation
will apparently be subject to an unreasonably high excess-profits tax because
the income to be shown for 1940 or 1941 will be far ini excess of the' average
earnings for thb'yeari 136to 1939 inclusive, and the expected earnings will also
bear an inflated relationship to the invested capital of the corporation for the
base period.

This method of accounting has been and still is satisfactory for purposes of
computing liability to the normal ,tax on corporations, but you are doubtless
aware of the difficulties that would be involved in now changing the method of

259829-40----82
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.accounting, especially as tire allocation of income to past years on ani accrual
basis would involve a redeterination of the ordinary corporation taxes due for
those years.

May we not, therefore, urge you to consider the adoption of an appropriate provi-
sion in the contemplated legislation which will permit a corporation with accounts
on a completion basis to exclude, for the purposes of the excess-profits tax, from
Its net income determinable upon the completion of the work in 1040 or thereafter
the proportion of such income which is attributable to work done during taxable
years ending on or before December 81, 1939? For taxable years begliming after
December 81, 1039, the net income should be apportione(I, for the purposes of tie
excess-profits tax, to each year on the percentage of completion basis, that Is to
say, i proportion to th6 work done during each year.

Where contracts for work to be done in foreign countries were entered into
prior to and have no connection with the preparedness program in tile United
States, it would seem proper to ask if the exclusion of such foreign income from
adjusted excess-profits not income would not be in harmony with tie general pur-
pose of the contemplated legislation. However, if this is not considered reason-
able, we hope that you will find it wholly in confoi'mity with the objects of the
proposed legislation to permit corporations in the above situation to continue
their present, basis of accounting for the purposes of the normal tax on corpora-
tions but to apportion income in the suggested manner for purposes of the
excess.profits tax.

Obviously, if sonic such provision is not Included lin the law, certain corporations
which have adopted an accounting procedure approved by the Bureau of Internal
Revenue for the purposes of the normal Income tax will be subject to the excess-
profits tax for 1940 and succeeding years ors earnings properly attributable to
operations in 1939 or prior years. Would this not in effect constitute a retroactive
application of the tax which is contrary to our basic principles of taxation?

Our members will greatly appreciate your approval of certain sections lis the
bill which are helpful to foreign trade, such as section 727 (c) and section 725 (g),
and it is only in view of the recognition in the last mentioned of tire principle of
exempting from the excess-profits tax, with certain ltiitations, income derived
from foreign sources that we are venturing to ask if it would not be possible to
provide relief III the equally meritorious case described above.

2. In a number of foreign countries income produced ii prior years has been
blocked by exchange restrictions. The Board of Tax Appeals has held that such
income need not be included in gross income for purposes of the United States tax
until the income is unblocked (Itrtcrnatlonal Mortgage & Investment Corp. v.
Cornrnissioner, 36 B. T. A, 187, acq. 1937-2 CB 15).However, the benefits of this decision are reduced, if not nullified, by the fact
that foreign taxes on such income may be taken as a credit against the United
States tax only in the year when they are paid or accrued. Because of the fact
that the credit is limited by the ratio of net income from sources in the foreign
country to normal-tax net income, no credit can be obtained if the income taxed
abroad and blocked is not treated as net'incorie for United States tax purposes
until a later year. Hence, in such a case the foreign income will not only be
subject to double taxation, I. e., at home as well as abroad, but it may also
greatly increase tile excess-profits-tax liability of the recipient corporation.

Two solutions are suggested:
a. Broaden H. R. 10413 so as to exempt all corporations In respect of Income

produced abroad ir taxable years ending prior to December 31, 1939, and, therefore,
prior to the years to which the excess-profits tax is applicable (see. 710 (a),
H. R. 10413); or

b. Amend section 727 (c) of H. R. 10413 and possibly also section 181 of the
Internal. Revenue Code so that foreign taxes on blocked income may be taken
as a credit tie year when the income is unblocked and included in gross income
for taxation in the United States.

In view of tire importance of avoiding the imposition of any unnecessary bur.
dens upon American commercial interests abroad, particularly in Latin America,
w trust that these suggestions will receive your sympathetic consideration.

Very truly yours,
E. P. TaowAs, Preiestm.
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NEw YoRK BOARD OF TRADE-, INC.,

Neuw York CitV, Septembcr 5, 1910.
COMMITTEE ON FINANCE, UNITED STATES SENATIO,

Washington, D. 0.
Attention: ion. Pat Harrison, Chairman.

GENTLEMEN: The excess profits tax bill now before you is probably the most
intricale piece of tax legislation that has ever required your considerationn. Nev-
ertheless, the bill was passed by the House under rules which almost completely
prevented debate.

The New York Board of Trade commends your committee for ordering further
public hearings on this bill. To the statement of this board already on record,
we would like to add the following brief comments directly applieble to the
proposed bill, since at the time of the previous hearings, no bill had as yet been.
drafted:

(1) The proposed law makes no provision for amortization of defense facilities
to be allowed to individual and partnership businesses. Amortization is allowed
onlY to corporations. Certainly there is no intention to exclude individual and
partnership businesses from participating in our defense program. It is neces-
sary, therefore, that these businesses be permitted the same amortization deduc-
tion as are allowed corporations.
. (2) It is inconceivable to businessmen who have found it necessary to Incor-
porate sections of their business, either to meet State law requirements or for
other conveniences of operation, to discover that thqse corporations must be taxed
as if each were a separate business. The tax result must necessarily be arbi-
trary and in many eases cause severe hardship an(d distortion. Tile fact of the
matter is that much of the haze and many of the incomprehensible provisions
of the present bill could be eliminated if consolidated returns were provided for.
Tile only reason officially advanced against consolidated returns is that sufficient
time is not available to carefully work out such a provision and embody it in the
proposed law. Consolidated-return provisions were park of our earlier excess
profits-tax laws. They are indispensable In any tax scheme where invested
capital is a factor in the calculation and where tax rateF. are as high as those
proposed. Under no circumstances should an excess-proths-tax law be enacted
without such provisions.

(3) The very nature of a general excess-profits-tax law implies complications
and inequities in specific cases. No such a law should be therefore enacted
without some provision being made for special treatment under extraordinary
circumstances. Such a relief provision was made part of our last excess-profits
tax and war-profits laws. The Commissioner of Internal Revenue should be
given power to grant special assessment relief in cases requiring such treatment
and his determination should be made subject to review by the U. S. Board
of Tax Appeals and by the courts,

(4) In attempting to tax excess profits, the House bill in fact increases sub-
stantiarly the tax rate on normal profits. It seeks to accomplish this by penaliz-
ing the use of average earnings as a yardstick for determining excess profits.
Such an arrangement is discriminatory and objectionable.

(5) No revenue can be received from the excess-profits tax before next March
and, while it is Important for business to know where it stands as soon as pos-
sible, that is no good reason why an ill-considered hill should be rushed through
Congress at this particular time. Furthermore, if what is sought is a tax upon
profits flowing from our defense program, then it should be evident that there
cal in any event be mighty little of such profits before 1941. We accordingly
recommend that the amortization provisions of the bill be enacted now and that
action on the tax provisions be deferred pending further careful study.

(6) More important than anything else, a tax bill should be written so that
the taxpayer can understand what is required of him. The clearest thing about
the bill in its present form is that it will cause confusion and lead to endless
controversy and litigation.

These six points are In no way directed to completeness of comment upon the
proposed law. Others will undoubtedly call your attention to details of the
bill which require your careful consideration.
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We respectfully urge that our recommendations be given effect to in the
Senate draft of the bill. We further respectfully request that this communica-
tion be made of record together with the testimony that you are now taking at
.the public hearings on this subject.

Respectfully submitted.
NEW YORK BOARD OF TRADE, INC.,
At. L. SDAIDMAN,

Chairman, Icder'al Taxation Committee.

ILLINOIS MAN UFAc'ruiiERs' AsSOCIATION,
Chicago, September 5, 19410.

Hon. PAT HAMISON,
Chairman, Senate 1'in nce Co'ainittec, , Snate Offlee Building,

Washington, D. C.
DEAR SiR: The Federal taxation committee of the Illinois Manufacturers'

Association desires to submit to the Senate Finance Committee the following
recommendations in regard to the excess-profits tax bill of 1946. We respectfully
urge the consideration of these recommendations by the committee.

1. Simplification.-Our members are appalled at the confusing and incompre-
hensible contents of the 105-page bill. They fear that, in addition to the high
tax levies provided for in the bill, very substantial fees will have to be paid to
accountants and attorneys to first apply these most complicated provisions to
their book figures to determine the tax liability and later to negotiate with the
Treasury Department the numerous differences of interpretation of the act.
Doubtless, as in the case of the previous law when invested capital formed a
part of the tax formula, there will be much litigation in the courts to settle
these differences of opinion.

We respectfully urge a redrafting of the bill to give the taxpayers an under-
standable law.

2. Option, a8 to use of invested-capital or base-year's income.-We Join with
other witnesses in urging the grant in the law of not only an option but a pro-
vision that the tax shall be the lesser of the sums computed under the two
methods. Otherwise taxpayers ia many instances will choose a taxing basis
with blindfolded eyes because thxable net income for the base years has not yet
been determined by the Treasury or the courts in numerous instances. Then,
too, invested capital will be hard to determine in too many cases due to less of
records or incorrect interpretation of the law.

3. Elimination of penalties for use of base-period earnings.-We earnestly
protest the imposition of a 4.1-percent additional tax on normal tax net income
and an added 5 percent in each excess-profits tax bracket for the reason that
such a differential is unwarranted if the true purpose of the bill Is merely to
tax excess profits. It must be readily apparent that as presently drafted the
bill will tax ordinary profits because of the limitations of excess-profits tax-free
returns on invested capital.

4. Use of 3 out of 4 years' earning.-We urge in the interest of equitable
treatment to corporations having suffered severely in one of the base years that
taxpayers be permitted to select 3 out of the 4 base years' earnings in determin-
ing average net income for the years 1936-39.

In the alternative, we recommend that all loss-years be elimiated or at
least be recorded at zero. The present bill permiti3 only 1 loss-year to be so
recorded.

5. Con-solidated returnts.--It is our opinion that many of the difficulties that
attend Intercompany transactions, both for the Treasury Department and the
taxpayer, will be eliminated if provision is made in the law for consolidated
returns. We urge that the law make such consolidation permissive and that the
terms under which consolidation is permitted be stated in broad terms, leaving
the details relating to treatment of income or invested-capital items in pre-
consolidated years to be covered by Treasury regulations. In so doing the
passage of the new law will not be delayed and so desii'able a provision as con.,
solidated returns will be granted to taxpaying corporations.

6. Special relief.-There appears to be no doubt but that a number of our
association members will be taxed In an unconscionable manner if a special relief
provision Is not included in the act. We recommend that such relief be admin-
istered by a board independent of the Treasury and that the hearings be informal
and private and records be no more available to the public than are present pro-
ceedings before officials of the Treasury Department.
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Such privacy is necessary to safeguard the records of not only the petitioner

for relief but also of the comparatives that the board would review in deter-
mining if and to what extent relief should be granted.

Yours very truly,
JAMES L, DONNLY,

Rwexouive Vice President.

NORRIS STAMPING & MANUFAUSING Co.,
Los Angeles, Calif., September 6, 1910.

Mr. CHAIRMAN AND M nIEMBRS OF THE SENATE FINANCE COMMITrEE,
Washinfgton, D. C.

GENTLErMN: On August 12 I had the privilege of appearing before the House
Ways and Means Committee and members of the Senate Finance Committee in
connection with the proposed legislation covering amortization of defense facili-
ties, suspension of the Vinson-Trammell Act, and the excess-profits tax. At that
time I pointed out to the committee the injustice of the proposed excess-profits
tax when applied to small, eflicient, growing corporations. I have since had an
opportunity to examine the bill passed by the House, H. R. 10413, now under
consideration by the committee, and not only have none of the conditions com-
plained of been corrected but the bill is actually more severe than the original
subcommittee's recommendations.

Testimony of representatives of the Treasury Department, the Army, and
the Navy, at the House committee hearing indicated that the primary purpose of
the excess-profits tax was to permit the Government to recover from defense
contractors unreasonable or exorbitant profits made in connection with defense
contracts. The bill, as now written, will actually result in the imposition of
heavy taxes on strictly normal profits made under highly competitive conditions
where such profits result solely from the efficiency of the company and not from
unreasonable or exorbitant profits on defense contracts.

I would like to go on record as being in favor of the application of excess-
profits taxes on actual excess profits; also I realize that this defense program
must be paid for and that we all must do our part. I have no objection to any
necessary increases in tax rates for this purpose, and any present criticism is
that the proposed excess-profits tax penalizes most heavily the conservatively
capitalized and efficiently operated corporations and will, to a large extent,
exempt the overcapitalized or inefficient corporation,

Two means of determining normal profits are provided, ap follows:
(a) Average base period net income method, section 713.
(b) Average base period net income ratio to invested capital method, section

714.
The average net-income method presumably was intended to permit corpora-

tions with a normally high ratio of income to invested capital to continue such
earnings before an excess-profits tax applied. This result would be accomplished
and would be fair to the taxpayer where the amount of invested capital re-
mained approximately the same over the base period, but it penalizes a corpora-
tion which has had rapid growth and increase in invested capital. The average
earnings of such a corporation would not truly represent the normal earning
capacity of that corporation on December 31, 1939.

The second method using the base period net-income ratio to invested capital
would permit corporations to earn on currently invested capital the average rate
of return obtained during the base period 1936 to 1939, inclusive, but such profits
would be limited to 10 percent on the invested capital. This limitation definitely
discriminates against corporations which in normal times earn substantially In
excess of 10 percent on invested capital. Most small- or medium-sized growing
corporations, if efficiently managed, earn in excess of 10 percent on invested
capital, particularly if the ratio of sales to invested capital is high. I am attach-
ing hereto a table giving information with respect to my own company during a
period of 10 years, from which it will be noted that our profit in relation to sales
has been 8.18 percent. The sales have averaged four times the invested capital,
resulting in an average rate of return on invested capital over the 10-year period
of 81.8 Dercent.

These earnings have not resulted from any monopoly or patent situation but
have been made on business secured on strictly competitive bidding basis. The
business we have secured from the Navy and the Army is the result entirely
of the low prices quoted and any profit we have made on these contracts is
the result of ingenuity and Improved methods of manufacture. I feel safe in
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saying that we are considered by the Army and Navy as one of tile most
satisfactory suppliers of ordnance materials.

With further reference to what constitutes a reasonable profit, I would like
to point out that under the Vinson Act prior to the last amenindent, a profit
of 10 percent oil the selling price, before income-tax deductions, was permitted.
After adjustment for corporation income taxes there would he left a per-
missible profit of approximately 8 percent on the selling price. This was con-
sidered a reasonable profit and Is approximately the average profit we have
made for 10 years. 'However, if 10-percent return on invested capital is to be
considered a maximum permilssible profit before excess-profits tax, and if we
maintain our past ratio of $4 of sales to $1 of invested capital, tny profit in
excess of 21X percent on our selling price will be considered as excess, This
profit is not at all commensurate with the risks involved in this type of
business.

The tax bill, as written, therefore provides not a true excess-profits tax but
a graduated corporation income tax increasing in proportion to the efficiency
of the corporation.

Our accountants have applied the proposed tax rates to our 1939 profit, which
profit I contend is a strictly normal profit, and the result is an 88-percent
increase over the 1939 corporation tax rates.

Most small companies grow through reinvestment of earnings. Generally
speaking, these companies are managed by the principal owners who are not
willing to reduce their percentage of ownership by bringing in outside capital.
Consequently, these firms grow only by reinvestment of earnings. This situa-
tion applies to my company where almost the entire earnings over a 10-year
period have been plowed back into the business for expansion. Without this
reinvestment of earnings it would have been impossible to expand for the
defense contracts we now have. In fact, this expansion requires not only
accumulated profits but borrowed capital and some anticipated profits. If a
large percentage of profits is to be taken by the proposed excess-profits tax,
it will be difficult, if not impossible, for most small, efficiently managed, and
growing businesses to make the expansion needed to handle defense contracts.

I would like to make the following specific recommendations to remove some
of the Inequities in the bill, as written:

1. (a) The limitation-of 10-percent return on invested capital provided in see-
tion 714, should be removed and no profit should be considered as excess profit
until the rate of return on invested capital exceeds the actual average rate of
return during the base period - or -,

(b) Provide a third method of computing normal profit whereby tile taxpayer
will be permitted to earn, before application of the excess-profits tax, the same
percentage of profit to gross sales as the average percentage earned during the
base period with a reasonable maximum somewhere between 7 and 9 percent
after allowing for normal corporation taxes.

2. Where a corporation has been formed specifically for the purpose of acquir-
ing an entire going business previously conducted as an individual proprietorship
or partnership, the earnings of the acquired business should be the basis for
determining the excess-profit credit of the corporation.

Our business was for 10 years conducted as an individual proprietorship and
was only incorporated on April 1, 1940. There was no change in tie business
itself, no change in name, and the entire former business was acquired by the
corporation. In other words, the form in which the business was operated was
changed, but that was the only change. Under such conditions it is only fair that
the earnings of the preceding business should be the basis of determining the
normal earnings for the corporation.

3. If the excess-protits tax is to be made applicable to 1940 income the special
amortization provision should apply to defense facilities completed or acquired
after January 1, 1940, instead of July 10, 1940.

Unless this provision is made, those concerns which voluntarily expanded their
production facilities to handle defense contracts on the assumption that a fair
and reasonable plan for amortization would be mqte available, will be unfairly
discriminated against. This point was emphasized in the testimony before the
House Ways and Means Committed by Mr. Lewis Compton, Assistant Secretary
of the Navy.

4. Some provision should be made for a special relief board or commission with
authority to make adjustments in instances wliere tile law results in undue
hardship.
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5. The privilege of amortizing special defense facilities over a 5.year period

should be made available to individual proprietorships and partnerships as well
as corporations.

The Ways and Means Committee recognized that there was no necessity for
an excess-profits tax applicable to individ.aals and copartnershlips because of the
high surtax rates ol the individual incomes. However, in many cases indi-
viduals and partnerships will be required to install additional defense facilities,
and I feel they should be treated the same as corporations with respect to the
amortization privileges.

Respectfully submitted.
K. T. NoinIs,

President, Norris Stamping & Manufacturing Co.

1930 1931 1932 1933 1934 1935 1036 1937 1938 1939 Average
1930-39

Ratio of sales to in-
vested capital
(capital turn-ove,) 306 4+ 2 ,+ 2 2Y 3 3,1 4+ 3i 6 4

Ratio of net profit to
gress als..........0-%1 11. 78%jo 2 8%011. 4../ 4.9% 10.5% 10 10. 4%1 7. 67%1 7.601 8. 181%

Invested capital... 17.4% 49.6% 7,4% 2 .8% 13,4% 31.3% 32.1% 43,3% 26% 43.9% 31.8%

NOTE.-All calculations based on earnings of Individual proprietorship with proper adlustnento for
corporation Income taxes and salaries so as to reflect earnings whlch would have been available to a cor-
poration had the business been operated as a corporation.

'rie CHAIRMAN. Is there anybody else in the room who wants to be

heard. We have finished the calendar.
(No response.)
If not, the hearings are now closed and the committee will adjourn.
(Whereupon, at 8:30 o'clock p. in., the hearing was closed.)




