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EXCESS PROFITS TAX ON CORPORATIONS, 1950

MONDAY, DECEMBER 4, 1950

UNITED STATES SENATE,

Committee on Finance,
Washington, D. C.

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

Present: Senators George, Byrd, Hoey, Kerr, Millikin, Taft, and
Butler.

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

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

(H. R. 9827 is as follows:)
[H. R. 9827, 81st Cong., 2d sess.]

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

Be it enacted by the Senate and House of Representatives of the United Statea
of America in Congress assembled, That this Act may be cited as the "Excess
Profits Tax Act of 1950"-

TITLE I-EXCESS PROFITS TAX
SEC. 101. IMPOSITION OF EXCESS PROFITS TAX.

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

"SUBCHAPTER D-EXCESS PROFITS TAX

"Part I-Rate and Computation of Tax

"SEC. 430. IMPOSITION OF TAX.

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

"(1) 30 per centum of the adjusted excess profits net income, or
"(2) an amount which when added to the tax imposed for the taxable

year under this chapter, determined without regard to the tax imposed by
section 102 and without regard to the tax imposed by this subchapter, equals
67 per centum of the corporation surtax net income, computed under section
15 or Supplement G, as the case may be, but without regard to the credits
provided in section 26 (h) and (i).
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For computation of tax in the case of a short taxable year, see section 433 (a) (2).
"(b) TAXABLE YEARS BEGINNING BEFORE JULY 1, 1950, AND ENDING AFTER

JUNE 30, 1950.-In the case of a taxable year beginning before July 1, 1950, and
ending after June 30, 1950, the tax imposed by subsection (a) shall be an amount
equal to that portion of a tentative tax, determined under subsection (a), which
the number of days in such taxable year after June 30, 1950, bears to the total
number of days in such taxable year.

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

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

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

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

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

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

"The term 'adjusted excess profits net income' in the case of any taxable year
Means the excess profits net income (as defined in section 433) minus the
sum of:

"(1) EXCESS PROFITS CEnIT.--The amount of the excess profit credits
allowed under section 434; and

"(2) UNUSED EXCESS PROFITS CREDITS.-The amount of the unused excess
profits credit adjustment for the taxable year computed in accordance with
section 432.

If such sum is less than $25,000, it shall be increased to $25,000.

"SEC. 432. UNUSED EXCESS PROFITS CREDIT ADJUSTMENT.

"(a) COMPUTATION OF UNUSED EXCEss PROFITS CREDIT ADJUSTMENT.-The un-

used excess profits credit adjustment for any taxable year shall be the aggregate
of the unused excess profits credit carry-ovens and unused excess profits credit
carry-back to such taxable year.

"(b) DEFINITION OF UNUSED EXCESS PROFITS CREDIT.-The term 'unused ex-
cess profits credit' means the excess, if any, of the excess profits credit for any
taxable year ending after June 30, 1950, over the excess profits net income for
suh ta-able year, computed on the basis of the excess profits credit applicable
to such taxable year. The unused excess profits credit for a taxable year of less
than 12 months shall be an amount which is such part of the unused excess profits
credit determined under the preceding sentence as the number of days in the
taxable year is of the number of days in the 12 months ending with the close of
the taxable year. The unused excess profits credit for a taxable year beginning
before July 1. 1950, and ending after June 30, 1950, shall be an amount which is
such part of the unused excess profits credit determined under the preceding pro-
visions of this subsection as the number of delays in such taxable year after
June 30, 1950, is of the total number of days in such taxable year.
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"(c) AMOUNT OF CARRY-BACK AND CARRY-OVER.--
"(1) UNUSED EXCESS PROFITS CREDIT CARRY-BACK.--If for any taxable year

beginning after July 1, 1950, the taxpayer has an unused excess profits credit,
such unused excess profits credit shall be an unused excess profits credit
carry-back for the preceding taxable year.

"(2) UNUSED EXCESS PROFITS CREDIT CARRY-OVER.-If for any taxable year

ending after June 30, 1950, the taxpayer has an unused excess profits credit,
such unused excess proits credit shall be an unused excess profits credit carry-
over for each of the five succeeding taxable years, except that the carry-
over in the case of each such succeeding taxable year (other than the first
succeeding taxable year) shall be the excess, if any, of the amount of such
unused excess profits credit over the sum of the adjusted excess profits net
income for each of the intervening taxable years computed-

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

"(B) without regard to the last sentence of section 431.
For the purpose of the preceding sentence the unused excess profits credit
for any taxable year beginning after July 1, 1950, shall first be reduced
by the amount, if any, of the adjusted excess profits net income for the
preceding taxable year computed-

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

"(D) without regard to the last sentence of section 431.
If such preceding taxable year began prior to July 1, 1950, the reduction
referred to in the preceding sentence shall be an amount which is such part
of the reduction determined under the preceding sentence as the number
of days in such taxable year after June 30, 1950, is of the total number of
days in such preceding taxable year.

"(d) No CARRY-BACK TO TAXABLE YEARS ENDING PRIOR TO JULY 1, 1950.-As
used in this section the term 'preceding taxable year' does not include any taxable
year ending prior to July 1, 1950.

"SEC. 433. EXCESS PROFITS NET INCOME.

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

"(1) ADJUSTMENTS.-
"(A) Dividends Received.-The credit for dividends received shall

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

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

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

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

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

"(F) Deductions on Account of Retirement or Discharge of Bonds,
and So Forth.-If during the taxable year the taxpayer retires or
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discharges any bond, debenture, note, or certificate or other evidence of
indebtedness, if the obligation of the taxpayer has been outstanding for
more than 6 months, the following deductions for such taxable year shall
not be allowed:

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

"(ii) The deduction for losses allowable by reason of such retire-
ment or discharge; and

"(iii) In case the issuance was at a discount, the amount deduct-
ible for such year solely because of such retirement or discharge;

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

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

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

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

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

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

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

"(2) TAXABLE YEAR LESS TIIHAN TwELVE MONTHIS.-
"(A) General Rule.-If the taxable year is a period of less than twelve

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

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

"(C) Section 47 (c) Not Applicable.-The provisions of section 47 (c)
shall not apply to the tax imposed by this subchapter.

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

"(1) NET OPERATINO Loss DEDUCTION.-The net operating loss deduction
provided by section 23 (s) shall not be allowed;

"(2) GAIN AND LOSSES FROM SALES OR EXCHANGES OF CAPITAL ASSETS, ETC.-

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

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

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

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

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

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

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

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

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

"(9) JUDGMENTS, INTANGIBLE DRILLING AND DEVELOPMENT COSTS, CASUALTY

LOSSES, AND OTHER ABNORMAL DEDUCTIONS.-Under regulations prescribed by
the Secretary for the determination, for purposes of this paragraph, of the
classification of deductions for any taxable year or years within, or begin-
ning or ending within, the base period, if-

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

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

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

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

"(10) RULES FOR APPLICATION OF PARAGRAPH (9).-For the purpose of
paragraph (9)-

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

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

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

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

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

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

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

"SEC. 434. EXCESS PROFITS CREDIT-ALLOWANCE.

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

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

"(C) SPECIAL RULE IN CONNECTION WITH REGULATED PUBLIC UTILITIES.--Not-
withstanding subsection (a), in the case of a regulated public utility (as defined
in section 446) the excess profits credit for any taxable year shall be an amount
computed under section 435, section 436, or section 446, whichever results in the
lesser tax under this subchapter for the taxable year for which the tax under
this subchapter is being computed.
"(d) SPECIAL RULE FOR RAILROAD LESSOR-LESSEE ConPonATION.-Notwith-

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

"SEC. 435. EXCESS PROFITS CREDIT-BASED ON INCOME.

"(a) AMOUNT OF EXCEss PROFITS CREDIT.-The excess profits credit for any
taxable year, computed under this section, shall be-

"(1) DOMEsTI CORPORATIONS.--In the case of a domestic corporation the
sum of-

"(A) 85 per centum of the average base period net income,
"(B) if the average base period net income of the taxpayer is deter-

mined under subsection (d) of this section or under section 442, the
amount of the base period capital addition, computed under sub-
section (f),

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

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

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

"(2) FOREIGN CORPORATIONs.-In the case of a foreign corporation, 85 per
centum of the average base period net income.

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

"(c) AvERAGE BASE PERIOD NET INCOME-DETERMINATION.-

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

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

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

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

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

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

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

"(4) By dividing by 3 the amount ascertained under paragraph (3).
"(e) AVERAGE BASE PERIOD NET INCOME-ALTERNATIVE BASED ON GROWTH.-

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

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

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

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

"(2) COMPUTATION.--The average base period net income determined under
this subsection shall be determined as follows:

"(A) By computing (in the manner provided by the second sentence
of subsection (d) (1)) the excess profits net income for each of the last
24 months in the base period.

"(B) By computing the aggregate of the excess profits net income
for each such month.
"(C) By dividing by 2 the amount ascertained under subparagraph

(B).
"(D) By computing the aggregate of the excess profits net income

for each of the last twelve months in the base period.
The average base period net income determined under this subsection shall
be the amount ascertained under subparagraph (C) or subparagraph (D),
whichever is the larger.

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

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

75900 ---- 2
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"(5) GRoss RECEIPTS.--AS used in this subsection the term 'gross receipts'
with respect to any period means the sum of:

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

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

"(i) Gross income derived from the sale, exchange, or other
disposition of property;

"(ii) Gross income derived from discharge of indebtedness of
the taxpayer;

"(iii) Dividends on stocks of corporations; and
"(iv) Income attributable to recovery of bad debts.

In the event that a taxable year falls partly within such period, there shall be
allocated, for the purposes of subparagraphs (A) and (B), to the portion of
the period within such year an amount of the total gross receipts (as defined
in such subparagraphs) for such year in the same proportion as the num-
ber of months in such year within tile period bears to the total number of
months in such year.

"(f) CAPITAL ADDITIONS IN BASE PERIOD.-

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

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

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

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

"(2) NET BASE PERIOD CAPITAL ADDITION OR REDUCTION.-

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

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

"(C) The net base period equity capital addition shall be the ex-
cess of-

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

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

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

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

"(3) BASE PERIOD BORROWED CAPITAL ADDITION OR REDUCTION.-

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

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

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

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

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

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

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

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

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

"(g) CAPITAL CHANGES.-
"(1) NET CAPITAL ADDITIONs.--The net capital addition for the taxable year

shall, for the purposes of this section, be the excess, divided by the number
of days in the taxable year, of the aggregate of the daily capital addition for
each day of the taxable year over the aggregate of the daily capital reduction
for each day of the taxable year.

"(2) NET CAPITAL REDUCTION.-The net capital reduction for the taxable

year shall, for the purposes of this section, be the excess, divided by the
number of days in the taxable year, of the aggregate of the daily capital
reduction for each day of the taxable year over the aggregate of the daily
capital addition for each day of the taxable year.

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

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

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

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

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

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

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

"(5) ('ross REFERENCE.-For special rules applicable to this subsection
with respect to distributions to shareholders, see section 437 (g).

"(h) ADDITIONS AND PREDICTIONS IN BORROWED CAPITAL.-

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

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

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

"SEC. 436. EXCESS PROFITS CREDIT-BASED ON INVESTED CAPITAL.

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

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

reduced by the amount computed under section 440 (relating to inadmissible
assets).
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"SEC. 487. BASIC EQUITY CAPITAL CREDIT.

"(a) DEFINITION.-The basic equity capital credit for any taxable year shall
be the amount shown in the following table:
"If the adjusted equity capital for such year The credit shall be:

(determined under subsection (b)) is:
Not over $5,000,000___ -____________ 12% of the adjusted equity capital.
Over $5,000,000 but not over $10,000._ $600,000, plus 10% of the excess over

$5,000,000.
Over $10,000,000-------____________ $1,100,000, plus 8% of the excess

over $10,000,000.

"(b) ADJUSTED EQUITY CAPITAL.-The adjusted equity capital for any taxable
year (hereinafter in this subsection referred to as 'the taxable year') shall be
the sum of-

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

"(2) the capital addition for the taxable year computed under subsection
(d) ; and

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

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

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

"(e) CAPITAL REDUCTION FOR THE TAXABLE YEAR.-The capital reduction for
the taxable year shall be the aggregate of the daily capital reduction for each day
of the taxable year, divided by the number of days in such year. The daily
capital reduction for each day of the taxable year shall be the amount of the
distributions previously made during the taxable year which are not out of the
earnings and profits of such taxable year.

"(f) RECENT Loss ADJUSTMENT.-

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

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

1949.
"(2) DEFINITIONS.--For purposes of this subsection-

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

"(3) Special Rules.-
"(A) Only Part Of Taxable Year Included In Recent Loss Period.-

For purposes of this subsection, the net operating loss or net income
for a taxable year only part of which is within the recent loss period
shall be such part of the net operating loss or net income for such taxable
year, computed without regard to this subparagraph, as the number of
of months in such taxable year falling within the recent loss period
is of the total number of months in such taxable year. For purposes
of this subsection, a fractional part of a month shall be disregarded
unless it amounts to more than half a month, in which case it shall be
considered as a month.

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

"(g) RULES FOR APPLICATION OF THIS SECTION, SECTION 438, AND SECTION
435 (g).-For the purposes of this section, section 438, and section 435 (g)-

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

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

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

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

"(A) If the basis (unadjusted) of the property for determining gain
upon a sale or exchange is determined )by reference to the basis of the
property in the hands of the transfer, proper adjustment shall be made
for the amount of any liability of the transferor assumed upon the ex-
change and of any liability subject to which such property was so re-
ceived, for the amount of any other liability of the taxpayer constitut-
ing consideration for the property so received, and for the aggregate
of the amount of money and the fair market value of other property
(other than such stock and other than such liabilities) tr:lnsferred to
the transferor.
"(B) If the property consists of an indebtedness of the taxpayer,

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

"(6) CRoss-RIEFERENCES.-For special rules affecting determination of basis
of property acquired in certain intercorporate liquidations, see part III.

"SEC. 438. CAPITAL CHANGES.

"(a) NEW CAPITAL CREDrr.--The new capital credit for any taxable year shall
be 12 per centum of the amount of the net new capital addition for the taxable
year, except that the new capital credit shall lie zero if the adjusted equity capital
for the taxable year, computed without regard to the last sentence of section
437 (b), is $5,000,000 or less.

"(b) NEr NEW CAPITAL ADDITION.-The net new capital addition for the tax-
able year shall be the excess, divided by the number of days in the taxable year,
of the aggregate of the daily new capital addition for each day of the taxable
year over the aggregate of the daily capital reduction (determined under section
437 (e)) for each day of the taxable year.

"(c) DAILY NEW CAPITAL ADDITIOTI.--The daily new capital addition for any
day of the taxable year shall, for the purposes of this section, be the sum of the
following :

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

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

"(d) DEFINITION OF EXCLUDED CAPITAL.-The term 'excluded capital' means
the amount of money or property paid in for stock, or as paid-in surplus, or as
a contribution to capital, to the taxpayer-

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

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

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

"SEC. 439. BORROWED CAPITAL CREDIT.

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

"(b) INsURANCE COMPANIES.-In the case of an insurance company, the bor-
rowed capital credit for any taxable year shall be the sum of the following:

"(1) the amount of the credit allowed under subsection (a), plus,
"(2) an amount equal to 1 per centum of the mean of the pro rata un-

earned premiums, determined at the beginning and end of the taxable year,
plus,

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

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

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

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

"(c) DEFINITION OF BORROWED CAPITAL.-
"(1) AvERAGE BORROwED CAPITAL.--The average borrowed capital for any

taxable year shall be the aggregate of the daily borrowed capital for each
day of such taxable year, divided by the number of days in such taxable year.

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

"SEC. 440. ADMISSIBLE AND INADMISSIBLE ASSETS.

"(a) DEFINITIONS.-For the purposes of this subchapter-
"(1) The term 'inadmissible assets' means-

"(A) Stock in corporations, except stock in a foreign personal hold-
ing company, and except stock which is not a capital asset; and

"(B) Obligations described in section 22 (b) (4) any part of the
interest from which is excludible from gross income or allowable as a
credit against net income.

"(2) The term 'admissible assets' means all assets other than inad-
missible assets.

"(b) RATIO OF INADMISSIBLES TO TOTAL AssETs.-The amount by which the
sum referred to in section 436 shall be reduced for any taxable year shall be an
amount which is the same percentage of such sum as the percentage which the
total of the inadmissible assets is of the total of admissible and inadmissible
assets. For such purposes, the amount attributable to each asset held at any
time during such taxable year shall be determined by ascertaining the adjusted
basis thereof (or, in the case of money, the amount thereof) for each day of
such taxable year so held and adding such daily amounts. The determination of
such daily amounts shall be made under regulations prescribed by the Secretary.
The adjusted basis shall be the adjusted basis for determining gain upon sale
or exchange as determined under section 113.



EXCESS PROFITS TAX ON CORPORATIONS, 1950 17

"SEC. 441. FOREIGN CORPORATIONS AND CORPORATIONS ENTITLED TO BENEFITS
OF SECTION 251-INVESTED CAPITAL.

"(a) COMPUTATION OF CREDIT.-Notwithstanding section 436, in the case of
a foreign corporation engaged in a trade or business within the United States,
and in the case of a corporation entitled to the benefits of section 251, the excess
profits credit computed under section 436 shall be determined in accordance
with rules and regulations prescribed by the Secretary, under which-

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

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

"(b) DEFIaITIONS.--A used in this section-
"(1) the term 'United States assets' means assets held by the taxpayer

in the United States, determined in accordance with rules and regulations
prescribed by the Secretary.

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

"SEC. 442. AVERAGE BASE PERIOD NET INCOME-ABNORMALITIES DURING BASE
PERIOD.

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

"(1) normal production, output, or operation was interrupted or diminished
because of the occurrence, either immediately prior to, or during such taxable
years, of events unusual and peculiar in the experience of such taxpayer, or
"(2) the business of the taxpayer was depressed because of temporary

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

"(b) AVERAGE BASE PERIOD NET INCOME.-The average base period net income
determined under this section shall be determined as follows:

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

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

"(3) By substituting for the aggregate excess profits net income or aggre-
gate deficit in excess profits net income, as the case may be, of any remain-



18 EXCESS PROFITS TAX ON CORPORATIONS, 1950

ing twelve-month period corresponding to the calendar year an amount
determined under subsection (c).

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

"(5) By dividing by 3 the amount ascertained under paragraph (4).
"(c) ADJUSTMENT.-The excess profits net income for any 12 calendar months

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

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

"(e) GRoss RLCEIPTS.-AS used in this section 'average monthly gross receipts'
with respect to any period means the figure ascertained as follows:

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

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

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

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

"(C) Dividends on stocks of corporations; and
"(D) Income attributable to recovery of bad debts; and

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

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

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

"SEC. 443. CHANGE IN PRODUCT OR SERVICES.

"(a) IN GENERAL.-In the case of any taxpayer which commenced business on
or before January 1. 1946, and which establishes that-

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

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

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

"(b) AvERAGE BASE PERIOD NET INCOME.-The average base period net income

determined under this section shall be computed as follows:
"(1) If the taxable year in which the taxpayer met the requirements of

subsections (a) (2) and (3) ends prior to January 1, 1950, by multiplying the
amount of the taxpayer's total assets for December 31, 1949, by the base
period rate of return for the taxpayer's industry;

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

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

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

"(e) BASE PERIOD RATE OF RETURN.-For purposes of this section the base
period rate of return for any excess profits tax taxable year shall be that rate
of return for the taxpayer's industry classification proclaimed by the Secretary
in accordance with the provisions of section 445.

"(f) GROSS RECEIPTS.-As used in this section the term 'gross receipts' when
used with respect to any period means the sum of the following:

"(1) The total amount received or accrued during such period from the
sale, exchange, or other disposition of stock in trade of the taxpayer or other
property of a kind which would properly be included in the inventory of the
taxpayer if on hand at the close of a taxable year, or property held by the

taxpayer primarily for sale to customers in the ordinary course of its trade
or business, and

"(2) The gross income, attributable to a trade or business regularly carried
on by the taxpayer, received or accrued during such period, excluding there-
from-

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

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

"(C) Dividends on stocks of corporations; and
"(D) Income attributable to recovery of bad debts.

"(g) CAPITAL ADDITIONS AND CAPITAL REDUCTIONS.-In determining the net

capital addition or the net capital reduction, as the case may be, of a corpora-
tion the excess profits tax liability of which has been determined by employing

average base period net income computed in accordance with this section, no

regard shall be had to any capital addition or capital reduction made on or prior

to the day for which the total assets of the taxpayer were determined.
"(h) RULES FOR APPLICATION OF SECTION.-The taxpayer shall compute its

tax, file its return, and pay the tax shown on its return under this subchapter
without the application of this section, except as provided in section 430 (d).

The benefits of this section shall not be allowed unless the taxpayer within

the period of time prescribed by section 322 and subject to the limitation as to

amount of credit or refund prescribed in such section makes application therefor

in accordance with regulations prescribed by the Secretary. If average base

period net income has been determined under the provisions of this section

for any taxable year, the Secretary may by regulations prescribe the extent
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to which this subsection may be waived for purposes of determining the tax
under this subchapter for a subsequent taxable year.
"SEC. 444. AVERAGE BASE PERIOD NET INCOME-NEW CORPORATION.

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

"(b) AVERAGE BASE PERIOD NET INcOME.-The average base period net income
of a new corporation determined under this section shall be computed as follows:

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

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

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

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

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

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

"(e) BASE PERIOD RATE OF RETURN.--For purposes of this section the base pe-
riod rate of return for any excess-profits tax taxable year shall be that rate of
return for the taxpayer's industry classification proclaimed by the Secretary
in accordance with the provisions of section 445.

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

"(g) GRoss RECEIPTS.-As used in this section the term 'gross receipts' when
used with respect to any period means the amount computed as follows:

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

(2) By computing the gross income, attributable to a trade or business
regularly carried on by the taxpayer, received or accrued during such pe-
riod, excluding therefrom-
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"(A) Gross income derived from the sale, exchange, or other dispo-
sition of property;

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

"(C) Dividends on stocks of corporations; and
"(D) Income attributable to recovery of bad debts.

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

"SEC. 445. INDUSTRY BASE PERIOD RATES OF RETURN.

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

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

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

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

"SEC. 446. EXCESS PROFITS CREDIT-REGULATED PUBLIC UTILITIES.

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

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

"(1) The tax imposed by sections 13, 14, and 15 for such taxable year,
and

"(2) an amount computed by applying to the sum of the following the per
centum prescribed in subsection (c) :

"(A) the adjusted equity capital for such taxable year (as computed
under section 437 (b) without regard to the last sentence thereof, and

"(B) the average borrowed capital for such taxable year (as defined
in section 439 (c))

less the deduction allowable for such year with respect to interest on indebted-
ness included in borrowed capital under section 439 (c).

"(c) The per centum referred to in subsection (b) (2) shall be-
"(1) 6 per centum in the case of a corporation engaged in the furnishing

or sale of-
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"(A) telephone service, telegraph service, electric energy, gas, or
water, or

"(B) transportation (not included in paragraph (3) below) on an
intrastate, suburban, municipal, or interurban electric railroad, or on an
intrastate, municipal, or suburban trackless trolley system, or a munici-
pal or suburban bus system-

if the rates for such furnishing or sale, as the case may be, have been estab-
lished or approved by a State or political subdivision thereof, or by an agency
or instrumentality of the United States or by a public service or public
utility commission or other similar body of the District of Columbia or of
any State or political subdivision thereof.

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

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

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

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

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

"SEC. 447. PERSONAL SERVICE CORPORATIONS.

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

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

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

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

"(b) DEFINITIONS.-For the purposes of this section-
"(1) the term 'strategic mineral' means antimony, chromite, manganese,

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

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

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

"(iii) a mineral property from which, during the period it was in
production during 194ti, 1947, 194S, and 1949, the aggregate gross income
derived therefrom was less than the aggregate of the deductions (allow-
able under section 23 without regard to any net operating loss deduction)
attributable to such property during such period of production.

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

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

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

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

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

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

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

"(b) EFFECT OF ELECTION.-If the taxpayer exercises the election authorized
under subsection (a)-

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

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

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

"(a) DEFINITIONS.-For the purposes of this section-
"(1) TAXPAYER.-The term 'taxpayer' means any person subject to a tax

under the applicable revenue act.
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"(2) INCOME TAx.--The term 'income tax' means an income tax imposed
by this chapter or subchapter A of chapter 2 of this title; Title I and Title
IA of the Revenue Acts of 1938, 1936, and 1934; Title I of the Revenue Acts
of 1932 and 1928; Title II of the Revenue Acts of 1926 and 1924; Title II
of the Revenue Acts of 1921 and 1918; Title I of the Revenue Act of 1917;
Title I of the Revenue Act of 1916; or section II of the Act of October 3,
1913; a war profits or excess profits tax imposed by chapter 2E of this title;
Title III of the Revenue Acts of 1921 and 1918; or Title II of the Revenue
Act of 1917; or an income, war profits, or excess profits tax imposed by any
of the foregoing provisions, as amended or supplemented.

"(3) PRIOR TAXABLE YEAR.-A taxable year ending after June 30, 1950,
shall not be considered a prior taxable year.

"(4) The term 'predecessor of the taxpayer' means-
"(A) A person which is a component corporation of the taxpayer

within the meaning of Part II; and
"(B) A person which on July 1, 1950, or at any time thereafter, con-

trolled the taxpayer. The term 'controlled' as herein used shall have
the same meaning as 'control' under section 112 (h) ; and

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

"(b) CIRCUMSTANCES OF ADJUSTMENT.-
"(1) If-

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

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

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

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

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

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

"(c) METHOD AND EFFECT OF ADJUSTMENT.-
"(1) The adjustment authorized by subsection (b), in the amount ascer-

tained as provided in subsection (d), if a net increase, shall be added to, and,
if a net decrease, shall be subtracted from, the tax otherwise computed under
this subchapter for the taxable year with respect to which such inconsistent
position is adopted.

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

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

"(41 If all the adjustments under this section, made on account of the
adoption of an inconsistent position or positions with respect to a taxable
year under this subchapter (hereinafter in this paragraph called tihe current
taxable year), result in an aggregate net decrease, and the amount of such
decrease exceeds tle tax imposed by this subchapter (without regard to the
provisions of tli sec t i.li ) for thi current taxable year, such excess shall be
subtracted from the tax imposed by this subchapter for each succeeding tax-
able year, but the amount of the excess to be zo subtracted shall be reduced
by the reduction in tax for intervening taxable years which has resulted
from the subtraction of such excess from the tax imposed for each such year.

"(d) ASCERTAINMENT OF AMlOUNT OF ADJUSTMENT.-ln computing the amount

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

"(e) INTEREST IN CASE OF NET INCREASE OR DECREASE.-

"(1) If an adjustment under this section results in a net decrease, or
more than one adjustment results in an aggregate net decrease, the portion
of such net decrease or aggregate net decrease, as the case may be, sub-

tracted front the tax which represents interest shall be included in gross
income of the taxable year in which falls the date prescribed for the payment
of the tax under this subchapter.

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

"SEC. 451. NONTAXABLE INCOME FROM CERTAIN MINING AND TIMBER OPERATIONS,

AND FROM NATURAL GAS PROPERTIES.

"(a) DEFINITION.-For the purposes of this section and section 433 (a)-
'"(1) PRODUCER; LESSOR; N\ATUTRAL CAS COMPANY.-The terml' 'producer'

means a corporation which extracts minerals from a mineral property, or
which cuts logs from : timber lock, iln which an cc:nomic interest is owned
by such corporation. The term 'liessr' means a corporation which owns an

7500--50--3
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economic interest in a mineral property or a timber block, and is paid in
accordance with the number of mineral units or timber units recovered
therefrom by the person to which such property or block is leased. The
term 'natural gas company' means a corporation engaged in the withdrawal
or transportation by pipeline, of natural gas.

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

'"(3) EXCESS OUTPUT.--The term 'excess output' means the excess of the
mineral units, natural gas units, or timber units for the taxable year over
the normal output.

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

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

"(6) MtINERAL PROPERTY.-The term 'mineral property' means a mineral
deposit, the development and plant necessary for the extraction of the
deposit, and so much of the surface of the land as is necessary for purposes
of such extraction.

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

"(8) TIMBER BLOcK.-The term 'timber block' means an operation unit
which includes all the taxpayer's timber which would logically go to a
single given point of manufacture.

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

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

"(11) EXEMPT EXCESS OUTPUT.-The term 'exempt excess output' for any
taxable year means a number of units equal to the following percentages of
the excess output for such year:

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

"95 per centum if the excess output exceeds 331 but not 50 per centum of
the estimated recoverable units;

"90 per centum if the excess output exceeds 25 but not 331/ per centum
of the estimated recoverable units;

"85 per centum if the cx'ess output exceeds 20 but not 25 per centum of the
estimated recoverable units;

"80 per centum if the excess output exceeds 16-% but not 20 per centum of
the estimated recoverable units;

"60 per centum if the excess output exceeds 14-2 but not 16% per centum
of the estimated recoverable units;

"40 per centum if the excess output exceeds 121/ but not 142 per centum
of the estimated recoverable units;

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

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

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

"(b) NONTAxAuLE INCOME FROM EXEMPT EXCESS OUTPUT.-
"(1) GENERAL RULE.-For any taxable year for which the excess output

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

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

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

"(4) COAL AND IRON MINES AND TIMBER PROPERTIES NOT IN OPERATION DUR-

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

"(5) NATURAL GAS COMPANIES.-In the case of a natural gas company any
of the natural gas property of which was in operation during the base period,
the nontaxable income from exempt excess output for any taxable year shall
be an amount equal to the excess output for such year multiplied by one-half
of the unit net income for such year.
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"(c) NONTAXABLE BONUS INCOME.-The term 'non-taxable bonus income' means
the amount of the income derived from bonus payments made by any agency of the
United States Government on account of the production in excess of a specified
quota of:

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

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

"(d) RULE IN CASE INCOME FROM ExCESS OUTPUT INCLUDES BONUS PAYMENT.-

In any case in which the income attributable to the excess output includes bonus
payments (as provided in subsection (c)), the taxpayer may elect, under regula-
tions prescribed by the Secretary, to receive either the benefits of subsection (b)
or subsection (c) with respect to such income as is attributable to excess output
above the specified quota.
"SEC. 452. EXEMPT CORPORATIONS.

"The following corporations, except a member of an affiliated group of cor.
portions filing consolidated returns under section 141, shall be exempt from the
tax imposed by this subchapter:

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

"(b) Foreign personal holding companies, as defined in section 331.
"(c) Regulated investment companies, as defined in section 361 without the

application of section 361 (b) (4).
"(d) Personal holding companies, as defined in section 501.
"(e) Foreign corporations not engaged in trade or business within the United

States.
"(f) Domestic corporations satisfying the following conditions :

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

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

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

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

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

'"() ADJUSTMENT ON ACCOUNT OF CHANGES WITH RESPECT TO INSTALLMENT
BASIS TAXPAYERS AND WITH RESPECT TO TAXPAYERS WITH INCOME FROM LONG-

TERM CONTRACTS.-If an adjustment specified in subsection (a) or subsection
(b) is, with respect to any taxable year, prevented, on the d(late of the election
by the taxpayer under subsection (a) or subsection (b), as the case may be,
or within two years from such date, by any provision or rule of lhaw (other than
this subsection and other than section 3761, relating to compromises), such
adjustment shall nevertheless be made if in respect of the taxable year for
which adjustment is sought a notice of defi iency is mailed or a claim for refund
is filed, as the case may be, within two years after the date such election is
made. If at the time of the mailing of such notice of di ficieny or the filing of
such claim fur refund, the adjustment is so ilre' ented. then tlhe amount of the
adjustment authorized by this subsection shall be limited to the increase or
decrease in any tax imposed by this chapter previously determined for such
taxable year which results solely from the effect of subsection (a) or subsec-
tion (b), as the case may be, and such amount shall be assessed anl collected,
or credited or refunded, in thie same manner as if it were deficiency or an over-
payment, as the case may lie, for such taxable year and as if on the date of
such election, two years remain before the expiration of the, period of limitation
upon the assesslmlent or the filing of claim for refund for the taxable year. Tile
tax previously determined shall he ascertained in accordance with section 450
(d). The amount to be assessed and collected under this section in the same
manner as if it were a deficiency or to be refunded or credited in the same man-
ner as if it were an overpayment, shall not be diminished by lany credit or set-off
based upon any item. inclusion, deduction, credit, exemption, gain or loss, other
than one resulting from the effect of subsection (a) or subsection (h), as the
case may be. Such amount, if paid, shall not be recovered by a claim or suit
for refund, or suit for erroneous refund based upon any item, inclusion, deduc-
tion, credit, exemption, gain or loss, other than one resulting from the effect of
subsection (a) or subsection (b), as the case may he.

"(d) C'Ross REFLRENCLS.-In the case of a taxpayer making an election under
this section-

"(1) For adjustment of excess profits net income for taxable years in the
base period see section 432 Ib) (7) and (S) ; and

'() for adjustment (,f tile base equity capital credit see section 437 (g)
(5).

"'SEC. 454. ABNORMALITIES IN INCOME IN TAXABLE PERIOD.

"(a) DEFINITIONS.--For the purposes of this section-
"(1) ABNORMAL INCOME.-The term 'abnormal income' means income of

any class includible in thie gross income of the taxpayer for any taxable
year under this subchapterl if it is abnormal for the taxpayer to derive
income of such class, or, if the taxpayer normally derives income of such
class but the amount of such income of such class includible in the gross
income of the taxable year is in excess of 115 per centum of the average
amount of the gross income of the same class for the four previous taxable
years, or, if the taxpayer was not in existence for four previous taxable
years, the taxable years during which the taxpayer was in existence.

" (2) SEPARATE CLASSES OF INCOME.--Each of the following subparagraphs

shall be held to describe a separate class of income:
'"(A) Income arising out of a claim, award, judgment, or decree, or

interest on any of the foregoing; or
"(B) Inconme resulting from exploration, discovery, or prospecting, or

any combination of the foregoing, extending over a period of more than
12 months: rr

"(C') Income from the sale of patents, formulae, or pro( esses, or any
combination of the foregoing, developed ov'r a period of more than 12
months ; or

"(D) Income includible in gross income for the taxable year rather
than for a different taxable year by reason of a change in the taxpayer's
method of accounting.

All the income which is classifiable in more than one of such subparagraphs
shall be classified under the one which the taxpayer irrevocably elects. The
classification of income of any class not described in subparagrnphs (A) to
(D), inclusive, shall be subject to regulations prescribed by the Secretary.
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"(3) NET ABNORMAL INCOME.-The term 'net abnormal income' means the
amount of the abnormal income less, under regulations prescribed by the
Secretary, (A) 115 per centum of the average amount of the gross income
of the same class determined under paragraph (1), and (B) an amount
which bears the same ratio to the amount of any costs or deductions relat-
ing to such abnormal income, allowable in determining the normal-tax net
income for the taxable year as the excess of the amount of such abnormal
income over 115 per centum of such average amount bears to the amount of
such abnormal income.

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

"(C) COMPUTATION OF TAX FOR CURRENT TAXABI.E YEAR.-The tax under this
subchapter for the taxable year, in which the whole of such abnormal income
would without regard to this section be includible, shall not exceed the sum of:

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

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

"(d) COMPUTATION OF TAX FOR FUTURE TAXABLE YEAR.-The amount of the
net abnormal income attributable to any future taxable year shall, for the
purposes of this subchapter, be included in the gross income for such taxable
year.

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

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

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

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

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

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

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

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

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

"SEC. 455. CORPORATIONS COMPLETING CONTRACTS UNDER MERCHANT MARINE
ACT.

"(a) If the Federal Maritime Board certifies to the Secretary that the taxpayer
has completed within the taxable year any contracts or subcontracts which are
subject to the provisions of section 505 (b) of the Merchant Marine Act of 1136,
as amended, then the tax imposed by this subchapter for such taxable year shall
be, in lieu of a tax computed under section 430, a tax computed under subsection
(b) of this section, if, and only if, the tax computed under subsection (b) is less
than the tax computed under section 430.

"(b) The tax computed under this subsection shall bIe the excess of-
"(1) A tentative tax computed tnder section 430 with the normal-tax

net income increased by the amount of any payments made, or to be made,
to the Federal Maritime Board with respect to such contracts or subcon-
tracts; over

"(2) The amount of such payments.

"Part II-Excess Profits Credit Based on Income in Connection With Certain
Exchanges

"SEC. 461. DEFINITIONS.

"For the purposes of this Part-
"(a) ACQUIRING ('ORPOnIATION.-The term 'acquiring corporation' means-

"(1) A corporation which has acquired-
"(A) substantially all tlhe propelrties of another corporation and the

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

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

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

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

"(E) properties either from one or more corporations or from one or
more partnerships or from one or more corporations and one or more
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partnerships in an exchange, not otherwise described in this subsection,
to which section 112 (b) (5), or so much of section 112 (c) or (e) as
refers to section 112 (b) (5), or to which a corresponding provision of
a prior revenue law, is or was applicable.

For the purpose of subparagraphs (B) and (C) in determining whether
such voting stock or such paid-in surplus or contribution to capital is the
sole consideration, the assumption by the acquiring corporation of a lia-
bility of the other, or the fact that property acquired is subject to a lia-
bility, shall be disregarded. Subparagraph (B) or (C) shall apply only if
the corporation transferring such Dpl'oprties is forthwith completely liqui-
datetl ill pursuance ,'f thu pisl ander v, hich the acq!lisitin is male, and the
transaction of which the acquisition is a part has the effect of a statutory
merger or consolidation.

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

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

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

"(b) COMPONE NT COIIPORATroN.-The: tPrm. 'component corporation' means-
"(1) In the case of a transaction described in subsection (a) (1), the

corporation which transferred the assets;
"(2) In the case of a transaction described in subsection (a) (2), the

corporation the property of which was acquired;
"(3) In the case of a statutory merger, all corporations merged, except

the corporation resulting from the merger; or
"(4) In the case of a statutory consolidation, all corporations consolidated,

except the corporation resulting from the consolidation; or
"(5) In the case of a transaction specified in subsection (a) (1) (D),

the partnership whose properties were acquired.
"(6) In the case of a transaction specified in subsection (a) (1) (E), the

partnerships or corporations whose properties were acquired.
"(C) INCOME OF CI:RTAIN ('OMPONI.NT CORPORATIONS NOT INCIUADD.-For the

purposes of section 434, section 462, section 43, and section 464 in the case of a
corporation which is a component corporation in a transaction described in
subsection (a)-

"(1) Except as provided in paragraphs (2), (3), and (4), for the pur-
pose of computing, for any taxable -ear ending after June 30, 1950, the
excess profits credit of such component corporation or of an acquiring cor-
polration of which the acquiring corporation in such transaction is not a
component, no account shall be taken of the excess profits net income, or of
the average base period net income if computed under section 444 (relating
to new corporations), of such component corporation for :any period before
the day after such transaction, or of tihe excess profits net income, or of the
average base period net income if computed under section 444 (relating to
new corporations), for any period before the day after such transaction of
its component corporations in any transaction before such transaction, and
no account shall be taken of tihe capital reduction of such component cor-
poration either immediately before such transaction or for any prior period,
or of the capital addition or capital reduction either immediately before
such transaction or for any prior period of its component corporations in
an3 transaction before such transaction.

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

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

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

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

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

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

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

"(e) COMPONENT CORPORATIOaS OF COMPONENT CORPORATIONS.-If a corporation

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

"(f) SOLE PROPIRIETORSIIP.-For the purposes of sections 461 (a) (1) (D),461
(b) (5), and 462 (g), a business owned by a sole proprietorship shall be con-
sidered a partnership."

"SEC. 462. RECOMPUTATION OF EXCESS PROFITS NET INCOME.

"(a) IN GENERAL--In the case of a taxpayer which is an acquiring corporation,
its average base period net income (for the purpose of the credit computed under
section 435) shall be the amount computed under section 435 without reference
to this section or the amount under section 4::5 after the recomputation of its
excess profits net income in the manner provided in this section, whichever is
the greater. The excess profits net income under section 435 (d) (1) of such
acquiring corporation recomputed with the application of this section shall be
the excess profits net income for each month of the acquiring corporation's base
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period increased or decreased, as the case may be, by the addition or reduction
resulting from including the excess profits net income for that month of all
component corporations in the manner provided in subsection (b).

"(b) METHOD OF RECOMPUTATION OF EXCESS PROFITS NET INCOME OF ACQUIRING

CORPORATION.-
"(1) The excess profits net income for each month in the base period of

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

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

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

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

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

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

"(c) USE BY AcQUIRING CORPORATION OF ALTERNATIVE AVERAGE BASE PERIOD
NET INCOME BASE ON GROWvTH PRovInDED FOR IN SECTION 435 (e).

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

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

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

"(4) For the purposes of this subsection, in any case subject to the
application of paragraphs (1) and (2), where, for purposes of section 435
(e), the gross receipts of a corporation are referred to in the determination
of the average base period net income under that section, the Secretary shall
prescribe by regulation such rules as may be necessary in order to insure
that such gross receipts shall not be distorted by reason of transactions
between companies which are parties to the transaction described in section
461 (a).

"(d) USE BY ACQUIRING CORPORATION OF ALTERNATIVE AVERAGE BASE PERIOD NET
INCOME PRovIDE FOR NEW CORPORATION IN SECTION 444.-An acquiring corporation
in a transaction described in section 461 (a), other than a transaction described
in section 461 (a) (1) (E), if it was not in existence (as determined under
section 461 (d)) prior to January 1, 1946, shall be entitled to determine its



36 EXCESS PROFITS TAX ON CORPORATIONS, 1950

average base period net income for purposes of section 444 in the manner
provided in section 444 subject, however, to the following exceptions:

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

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

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

"(e) ALLOCATION RUiE.--In the case of a transaction described in section 461
(a) (1) (E), the amount of the component corporation's excess profits net
income for any month which shall be taken into account by the acquiring cor-
poration in the recomputation of its excess profits net income as provided in
subsection (b) shall be such portion of the component corporation's total excess
profits net income for that month :s the fair market value of the assets trans-
ferred by the component corporation to the acquiring corporation bears to the
fair market value of the total assets of the component corporation as they existed
at the close of the day before the transaction. In any such case, that amount of
the average base period net income, if computed under section 444 (relating to
new corporations), of the component corporation which is allocable to the
acquiring corporation shall be such portion of the component corporation's total
average base period net income computed under that section as the fair market
value of the assets transferred by the component corporation to the acquiring
corporation hears to the fair market value of the total assets of the component
corporation as they existed at the close of the day before thie transaction. Pur-
suant to regulations prescribed by the Secretary, in lieu of the amount of the
component ,orporation's excess profits nnt income for any month, or of the com-
ponent co.rpolration's average lase period net income computed lnder section
444, referred to above and determined as prescribed above, there may be in-
cluded an amount agreed upon by the acquiring corporation and the component
corporation and any other corporation a party to such transaction, provided
the Secretary consents thereto. In no case shall the total of the excess profits
net incomes, or the total of the average base period net incomes computed under
section 444, provided for in such agreement he in excess of 100 per centum of
the excess profits net income, or of the average base period net income corn-
puted under section 444, of the component corporation. In any case in which
an agreenrant between the parties and consent therelo by the Secretary is not
obtained, a final determination of the fair market values of the properties for
the purposes of this subscction shall be binding upon all parties claiming a right
to the credit of the component corporation.

"(f) (1) If, after December 31, 1945-
"(A) the taxpayer acquired stock in another corporation, and thereafter

such other corporation became a component corporation of the taxpayer, or
"(B) a corporation (hereinafter called 'first corporation') acquired stock

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

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

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

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

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

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

the average base period net income of the taxpayer shall not be less than (A)"
the average base period net income of that one of its qualified component
corporations involved in the transaction the average base period net income
of which is greatest, or (B) the average base period net income of the taxpayer
computed without regard to the base period net income of any of its qualified
component corporations involved in the transaction. As used in this subsection,
the term 'qualified component corporation' means a component corporation
which was in existence on the date of the beginning of the taxpayer's base period..
"SEC. 463. CAPITAL CHANGES.

"(a) TAXPAYER UsING PART II OF TIIS ST-BCIIAPTIR.--For the purposes of
section 435 (g), if the transaction which constitutes the taxpayer an acquiring
corporation occurs in a taxable year of the taxpayer which ends after June
30, 1950, and the taxpayer's average base period net income is computed under
section 435 after the redetermination of its excess profits net income in the
manner provided in section 462, the following rules shall apply in computing
the daily capital addition and daily capital reduction of the taxpayer for each,
day after such transaction:

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

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

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

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

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

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

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

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

"(b) RULE WHERE ACQUIRING CORPORATION IS COMPONENT OF TAXPAYER.-In

cases where an acquiring corporation is a component of the taxpayer, and the
transaction which constitutes such corporation an acquiring corporation occurs
in a taxable year of such corporation which ends after June 30. 1950, for the
purpose of determining the daily capital addition or reduction of the taxpayer
the above rules shall be applied in a similar manner to determine the daily capital
addition or reduction of such acquiring corporation for each day after such
transaction.
"SEC. 464. CAPITAL ADDITIONS IN BASE PERIOD.

"In the case of transactions described in section 461 (a) in which one or more
of the corporations which were parties to the transaction had capital additions
in the base period as defined in section 435 (f) then, for purposes of determining
the average base period net income of the acquiring corporation based upon its
excess profits net income recomputed as provided in section 462, such capital
additions shall be treated, pursuant to regulations prescribed by the Secretary,
in a manner consistent with the method provided for the determination of such
capital additions in section 435 (f).
"SEC. 465. FOREIGN CORPORATIONS.

"The term 'corporation' as used in this part does not include a foreign
corporation.

"Part III-Adjusted Basis of Assets Received in Certain Intercorporate
Liquidations

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

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

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

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

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

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

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

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

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

"(d) DETERMINATIONS.-
"(1) REGULATIONS.-Any determination which is required to be made

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

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

"(e) DEFINITION .-
"(1) INTERCORPORATE LIQUIDATION.-As used in this section, the term

'intercorporate liquidation' means the receipt (whether or not after Decem-
ber 31, 1949) by a corporation (hereinafter called the 'transferee') of
property in complete liquidation of another corporation (hereinafter called
the 'transferor') to which

"(A) the provisions of section 112 (b) (6), or the corresponding
provision of a prior revenue law, is applicable or

"(B) a provision of law is applicable prescribing the nonrecognition
of gain or loss in whole or in part upon such receipt (including a
provision of the regulations applicable to a consolidated income or
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excess profits tax return but not including section 112 (b) (7), (9), or
(10) or a corresponding provision of a prior revenue law),

but only if none of such property so received is a stock or a security in a
corporation the stock or securities of which are specifid in the law applica-
ble to the receipt of such property as stuck or securities permitted to be
received (or which would lbe permitted to be received if they were the sole
consideration) without the recognition of gain.

"(2) CONTROL.-As used in this section, the term 'control' means the
ownership of stock possessing at least SO per centum of the total combined
voting power of all classes of sto''k entitled to vote arnd the ownership of
at Icast 80 per centum of the total number of shares of all other classes of
stock (,x,'ept nonvoting stock which is limited and preferred as to dividends),
but only if in both cases such ownership contillues until the completion of
the intercorpolrate liquidation."

TITLE II-MISCELLANEOUS AMENDMENTS AND
PROVISIONS

SEC. 201. CONSOLIDATED RETURNS.

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

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

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

"(C) COMPUTATION AND PAYMENT OF Tax.-In any case in which a consoli-
dated return is made or is required to be made, the tax shall be determined,
computed, assessed, collected, and adjusted in accordance with the regulations
under subsection (b) prescribed prior to the last clay prescribed by law for
the filing of such return; except that the tax imposed under section 15 or section
204 shall be increased by 2 per centum of the consolidated corporation surtax
net income of the affiliated group of includible corporations. If the affiliated
group includes one or more Western Hemisphere trade corporations (as defined
in.section 109), the increase of 2 per centum provided in the preceding sentence
shall be applied only on the amount by which the consolidated corporation surtax
net income of the affiliated group exceeds the portion (if any) of the consolidated
corporation surtax net income attributable to the Western Hemisphere trade
corporations included in such group. For the purposes of the tax imposed by
section 430, the sum of the excess profits credit and the unused excess profits
credit adjustment of the affiliated group shall not be increased under the last
sentence of section 431 to an amount in excess of $25,000 for the entire group.

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

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

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

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

"(e) DEFINITION OF INCLUDIBLEE CORPORATION'.-As used in this section, the
term 'includible corporation' means any corporation except-

"(1) Corporations exempt from taxation under section 101.
"(2) Insurance companies subject to taxation under section 201 or 207.
"(3) Foreign corporations.
"(4) Corporations entitled to the benefits of section 251, by reason of

receiving a large percentage of their income from sources within possessions
of the United States.

"(5) Corporations organized under the China Trade Act, 1922.
"(6) Regulated investment companies subject to tax under Supplement Q.
"(7) Any corporation described in section 447, or in section 452 (d), (f),

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

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

"(g) SUBSIDIARY FORMED To COMPLY WITH FOREIGN LAw.--In the case of a

domestic corporation owning or controlling, directly or indirectly, 100 per centuml
of the capital stock (exclusive of directors' qualifying shares) of a corporation
organized under the laws of a contiguous foreign country and maintained solely
for the purpose of complying with the laws of such country as to title and oper:a-
tion of property, such foreign corporation may, at the option of the domestic
corporation, be treated for the purpose of this chapter as a domestic corporation.

"(h) SUSPENSION OF RUNNING OF STA'ITUTE OF LIMITATIONS.-If a notice under
section 272 (a) in respect of a deficiency for any taxable year is mailed to a
corporation, the suspension of the running of the statute of limitations, provided
in section 277, shall apply in the case of corporations with which such corporation
made a consolidated return for such taxable year.

"(i) ALLOCATION OF INCOME AND DEDUCTIONS.-For allocation of income and
deductions of related trades or businesses, see section 45."

SEC. 202. FOREIGN TAX CREDIT.

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

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

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

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

"(2) The total amount of the credit '1 '1 not exceed the same proportion
of the tax against which such credit i- , ken, which the taxpayer's excess
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profits net income from sources without the United States bears to its entire
excess profits net income for the same taxable year."

SEC. 203. EXPENDITURES FOR ADVERTISING AND GOOD WILL.

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

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

SEC. 204. TECHNICAL AMENDMENTS.

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

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

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

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

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

(f) Supplement S of chapter 1 of such code is hereby amended by striking out
"section 725" wherever appearing therein and inserting in lieu thereof "section
447".

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

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

In the case of a corporation subject to the tax imposed by subchapter D of
chapter 1 of the Internal Revenue Code for a taxable year ending after June 30,
1950, but prior to December 31, 1950, such corporation shall after the date of the
enactment of this Act and before March 15, 1951, make a return for such taxable
year with respect to the tax imposed by chapter 1 of the Internal Revenue Code
for such taxable year. The return required by this section for such taxable year
shall constitute the return for such taxable year for all purposes of the Internal
Revenue Code; and no return for such taxable year, with respect to any tax im-
posed by chapter 1 of such code, filed on or before the date of the enactment of
this Act shall be considered for any of such purposes as a return for such year.
The taxes imposed by chapter 1 of such code (determined with the amendments
made by this Act) for such taxable year shall be paid on March 15, 1951, in lieu
of the time prescribed in section 50 (a) of such code. All payments with respect
to any tax for such taxable year imposed by chapter 1 of such code under the law
in effect prior to the enactment of this Act, to the extent that such payments have
not been credited or refunded, shall be deemed payments made at the time of the
filing of the return required by this section on account of the tax for such taxable
year under chapter 1 determined with the amendments made by this Act.

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

We will be glad to have you proceed to discuss this bill before us
with such preliminary general statement as you wish to make or to
incorporate in the record.
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STATEMENT OF HON. JOHN W. SNYDER, SECRETARY OF THE
TREASURY, ACCOMPANIED BY J. S. GRAHAM, ASSISTANT SECRE-
TARY OF THE TREASURY; J. T. LYNCH, GENERAL COUNSEL OF
THE TREASURY, AND MEMBERS OF THE STAFF

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

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

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

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

The CHAIRMAN. That is agreeable. That may be done.
(The statement referred to appears on p. 74.)
Secretary SNYDER. Since that time additional profits taxation has

received widespread public consideration, which has clarified the issues
involved in the speedy enactment of this legislation.

NEED FOR MORE REVENUE

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

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

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

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

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

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

TIIE CASE FOR INCREASED PROFITS TAXES

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

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

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

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

Secretary SNYDER. That is right.
Senator KERR. From how many corporations?
Secretary SNYDER. That is over 400,000.
Senator KERR. How many of those corporations would be exempt

under the pro )osed legislation?
Secretary SNYDER. About 80 percent of them.
Senator KIERR. About 300,000?
Secretary SNYDER. Yes, sir.

Senator KERR. What part of the total 37-billion-dollar profit?
Secretary SNYDER. I beg your pardon?
Senator KERR. What part of the 37-billion-dollar profit would the

three-fourths of the total number of corporations which would be
exempt under this legislation represent ?

Secretary SNY-DER. Think we have those figures in the statement i
little further on.

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

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

COMMENTS ON TIlE HOUSE BILL

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

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

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

Secretary SNYDER. WVe understand.
When I appeared before the Conmmittee on Ways and Ieans, I

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

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

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

That is this exhibit that is with your statement there.
The CHAIRMAN. It is with the statement. Thank you very much.

It will be made a part of the record.
Secretary SNYDER. In general, the House bill will exempt more small

corporations, provide more liberal credits, and afford greater incentive
for the investment of new capital and the organization of new busi-
nesses. At the same time it will greatly reduce the problems of
administration and taxpayer compliance.
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CHART 1
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Substitution of mininum credit for specific exemption
Under the House bill it is estimated that 82 percent of nonfinancial

corporations w ill be exempted compared with 73 percent in 1944 under
the World War II excess profits tax.

Senator MILLIuN. What do you mean by "nonfinancial corpora-
tions"?

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

Senator KERm. Will you please illustrate that.
Secretary SNYDER. Well, a company that manufactures furniture is

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

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

Secretary SNYDER. IS that clear now?
Senator KERR. But I show you they are not in the 82 percent of the

nonfinancial corporations that are being exempted.
Secretary SNYDER. You are lucky.
Senator KIERR. The thing I am trying to find out is about an invest-

ment company, is that a nonfinancial?
Secretary SNYDER. That would be termed financial in this.
Chart 1 shows the distribution of the additional tax liabilities under

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

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

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

Secretary SNYDER. That is correct.
The CHAIRMAN. The same with increased capital?
Secretary SNYDER. That is correct.
The CHAIRMAN. It does not apply. Is there any carry-over of this

credit?
Secretary SNYDER. It is not provided, no, sir.
The CHAIRMAN. All right. You may proceed.
Secretary SNYDER. It thus concentrates relief in the lower income

corporations and provides a larger favorable area for development
of small and new businesses. It also reduces substantially the possible
burden of relief claims. A $25,000 minimum credit under the World
War II tax would have eliminated about one-quarter of all relief
claims.

Liberalization of credits
The House bill retains the optional use of a base period earnings

credit or an invested capital credit as was provided in the World War
II law. However, it makes substantial revisions in both of these
credits.

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

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

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

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

Senator MILLIIKIN. What is the restrictive provision?
Mr. LYxc. The restrictive provision, I believe, then relates to the

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

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

Mr. LYNCH. Yes.
Senator TAFT. You put in a new kind of production line that pro-

duces twice as much with the same number of men and you get no
increase and the Government takes away all of the benefit that you
get from such an increased productivity. Is there no way in which
there could be some tying in to such an increase?

Mr. LYNCH. To the extent that there is additional capital that
would be recognized.

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

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

Senator TAFT. Thank you.
Senator MILLIKIN. Does a growth corporation have the same alter-

natives as to the base as all other corporations? Are they chopped off
at the end of the years that constitute the base period?

Mr. LYNCH. The basic provisions apply to the growth corporations.
Senator MILLIK1N. Suppose the growth corporation is growing very,

very rapidly; why do we chop it off prior to, say, July 1 of 1950?
Mr. LYNCH. The growth formula is applicable only to the base years

and does not take into consideration increases after the base years, if
that is your inquiry.

Senator MIILLIKIN. I am wondering why not.
Air. LYNCII. There are a number of other provisions to reflect

growth after the base period, provisions which are much more liberal
than the World War II law, and which give credit for new invest-
ment and reflect the effect of a new product introduced toward the
end of the base period.
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Senator MI1LLIKIN. Supposing these is no new product, supposing
that there is no new investment, but supposing there is an enormous
growth, several instances of which are in my mind. Why do we chop
them off before July 1, 1950?

Senator KERR. Or at July 1, 1950.
Senator M1LLIKIN. I say why do we chop them off before? Why

do we not let them reflect the growth up to the time that we are
trying to get war excess profits?

Mr. L NcI. You are speaking of the difference between the end of
1949 and the first part--

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

Secretary SNYDER. In the first 0 months of 1950?
Senator MILLISIN. Yes.
Mr. LYNcH. I will answer that in this very preliminary way: In

getting a structure, as to which the several provisions apply, including
those for additions to capital, new products, and others referred to, all
in combination, it was felt that it would be preferable to limit the base
period to the end of 19-19. I think they all have to be judged together.

Senator MILLIKIN. I know what you have done, but I am trying
to determine the reason why you do not allow a growth corporation
to reflect its growth-I am talking about these exceptional growth
corporations-up to the time of the commencement of the Korean
War?

Mr. LYNCH. Up to June 1?
Senator MILLIKIN. July 1.
Mr. LYNCH. Instead of January 1. I understand.
Senator MILLIKIN. We will not debate that out now, but I wondered

if you had given that attention.
Mr. LYNCH. As to fiscal-year corporations, there are provisions

which reflect part of 1950.
Senator MILLIKIN. But assume it is a calendar-year corporation.
Mr. LYNCH. I do not believe then they would get that addition in

that period.
Mr. KIRBY. One of the difficulties involved is that this tax under

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

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

Mr. KIRBY. That is one of the considerations.
Senator MILLIKIN. Or rather a distortion of equity.
Mr. KIRBY. That is one of the considerations.
Senator MILLIKIN. All right.
Secretary SNYDER. Two important changes have been made in the

invested capital credit. One has to do with the rate of return allowed
in computing the credit and the other with the treatment of borrowed
capital.



50 EXCESS PROFITS TAX ON CORPORATIONS, 1950

The House bill retains the principle of allowing higher rates of
return for small corporations than for large corporations. As shown
below, the rates under the bill are 12 percent on the first $5,000,000
of invested capital, 10 percent on the next $5,000,000, and 8 percent on
the amount over $10,000,000. These rates exceed those allowed during
World War II by 50 percent or more.

Invested capital allowance

Invested capital brackets
World War I. R 9827 Percent in-

II law crease

Percent Percent Percenl
Under $5,000,000.......-------------------------------------------- 8 12 50
$5,000,000 to $10,000,000 .........--------------------------------------- 6 10 6
Over $10,000,000.... 5 8 60

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

The borrowed capital allowance has been revised to provide a credit
equal to 11/3 of the interest paid. By making the allowance propor-
tional to the actual interest obligations assumed by each corporation, a
serious shortcoming of the old law is avoided. The World War II law
provided for the inclusion of 50 percent of borrowed capital in in.
vested capital, and at the same time disallowed 50 percent of the de-
duction for interest paid. In effect this rule gave taxpayers the benefit
of one-half the difference between the statutory rate on invested capital
and the rate of interest on borrowed capital. As a result, taxpayers
borrowing at interest rates in excess of the statutory rates on invested
capital were actually penalized. Those on the other hand with access
to very low interest rates were given a relatively large advantage.

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

New capital allowance
The allowance for new capital invested after the base period has

been basically revised by providing a uniform rate of return for all
corporations regardless of the type of credit elected. The allowance is
a fiat 12 percent of new equity capital and retained earnings, plus 1331/3
percent of interest paid on additions to borrowed capital.

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

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

Secretary SNYDER. You mean the issue of securities?
Senator TAFT. What is the borrowed capital? If you borrow from

the RFC?
Secretary SNYDER. That is borrowed capital.
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Senator TAFT. That is borrowed capital. If you borrow it from
the bank on a note, that is still borrowed capital.

Secretary SNYDER. That receives same treatment.
Senator KERR. The corporation borrows money, say, at 4 percent and

it would be permitted a normal return under this provision of 11/3 per-
cent on whatever amount it had borrowed, above which it would have to
pay this excess-profits tax?

Secretary SNYDER. That is correct.
Senator TAFT. Five and a third.
Senator KERR. Do you think that it would be possible for corpora-

tions doing business in any other activity than something that was
lead-pipe cinch, if there is any such thing, that would be either willing
or able to borrow considerable capital with their returns limited to
that extent?

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

Senator KERR. That was not the question.
Secretary SNYDER. I understand, but I just wish to say that. We

are trying to iron out some of the inequities that were in the prior
excess-profits tax law.

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

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

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

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

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

Secretary SNYDER. Well, it is one-third over the borrowing rate or
11/3 percent on a 4-percent loan.

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

Secretary SNY-DER. We just gave that as an example.
The CHAIRMAN. That was an example.
Senator KERR. Do you think that 11/3 percent would be any in-

centive?
Secretary SNYDER. In approaching the problem there are many con-

siderations. It is desirable to retard excess borrowing, that is com-
mercial borrowing in an inflationary period, but it is also necessary to
provide incentive for production for the defense program.

Senator KERR. DO yOU not think what you are doing here is to reduce
excess borrowing; do you not think what you are doing would eliminate
excess borrowing?

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

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

Secretary SNYDER. That is right.
Senator KERR. I was asking in an effort to get some information that

would help me to make up my mind as to what I thought about this
particular phase of it from yon as a man of great experience in the
banking field and in the financial field, as to what you thought, that if
you thought an outside possibility of profit not to exceed 1 or 11/3 per-
cent would be an incentive to a corporation to expand its activities
with borrowed capital.

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

The CHAIRMAN. All right, Mr. Secretary. You may proceed.
Ci'edit for new businesses

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

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

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

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

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

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

Integration of iaconme tax and excess-profits tax
Technical difficulties experienced in the adinistration of the prior

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

UNDESIRABLE FEATURES OF TIIE BILL

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

A substantial amount of revenue is lost in the House bill by giving
preferential treatment amounting to virtual exemption of certain
types of businesses which are generally subject to public regulation.
The bill would allow public utilities regulated by State authorities an
alternative credit. It would permit them to receive, before the ap-
plication of any profits tax, a net return after income taxes of 6 per-
cent of their total investment, including capital stock, reinvested earn-
ings, and borrowed capital. In the case of utilities subject to Federal
regulation, notably railroads and other interstate carriers, the corre-
sponding tax-free return is set at 5 percent.

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

Mr. KIRBY. Mr. Chairman, the intrastate railroads are not---
The CHAIRMAN. I am not talking about railroads. I am talking

about other utilities.
Mr. KIRDY. Other utilities. For example, the interurban bus lines

are covered by this special provision and are given 6-percent return
after taxes.

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

Secretary SNYDER. That are State-regulated ?
The CHAIRMAN. That is correct.
Mr. KIRBY. The interstate railroads are given 5 percent.
The CHAIRMAN. I understand that, yes; but I am speaking of

intrastate.
Senator TAFT. Public utility plants, telephone companies.
The CHAIRMIAN. Such as local telephone companies.
Mr. KIRBY. They are all given 6 percent.
Senator KERR. Light and power, too.
Mr. KIRBY. Yes. Light and power, gas, and oil pipe lines.
The CHAIiM\N. I got the impression that was applicable only to

the interstate utilities.
Mr. KIRBY. No.
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Senator MILLIKIN. Are there any intrastate corporations which
are outside of the umbrella?

Mr. KIRBY. I am not aware of any.
The CHAIRMAN. If they are regulated, they are under the 6-percent

or 5-percent umbrella, under the House bill?
Mr. KIRBY. I cannot be sure at this point, Mr. Chairman, but we

will bring to you any information about those that are not under this
provision.

The CHAIRMAN. Please do.
Secretary SNYDER. If there are any exceptions, they will be brought

to the attention of the committee.
The CHAIRIMAN. Yes, sir. You may proceed.
Secretary SNYDER. The adoption of this provision would bring into

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

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

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

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

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

ENFORCEMENT PROBLEMS

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

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

Secretary SNYDER. For the record, would you give us a definition
of "pervasive"?

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

Senator TAFT. Which is widely expressed.
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Secretary SNYDER. It is a nice word.
I refer to the view frequently expressed that this type of tax must

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

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

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

Senator MILLIKIN. How are you going to do that, Mr. Secretary?
Secretary SNYDER. I will say here a little later that I think the

Congress ought to make clear its intent. May I finish this page and
then come back to it ?

Senator MILLIKIN. Yes; go ahead.
Secretary SNYDER. The experience gained during the last war will

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

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

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

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

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

Senator TAFT. What is reasonable and unreasonable advertising-
who can tell ?
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Secretary SNYDER. There has to be some leeway. If a company
suddenly starts advertising, taking materially more space-

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

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

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

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

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

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

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

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

Senator 1IILLIKIN. That is the more reason that they should keep
their company before the public as they lose their market.

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

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

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

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

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

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

Secretary SxYDr,. I chose the words very carefully, Senator.
Senator MILLnKUN. Mr. Secretary, do you consider that you can,

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

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

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

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

Have you any comment on that ?
Secretary SNYDER. I think if we are going to arrest an inflationary

spiral, we will have to give consideration to these controls which
Congress has provided.

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

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

Senator MILLIKIN. We could encourage inflationary tendencies.
Secretary SNYDER. There could well be that danger.
Senator MILLIN. I do not want to ask any embarrassing questions

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

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

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

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

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

75900-50-5
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Secretary SNYDER. I think they will, yes, sir, definitely.

DISTRIBUTION OF TAX

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

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

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

CHART 2

.Eff00 Rates OAdd 00 TQx underH R 9g9T

Office of the Secretary of the Treasury.

*Base period profits equal average of 3 best out of 4 years 1946-49.

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

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

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

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

Secretary SNYDER. One billion, one hundred million loss in revenue
by eliminating the 25 percent cut-back.
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Senator MILLIKIN. Is that not in effect retroactive taxation?
Secretary SNYDER. It is a defense tax, applied against the earnings

of the corporation. It is a combination of excess-profits tax, plus a
defense tax.

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

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

Senator MILLIKIN. You would have to increase your general rate
or no through this discount procedure.

Secretary SNYDER. Yes.
Senator MILLIKIN. It all comes to the same thing, does it not?
Secretary SNYDER. In terms of revenue.
Senator TAFT. IS there any real justification for saying that it is

only a war-profits tax?
Secretary SNIDER. I have never called it that. I called it a defense-

profits tax.
Senator TAFT. What I mean to say is this; on page 3, it seems to

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

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

Senator TAFT. In the second quarter?
Secretary SNYDER. We had a big defense program in process then.
Senator TAFT. We had a perfectly balanced budget. We had about

$13,000,000,000 appropriated for defense up to that moment. I am
just suggesting that what you are really aoing is not getting war
profits at all, but taxing the profits that resulted from inflation long
before the Korean War ever came.

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

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

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

Senator TAFT. I have no question about that.
Secretary SNYDER. Corporate profits.
Senator TAFT. Abnormal profits?
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Secretary SNYDER. Since the Korean incident occurred.
Senator TAFT. They are a little larger, but not much. And you see,

the big increase took place, as you say at page 3, it was $28,000,000,000
the last quarter of 1949; $37,000,000,000 for the second quarter, and
only $42,000,000,000 in the third quarter. The additional increase in
the Korean War was very small. Most of the increase came from the
inflationary conditions which had already been created. Is that not
the fact?

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

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

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

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

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

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

Secretary SNYDER. I am not debating that.
Senator MILIKIN. Will there be a showing of what war profits

have accrued before July 1? Is that indicated any place?
Secretary SNYDER. We can show profits up to the third quarter. You

know of many instances where there were price tag mark-ups that had
no direct connection with the defense effort.

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

Secretary SNYDER. No.
Senator MILLIKIN. I am getting at the end fact. We cannot expect

a factual presentation on that from the Treasury? Will we have it
from the staff? Mr. Stam, will there be anything of that kind in
this case?

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

Senator MILLIKIN. What are war profits as against other profits.
Mr. STAM. The only way you could approach that would be to try

to tie it up to the rate of Government actual expenditures for the
military effort, and they would not show up too large a picture.

Secretary SNYDER. That is true.
Senator MMLIKIN. The answer is that there will be no such show-

ing. Then we are required to engage in the assumption that the in-
crease in profits since July 1, if we view this as an excess war profits
tax, results from the war.

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

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

Mr. STAM. Yes.
Senator TArr. How far does that chart go? What is the last line?

What is that date?
Secretary SNYDER. That is an estimate for the calendar year 1950.
Senator TArr. It does not attempt to go up and down by quarters,

then ?
Secretary SNYDER. No; it does not show that.
Senator TArFT. By annual averages?
Secretary SNYDER. It does not show the fluctuation by quarters.
Senator KERR. Is the information available as to how much the

Government has spent thus far in the defense effort as compared to a
year ago?

Secretary SNYDER. We can get that, I am sure.
(The information is as follows:)

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

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

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

Senator TAFT. Up to date.
Senator BYRD. The last report I have in the office is October 31,

but I was reading a late report in my office that showed only a slight
increase in military expenditures.

Secretary SNYDER. In the actual dollar expenditures.
Senator BYRD. That is right.
Secretary SNYDER. The inflationary effect of a war contract starts

the day that the contract is let.
Senator BYRD. I understand that.
Secretary SNYDER. It does not wait until the money is spent.
Senator BYRD. How do you say that the expenditures create these

profits ?
Secretary SNYDER. I said the defense program.
Senator BYRD. They do not have the money. If they get a contract,

they haven't got the money, they do not get the profits until they get
the money.
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Secretary SNYDER. This does not just touch on people who are con-
tracting with the Government; it affects the whole economy.

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

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

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

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

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

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

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

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

Senator BYRD. We have not paid the money out.
Secretary SNYDER. That is right.
Senator BYRD. I think they have been derelict in view of this

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

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

Senator BYRD. We have had 5 months in which to do this.
Secretary SNYDER. YOU cannot build airplanes in 5 months.
Senator BYRD. It is a very perilous condition, because we are not

prepared.
Secretary SNYDER. We are not going to be any better prepared

unless we face this financial situation.
Senator BYRD. Where we spent no more money than we did last

year.
Senator MILLKIN. Your point is that the profits are there be-

cause of the fact of war; that that in itself stimulates them?
Secretary SNYDER. Yes; I said the impact of the Korean situation.
Senator MILLIKIN. That stimulates the whole war effort, stimulates

the letting of contracts, we hope, but in any event the whole aggregate
effect is to stimulate the profits of your economy; is that your point?

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

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

Secretary SNYDER. Yes; in part.
Senator MILLIKIN. I do not know whether you covered this while

I was not here. Have you made any estimate as to what our deficit
will be for this fiscal year and for the next fiscal year?

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

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

Secretary SNYDER. I doubt if it will be quite that large.
Senator MILLIKIN. Would it be $5,000,000,000?
Secretary SNYDER. With the inability to get the end products into

the hands of the Armed Forces--
Senator MILLIKIN. Would you say that $5,000,000,000 would be

an extreme?
Secretary SNYDER. The President sent up only last Friday his re-

quest for the additional $18,000,000,000. We have not had time to
sort out and find out how much of that would be likely to be spent
within the remaining 61/2 months of this fiscal year.

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

Secretary SNYDER. We do not have that rough figure.
Senator MmLIKIN. If we are going to try to approximate a budget

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

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

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

Secretary SNYDER. They will materially increase in the next year.
Senator MILLIKIN. Would it be exaggerated to say that we might

have at the present rate of revenue a deficit of as much as 10 or 15
billion in the next fiscal year?

Secretary SNYDER. We could well have that in fiscal 1952.
Senator MILLIKIN. That is what I am talking about.
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Secretary SNY'DER. The budget has not been prepared yet for the
program for 1952. It is in process of preparation. I just do not
have the figures.

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

Secretary SNYDER. I think definitely we can.
Senator TAFT. You usually do.
Secretary SNYDER. That is correct.
Senator TAFT. You can the 1st of January.
Secretary SNYDER. I think we will have time to assimilate these

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

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

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

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

Secretary SNYDER. That I have never led them to believe.
Senator MILLIKIN. I know you have not. I respect you for it.

But there are many people who have created that impression, and I
will not say in official circles. This and what we did earlier this year
is just a commencement of taxes the like of which this country has
never seen, if our situation does not better.

Secretary SNYDER. If it worsens, yes.
Senator MnsLIIN. That is, much sooner than the prospects war-

rant at the present time. Is that not correct?
Secretary SNYDER. I feel that very deeply.
Senator BYRD. May I ask what are the appropriations so far for the

fiscal 1951?
Secretary SNYDER. Do you want the over-all?
Senator BYRD. Yes; that is right.
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Secretary SNYDER. The over-all budget.
The CHAIRMAN. The over-all1 for all purposes.
Secretary SNYDER. You are talking about the actual appropriations?
Senator BYRD. What are the appropriations to date, to get the clear

picture ?
Secretary SNYDER. Not including the request Friday?
Senator BYRD. That is right.
Mr. MAY. That would be over 50 billion dollars.
Secretary SNYDER. Over 50.
Senator BYRD. They also have a correct figure on that.
Secretary SNYDER. They have it. They do not carry them around

in their pockets. We will get it for you.
The CIIAIRMAN. Will you get that and put it in the record?
Secretary SNYDER. Yes.
(The information is as follows:)

The figure referred to on total appropriations (including authorizations to
treat expenditures as public-debt transactions) for the current fiscal year was
55,38,3 million dollars as reported on the daily Treasury statement, as of
September 30, 1950.

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

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

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

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

(The information is as follows:)
As indicated above, total appropriations for the current fiscal year were

reported on the daily Treasury statement as of September 30, 1950. at slightly
over $55,000,000,000. If the President's requests for about $18.000,000,000 more
are granted, the total appropriation figure involved for the fiscal year 1951 would
be a little over $73,000.000,000. The Secretary's estimate before the House Ways
and Means Committee indicated total expenditures this fiscal year of approxi-
mately $45,000,000,000. This is likely to be increased slightly if the President's
latest requests are granted and some expenditures are made from the resulting
appropriations before the year is over.

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

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

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

Senator BYRD. By the same reasoning, give the income that you
estimate for this fiscal year and for next fiscal year of taxes that have
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already been levied and then add to it the returns from the excess-
prcfits tax.

Senator TAFT. Mr. Secretary, could you not give us a little sketch
about that? You said the estimated deficit was $2,000,000,000.

Secretary SNYDER. When I appeared before the Ways and Means
Committee.

Senator TAFT. You said it was a deficit of $2,000,000,000 and with-
out this tax. Was it based on what receipts and what expenditures?

Secretary SNYDER. In the testimony before the House Ways and
Means Committee I gave an estimate of $45,000,000,000 in expendi-
tures and $43,000,000,000 in revenues.

Senator TAFT. That was the estimate?
Secretary SNYDER. That was the estimate. That appears in the

House statement.
The CHAIRMAN. Yes, sir.
Senator BYRD. For this fiscal year?
S-cretary SNYDER. For the fiscal year 1951.
Senator BYRD. Then, if you took half of that, you would add

$21.000.000,000?
Secretary SNYDER. It would be about that.
Senator BYRD. You would add $21,000,000,000 to your $42,000,000,-

000, which would make an expenditure of $63,000,000,000.
Secretary SNYDER. It might be higher than that.
Senator BYRD. A good deal larger than that. As a matter of fact,

I predict the expenditures will approximate $75,000,000,000 for fiscal
1952.

Secretary SNYDER. We do not have the exact figures. They will be
available in the 1952 budget.

Senator BYI-RD. That will be a staggering deficit and may last for
many years.

Secretary SNYDER. There is no question about that. That is why I
do not think we can go too far in this bill.

Senator BYRD. How long do you think we can have a deficit of 15
or 20 billion dollars a year and survive?

Secretary SNYDER. I am not going to place any limitations on what
we can do. We have to meet this situation the best we can.

Senator BYRD. The fiscal solvency of this country is important, too.
Secretary SNYDER. This is more important than any one of the

others: The survival of our Nation.
Senator BYRD. Can we increase this?
Secretary SNYDER. There is no question how far we can increase the

deficit if we are faced with destruction. I think we will go our limit
there. And we will not sit back and estimate whether we can afford
to do it or not. We will go to the limit of our capacity.

Senator BYRD. It is just as essential to save our form of government
at the same time.

Secretary SNYDER. I have said that at the same time.
Senator BYRD. There are many economies that can be effected in

the Government, if those in charge and in power choose to do it.
Secretary SNYDER. I am certainly in hearty accord with every

economy.
Senator BYRD. We can spend recklessly and destroy our form of

government even in order to win the war.
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Secretary SNYDER. That kind of argument is not going to help us
in this situation when we are talking about trying to meet a defense
program.

Senator BYRD. There is more need for economy.
Secretary SNYDER. The President has taken very active steps to

make economies on the domestic front.
Senator BYRD. I have not been conscious of it.
Secretary SNYDER. It might be well to become conscious of it.
Senator BYRD. It has not been transmitted to Congress yet. It may

be in some study stage, but it has not gotten to Congress yet. We hear
a lot about economy from the President but no action.

Secretary SNYDER. It is revealed in actual performance.
Senator B-RD. I differ with you completely on that.
The CHAIRMAN. Have you completed your prepared statement?
Secretary SNYDER. I am not quite through with my statement.
The CHAIRMAN. GO ahead then.
Secretary SNYDER. I will be glad to answer any questions. I wanted

you to know that I have this to finish.
The CHAIRMAN. That you are going to talk about the revenue yield

now?
Secretary SNYDER. Yes.
Senator MILLIKIN. If you intend to get at it, I will pass the ques-

tion. It is perfectly apparent to me that next year we will have to
really get down to business on this tax situation. Has the Treasury
formed any tentative thoughts on the kind of taxes that we will have
to raise next year?

Secretary SNYDER. Only in a very broad sense. We have been so
busy trying to work up this that we have only some long-range studies.
We have been having a cross section of various industries and busi-
nesses of our economy in talking about this since last summer some
time, and we have some broad views, but we have not gotten them
prepared.

Senator MILLIKIN. YOU are not prepared to outline what might be
our task next year?

Secretary SNYDER. NO, sir. We have not as yet.

REVENUE YIELD OF THE BILL

The revenue yield of the House bill is estimated to fall short of the
President's recommendation by about 1 billion dollars. Part of this
could be recovered by modifying the objectionable features of the bill
to which I have referred.

An important reason for the reduced yield under the House bill is the
adoption of a base period earnings credit equal to 85 percent of the
average for the three best years instead of the 75-percent figure which
I suggested to the Committee on Ways and Means.

Unless the bill is modified to increase its yield, it will not meet the
objective set by the President before the recent deterioration in the
international situation. The increase in corporation taxes provided in
the bill is moderate in relation to the upward surge in profits. It
should be remembered that all small corporations and corporations
with current income not in excess of the allowed credits would be
exempt.
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In considering the effect of these increased taxes, it is important to
have in mind the extremely liberal method provided for computing
base period earnings. The allowance of the 3 best years out of 4 years
yields a figure which would usually be substantially above the actual
earnings in the extremely prosperous 4 years which followed World
War II.

I urge your committee to review carefully the methods by which
this bill can be amended to increase the yield from the taxation of
corporation profits to meet the 4-billion-dollar goal set by the Presi-
dent. By adding 4 billion dollars to the revenue-producinga strength
of the tax system, this Congress will contribute substantially to our
financial preparedness.

Senator MILLIKIN. Mr. Secretary, is the 4 billion dollars taken out
of the air or does it have a demonstrable relationship to our over-all
fiscal problem?

Secretary SNY-DER. At the time that it was suggested it did have a
direct bearing on the fiscal picture.

Senator MILLIKIN. In other words, you were figuring in relation to
the anticiapted deficit?

Secretary SNYDER. That is correct.
Senator TAFT. Because your whole deficit is based on cash; is it not?

So, you would only get 2 billion dollars; is that not correct? It would
be 4 billion dollars on an annual basis, but you would only get 2 billion
dollars; is that not right ?

Secretary SNYDER. $4 billion on a full year's basis at current levels
of income.

Senator TAFT. YOU are talking about deficits on a cash basis. You
would only get 2 billion dollars from this tax during fiscal 1951.

Secretary SNYDER. Wre estimated that it would very nearly balance
the budget when I made my statement before the Ways and Means
Committee.

Senator TAFT. That is what I understood. I thought you were going
to have something left over.

Secretary SNYDER. We might have a little.
The CHAIRMAN. Of course, Mr. Secretary, the actual yield of this

bill will depend on the level of corporate profits in 1951.
Secretary SNYDER. For the next fiscal year, of course.
The CHAIR-MAN. Certainly. It could go above the estimated 3.4 if

those profits were considerably above the basis on which that was
figured.

Secretary SNYDER. The only way that I can see profits going much
above the present levels would be through inflation. But, if we put
our controls into operation as we let the contracts and withdraw
materials and labor from the economy, we are not going to be stacking
up increasingly large profits during the important years of the defense
effort.

The CHAIRMAN. Have you the figures, or can you furnish them on,
say, 100 percent of the average earnings, 90 percent of the average
earnings, as well as the 85 percent that is in the bill, as the House
has it, with an increase in the rates? What would be the effect on the
estimated revenue here if you took 100 percent of your average earn-
ings but put your rate up to 85 percent?

Secretary SNYDER. I think we have a good schedule on that.
The CHAIRMAN. Have you that schedule worked out?
Secretary SNYDER. Yes, sir.
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The CHAIRMAN. I want to get it in the record.
(The information is as follows:)

Estimated increase (gross)' over present law in the yield 2 of the corporation
income and excess profits tax as contained in H. R. 9827 nnder various assimi p-
tions as to the percentage of base period earnings allowed and tax rates

tin billions of dollars]

Percentage of base period earnings allowed

Excess profits tax rate
Excess75 percent percent 85 percent 90 percent 95 percent 100 percent

60 percent__... -- - - 1.7 1.5 1.4 1.3 1.21
65 percent 2.2 2.1 1.9 1.8 1. 1.4
70 percent 2.8 2. 2.4 2.2 2.0 1.8
75 percent.... 3.3 3.1 2.9 2.6 2.4 2.2
80 percent - - -__ _____ 3.9 3.6 3.3 3.1 2.8 2.5
85 percent_ 4.4 4.1 3.8 3.5 3.2 2.9
90 percent 5.0 4.6 4.3 3.9 3.6 3.2

SBefore allowance for reduced individual income tax resulting from reduced dividends.
3 Based on levels of income estimated for the calendar year 1951

Mr. LEAHY. With the 85-percent allowance of base period earnings,
the estimate at the 75-percent rate is 2.9 billion dollars' increase. If
you increased the rate to 80 percent, you would get 3.3 billion dollars.

The CHAIRMAN. That is your tax rate?
Mr. LEAHY. If you increase the excess profits tax rate to 85 percent

you would get 3.8 billion dollars.
Senator TAFT. What effective rate would an 85-percent tax rate

give? The 75 percent gives 67 percent according to your statement.
Secretary SNYDER. That is just a ceiling or limitation.
The CHAIRMAN. That is a ceiling.
Secretary SNYDER. The combined profits tax and normal tax would

not go above a total of 67 percent.
Senator TAFT. Suppose you start with 75 percent?
Secretary SNYDER. If yOU raise that 67 to 75 percent?
Senator TAFT. Yes; would that cut down materially your yield

from the 85-percent tax?
Mr. LEAHY. I think the 67 percent would materially reduce the

yield if you had an 85-percent rate.
Senator TAFT. I understand that. How about the 75 percent total?
Mr. LEAHY. It would be very difficult to make such an estimate.

However, I do not think that the loss would be very great.
Senator TAFT. That is from the 3.8 billion dollars that you men-

tioned?
Mr. LEAHY. Yes, sir; a reduction from the 3.8 billion dollars.
Senator TAFT. There would not be any great loss by imposing a total

over-all 75 percent ?
Mr. LEAHY. Probably not. That is just a rough guess.
Senator MILLIKIN. Give us a rule of thumb on the revenue which

is yielded by 1 percent increase in the over-all corporate tax.
Mr. LEAHY. One percent increase in the over-all corporation tax-

you mean surtax?
Senator MILLIKIN. All the way along the board.
Mr. LEAHY. About $380,000,000 gross.
Senator MILLIKIN. Per point?
Mr. LEATHY. Three hundred and eighty million.
Senator TAFT. But then you lose somewhere else.
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Mr. LEAHY. There will be some loss from a reduction in dividends.
Senator MILLIHIN. $300,000,000?
Mr. LEAHY. I would say--
Senator MILLIKIN. YOU have thrown me off.
Mr. LEAHY. You take about $50,000,000 off the three eighty.
Senator TAFT. We were figuring 250 for 1 point and now we

figure 5.
Mr. LEAHY. I cannot remember, sir, whether the 250 would be just

a surtax or an increase all along the board. Many other rate in-
creases, of course, are expressed only as an increase in the surtax rate
on net income over $25,000.

Senator HOEY. If this bill was adopted and was retroactive to July 1
of this year, then you would realize in this fiscal year the full amount,
would you not, just $2,000,000,000.

Secretary SNYDER. About $600,000,000.
Senator TAFT. YOU would not get the cash. You realize that you

would not get the cash, because the tax is on the first half.
Secretary SNYDER. In fiscal 1951; yes.
Senator TAFT. The first half calendar 1951 would not be paid until

1952.
Secretary SNYDER. The tax on one-half of the calendar 1950 profits

would be paid in part during this fiscal year. We estimate that our
actual cash coming in from tlat would be about $600,000,000 in fiscal
1951.

The CHAIRMAN. A little more than half, because we changed that
formula of payment.

Senator HOEY. The pay is faster.
Senator KERR. A little while ago in connection with your statement

about the impact of the additional $4,000,000,000 would not be too
great upon earnings which total $37,000,000,000, I asked you what
part of the $37,000,000,000 would be earned by corporations that
would be exempt from the provisions of this act, and I understood
you to say that that question would be answered a little further on in
the statement.

Secretary SNYDER. I thought it would. Mr. Leahy, will you answer
that?

Mr. LEAHY. The net income of corporations with net incomes of less
than $25,000?

Senator KERR. I did not ask that. You said it would be, appnoxi-
mately, 300,000 or approximately three-fourths.

Mr. LEAHY. Yes.
Senator KERR. Of all corporations exempt from the provisions of

this act.
Mr. LEAHY. By the $25,000 specific exemption?
Senator KERR. By whatever it may be is immaterial so far as the

information I want is concerned. They will be exempt?
Mr. LEAHY. DO yOU mean, sir, the total net income which is now

subject to excess-profits tax?
Senator KERR. I thought I made myself very clear. I tried to ask

what part of the $37,000,000,000, the total that you have estimated
would be earned in 1950, would be earned by corporations who would
not be affected by the provisions of this act.

Mr. LEAHY. The net income of corporations who will pay no excess
profits tax we estimated will be $12,000,000,000.
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Senator KERR. Then the impact of the $4,000,000,000 would be on
corporations whose total earnings, according to your estimate, would
be $25,000,000,000, and not upon corporations whose total earnings
are $37,000,000,000.

Mr. LEAY. These estimates are not based on the 37-, but on the 40-
billion level. We do not have any-

Senator KERR. If you can answer my question I would appreciate
it. If you cannot, I will quit asking.

Mr. LEAHY. We do not have any estimates at the $37,000,000,000
level.

Secretary SNYDER. We will see what we can furnish on that.
Senator KERR. You said it would be in the statement.
Secretary SNYDER. I was told that by the staff.
Senator KERR. That is fine. I was going on the basis of what you

told me.
Secretary SNYDER. I was going on the basis of what one of my staff

members told me. Now that we have traced it to its roots we will try
to get the answer, if it is possible.

senator KERR. The information will be furnished later?
Secretary SNYDER. We will try to get it for you.
Senator KER. Thank you very much.
(The information is as follows:)

Distribution of net income, 1950,' by txaable status under H. R. 9827

[In billions of dollars]

Corporation profits, Department of Commerce basis--------------- 2 37. 0
Income tax net income-all corporations__-- - 3 36. (0

Taxable ------------------- - 23.2

Nontaxable------------------------- ----------------------------- 12.8
Excess profits net income-all corporations--------- 34.5

Taxable- . . . . . . . . . ..------------------------------- 22. 8
Nontaxable----------------------------- 11. 7

Adjusted excess profits net income -------------------------------- S. 0
Tax liability full year effect-------- 2. 4
Tax liability under H. R. 9827 ---------------- 1.2

'For corporations with taxable years ending after June 30, 1950 and before July 1951.
2 The estimate of $37,000,000,000 of corporate profits contained in the Secretary's state-

ment before the Senate Finance (Committee represents an estimate of corporation profits
on a Department of Commerce basis for the calendar year 1950.

3 Surtax net income (excluding the credit under section 26 (i) relating to Western
Hemisphere corporations) plus the amount of capital gains su 'ject to the alternatie tax
rate.

Source: Office of the Secretary of the Treasury, Office of the Technical Staff. Dec. 8.
1950.

(The exhibit and Secretary Snyder's statement before the Ways
and Means Committee follow:)

Rxhibit to statement of Secretary Snyder-Comparison of House bill' with
World War II tax undcr Revenue Act of 1942

A. MAJOR ITEMS

Subject House bill World War II treatment

1. Rate of tax ---.... ..--------- -- 75 percent .....---------- -.. 95 percent (85.5 percent after
postwar refund).

2. Over-all rate limitation on in- 67 percent..--------- --. . .. 80 percent (72 percent after post-
come and excess profits taxes. war refund).

3. Minimum credit or exemption $?5,000 minimum credit ...... $10,000 exemption.
4. Choice of earnings credit or in- Yes ..... ...... .. Yes.

vested capital credit, which-
ever produces lower tax.

5. Base period. .--------------- 1946 through 1949.........-------------.. 1936 through 1939.

2Including proposed Ways and Means Committee amendments.
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Exibit to statement of Secretary Snyder-Comparison of House bill' with
WTVorld War II tax tnder Rtcrue Act of 1942-Continued

Subject

6. Earnings credit-elimination of
poor years in base period.

7. Earnings credit-adjustment in
average base period earnings

8. Invested epital ciredit-rate of
return on equity capital and
retained earnings.

$0-$5 million - - - -
$5- 10 m illion .. - --- -
Over 10 million-. .....

9. Invested capital credit-rate of
return on borrowed capital

(a) Interest deduction ..
(b) Additional allowance__

(e) Total allowance...

10. Earnings credit- additions to
capital during base period.

11. Earnings credit and invested
capital credit--upward adjust-
ment for net additions to
equity capital and retained
earnings after base period.

12. Earnings credit-downward ad-
justnlent for net reductions in
equity capital and retained
earnings after base period.

13. Earnings credit-additions or re-
ductions in borrowed capital
after base period.

14. New corporations (organized
after beginning of base period).

15. Substantial change during base
period in product or services by
corporation organized before
1946.

16. Smaller corporations (organized
before beginning of base pe-
riod) experiencing growth in
the base period.

House bill

(a) Taxpayer may select best 3
out of 4 base period years.

(b) Any deficits in 3 years
chosen may be raised to
zero.

R e d u c e d to 8 5 p e r c n t - . . . . . .

12 percent- - - --- - - --- -
10 tercelt
S percent.

In full-_ -
t of interest rate with a ceiling

f 3 percent and, in the case of
long-term obligations, a floor
of l:ereent.

13.3 percent of interest payable
(subject to Iloor and ceiling
noted abh\ve).

(a) lUpward adjustment in earn-
ings credit i ermittel for any
net additions to equity capital,
retained earnings and bor-
rowed capital in 1949 and fo
y of any sIich additiis in

1941.
(6) Rate of upward adjustment

for such net additions to
equity capital and retained
earnings-12 percent.

(e) Rate of upward adjustment
for such net additions to bar-
rowed capital--1 of the inter-
est rate.

All taxpayers--allowance at rate
of 12 percent on both new
equity capital and new rc-
tained earnings.

At rate of 12 percent -...........

Adjustment upward or down-
ward equal to of the interest
rate.

As an alternative to its usual
credits, the taxpayer may ap-
ply to its invested capital after
3 )years of growth (or at the
end of the base period, if later)
the average rate of return on
invested capital for its indus-
try in the base period.

As an alternative credit, tax-
payer may apply industry
rates of return to its invested
capital (as described under
item 15).

As an alternative credit, such a
taxpayer meeting the follow-
ing requirements may use 1949
earnings or the average of 1948
and 1949 earnings as its aver-
age base period earnings:

(a) If in the last half of the
base period its pay roll was 30

Including proposed Ways and Means Committee amendment

World War II treatment

No selection of years permitted.
Taxpayer could raise the worst
year to 75 percent of the average
of the other 3 years, but could
not adjust any remaining
deficit year upward.

Reduced to 95 percent.

8 percent.
6 percent.
5 :rcellt.

Limited to 1!.
1 of above rates for equity

capital.

From 2 to 
1 

ercentof borrowed
capital, plus 1z the interest
rate.

No adjustment in the earnings
credit foir such additions was
allowed, excel- t where taxpayer
qualified for relief under see.
722.

(a) Taxpayers using earnings
credit--allowance at rate of 8
percent on new equity capital
but no allowance for new re-
tained earnings.

(b) Taxpayers using invested
capital credit-allowance for
new retained earnings at the
applicable rates shown tinder
item 6, and allowance for new
equity capital at 125 percent of
such rates.

At rate of 6 percent in case o
equity capital; no downward
adjustment f)r net reductions
in retained earnings.

No adjustment.

(a) Taxpayers organized after
the base period were re-
quired to use the invested
capital credit unless they
qualified for general relief.

(5) Taxpayers organized in the
base period could, in addi-
tion, compute an earnings
credit; vacant years were
filled in at 8 percent of in-
vested capital at close of
base period.

Taxpayer could apply for general
relief.

Taxpayers whose average earn-
ings in the last half of the base
period exceeded their average
earnings in the first half of the
base period could use, as an
alternative credit, the sum of
(a) their average earnings in
the last half of the base period

,.
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Exhibit to statement of Secretary Snyder--Comparison of House bill' with
WVorld War II tax under Rerenue Act of 192--C(lntinued

Subject

17. Exclusion of nonrecurrent items
of income and deductions in
computing excess profits net
income.

18. Excess profits credit of public
utilities.

19. Carry-backs and carry-overs:
(a) Net operatingloss -------

(b) Unused excess profits
credit.

20. Relationship of income and ex-
cess profits taxes.

House bill

percent higher or its gross re-
ceipts were 50 percent higher
than in the first half of the
base period; and
(b) Its assets do not exceed

$20,000,000 (tax basis) as of the
beginning of the base period.

Yes, with several changes in
World War II law.

Minimum credit of 5 percent
(after taxes) on both equity
and borrowed capital in case
of airlines and railroads and
0 percent in case of most other
public utilities.

1-year carry-back and 5-year
carry-over.

1-year carry-back and 5-year
carry-over.

To be integrated into a single
tax for administrative pur-
poses, with excess profits sub-
ject to both (1) the 45 percent
income tax and (2) a 30 percent
surtax.

World War II treatment

and (b,) one-half of the excess of
that aveage over their average
earnings in tihe first half of the
basc period. However, the
credit so computled could in no
event exceed their earnings in
the best year of the base period.

Yes.

No special treatment.

2-year carry-back and 2-year
carry-over.

2-year carry-back and 2-year
carry-over.

Two separate taxes.

B. MINOR ITEMS

1. Option to file consolidated re-
turns.

2. Base period of fiscal year taxpay-
ers.

3. Exemption of personal service
corporation whose stockhold-
ers elect to be taxable upon its
income.

4. Earnings credit-relief by dis-
allowance of abnormal deduc-
tions in base period.

5. Earnings credit-relief from ab-
normalities in base period.

6. Earnings credit-relief from ab-
normalities in tax period.

7. Earnings credit-allocation of
earnings experience to succes-
sor corporations in case of
corporate split-up.

8. Exemption for strategic minerals
(sec. 731).

9. Special treatment for excess out-
put of certain depletable re-
sources (sec. 735).

10. Relief for installment basis tax-
payers.

11. Relief for taxpayers reporting in-
come from long-term contracts
upon the completed contract
basis.

12. Deferment of tax pament in case
of abnormality.

13. Railroad lessor-lessee corpora-
tions.

14. Banks using reserve method of
accounting for bad debts.

15. Invested capital credit-deficits
in capital.

Yes - - -

Fiscal year taxpayers (other
than those whose years end
before April) would be re-
quired to use the 4 calendar
years 1946-49 as their base
period.

Yes ----------------

Yes-- --

Yes

Y es .---. -

Allocation permitted ----

Yes. (World War II list ex-
panded to include uranium
and others and Defense Min-
erals Administration author-
ized to expand further.)

Y es - - - - - - - - - - - - - -

Change to accrual basis permit-
ted for both tax period and
base period.

Yes......................

Yes...---------------------

(a) Allocation of earnings credit
permitted.

(b) Payments by lessee of les-
sor's taxes excluded from les-
sor's income.

Permitted to abandon reserve
method for excess profits tax
purposes.

Recent deficits do not reduce in-
vested capital.

Yes.

Since fiscal year taxpayers were
not required to adjust to the 4
calendar years 1936-39, as much
as 11 months of the first tax-
able year (1940) was sometimes
included in the base period.

Yes.

Yes.

Yes.

Yes.

Split-up corporations could not
use prior earnings experience.

Yes.

Yes.

Change to accrual basis was per-
mitted for tax period but not
for base period.

Yes.

Yes.

No special treatment.

Banks did not use reserve method
in 1940-45.

Deficits did not reduce invested
capital.

SIncl A
i-'"' nronosed Ways and Means Committee amendments.
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STATEMENT OF SECRETARY SNYDER BEFORE THE COMMITTEE ON WAYS AND MEANS,

NovEMBER 15, 1950

I am glad to accept your invitation to appear here today as your committee
undertakes to carry out the congressional mandate that you prepare a profits
tax bill as quickly as practicable. As you know, the President has recommended
that you set the revenue objective of this legislati m at $4I billion.

The task of preparing this legislation quickly' is unusually difficult. Since
time is short, I am particularly glad to have an opportunity at the beginning
of your deliberations to offer you thie technical facilities of the Treasury De-
partment.

The world situation which compels us once again to make a defense effort is
not one which any of us can face with equanimity. We are a peaceful people.
Our only objective is an opportunity to join with others in a prosperity based
on the association of free individuals and free nations.

That was our obljective; that is our objective; that will remain our objective
But now we are faced with a grim reality. We are faced with a menace which
can destroy the way of life we have built for ourselves, unless we make a deter-
mined effort to resist it. It could destroy the products of the magnificent
direction of American management. It could destroy the vast contribution of
labor to building up this Nation. And it could blot out, as if they had never
existed, the free institutions which have made all of these things possible.

To meet this threat, we are building our defenses so that free peoples every-
where will not live in terror of unprovoked assaults, such as that in Korea.

This will be a costly process. It will require a significant part of the fruits
of our managerial talent, our labor, our raw materials, and our technical re.
sources. Moreover, this must be achieved without weakening our economy. We
must blend together our defense needs and our domestic objective of maintain.
ing a strong economic system, so that both will progress together.

This goal has an important bearing on our current fiscal policy. It has par.
ticular meaning to me as Secretary of the Treasury. The debt of the United
States Government-one-half the debt of the entire country, both public and pri-
vate-is interwoven throughout the financial fabric of the entire Nation. It
represents an important part of the assets of our financial institutions, of our
business concerns, and of the investment funds of individuals.

Under these circumstances, the first essential of a sound fiscal program is ade-
quate tax revenue to give maximum protection to the financial position of the
Government. This means enough revenue to pay for the Government's re-
quirements.

'ITher is no need t, labor this point before your committee. The energetic and
determined manner in which the chairman and members of this committee and
the Senate Finance Committee responded this summer to the need for action
on the first installment of the 1950 tax program necessitated by the aggression in
Korea, is eloquent testimony of your appreciation of the problem before us.

It is in this spirit that the President recommended the prompt enactment of
additional revenue legislation to complete the 1950 interim tax program. The
President has a threefold objective: first, to contribute to meeting the increased
cost of defense; second, to help check inflationary pressures and enable the Gov-
ernment to maintain a strong financial position; and third, to tax the high
profits resulting from the defense program.

The uncertainty of the amount of national security expenditures makes it
difficult to forecase the budgetary outlook for this fiscal year as a whole. A
conservative estimate indicates that budget expenditures for this fiscal year
will amount to about $45 billion. The present tax system, including the tax
increases under the Revenue Act of 1950, is expected to produce $43 billion.
This indicates a budgetary deficit for this fiscal year of about $2 billion.

As the President has stated, the amount of additional expenditures which
will be required for military security' is necessarily difficult to estimate. The
direction of these expenditures, however, is clear.

Since commitments and obligations are now being made at a rate considerably
greater than current expenditures, and since many items of military procure-
ment have to be ordered long in advance of deliveries, expenditures for fiscal
year 11152 and later years will be substantially above current levels. The mag-
nitude of the revenues which will necessarily be needed to meet these expendi-
tures on a pay-as-you-go basis is indeed sobering.

In considering the additional revenue required, we should not be misled by
the fact that, temporarily, the budget deficit is moderate. Since an important
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part of defense preparations entail production operations extending over two,
three, or even more years, it is inevitable that obligations incurred now will be
fully reflected in expenditures only at some time in the future.

The necessity for focusing attention on future rather than present expenditure
levels is particularly inlmportanlt in connection with the President's objective of
preventing inflation.

Under present conditions, expenditures for defense exert an inflationary
pressure on the economy substantially in advance of the actual disbursement of
funds. Demands for materials, for labor, and for capital outlays occur very soon
after the Government contracts are let, well in advance of actual production, antl
consequently often far in advance of the time when the Government pays for
that production. This explains in part why scarcities and inflationary pressures
have developed even though a large portion of the increased defense funds appro-
priated by the Congress after Korea have not yet been reflected in Government
expenditures.

The prevention of inflation is an essential element of our defense effort. A
price and profits spiral would increase the cost of vitally needed defense materials,
impose an inflationary burden on those earning relatively fixed incomes or
depending upon past savings and, finally, divert the efforts of labor and manage-
ment from the basic job of production. Private enterprise has much to preserve.
The Government by prudent fiscal measures can encourage those who desire to
concentrate on production.

To emphasize the importance of sound defense financing, I ask you gentlemen
to consider my position as the official responsible for the credit of our Govern-
ment. You know the gravity with which I view the responsibility entailed in
managing a public debt which amounted to almost 270 billion dollars when I came
to the Treasury more than 4 years ago. You know that it has not been possible
to reduce this debt as much as would have been desirable. It is now approxi-
mately 257 billion dollars. I cannot emphasize too strongly my concern over the
effect which the financing of the defense program will have on this problem.

The President's third objective, the prevention of profiteering from the defense
program, is one about which there can be no disagreement. This goes to the very
heart of the question of maintaining our free-enterprise system. It is well known
that profits grow far more rapidly than other sources of income when production
is forced to national capacity. An adequate tax policy can contribute to the
prevention of profiteering, without interfering with the incentives which are
essential to contained increases in production.

In this connection, it is important to distinguish between what may be called
profits of the producers of defense materials and profits arising from the pressures
of the defense program.

It is sometimes suggested that special profits taxation is unnecessary because
the same objective can be obtained by renegotiation of Government contracts. Al-
though renegotiation and profits taxation are interdependent and closely related,
they are directed, of course, toward different objectives. One deals with fair
pricing under Government contracts; the other with the taxation of corporate
earnings during the defense period.

Renegotiation does not reduce the task of profits taxation in those segments of
the economy where the defense program indirectly increases the demand for
goods and services and thus increases profits. If, for example, the defense pro-
gram absorbs the facilities of one manufacturer thereby increasing civilian
demand for the products of another manufacturer of similar articles, it has
contributed to the profits of the producer of civilian goods as certainly as to the
profits of the producer of military supplies.

Accordingly, in devising taxes for dealing with profits arising from the defense
program, it is necessary to consider the whole picture. Except in the case of
individual defense contracts, it is impossible to determine the specific factors
contributing to the changes in profits of a particular corporation or even of an
industry. Future changes in the over-all level of profits, however, probably can be
attributed largely to the impact of the defense program.

The rising trend of corporation earnings, particularly as reflected in recent
financial reports, constitutes one of the bases of the President's recommendation
that substantial additional revenue be obtained from profits taxation.

CORPORATION PROFITS

When this country responded to the Korean crisis with the only answer that
was appropriate, the economy was nearing the record 1948 production level.
Gross national product for the second quarter of 1950 was at an annual rate



76 EXCESS PROFITS TAX ON CORPORATIONS, 1950

of $270 billion compared with less than $254 billion in the fourth quarter of
1949. In the third quarter of this year, due to the impact of the defense effort,
it jumped sharply to a level of $282 billion and is continuing to rise rapidly.

Although all segments of the economy are enjoying prosperity, the gains
have been most striking in corporate profits. As you know, total corporate
profits during the four years following World War II far exceeded any previous
level. This enabled corporations to pay dividends at record rates and still re-
invest substantial earnings. Corporation profits during the years 1946-49 aver-
aged $29 billion before deduction of taxes. This was more than five times the
1936-39 average.

Chart 1 indicates that corporation profits for 1950 will establish a new record.
It is now estimated that corporation profits before taxes for this year will total
$37 billion, or $3 billion in excess of the peak year 1948.

Chart 2 shows the course of dividends and retained earnings. In the pre-
war period, dividends amounted to about $4 billion annually and retained earn-
ings were very small. Dividends were fairly stable during the war, but in
1946 began to rise rapidly. This year they will reach 8.5 billion dollars-more
than twice the prevar level. Despite the record dividend payments this year,
retained earnings will equal the previous record in 1948.

Charts 3 and 4 present the trend of corporate profits in relation to the equity
investment of corporations. The series in chart 3 ends in 1947, the latest year
for which data from tax returns are available. The general trend, however,
is clear. In 1947, the average rate of return on net worth of all corporations
with net income was 19 percent before income taxes or more than double the
prewar rate. After taxes, the 1947 rate of return was substantially higher than
in any of the wartime years.

The information from tax returns shown in chart 3 is supplemented for
more recent years for manufacturing corporations in chart 4. For the period
1947-49, profits of this group, after taxes, averaged 14.5 percent of net worth or
almost two and one-half times the 1936-39 average.

The detailed record indicates that all corporations have not prospered to the
same extent in recent years.

Chart 5 shows the rates of return on net worth before taxes for selected in-
dustries in 1947. The returns range from a high of 35 percent for the lumber
industry to a low of 7 percent in the communications industry. With the prin-
cipal exception of the transportation and communications industries, the rates
of return were well above 10 percent.

Chart 6 shows the variations in the earnings experience of manufacturing firms
of different sizes. For small- and medium-sized manufacturing corporations,
rates of return on net worth decreased in 1948 and 1949. In contrast, the very
largest manufacturing corporations maintained a very high rate of return
throughout most of the postwar period. In 1950, the rates of return for cor-
porations of all sizes apparently increased very substantially.

(The data underlying the charts are presented in the attached tables 1-6).
In view of this earnings record, there can be little doubt that, if properly

distributed, $4 billion of additional taxes would leave corporations, in the ag-
gregate, with high earnings and a high rate of return on investment.

ALTERNATIVE TAX METHODS

In appraising alternative tax methods, it is necessary to understand at the out-
set that defense financing calls for more than a tax on earnings considered ex-
cessive by recent high earning standards. It requires special regard both for
the unusual profits that may develop under the defense program and for the high
profit levels which have been prevailing. I encompass all of this in the taxation
of defense profits.

We have given careful study to alternative ways of obtaining the President's
revenue objective through the taxation of corporate profits. The alternatives
explored range from a uniform percentage increase in the rate of the regular
corporation income tax to various forms of war profits and excess-profits taxation,
and combinations of these methods.

One conclusion which stands out clearly is the inadvisability of placing the
burden of the President's revenue objective on the regular corporation income tax.

The basic issue is whether the additional tax should be distributed on all
corporations regardless of their share in the present prosperity or whether tax-
ation should be more selective. As was shown in chart 6, there is substantial
variation in the increased profitability of small and large corporations. There
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are equally important variations among industries and among firms within
identical industries. As happened during the last war, these variations will
undoubtedly increase under the abnormal conditions ahead of us.

In a year when corporation profits total about $40-O billion, each 1 percentage
point increase in the corporation rate produces about $340 million. In other
words, to raise $4 billion from an increase in the corporation income tax rate
would require boosting the present 45-percent rate to about 57 percent. The
raising of $4 billion additional revenue from a flat increase in the corporation
income tax would accentuate the uneven effects which the defense program will
have throughout the business world. It would impose particular hardship on
corporations whose profits are declining.

It will be said, of course, that the high profits of businesses which fare unusually
well through direct participation in the defense program could be controlled by
renegotiation of Government contracts. Undoubtedly this will do much to pre-
vent profiteering, since it can be relied upon to skim off a large part of the
excessive profits of firms directly connected with defense industries.

To say that renegotiation would level off profits among industries and corpora-
tions and thus justify omission of a defense-profits tax from the tax system,
however, ignores most of the war-profits problem. High earnings are not neces-
sarily concentrated in industries producing military materials. Moreover, the
record of the last war shows that war contractors earned large excess profits
even after renegotiation.

The extensive support given the principle of excess-profits taxation by this Con-
gress when it considered the interim tax bill suggests that the need for a special
tax is recognized by the Congress.

The taxation of profits, however, is not without its difficulties. The issue comes
down to one of weighing these difficulties against the inequities involved in sub-
stantial increases in the taxes on the profits of all corporations. Many of the
difficulties, however, can be tempered by benefiting from past experience to in-
crease equity among taxpayers and to reduce the burden of tax administration.

In searching for the most satisfactory approach to this problem, the Depart-
ment and the staff of the joint committee have examined a variety of possibilities.
The Treasury staff has analyzed the experience of a large number of corporations
under the last excess-profits tax and examined the impact of different approaches
on various types of corporations.

These investigations suggest that in developing a basis for profits taxation it
will be necessary to rely largely on the past earnings experience of corporations
and to look to the rate of return on invested capital as a guild for taxation of
those corporations with unsatisfactory earnings experience.

If this approach is adopted, consideration should be given to the fundamental
changes in the World War II tax that seem most desirable, particularly from
the point of view of its impact on specific firms and specific industries under
current conditions.

WORLD WAR II ExCESS-PROFITS TAX

A brief review of the World War II excess-profits tax may be helpful as a
setting for the discussion of the changes suggested for your consideration.

The wartime tax excluded most small corporations by providing a specific
exemption of $10,000. This was in addition to the excess-profits credit allowed
each corporation. Corporations had the choice of computing their credit on the
basis of 95 percent of the average earnings for the base-period years 1936-39, or
on the basis of a percentage of invested capital. The rates allowed on invested
capital varied with the amount of capital. There were numerous exceptions to
these general rules designed to relieve hardship.

During World War II, the maximum number of corporations subject to ex-
cess-profits tax was 68,000 in 1943, or about a quarter of all corporations subject
to income tax for that year. Because of the relatively low rate of earnings on
capital experienced in the base period years, little more than a third (35 per-
cent) of the corporations subject to excess-profits tax elected the base period
earnings credit in that year. However, the excess-profits tax of these corpo-
rations accounted for 54 percent of the total tax.

After 1943 the tax was imposed at a flat rate of 95 percent, but provision was
made for a postwar credit of 10 percent which reduced the net tax rate to 85.5
percent. The over-all average effective rate, before the postwar credit, was 80
percent. The net yield, or the amount by which the receipts from this tax
exceeded the amount that would have been raised from the corporation income-
tax alone, was about $16 billion. (Detailed statistical data on the wartime
tax are provided in exhibit 1.)
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THE BASE PERIOD EARNINGS CREDIT

The recent profit experience of corporations shows that in the case of most
corporations an earnings credit based on recent years would provide a reason-
able method of arriving at defense profits. This represents an important change
from tile situation when the World War II law was formulated. In view of
the relatively lower level of profits in the years 1936-39, the majority of corpo-
rations secured a higher excess-profits credit under the invested capital method
than under the base-period earnings method.

In view of the dynamic expansion of the economy in recent times, only an
up-to-date period will provide an adequate measure of defense profits. The
1936-39 base period of the previous law cannot be restored because it relates to
a period when gross national product was only 25 percent of the present level
and total profits only 13 percent. At least 45 percent of existing corporations
have been organized since that time. Profit levels for the war years are also
obsolete in view of the expansion in the economy. Moreover, the profits of
different industries and corporations at that time reflected highly abnormal
relationships.

The fact that most corporations would now rely upon a base-period earnings
credit is an important consideration in selecting a base period which would
achieve the greatest equity and minimize the need for special adjustments.

The years since the war, 1946-49, afford a broad and representative basis for
appraising the earnings performance of individual corporations. It is well
recognized, of course, that no one period provides for every business an entirely
satisfactory measure of normal profits. However, these 4 years cover an ex-
ceptional period of sustained prosperity, giving an unusually large proportion
of corporations an opportunity to earn high profits

The inclusion of the year 1950 in the base period should be rejected since
it already reflects to an important degree the impact of defense expenditures.
To a lesser degree, this objection is applicable to all recent years when govern-
mental expenditures for defense and foreign aid have been substantial.

Although the profit experience of the years 1946-49 can serve as a general
guide to normal earnings, irregularities did exist. The profits of some indus-
tries were depressed in 1946 because of reconversion from war to peacetime pro-
duction. Other industries earned substantially higher profits in 1946 than
later years (table 7). Omission of 1946 from the base period would penalize
these firms and industries for their prompt fulfillment of consumer needs fol-
lowing the war.

The fairest method of recognizing these differences would be to allow the
taxpayer to use the best 3 of the 4 years. This would be an improvement over
the method used in World War II, which allowed a taxpayer with a bad
year to substitute for his single lowest year, 75 percent of the average income
of the remaining 3 years. The suggested exclusion of the poorest year would
treat this type of case more generously.

The proposed treatment would increase the average base period earnings by
61/ percent for those who, under the old law, would have qualified for an ad-
justment under the 75-percent rule. It would also be advantageous to a number
of taxpayers whose income in the lowest year is more than 75 percent of the
average of the remaining years and who obtained no relief under the wartime
rile. For example, a corporation with earnings of $10 million in the lowest
year and $20, $30, and $40 million in the other 3 years would use the average
of the 3 highest years or $30 million. The wartime rule would have substituted
75 percent of this $30 million average, or 22.5 million, for the lowest year.
This would result in a credit of $28.1 million or nearly $2 million less than
under the proposal to average the best 3 years.

It should be noted that such a change would necessarily reduce the tax base
since it would liberalize the credit for some corporations without reducing the
credit for others. However, it would be more effective in minimizing possible
grievances and relief claims.

Our studies also suggest the desirability of liberalizing the treatment of cor-
porations with deficits in some of the base period years. This would be of con-
siderable importance to some taxpayers, and would reduce the number of tax-
payers seeking general relief.

Another provision the committee may wish to consider is the treatment of cor-
porations which were increasing their capacity to earn during the base period
and, in the normal course of events, might be expected to continue growing. In
World War II this type of situation was handled by what is known as the growth
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formula. With the elimination of the taxpayer's worst year under the proposed
option to select the three best years, less need remains for this adjustment. How-
ever, it may be necessary to make some allowance for cases where substantial
investment in the latter part of the base period is not adequately reflected in
base period profits.

INVESTED CAPITAL CrED)IT

Due to the large increase in the level of profits since the 1936-39 period an
invested capital credit would be used less frequently in the present situation
than during the last war. At that time this credit carried the burden of pro-
tecting many industries that had been operating under depressed conditions
prior to the war.

Provision for an equitable invested capital credit is still essential as a relief
measure. It would apply in three principal types of situations. First, certain
industries may earn a low rate of return on capital which, though high in
relation to preceding earnings, is low by generally accepted standards; second,
there are industries or individual firms that failed to participate in the general
prosperity during the proposed base period years; third, it is necessary to provide
a basis for determining the tax status of new businesses.

To meet present requirements the invested capital credit requires substantial
revision.

Rate on invested capital
No single rate of return on invested capital will allow for the varied conditions

peculiar to different businesses. The statutory rates must aim at the best general
level in the light of existing circumstances. When the World War II tax was
initiated the invested capital credit was based on a fiat allowance of 8 percent.
It developed that this rate exempted all or most of the large corporations in a
number of basic industries and therefore in subsequent acts the Congress reduced
the allowance for larger corporations. The principle of varying the allowance
according to size is believed to be sound and should be continued.

The invested capital allowances in the last version of the \Vorld War II tax
appear to be low for present conditions. These allowances were:

Percent
On the first $5,000,000 of invested capital________________________________ 8
On the next $5,000,000 __6 ----------- 6
On the amount of invested capital above $10,000,000____-----------_------- 5

Under these rates, few corporations would now find the invested capital option
useful. Unless these rates are increased the alternative credit based on invested
capital would not provide a significant measure of relief.

As indicated earlier in my statement, the average rate of return on equity
capital for manufacturing corporations, before income tax, has more than
doubled since the 1936-39 period. In 1939 nearly a third of the manufacturing
companies had a return of less than 5 percent on equity capital. By 1947 the
proportion of such firms had been reduced to about one-tenth (table 8). It is
clear that the use of the statutory rates of return allowed at the termination of
the World War II tax would discriminate against companies with low income
in the base period because the bulk of corporations have enjoyed relatively much
higher rates of return.

In revising the allowances under the invested capital credit, a balance must
be found between two considerations which would lead to widely different rates.
The first requires a rate sufficiently high to protect normal growth of new busi-
ness and firms which normally earn relatively higher rates of return. If the
invested capital credit is too low to be available to any substantial proportion
of corporations falling in these categories, more corporations will be forced to
have recourse to general relief in obtaining a reasonable minimum earnings base
exempted from profits taxation. In the absence of an adequate invested capital
credit, industries of great importance in the defense effort might be adversely
affected.

At the same time it is also important to avoid invested capital allowances so
high that industries characteristically having a relatively low rate of return
might never become subject to defense profits taxation regardless of the expansion
in their profits. Such a situation might arise in heavily capitalized industries.
It may also affect those industries in which favorable treatment under the
income tax law results in a rate of return computed for income tax much below
the rate of return actually earned. Unless the invested capital credit is adjusted
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to the realities of the situation, large windfalls might accrue to heavily capital-
ized industries.

Careful studies of the effect of different possible allowances under the invested
capital credit suggest that the allowances provided at the end of World War II
should be increased by about one-fourth to one-third. The principle of differen-
tiation in allowances according to the size of the invested capital of a corpora-
tion should be retained. With this differentiation, an increased invested capital
credit will afford effective relief for those industries and corporations that have
lagged in the general expansion of earnings and will adequately protect existing
investment in most cases.

Borrowed capital allowance
The World War II allowance for borrowed capital should be basically revised.

That allowance provided for including 50 percent of borrowed capital in invested
capital with a corresponding disallowance of 50 percent of the deduction for
interest paid.

An allowance for borrowed capital gives recognition to the risk involved where
the earnings on equity capital are subject to interest payments on debt. The
amount of earnings remaining for equity capital under such conditions is subject
to wider fluctuations than where borrowed capital is not employed. In the
interest of equity, however, a revision of this statutory allowance is required.

The World War II allowance gave taxpayers the benefit of one-half the differ-
ence between the statutory rate on equity capital and the rate of interest on
borrowed capital. This favored the larger corporations with well-established
credit positions, able to borrow at the lowest interest Kates. Under the World
War II provision, for example, a large company having an equity capital allow-
ance of 6 percent and borrowing at an interest rate of 3 percent would have its
excess profits credit increased by one-half the difference between 6 percent and
3 percent, or 11/ percent of the amount of its borrowed capital. In contrast, a
small corporation with a poor credit rating borrowing at 7 percent could have
received a benefit equal to one-half the difference between this rate and the
highest equity capital allowance of 8 percent, or only one-half of 1 percent on
the borrowed capital. If its interest rate had been more than 8 percent it would
have been penalized.

This inequity would be removed by adopting an allowance for borrowed capital
proportionate to the interest rate. This would give recognition to the fact that
high interest rates generally reflect greater risk. To provide reasonable protec-
tion in these cases, it is suggested that the invested capital credit be increased
by about 25 to 35 percent of the amount of interest paid on borrowed capital,
and no reduction be made in the interest deduction. To prevent abuse, the
maximum allowance should be limited to 2 percent of the borrowed capital in
:ldditimn to the interest deduction.

In general, this revision would make the invested capital credit more favorable
to small corporations which must borrow at higher rates of interest than those
which can borrow on very favorable terms.
IJmpaired capital

Under the World War II law, invested capital included capital and surplus
paid in to the company regardless of whether such capital still existed or had pre-
viously been lost. It is well known that a number of large corporations have at
some time in their history experienced large losses of capital. The former law,
nevertheless, counted as existing capital much that had been lost in remote
periods. This treatment created an inequity by giving such corporations an
important tax advantage over competing concerns whose capital had not been
impaired. This discrimination, often resting on accidental circumstances, might
seriously affect new corporations attempting to compete with those receiving such
a tax advantage.

It is possible to remove this discrimination and yet give proper recognition
to temporary losses of capital by limiting the allowance to capital impairment
attributable to recent years.

New capital
Under the World War II tax, corporations using the invested capital method

were allowed a credit for new equity capital which was 25 percent larger than
the credit allowed on old capital. Corporations using the average base period
earnings credit were allowed a flat 8 percent on new capital. Increases in equity
capital arising from the reinvestment of earnings were granted under the in-
vested capital credit but not under the earnings credit.
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The provisions of the World War II law are in need of revision. Otherwise
most corporations, which will use the base period earnings credit, would obtain
no allowance for the reinvestment of earnings. Such reinvestments have been
at record levels in recent years. Wide discrepancies would result if this allow-
ance depended upon the fortuitous shift of corporations from the earnings credit
to the invested capital credit. The staff has assembled for your information
data you will want to consider in the alinement of these credits. I would prefer
to see recognition given to retained earnings in determining both the earnings
and invested capital credits.

MINIMUM CREDIT IN LIEU OF SPECIFIC EXEMPTION

Experience suggests that it is desirable to limit the application of the type
of profits tax under consideration to taxpayers with significant defense profits.

The World War II excess profits tax provided a $10,000 specific exemption
for this purpose. Several advantages would be gained by replacing the specific
exemption with a minimum credit and increasing the amount to $25,000.

Whereas a specific exemption is granted to all corporations, a minimum credit
would apply only to those corporations with actual credits below the minimum.
For example, under the specific exemption a corporation would not be subject
to excess profits tax until its earnings exceeded its credit by $10,000. Under
a minimum credit of $25,000 no corporation would be taxable unless its net
income exceeded $25,000.

A minimum credit concentrates relief in the lower net income brackets, since
it can be utilized only by those firms whose computed credits are less than
$25,000. Thus, a $25,000 minimum credit would provide a larger favorable area
for small and new businesses and the auditing of tax returns for these corpora-
tions would be greatly simplified. Moreover, the use of a minimum credit would
also reduce substantially the number of claims for relief by small corporations.
Such cases accounted for approximately a quarter or 13,000 of the 54,000 relief
claims filed under the World War II tax, and for an even greater proportion
of the litigation under the World War II relief provisions. The elimination
of this administrative burden would be highly desirable.

RELIEF PROVISIONS

The generally prosperous condition of the country during the past 5 years and
the type of revisions outlined here would enable taxpayers generally to establish
a fair and reasonable base for the measurement of defense profits. Although
the need for relief would be greatly reduced, abnormal cases would remain.
Equitable treatment in these cases is one of the most troublesome problems
encountered in the administration of a defense or excess profits tax.

General tax provisions must necessarily be drafted with the typical firm in
mind. Whether primary use is made of an earnings standard or of an invested
capital standard, cases will arise where the tax might occasion serious hardship
in the absence of relief.

Although an earnings standard takes into account both differences in risk and
differences in operating efficiency as reflected in past earnings, it is inadequate
for the new or rapidly growing firm whose profit potentialities have not yet
been demonstrated. A similar problem arises where base period earnings have
been adversely affected by some abnormal or unusual occurrence beyond the
taxpayer's control.

The general relief provisions of World War II specified in considerable detail
the circumstances under which taxpayers would be entitled to relief. The law
encouraged the filing of about 54.000 claims for relief and was difficult to admin-
ister. The corporation seeking relief became the rule rather than the exception.

The relief provisions should be revised to avoid extremes. The objective should
be to provide a fair measure of relief which lends itself to reasonable administra-
tive determination. New and growing firms confronted by risks which require
a higher rate of return on invested capital than that allowed by the main provi-
sions of the statute merit special attention. The records of the Bureau of In-
ternal Revenue and the Excess Profits Tax Council provide guidance for the
formulation of an appropriate general relief provision. The staff has assembled
extensive materials on this subject for your consideration.
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TAX RATE

The type of defense tax I have described must produce adequate revenue with-
out involving very high marginal rates and without penalizing unduly corpora-
tions not sharing in the high level of profits. Excessively high rates tend to
increase inflationary pressures because they induce waste and inefficiency.

In a situation short of total war and in the absence of comprehensive economic
controls, it is necessary to retain the economic incentives of our private-enter-
prise economy. Nonetheless, a properly designed profits tax is essential for a
balanced anti-inflation program since economic controls and higher taxes on
individuals would be unfair unless high corporate profits carry their fair share
of the tax load.

I believe you will agree that there would be little advantage, if any, in adopt-
ing this new tax if its rates were only a few percentage points higher than those
of the regular corporation income tax. Such a tax would impose additional bur-
dens by way of taxpayers' compliance and tax administration which would be
warranted only if it produced significant amounts of revenue. At the same time,
however, it is also desirable to avoid rates as high as the 851/-percent rate
employed in the last wartime tax. If under present conditions and in the
absence of wartime production motivation corporations were allowed to retain
only a small part of any additional income they earn, they may not be left with
sufficient incentive to maximize production. Under the present circumstances
a rate of around 75 percent appears to be reasonable. This would mean a dif-
ferential tax of 30 percent over the regular 45-percent corporation normal and
surtax.

The World War II excess profits tax started with graduated rates. In 1942,
however, graduation was eliminated and a flat over-all rate on all excess profits
was substituted. It is our tentative conclusion that under present conditions
graduation would not be necessary. It would tend to increase the top marginal
rate, if the revenue objective is to be obtained, and is therefore likely to have
less desirable incentive effects than a flat rate.

To achieve the President's revenue objective with a tax of the type I have
described, and with a 75-percent tax rate, it would be necessary to reduce base
period earnings by 25 percent for purposes of computing the credit. This cut-
back of the base period to 75 percent may be justified on grounds similar to those
which underlay the cut-back to 95 percent in the World War II tax. It was the
view of Congress then that firms in a position to use an earnings credit would,
in effect, obtain an allowance equal to very high rates of return on their invested
capital and would thus enjoy a big advantage over those restricted to the
invested capital base. This advantage is even greater now than it was under
the old law. The fact that some defense profits predated Korea also supports
some reduction in the credit based on pre-1950 earnings.

It must be recognized that if the base period earnings credit is reduced, this
tax will apply to some firms whose current profits are no higher than the average
of their best three base-period years. For these firms the tax increase resulting
from the 25 percent reduction in the credit will be equivalent to a 71/2 percentage
point increase in the corporate rate. However, the over-all distribution of tax
burdens under this profits tax will differ from an equal general corporate income
tax rate increase. Firms whose earnings had declined below 75 percent of the
3 year average would pay none of the increase. Firms with earnings between
75 and 100 percent of this average would pay only a small portion of a flat in-
crease. Finally, firms whose earnings had actually increased over this average
would pay more than 71/2 percent additional tax on their entire income, depending
on how much their profits increased.

I am limiting my comments to the more general features of the tax under con-
sideration. The suggestions I have made for revision in the World War II tax,
if that approach is adopted, are limited to the essentials underlying the concept
of the tax. Since time during this session is short, you will doubtless want to
confine this year's legislation to basic essentials, deferring consideration of pro-
visions having more restricted application to next year.

As you know, the fair application of this type of tax requires a wide variety of
detailed provisions. During the past several months the staff has assembled
data bearing on the items I have mentioned and on many others. These investiga-
tions are going forward in the expectation that as your hearings and delibera-
tions proceed you will have need for these materials. The staff will be prepared
to present them at your convenience.

Mindful of this committee's immediate response to the need for interim tax
legislation earlier this year, I am confident that despite the complexities of



EXCESS PROFITS TAX ON CORPORATIONS, 1950 83

profits taxation you will carry out the congressional mandate in the short time
available. This will round out the 1950 interim tax program and bring the
corporation-profits taxes into better alinement with the personal-income tax.
It will combat profiteering and, by narrowing the gap between expenditures and
revenues, will contribute to the soundness of the Government's finances and to
the progress of the mobilization effort.

TABLE 1.-Corporation profits before and after taxes, dividends, and undis-
tributed profits, 1929-50

[Millions of dollars]

Year and quarter Profits before Taxes Profits after Dividends Undistrib-
Year and quarter taxes taxes uted profits

1929- -- 9,818 1,398 8,420 5,823 2,597
1930 3,303 848 2,455 5,500 -3,045
1931_.---------------------- -- 783 500 -1,283 4,098 -5, 381
1932-.--. -3,042 382 3,424 2,574 -5,998
1933 -....--------- --.- --- ..... 162 524 -362 2,066 -2,428
1934.-------------------------- 1,723 746 977 2,596 -1,619
1935..----------------------------- 3,224 965 2,259 2,872 -613
1936 .... .... .... .... ... . 5,684 1,411 4,273 4,557 -284
1937----------------------------- 6,197 1,512 4,685 4,693 -
1938.----------------------------- 3,329 1,040 2,289 3,195 -906
1939-- ... ... .. . 6,467 1,462 5,005 3,796 1,209
1940 . --.. --.--. ---- ---- --- 9,325 2, 78 6,447 4,049 2,398
1941----------------------------- 17,232 7,846 9,386 4,465 4,921
1942 -..-...-.. .. . . .. .. . . . . 21,098 11,665 9,433 4,297 5,130
1943 25, 052 14, 406 10,646 4,493 6,153
1944........----------------------------- 24, 333 13,525 10,808 4,680 6,128
1945----------------------------- 19, 717 11,215 8,502 4,699 3,803
1946-...... ........... .......... 23,464 9,583 13,881 5,808 8,073
1947-..-..... ........... 30,489 11,940 18,549 6,561 11,988
1948..........----------------------------- 33,880 12,969 20,911 7,467 13,444
1949------- _----- - 27,625 10,601 17,024 7,821 9,203
19501 ---- -------------- - 37, 000 15, 000 22, 000 8,500 13, 500
1949-First quarter .-........... 28, 300 10,900 17, 400 7,900 9,500

Second quarter --......... 26, 400 10, 000 16, 400 7, 700 8. 700
Third quarter...... 28, 200 10, 800 17, 300 7,400 9, 900
Fourth quarter.......------------ 27, 600 10, 600 16, 900 8, 200 8, 700

195--First quarter........... 29, 200 12, 000 17, 200 8,100 9, 100
Second quarter ----....... 37, 400 15, 100 22, 200 8, 100 14, 100

1 Estimated on the basis of incomplete data.

Source: U. S. Department of Commerce, Survey of Current Business.

TABLE 2.-Rate of return on net worth, all corporations with net income, 1936-47

[Dollar amounts-in millions]

Net income as percent
of net worth

Year Net income Netincome Netof net ortworth
Year before tax after tax Net worth

Before tax After tax

Percent Percent
1936---------------------..........- - $9. 102 $7, 957 $105, 553 8.6 7.5
1937--.------ . .. . .. . .. . . 9, 392 8,146 112, 902 8.3 7.2
1938-- - - - - -.6, 369 5, 525 99, 553 6.4 5.5
1939_ - - - __.._........... 8, 709 7, 492 110, 347 7. 9 6.8

1936-39 average---------------- 8,393 7, 280 107, 089 7.8 6.8
1940- -.... .... .... ... .... . . 11,068 8, 543 116, 231 9.5 7.4
1941 ... _ __....._._........... .. 17,797 10,733 127,674 13.9 8.4
1942- - - -- 23, 785 11,647 131,183 18.1 8.9
1943...... ........................ . 28, 399 12, 647 139,294 20.4 9.1
1944.... --..-...... ............ 26,880 12,111 144,050 18.5 8.4
1945-- 21,945 11,243 144,559 15.2 7.8
1946- .... .... ... .... ... .-- . 26,681 17,971 148,635 18.0 12. 1
1947 . ---.......-............... 32,790 22,003 169,588 19.3 13.0

Source: Statistics of Income, pt. 2.
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TABLE 3.-Rate of return on net worth, all manufacturing corporations, 1936-5'
[Dollar amounts in millions]

Net income as Percent
Year Net income Net income Net worth of net worth

before tax after tax

Before tax After tax

Statistics of income data: Percent Percent
1936---------------------------- $3,614 $3,027 $38. 467 9.4 79.
1937......--------...-------------------- 3,669 3,028 41, 2.39 8.9 7.3
1938------------------------- 1,601 1, 229 41,261 3.9 3.0
1939-- ----------- - 3,559 2.930 42,438 8.4 69

1936-39 average 3,111 2,554 40,851 7.6 63
1940---------------------------- 5,302 3,758 44, 162 12.0 8'
1941...........---------------------------- 10,300 5,419 48,398 21.3 11'
1942...........--------------------------- 13,544 5,356 55, 072 24.6 9.2
1943..............---------------------------- 16,416 5,986 60,688 27.0 9
1944.........---------------------------- 14, 740 5, 422 63,071 23.4 86
1945.........--------------------------- 10, 173 4,109 64, 150 15.9 6.6
1946..............----------------------------. 11, 501 6, 958 67. 589 17.D 10.4
1947 ---------------------------- 16, 474 10, 233 76, 675 21.5 13"3

FTC-SEC data:
1947----------------------------- (1) (I) (1) 25. 5 15
1948.............------------------- ( (1 ) (1) 25.6 16.8
1949 ------------------------ () (1) () 18. 5 111
1950 (annual rate):

First quarter ...........---------------- (.. ) (I) () 19.6 12
Second quarter --. -.. . (1) (I) (1) 24.8 15.

I Not available.

Sources: Statistics of Income, Part 2, and Federal Trade Commission and Securities and Exchange Com
mission, Quarterly Indsstrial Financial Report Series for All United States Manufacturing Corporations.
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'TABLE 4.--Rates of return on net worth before taxes, by industrial groups, for
selected years 1936-47, corporations with tct income

Indust1936-39 1940 1944 1946 1947Industrial group average

Percent Percent Parcent Percent Percent

All industrial groups -.._.......... _ _ __... . .. .. . .. . .. 7.8 9.5 18.5 18.0 19.3
Total mining and quarrying........-----------------------..---- 7.2 7.7 10.8 11.0 18.5

'Total manufacturing - --..- .-... . . . . . . .. . .. . 10.6 13.7 21.0 20.2 21.5
Food and kindred products --... ....... - - --- 10.3 10.8 21. 8 26.0 23.3
Beverages--.............------------------- 21.5 20.3 32.5 32.8 31.6
Tobacco manufactures------ .... ----. 15.3 16.7 17.2 16.4 17.3
Textile-mill products I.. . . . . . . . . . . . . . . . . 8.5 10. 5 23.7 32. 7 32. 7
Apparel and products made from fabrics................... 10.0 11.7 30.1 37.9 31. 0
Leather and products........ .- - -.... .. .. .. . .. .. .. . 8.9 10.2 20.4 27.7 25.2
Rubber products - - - - -__ __ _ __ _ __ _ ... . . . . . . . 7.6 10.4 35.7 30.2 21.2
Forest products -.....------.. . . . . .. . . . ..------- .7.5 10.1 18.4 24.6 31.2
Lumber and timber basic products -... _-__.- 25.2 9.1 15.9 23.5 34.8

Furniture and finished lumber products -........ 29.0 11.3 21.6 26.0 26.5
Paper and allied products - -.-.. -_ ___........ 8.5 13.0 20.2 23.8 32.2
Printing and publishing industries_ - -_._._........ 11.0 11.6 27.5 28.4 25.1
Chemicals and allied products -. ......-.. ..-.- ..... 13.6 17.1 21.5 24.0 25.3
Petroleum and coal products----.. -----------.-..... 4.6 4.7 7.3 7.7 11.5
Stone, clay, and glass products-... ---. --... .............. 11.0 14.3 18.6 20.4 22.7
M etal and its products -. - .... - - -__._.... . ... .... ... 11.0 17.1 30. 6 16.5 23.6

Iron, steel, and products .............- 2 7.9 13.3 21.7 15. 22.3
Nonferrous metal and products-...-.--------------- 2 9.9 17. 2 22. 1 16.3 22. 5
Electrical machinery and equipment--.------ 2 11.0 22.2 37.6 16.6 28.4
Machinery, except transportation equipment and

electrical -.. .. .. .. .. .. .. .. .. .. . . . . . 2 9.6 18.0 35. 7 18.9 25.5
Transportation equipment except automobiles....... 2 12. 6 23.5 44.5 15.0 13.8

Automobiles and equipment except electrical ............. 15.7 20.1 27.9 7.9 26. 6
Manufacturing not elsewhere classified. _--------- 12. 7 16. 6 33.7 25. 5 25.7

Other manufacturing_ _ . __. - - -_._. . . . . . . . . . . . . 2 12.6 17.4 31.2 26. 6 23. 8
M anufacturing not allocable -.... ........... . 29.2 13.7 32.8 23.7 29.6

Total public utilities.. - --.... . .. ..------------ . . . . . . -.. . . 6.1 7.0 12.8 9.4 8.9
Transportation .. _.... . . . . . . ..-----. ..---. . . . . .. 2 5.0 5.8 15.8 8.2 8.7
Com m unication -.. . .... . . . . . . . . . ..- -...-- 27.8 9.2 12.2 9.3 7.3
Other public utilities . .-- ---. . . . . . . . . . . . 26.2 7.5 8.7 10.5 10.2

T otal trade --. ----- ----- ----- ----- ------- - ----- -- - 1)0.6 12.1 23.7 30.5 29.2
T otal w holesale .... .-- - -..... ...... ....... ...-- 28.8 12.5 23.8 32.8 31.3
T otal retail._ __._... .. . . . . . . . . . .. . . . . . . . ..------ 2 9.6 11.6 24.6 29.7 28.2

General merchandise 3 -. -.-..................... 29.9 12. 0 27.4 28.6 24.8
Food stores including milk-------_ .. ........... 2 10.9 11.0 19.7 28.5 25.3
Apparel - - - - - - --- --- - - - - - - - - --. 210.5 12.7 32.1 32.0 25.0
Building materials, fuel, ice - -.-._ __... .............. 26.5 7.9 13.3 21.2 24.4

T otal service --... .. . . . . . . .. . . . . . . .. . . . . . . . 11.5 12.2 26.3 28.6 25.0
Hotels and lodging places...-.-.....-.-...-----------... . () 6.5 21.3 20.7 18.8
Business service --.. --. -.--. . . . . . . . . . . ..--------------. 217.1 17.8 26.5 30.2 32.0
M otion pictures -. . . . . . . . . . . . . . . . . . . (i) 11.9 209. 0 32.0 25. 1

Total finance, insurance, real estate, and lessors of real property 5.5 5.6 11.1 13.5 12.7
Total finance ............................................ 2 4.5 5.5 7.3 9.9 8.2
Total insurance carriers, agents, etc ---------------------- 2 10.2 7.7 29.5 31.1 30.8
Real estate including lessors of buildings .... _. ........ 2 41 .5 8.6 14.1 13.4

Construction -... . ..---------- -.. . . . . . . . . . . . . 12.8 18.0 22.9 27.4 30.5
Total agriculture, forestry and fishery_ ... ___............. 6.6 7.2 15. 2 20.3 22.0

1 Including cotton manufactures.
2 Average for years 1938 and 1939 only.
U Including department, general merchandise, and dry goods stores, limited-price variety stores, and mail-

-order houses.
4 Figures for 1936-39 include lumber and coal yards and exclude fuel and ice.
A Not available.

:Source: Statistics of Income, p, 2.
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TABLE 5.-Rates of return on net worth after taxes, by industrial groups, for
selected years 1936-47, corporations with net income

Industrial group 1936-39 1940 1944 1946 1947average

Percent Percent Percent Percent Percent
All industrial groups_ _ _ _ _ _ _ _ _ _ _ --- - - - - --- 6.8 7.3 8.4 12. 1 13.0
Total mining and quarrying ------------- 6. 2 6.1 6.2 7.3 12.2
Total manufacturing - _ 8. 9 9.9 9.0 12. 8 15.0

Food and kindred products ------------ - 8. 7 8.4 9.0 16. 3 14.8
Beverages------------------------------ ------- 17.8 15.-5 12. 9 20. 1 19.9
Tobacco manufactures ------ --- --------- 12.'9 12.7. 8.9 10.4 10.9
Textile mill products I-7. 1 7. 6 8. 4 20. 2 20.6
Apparel and products made from fabrics------------------ 8.4 9.1 11.7 24.0 19.9
Leather and products -..... - - - - -- - - --. 7.5 8. 1 8.6 17.1 16.0
Rubber products -.-..............- - - - 6.5 8.2 10.5 18.8 13.8
Forest products_ - - - - - - - - - - - --____________ 6.3 7.5 8.2 16. 1 20.1

Lumber and timber basic products _-------------- 24.3 6.8 7.6 15. 5 22.9
Furniture and finished lumber products.._. -......... 27.6 8.5 8.9 16.7 17.9

Paper and allied products 7.1 9.4 7.6 15.0 20.2
Printing and publishing industries -...................... 9.4 9.0 10.9 18.3 16.3
Chemicals and allied products .. - -............... ... ... 11.6 12. 5 9.2 15.3 16.3
Petroleum and coal products ... ..... ............. ...... 4.1 3.8 4.4 5.3 7.8
Stone, clay. and glass products ......................... 9.3 10.4 7.7 13.0 14.4
Metal and its products 9.2 11.7 10.2 10.4 14.9

Iron, steel, and products-------- 26.6 9.4 7.6 9.6 14.1
Nonferrous metal and products - -_________ 28.3 11.9 8.4 10.4 14.4
Electrical machinery and equipment-------- 29.2 15.2 12.0 10.5 17.9
Machinery, except transportation equipment and

electrical ..................... ................... 28.0 12.2 11.5 11.9 16.1
Transportation equipment except automobiles . 2..... 10.3 15.3 14. 5 9.7 8.7

Automobiles and equipment except electrical-------------- 13.3 13.9 9.0 5.1 16.8
Manufacturing not elsewhere classified .................. 10.6 12.0 12.1 16.3 16.1

Other m anufacturing ....................... 210.5 12.5 12.0 17.0 15.3
M manufacturing not allocable -.. ................... 27. 6 10.3 12.3 15.1 19.0

Total public utilities _....._ _ __. . . . . 5 2 5.4 5 6 6.3 5 9
Transportation --.--- -------- ------ 242 45 60 54 58
Communication -- 2 6 9 7 0 6 5 6 8 54
Other public utilities . . . . . . . . . . . . . . . .. .. 2 5 2 5.8 4 6 6 9 67

Total trade Si)----- ---- ---- - -- - - 9 9 3 10 0 19 7 19.0
Total wholesale -... -.-.. .. . .......... ...... 2 7.5 9.6 10. 1 20 9 20. 3
Total retail . . 28.. .......................... _ __ 2 8 1 89 10.0 19 2 18 4

General merchandise 3-.-.--
2

...... ............ 28 2 8 9 9.2 17 9 156
Food stores including milk ........................ 2 91 8 4 9.0 18 2 16 1
Apparel - - - - - - .. ..-.. ... ... ... ... .. ... 2 87 10 0 13.3 20 7 16 7
Building materials, fuel, ice 4............ . 2 5 3 6.5 7.8 14 6 16 4

Total service . .......... ................. . . . 9 9 9 9 12.7 19 0 169
Hotels and lodging places ................................ (s) 51 11.2 13 7 12
Business service _.._.._ _ _ _ _ __. . . . . . . . . 14.4 14 2 13 8 20 1 214
M otion pictures_. __...... __....... .. .. . .. .. .. .. .. . (6) 9 9 13 1 20 8 16 9

Total finance, insurance, real estate, and lessors of real property 5 1 5 0 9.2 11 2 10 7
Total finance ..... 24.2 5. 1 5.7 7.7 65
Total insurance carriers, agents, etc ...................... 2 9. 0 6.5 27 1 29 7 295
Real estate including lessors of buildings_.................. 23 5 3.7 5 9 10. 3 97

Construction .......... .... .... ... ...- ... ... ... 10. 6 13.9 10 9 18.9 206
Total agriculture, forestry and fishery -............... 5.6 5 7 8.0 13.6 14.9

Source: Statistics of Income, pt. 2.

1 Including cotton manufactures.
2 Average for years 1939 and 1939 only.
J Including department, general merchandise, and dry-goods stores, limited-price variety stores, and

mail-order houses.
4 Figures for 1936-39 include lumber and coal yards and exclude fuel and ice.
6 No average.
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TABLE 6.--Rate of return on net worth before and after taxes, by assets size
classes, 1947-50

MANUFACTURING CORPORATIONS

Total assets classes 1947 1948 1949 1950

Before taxes: Percent Percent Percent Percent
Under $250,000--- ------ .23. 8 15 5 9.8 15. 2
$250,000, under $1,000,000 - - _ _____ 29.6 23 8 14.1 21.2
$1,000,000, under $5,000,000------------- 31.2 24.8 15.5 21.6
$5,000,000, under $100,000,000- -..---...- 28.4 26 4 17.7 23.
$100,000,000 and over----------------------------- 20. 9 26. 1 23. 2 27. 2

Total 25.5 25.6 18.5 24.8

After taxes:
Under $250,000.........------------------------ 14. 3 8.8 4.9 9.6
$250,000, under $1,000,000- ---.--- -- -- 17.0 14. 2 7.8 12 8
$1,000,000, under $5,000,000____________ 18.1 14.8 9.0 13.2
$5,000,000, under $100,000,000 ....... ............ . 17. 2 16. 1 10. 8 14. 8
$100,000,000 and over_______________ 13.3 16.9 13. 5 17.2

Total------------------------------------ 15.6 16.1 11.7 15.6

1 Second quarter at annual rates.

Source: Federal Trade Commission and Securities and Exchange Commission, Quarterly Industrial
Financial Report for all United States Manufacturing Corporations.
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TABLE 7.-Corporate net income before taxes, by industrial groups, 1946-49

Averages

Industrial group 1946 1947 1948 1949 3 best
1946-49 3 best Years
194Fr4881 per-years rs per-

cent of
1946-49

Al. of Alil. of Alil. of Alil. of AMil. of Mil. of
dol. dot. dol. dol. dol. dol.

All industries, total......--------............ $23, 464 $30, 489 $33,880 $27, 625 $28,865 $30,665 106.2

Agriculture, forestry and fisheries -.-.------ 171 199 194 151 179 188 105. 0
Mining -...------------- 543 1,123 1,480 1,008 1,039 1,204 115.9
Contract construction......---------------- 219 389 482 468 390 446 114.4
Manufacturing.... -----------........................ 12, 046 17, 355 19,081 14, 663 15, 786 17,033 107.9

Food-..--...........-------------------- 2,106 1,905 1,422 1,359 1,698 1,811 106.7
Tobacco ...-------------------------- 180 200 289 277 237 255 107.6
Textile mill products ....-------- --- 1,462 1,593 1,745 762 1.391 1,600 115. 0
Apparel- ...----------------- 512 466 330 218 382 436 114.1
Lumber.....---------------------- 273 534 516 254 394 441 111.9
Furniture.------------------------ 243 287 289 159 245 273 111.4
Paper .. ... . ... . ... . . 583 954 827 554 730 788 107.9
Printing, publishing-....------- 673 635 484 401 548 597 108.9
Chemicals- ----..... .... - - -.--.- 1,474 1,776 1,927 1,678 1,714 1,794 104.7
Products of petroleum and coal -...... 964 1,708 2,746 1,727 1,786 2,060 115.3
Rubber products....------------ 317 208 190 124 210 238 113.3
Leather ......------------------- - 244 226 169 102 185 213 115.1
Stone, clay and glass products........... 375 460 515 483 458 486 106.1
Iron and steel .4---...----. -.......... X1,059 1,972 2,434 1,878 1,836 2,095 114.1
Nonferrous metals..-... - 396 594 598 309 474 529 111.6
Machinery, except electrical .. .... 736 1,540 1,709 1,306 1,323 1,518 114.7
Electrical machinery- - - - 144 796 790 678 602 755 125.4
Transportation equipment except auto-

mobiles ..--......------------------ -34 -7 147 117 56 86 153. 6
Autom obiles --..- . . . ..------------ - - - - - - 103 1,259 1,710 2.,112 1,296 1.694 130.7

Wholesale and retail trade .-.----.. 5,748 6,263 6,606 5,315 5,983 6,206 103.7
Finance, insurance, and real estate .......... 1,723 1,675 1, 948 2,155 1,875 1,912 103.6
Transportation ....- 561 1,199 1, 783 1,317 1.215 1,433 117.9

Railroads-------------------------------- 123 751 1,134 656 666 847 127.2
Highway passenger transportation -.-- 148 86 80 51 91 105 115.4
Highway freight transportation -..- __.-- 93 123 231 206 163 187 114.7
Water transportation................... 126 179 199 236 185 205 110.8
Air transportation----------- -23 -40 4 31 -7 4

Communication and public utilities ........ 1, 569 1,402 1,520 1,749 1,560 1,613 103.4

Telephone and telegraph
R adio, television -........................
U tilities ......

Services -------------------------

Hotels
Motion pictures ------
Am usem ents ......... - -- -- - -- -

338 232 326 400 324 355 109.6
59 55 51 50 54 55 101.9

1,172 1,115 1,143 1,299 1,182 1,205 101.9

759 671 579 559 642 670 104.4

125 115 118 108 117 119 101.7
322 240 119 124 201 229 113. 9
95 64 63 61 71 74 104.2

Source: United States Department of Commerce, Survey of Current Business.
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'[ABLE 8.--Frequency distribution of returns on net worth before and after taxes
of listed corporations, 1939 and 1947

Percent of net profits to net worth I

Under 5 percent- - -- - - - - - - - - -
5 to 10 percent.- - - - -- -
10 to 15 percent--- -
15 to 25 percent -- -
25 to 50 percent_ _ _ _ _ _--
50 percent and over

Total ... - ----------------------------

Under 5 percent .-
5 to 10 percent -... ....
10 to 15 percent_ _ __ __
15 to 25 percent- - - - - - - - -
25 to 50 percent -----------------------
50 percent and over

Total ..........---------------------------------

1939 1947

Before tax After tax Before tax After tax

Number of corporations

312 357 203 248
206 253 86 227
174 166 159 308
192 171 371 486
129 83 637 468
30 13 374 93

1,043 1,043 1,830 1,830

Percent of total

29. 91
19. 75
16. 68
18. 41
12. 37

2. 88

100. 00

34.23 11.09 13.56
24.26 4.70 12.47
15.92 8.69 16.80
16.40 20.27 26.52
7.96 34.81 25.54
1.25 20.44 5.11

100.00 100.00 100.00

I Net worth taken as of beginning of year.

Source: Securities and Exchange Commission, Survey of American Listed Corporations.

CHARTS ACCOMPANYING THE STATEMENT OF SECRETARY OF THE TREASURY SNYDER

CHART 1
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Office of the Secretary of the Treasury.

Source: Deparmtent of Commerce.
Source: Department of Commerce.
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CHART 2

_Distribution of Corporation Profits after Ta
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CHART 4

Office of the Secretary of the Treasury.
*Annual rate for second quarter.
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CHART 0

Rate of Return on Net Worth after Taxes
Mwwfqcl rg Crponloi by Ski G, 9ses. 1471950

-| -ASSET SIZE CLASSES

$ 4 -IMi l. $5-IOOMil. SOOMil. Over$17-S 1l.

15 Under $3 Mil.

I0

10-

s %

S1,94714 M 47148 4 49 4?9 9WSG' 47148 #9W;

Source: FTC and SEC.
Office of the Secretary of the Treasury.

'Annual rate for second quarter.

EXHIBIT 1

CORPORATION INCOME AND EXCESS PROFITS TAX LIABILITIES, 1940-45

This exhibit summarizes the statistical data on corporation income and ex-
cess profits tax liabilities in the period 1940-45, compiled from Statistics of In-
come. It includes (1) a summary of the adjustments to net income and tax
liability due to renegotiation; (2) an estimate of the net yield of the World War
II excess profits tax, after taking into account the effects of renegotiation, carry-
backs of net operating losses and of unused excess profits credit, respread of
special amortization deductions after the end of the war, and claims for relief;
and (3) a brief discussion of the variations of the wartime income and excess
profits tax among industries and assets size classes. The definitions of terms
used in the text and appendix tables are given on page 12.

I. ADJUSTMENTS OF NET INCOME AND TAX LIABILITY DUE TO RENEGOTIATION

The net income originally reported by all corporations in the 4 years, 1942-45,
totaled $98.2 billion.2 As shown in table 1, this total was subsequently reduced
by contract renegotiation to $91.6 billion or by a total of $6.7 billion' Total tax
liabilities were reduced from $53.9 billion to $48.9 or by about $5 billion. Thus,
while substantial amounts of profits were recaptured by the Government through
renegotiation, taxes were also substantially reduced. As a result, the net ef-
fect of the renegotiation subsequent to the filing of tax returns, after allowing
for the reductions in tax liabilities, was to increase the Government's receipts by
about $1.7 billion. This figure understates the total effect of renegotiation, how-
ever, because it does not include renegotiation made currently and reflected on tax
returns as filed.

2 Net income as reported in Statistics of Income has been reduced by the life insurance
reserve credit for the years 1942-45.

3 Figures do not include amounts of renegotiation which were reflected on the original
tax returns as filed.

'In addition to income and excess profits taxes, total taxes include a small amount of
declared-value excess profits tax which is not shown separately in the tables.
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TABLE 1.-Effects of renegotiation of war contracts upon reported income and
taxes of corporations with net income, 1942-45

[Dollar amounts in millions]

Reduction
Amount Amount

reported on after renege- Percent of
tax returns tiation Amount original

amounts

Total net income .. . $98, 235 $91,559 $6, 676 6.8
Net income subject to excess profits tax.......... 45, 820 39, 208 6, 611 14. 4
Income tax -..-....- - --.. ............. 17, 353 17, 283 71 0. 4
Excess profits tax - - -- --.--.--.. . . .. . . . . 36,132 31,393 4,739 13.1
Total taxes -............. - - - - - - - --.. 53, 860 48, 903 4, 958 9.2

The adjustments made by renegotiation of war contracts were highly concen-
trated among a comparatively few taxpayers and the largest effects were in four
groups of manufacturing concerns. The adjustment affected less than 2 percent
of all corporations. Of the total reduction in net income through renegotiation
in 1944, 71 percent was accounted for by manufacturers of electrical and other
machinery, iron and steel products, and transportation equipment."

II. YIELD OF THE EXCESS PROFITS TAX

During the 6 years, 1940-45, when the excess profits tax was in effect, the total
net income of all corporate taxpayers was approximately $121 billion, after al-
lowance is made for the effect of renegotiation, and nearly half of this was paid
in Federal income and excess profits taxes. Taxes ranged from 22.8 percent of
net income in 1940 to 55.9 percent in 1944 (table 2).

T.ABLE 2.--Yt income and total taxes after renegotiation of all corporations with
net inCome, 1940-115

[Dollar amounts in millions]

Taxes after renegotiation
Net income - Total taxes

Year after rene- as percent
gotiation Income Excess- of net in-

tax profits Total taxes come
tax

1940 - -...-... ........................... $11,203 $2,144 $374 $2,549 22.8
1941 .......................... . , 111 3,745 3,359 7,168 39. 6
1942- ..................................... 21, 4162 4,298 , ,601 10, 941 51.0
1943 2---------------------------------- , 928 4, 465 9,238 13, 785 55.3
1944----------------------------------... 24,660 4,335 9,374 13,778 55.9
1945....... ................ __.... 20, 509 4,175 6,180 10,399 50. 7

Total....... __..................... 120, 873 23,172 35,126 58,620 48.5

In the peak years 1943 and 1944, the indicated yield of the ordinary income
tax was roughly $4.4 billion and that of the excess profits tax was roughly $9.3
billion. However, these figures exaggerate the relative importance of the excess
profits tax. Since excess profits were not subject to the ordinary income tax, a
substantial portion of the reported excess profits tax merely replaced revenue
that would otherwise have been collected through the regular corporation income
tax.

The approximate amounts that the wartime corporation income tax would have
yielded if it had applied to the entire net income, instead of only to the income
not subject to the excess profits tax, are shown in table 3. These estimates were
made by applying the top corporation income tax rate to the amount of taxable
net income excluded from the income tax base and then adding the actual in-
come taxes collected.

11 Statistics of Income for 1944, pt. 2.
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TABLE 3.-Estimated yield of the corporation income tax if it had applied to total
corporate net income, 1940-45

[Dollar amounts in millions]

Net income Income tax
Year Income tax after renego- as percent of

tiation net income

1940 -..-.-.. . . . . . . . . ..- ---------------- - $2,175 $11 203 19.4
1941--------------------------------------------------- 4,850 18,111 26.8
1942 . --...--.- - - --.. . . . . . . . . . . . 7,755 21,462 36.1

1943-- -- -- -- -- -- -- -- -- -- -- -- -- -- -- -- -- - -9, 144 24, 928 36.7
1944-..-.... -. - - --.--.-. . . . . . . . . . . . . . 8, 951 24,660 36.3
1915..........................------------------------------------------ 7,337 20. 509 35.8

Total ..............--------------------------------------- 10,218 120,873 33.3

Table 3 shows that for the 6-year period, 1940-45, the total income tax that
would have been collected if the rates had applied to all corporate net income
is over $40 billion. In the peak years 1943 and 1944, the yield would have been
approximately $9 billion, or about two-thirds of the actual yield of combined
income and excess profits taxes.6

The approximate differential effect of the excess profits tax is revealed by a
comparison of the figures in tables 2 and 3. As shown in table 2, the total war-
time tax yield in the period 1940-45 was $58.6 million after taking account of
the effect of renegotiation. Since the corporation income tax alone would have
produced $40.2 billion, the yield attributable to the excess profits tax on this
basis was roughly $18.4 billion or $16.7 billion less than the original $35.1 billion
paid as excess profits taxes (after renegotiation).

It is noted, however, that the $18.4 billion estimate does not take account of
the tax-reducing effects of carry-back refunds, relief claims, and the special amor-
tization deductions which were spread back after the war. Consequently, it
still overstates the net yield of the excess-profits tax. It is estimated that these
downward adjustments have amounted to, roughly, $2.2 billion up to June 30, 1950.
If this amount is subtracted from the $18.4 billion figure computed above, the
net yield of the excess profits tax becomes, roughly, $16.2 billion.' (Table 4.)

TABLE 4.-Computation of the net yield of the wartime excess profits tax, 1940-15

Millions of
dollars

1. Total excess profits taxes reported on tax returns afer renego-
tiation.........--------------------.------- 35,126

2. Deduct portion of the yield attributable to the regular corporationincom e tax . . .. . . .. . . .. . . . .. . . .. . . .. . . . -- 16, 724income tax---------------------------------------------------16,724

3. Equals yield of the excess profits tax before adjustments for
subsequent refunds........------------------- 18,402

4. Deduct refunds due to carry-backs, respread of special amortization,and relief claim s' |  . . . . . . . . . . . . . . . . . . . . . . -2, 200and relief claims'----------------------------------------------2,200

5. Equals estimated net yield of the excess profits tax ------ 16, 212
SThrough fiscal year ending June 30, 1950.
2 Not including the additional tax collected as a result of audit.

Since the total net income after renegotiation for all corporations with net
income amounted to $121 billion, the $16.2 billion net yield of the excess profits

5 The effective rates of income taxes run 3 or 4 percentage points below the top combined
normal and surtax rates in each year. There are several reasons for this apparent dis-crepancy. Probably the most important is that reported net income includes dividends
received, while approximately 85 percent of these are deducted from net income before
applying the tax rates. In addition, total net income includes incomes, such as partiallyexempt interest, capital gains, and income of small corporations, which are not subject tothe top combined normal and surtax rates. Finally, for some corporations, the net incomeof the year is reduced, before the tax rate applies, by the amount of net operating lossescarried over from other years. Each of these items tends to lower the ratio of total taxto report net income below the full statutory tax rate.

oThe amounts of additional tax collected as a result of audit adjustments are notincluded.
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tax amounted to an effective rate of 13.4 percentage points. However, a 13.4-
point increase in the corporation income-tax rates would not have produced the
equivalent of the net yield of the excess profits tax because net income overstates
the actual tax base. After adjustment for these differences, it is estimated that
the net yield of the excess profits tax could have been raised by an increase of
approximately 14.5 percentage points in the corporation income-tax rates. In
the peak years 1943 and 1944 the additional percentage-point increase in corporate
rates that would have been required was probably closer to 1S percent.'

III. DISTRIBUTION OF TIIE WARTIME TAXES

The excess profits tax concentrated much of the over-all burden of wartime
corporation taxes on a relatively small proportion of corporations. As shown in
table 5, the number of corporations paying excess profits tax was never as much
as one-fourth the number of all corporation income taxpayers in any of the
6 years 1940-45. The share of total corporation net income which was treated
as excess profits was, however, much larger. In 1943 and 1944, 46.1 percent of
the net income of all corporations was subject to excess profits tax, and for the
whole 6-year period, 38.4 percent of total net income fell within the statutory
definition of "excess profits."

These figures indicate that the relatively few corporations with excess profits
accounted for a very large portion of total corporation incomes. Partly as a
result of this concentration of income and partly as a result of the high rate of
tax on excess profits, corporations with excess profits paid, roughly, 85 percent of
the total corporation taxes in the period 1940-45. (See appendix, tables 4 and 5.)

TABLE 5.-ComIparison of net income reported by all corporations and by corpora-
tions subject to the excess profits tax, 1940-45

[Dollar amounts in millions]

Corporations with net income Net income after renegotiation Income subject to
excess profits tax

Subject to excess Corporations sub-
Year profits tax All cor- ject to excess Percent

Total orations profits tax
number with net Amount ofnettal

income icmNumber Percent income Percentincome
of total Amount of total

1940.- - --- -- -- 220, 977 13, 440 6. 1 $11. 203 $3, 921 35.0 $912 8. 1
1941-------------- 264, 628 42, 412 16.0 18, 111 11,632 64.2 6,335 35. 0
1942.------- - 269, 942 54, 002 20. 0 21,462 15, 716 73.2 8, 554 39.
1943 ................ 283,735 68, 202 24.0 24,928 19, 877 79.7 11,493 46. 1
1944-.--------------- 288,904 55, 912 19.4 24. 660 19, 576 79.4 11,375 46. 1
1945. ----- -- 303,019 52,097 17.2 20,509 14,132 68.9 7,796 38.0

Total---------- -------------- 120, 873 84, 854 70.2 46, 455 38. 4

A. Differences among industries

Among the 8 principal industry divisions, the excess profits tax had greatest
effect upon manufacturing concerns and least upon financial companies. As
shown in table 6, 42.2 percent of the manufacturing companies were subject to
the excess profits tax in 1944, and 54.8 percent of the net income of all manu-
facturing corporations was taxable as excess profits. At the other extreme, only
2.7 percent of finance corporations had excess profits tax liability. The relatively
small impact of the excess profits tax on the finance group is explained by the
fact that much of their income took the form of incomes not subject to excess
profits tax.

'See footnote 1. p. 4.
8The estimate for an individual year cannot be made precisely because refunds cannot

be allocated by tax years.
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TABLE 6.-Percent of corporations and of total net income subject to excess
profits tax, by industrial groups, for returns with balance sheets only, 194

Percent of net
Percent of Percent of net income ac-

corporations income sub- counted for
Industrial group subject to jecttoes by corporam-

excess profits rofits tax tions subject
tax to excess

profits tax

M anufacturing --. - - - --... -. . . . . . . . - -. . . . . . . . . 42. 2 54.8 89.2
Public utilities --...- ..-.... . . . . . . . . . . . . . . . . . . . 23.5 44.1 86.4
Trade -..... - - - - - --.-.. . . . . . 22.0 48.0 81.8
Service - -..... --....................------------ 18.3 38.9 72.0
M ining and quarrying- - -- - - --.-...... .--.. . . . 16.4 18.4 63.0
Agriculture, forestry, fisheries - -----..-.... . ........... . 16. 4 29.8 65. 6
C onstruction ... .. .... .... ..... .... .... ..... . 15.3 39.4 66.8
Finance, insurance, real estate ..........--------------------------------.. 2. 7 2. 1 8.1

All industrial groups-......... - - - --.. . .. ....... 20. 5 44. 4 76.5

NOTE.-The percentages are based on net income after adjustment for renegotiation.

Table 7 indicates that the proportion of total net income that was paid in
taxes varied widely among industries, ranging from 32.5 percent for finance
companies to 61.3 percent for all manufacturing taxpayers in 1944. It also
shows that the average effective rates of total taxes for firms which were subject
to excess profits tax were substantially higher in each industry than the effective
rates for the industry as a whole.

TABLE 7.--Effective rates of total taxes, by industrial groups 1941,

All corpora- Corporations
Industrial group tions with subject to

net income excess profits
tax

Percent Percent
Manufacturing ................---------------------------------------------. 61.3 64.5
T rade . ..- . . . . . . . . . ......................-- - - - - 57.4 63.7
P ublic utilities --.-.. -... .. .- -.. ...... .... .... .... .... .... .... .... .... 55. 8 59.1
Construction . -......-... . . . . . . . . . . . . . . . . . . . . . . . . . . 51.2 62.6
Service ... -. ............ -.a-.-....- - - --. . . . 51.2 59.7
Agriculture, forestry, fisheries .....--- . . . 47.0 57. 0
M ining and quarrying -............................. . 42.5 52.3
Finance, insurance, real estate I ....-.....-.. . .............. . 32. 5 50.0

All industrial groups- . - --.--.....-..- --......-.. . . . . . .. . . . . . . . 55 9 62.9

I The effective rates for the finance group were computed on the basis of net income after correction for
both the life-insurance reserve credit and the dividends-received credit since these items are very large for
this group.

NoTE.-The effective rates were computed on the basis of net income and tax liabilities after adjustment
for renegotiation.

B. Differences among corporations of different sizes
Differences in the impact of the wartime taxes among corporations of dif-

ferent sizes are shown separately for nonfinancial corporations in tables 8 and
9.° The total wartime taxes were apparently largest as a percent of net income
for corporations with assets of $500,000 to $100,000,000. Corporations with assets
of more than $100,000,000 were affected somewhat less severely, and the burden
on small corporations as a group was comparatively light.

Financial corporations are not included because they paid relatively little excess-profits
tax. (See tables 6 and 7.)
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TABLE 8.--Percent of nonfinancial corporations and of their total net income
subject to excess profits tax, by assets size classes, returns with balance sheets
only, 1941

Percent of net
Percent of Percent of income ac-

corporations total net counmlted for
Total assets classes subject to income sub- by corpora-

excess profits ject to excess tons subject
tax profits tax to excess

profits tax

Under $50,000 -.. .. . ....-- - -...... . . . . . . . . . . . . . . 5.2 4.4 19 5
$0,000, under $10.00..... --------------------------------------- 24. 1 18.3 49. 5
$100,000 under $250,000 .-..- --.......... ..-. . . . . . . 43.4 35.3 71.
$250,000, under $500,000 - -- ---- _ ---- 59. 6 48. 5 82. 5
$500,000, under $1,000,000 ------ -------- ---- - 66.8 53 9 86.3
$1,000,000, under $5,000,00 ---------. .. .. ... ... .. 71 7 57.4 88.5
$5,000,000, under $10,000,000 ---------------------------------- 72.1 57. 1 89.2
$10,000,000, under $50,000,000-. -- --- ---- -- --- 73. 3 55. 9 87. 8
$50.,000,000, under $100,000,000. - - - - ---- - - - - - - - 77. 1 56.5 92.3
$100,000,000 and over.............--------------------------------------- 75. 2 46. 7 89.1

Total- - - -- - - - - - - - - - - - - 27.3 50.4 86.2

NorE.-The percentages are based on net income after adjustment for renegotiation.

Among nonfinancial corporations, with assets of $500,000 to $100,000,000, the
average tax experience was fairly consistent. In 1944, excess profits taxes were
paid by two-thirds or more of these corporations and from 54 to 57 percent of
their net income was subject to excess profits tax. Total taxes amounted to
about 62 percent or 63 percent of income in these classes; and for those paying
excess profits taxes, the effective rate of total taxes was around 66 percent.

TABLE 9.-Effectire rates of total taxes for nonfinancial corporations, returns
with balance sheets only, by assets size classes, 1944.

All corpora- Corporations
Total assets classes tions with with excess

net income profits tax

Percent Percent
U nder $50,000 ------------------ -.----------- ------------ -28. 1 42. 4
$50,000, under $100,000 -...... ...... -- - -- - -- - ------- 37.2 49.2
$100,000, under $250,000-........... .......... --- - - -.......... ... 48.2 57.0
$250,000, under $500,000 -... - . ...-------- - ------. .-------------- - 57. 2 62. 9
$500,000, under $1,000,000-...... .. . . .. . . .. . . . .. . . .. . . .. . 61.3 65.7
$1,000,000, under $5,000,000 - - - - - -- - -- ----... . . .. . . . . 63.1 66.6
$5,000,000, under $10.000,000 -..... ... ... .... ... ... ... -------.. 62.8 66. 1
$10,000,000, under $50,000,000 -.- .... .. .. .. .. .. .. .. . ...-.-- 62. 4 66. 0
$50,000,000, under $100,000,000 ....------- -- --- - ------------- 62.0 64.1
$100,000,000 and over........------------------------------------------ 57. 3 60.0

T otal --....-..... . . . . . . . . . . . . . . . . . . . . . . . . . . . 59. 0 63.1

NoTE.-The effective rates are based on net income and tax liabilities after adjustment for renegotiation.

While three-fourths of largest nonfinancial corporations paid excess profits tax
in 1944, less than half of the total net income of these corporations was subject
to that tax. This indicates that the wartime profits of this group rose less above
their credit for normal earnings than was true of the middle groups.

A relatively small proportion of small nonfinancial corporations paid excess
profits tax, and the proportions of total net income subject to that tax for these
corporations were smaller yet. For example, only 5.2 percent of nonfinancial cor-
porations with assets of less than $50,000 paid excess profits tax in 1944 and
total tax applied only to 4.4 percent of the net income for the group. Among
the smaller corporations, the average tax burden tended to vary directly with
size; percentages of taxpayers and income subject to excess profits tax and the
effective rates of total taxes all rose progressively with increased amounts of
assets.

The appendix tables which follow present the information summarized above
in greater detail.
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DEFINITION OF TERMS

Net income is the amount of income reported by the corporation before statu-
tory adjustments in arriving at income subject to normal and surtax. It includes
the full amount of dividends received, Government interest subject to surtax
only, and capital gains, but it does not allow for carry-overs of net operating loss
deductions from other years. For the purpose of these tables, net income, as
tabulated in Statistics of Income, part 2, has been adjusted for the years 1942-45
by subtracting the net life insurance reserve credits which were treated as deduc-
tions in 1940 and 1941.

Income subject to excess profits tax is the reported adjusted excess profits net
income as defined in Statistics of Income, part 2.

Renegotiation adjustments of net income and taxes include only those war
contract adjustments made after tax returns were filed. Since some adjust-
ments made currently were reflected in the tax returns, the amounts shown here
understate somewhat the total effects of renegotiation.

Excess profits tax is that imposed by section 710 of the Internal Revenue Code,
as amended. For 1942, 1943, and 1944, the amount shown is the excess profits
tax liability reported less the credit for debt retirement and the net postwar
refund. For 1945, the substituted 10-percent credit was deducted. The amount
for the years 1943 through 1945 is before the amount deferred under section 710
(a) (5) (relating to abnormalities under section 722) and after any adjustments
reported on returns under other relief provisions. The amount for 1942 is after
both the section 710 (a) (5) deferment and any other relief provisions.

Total taxes are the sum of corporation income and excess profits taxes and a
small amount of declared-value excess profits tax which is not shown separately.

(NOTE.-Figures in the tables may not add to totals because of rounding.)

APPENDIx TABLE 1.--Adjustments of net income and corporation taxes resulting
from renegotiation, 1942-45

[Dollar amounts in millions]

Total 1942 1943 1944 1945

Total number of corporations with net income .----.......... 269,942 283,735 288,904 303,019
Number of adjustments ___________________ 6,471 5,355 4,167 2,077

Net income of all corporations with net income:
Before renegotiation...... ._____________ $98,235 $23, 245 $27,820 $26,139 $21,031
After renegotiation........ ____ _________ 91,559 21,462 24,928 24, 660 20, 509
Reduction._____ ________ ____ 6, 676 1, 783 2, 893 1,478 522

Income tax:
Before renegotiation _____.____ . . ._________ . 17, 353 4,338 4,479 4,353 4,183
After renegotiation __ ________________ 17, 283 4,298 4,465 4,345 4,175
Reduction________________________ 71 40 14 9 8

Excess profits tax:
Before renegotiation-____. -__.- -______________ 36, 132 7,852 11,291 10,432 6,557
After renegotiation . __.. . . _____ 31,393 6,601 9, 238 9, 374 6,180
Reduction-__----______- __________--- - 4, 739 1,251 2, 053 1,058 377

Total taxes:
Before renegotiation ____________ ___ 53,860 12, 256 15, 925 14,884 10, 795
After renegotiation -____ ___________ __ 48, 903 10,941 13, 785 13, 778 10, 399
Reduction-_________---------------- 4, 958 1,316 2, 141 1, 106 ,'i

Source: Statistics of Income, pt. 2.
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APPENDIX TABLE 2.--Number of returns and net income of all corporations with
net income and of corporations subject to excess profits tax, 1940-45

[Dollar amounts in millions]

ALL CORPORATIONS WITH NET INCOME

Number of returns Net income after renego-
tiation Income sub-

ject to excess
Year A cro profits tax

All corpora u All corpora- ions subject after reneg
tions with ionsions with tionssubject station
net income to excess ions withncome to excess station

profits tax net income profits tax

1940 _...._................ 220, 977 13,440 $11,203 $3,921 $912
1941__ . . . . . . . 264,628 42,412 18,111 11, 632 6,335
1942 -....--------- - 269, 942 54, 002 21,462 15, 716 8, 544
1943--------------------------___ 283, 735 68, 202 24, 928 19,877 11,493
1944___ 288, 904 55,912 24, 660 19,576 11,375
1945.. 303,019 52,097 20,509 14,132 7,796

Total--------- ------------- 1,631,205 286, 065 120, 873 84, 854 46, 455

NONFINANCIAL CORPORATIONS WITH NET INCOME

1940_..____________ 161,989 112,674 $9,172 (2) $777
1941___ 198,324 '36,012 15,914 3 $11,128 (2)
1942____ ____ 201,453 (2) 19, 743 (2) 8, 486
1943---------------------------- 208,779 65,436 23,039 19,610 11,424
1944...____ 206,067 53,848 22,446 19,318 11,307
1945..... ....................... 212, 451 49,369 17,888 13, 804 7,722

FINANCIAL CORPORATIONS WITH NET INCOME

1940............................. 58, 988 659 $2, 031 (2) 1 $12
1941-------------- 66, 304 3 2,042 2,197 3 $369 (3)
1942 68, 489 (2) 1,719 (2) 58
1943 .. .. .. .. .. .. .. .. .. . 74, 956 2, 766 1,889 267 69
1944_____________ ___ 82,837 2,064 2,214 258 68
1945............................. 90,568 2,728 2,621 328 74

i Excludes consolidated returns.
2 Not available.
a Excludes returns which did not submit balance sheets, also fiscal year returns filed under the 1940 law.

Source: Statistics of Income, pt. 2.
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APPENDIX TABLE 3.--Pcrccnt of corporations and of total net income subject to
excess profits tax, 1940-45

[Dollar amounts in millions]

ALL CORPORATIONS WITH NET INCOME

Percent of
Percent of Percent of net income

corporations net income accounted for
Year subject to subject to by corporations

excess profits excess profits subject to
tax tax excess profits

tax

1940 ------------------------------------------------- 6.1 8.1 35.0
1941-- 16.0 35.0 64.2
1942- 20.0 39.8 73.2
1943 ----- ----- ----- ----- ----- ----- ----- ----- ---- 24.0 46.1 79.7
1944 ------- ------- ------ - ------ -------- 19.4 38.0 79.4
1945 ........... ... . . . . ... 17. 2 38.4 68.9

NONFINANCIAL CORPORATIONS WITH NET INCOME

1940. --------------------------------- 7.8 8.5 (')
1941 -- - - -- - - - - - - - - - - - - 18.2 (') 69.8
1942 ---------------------------------- () 43.0 (I)
1943----------------------------------- 31.3 49.6 85.1
1944- --------------------------------- 1 26.1 50.4 86.1
1945 ------------------------------------------------ 23.2 43.2 77.2

FINANCIAL CORPORATIONS WITH NET INCOME

1940 ...- - - - -..- --.-... . .. . 1.1 0.6 (I)
1941-........ --.. .. . .. . .. .. . .. . .. .. . .. . .. . 3.1 (I) 16. 0
1942 .--..-.... - - - - - - --.. . . . . . . (I) 3.4 (I)
1943- - - - - - - - - - - - - - - - - - 3.7 3.7 14.1
1944 2.5 3.1 11.7
1945 3.0 2.8 12.5

1 Not available.

Source: Appendix table 2.
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APPENDIX TABLE 4.-Effective rates of total taxes for all corporations with wet

income, 1040-45

[Dollar amounts in millions]

ALL CORPORATIONS WITH NET INCOME

Taxes after renegotiation Total taxls
Net income as percentrengo aof pnt

Year after renego- onetstation Incometax Excess profits Total taxes income
tax

194-...___ _ - _ -______ $11,203 $2, 144 $374 $2, 549 22.3
19 4 1 .... _._... _ _... . . . . . . . . . 18 , 1 1 1 3 ,7 4 5 3 ,3 5 9 7 ,1 68 3 0 .6
1942...___ 21,462 4,298 6,601 10,941 51.0
1943... ___________ 24, 928 4,465 9,238 13, 785 55.3
1944 -.....-. _ _.. _ _ _ _ 24,660 4,345 9,374 13, 778 65.9
1945.---- --- - 20,509 4,175 6,180 10,399 50.7

NONFINANCIAL CORPORATIONS WITH NET INCOME

1940 ...-__._ __...... _ _ _ $9,172 $1,955 $366 $2,351 25.6
1941 ------- ------- 15. 914 3.463 3,318 6,844 43.0
1912_._______ _____ _ 19,743 3,949 6,555 10,545 53.4
1943.. 23,039 4,060 9, 182 13,321 57.8
1944... 22, 446 3,852 9,316 13, 224 58.9
1945---- 17, 888 3, 572 6,120 9, 733 54.4

FINANCIAL CORPORATIONS WITH NET INCOME

1940------------------------------$2,031 $189 $7 $198 9.7
1941.--------------------------- 2,197 282 41 324 14.7
1942----------------------------- 1,719 349 46 396 23.0
1943 ..... ..... . , 1.889 405 56 464 24.6
1944------------------------------2,214 493 58 554 25. 0
1945.----.. ------.-............. 2,621 603 60 66 25.4

Source: Statistics of Income, pt. 2.
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APPENDIX TABLE 5.-Effective rates of total taxes for corporations subject to
excess profits tax. 1940-45

IDollar amounts in millions]

ALL CORPORATIONS WITH NET INCOME

Taxes after renegotiation Total taxes
Net income Total taxes

Year after renego- as percent
tiatinExcess-profits Tof li!t

station Income tax x Total taxes incometax

1940-----------------------------.......... . $3,921 $917 $374 $1,317 33.6
1941 -........-... .......... 11,632 2,424 3,224 5,703 49.0
1942 .-...- . ... .. ... .. .. -- 15,716 (') 6,601 (2) (2)
1943 -........ .........-. 19,877 3,001 9,238 12, 302 61.9
1944.....------------------------- 19, 576 2,896 9, 374 12, 317 62.9
1945 -....-. -- - - - --...--. . 14,132 2,348 6,180 8, 560 60.6

NONFINANCIAL CORPORATIONS WITH NET INCOME

1940 ...---------.... -----------------. (2) (2) $366 (2) (2)

19411 --.-.. -- - -.- ............. $11,128 $2,330 3,151 $5, 534 49.7
1942 ..... .. . .. . . .. . . ..- (2) (2) 6, 555 (2) (2)

1943 -.... .---..-.... . . ... ... 19,610 2,932 9,182 12,177 62. 1
1944 -. --..-.--. -- - --.-.-.. . . . . 19, 318 2, 833 9, 316 12,195 63. 1
1945 -....-.-......... 13, 804 2, 267 6,120 8,418 61.0

FINANCIAL CORPORATIONS WITH NET INCOME

1940 ..... - - - - - --... (2) (2) $7 (2) (2)
1941 --....... ............ - - $369 $67 41 $107 29.0
1942-- - - -- - - - (2) (2) 46 (2) (2)

1943.... -.....-..... ........ 267 69 56 125 46.8
1944----------------------------- 258 63 58 122 47.3
1945 ----------------------------- 328 81 60 142 43.3

1 For 1941, data for fiscal year corporations filing in 1941 under the 1940 law are not available for corporations
subject to excess-profits tax; however, the amounts of income and tax liability for these corporations are
included in the totals for all corporations with net income, appendix table 4.

2 Not available.

Source: Statistics of income, pt. 2.
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APPENDIX TABLE 6.-Effective rates of total taxes for all corporations with net
income, by major industrial groups, 1944

[Dollar amounts in millions]

Net
income

Major industrial groups after
renego-
tiation

A ll in dustrial grou ps --_ __......... . . . . . .

Nonfinancial groups .------- - _ __ _---

Manufacturing -_________ ____

Rubber products ---
Electrical machinery and equipment ......
Automobiles and equipment except electrical
Transportation equipment, except automo-

b iles - - - - - --- - - -- - - - - - - -
Machinery, except transportation equipment
and electrical - - - - - - - - - - - - - -

Cotton manufactures ... ..................
Other manufacturing___ _________
Iron, steel, and products __........ . .....
Textile-mill products, except cotton ..
Paper and allied products __
Apparel and products made from fabrics-----
Manufacturing not allocable -...............

Beverages
Nonferrous metals and their products -------
Printing and publishing industries ........
Food and kindred products---.......
Leather and products.. . .........
Stone, clay, and glass products ... ........
Furniture and finished lumber products ...
Chemicals and allied products-.......
Lumber and timber basic products.....
Tobacco manufactures - -- --.. _-.. . .... ....
Petroleum and coal products ... _..........

T rad e .-.-- ......... ......... ......... ....

R etail .. -.... .... - - - - - -

General merchandise .................
Apparel and accessories
D rug stores ..- --.... . . . .. . . . . . .
Food stores, including market milk

dealers- .-..-... - -.--..-.- -
Other retail trade --
Filling stations ........
Eating and drinking places -.....
Furniture and house furnishings-...
Retail trade not allocable . . . .
Building materials, fuel, and ice ........
Automotive dealers -__ - - -_____

Hardware-- ....
Package liquor stores-..-------

Wholesale -------------------------.-.-.--

Other wholesalers...._..... _
Commission merchants_____.. - _

Trade not allocable -....................
Public utilities ................

T r nsportation ................... -..... ...
Communication -.- -- --.. ............ .
Other public utilities.... .............

Construction - - ...-.. . . . . . . . . . . . . . . . .
Service --.. --........ . . . . . . . . . . . . . . . .

Amusements, except motion pictures........
M otion pictures .. ...... ...... ...... .....
Miscellaneous repair services, hand trades-._
Other service, including schools - ------
Business service ........... -....... ......
Hotel and other lodging places.......
Personal service -- .. ....... . . .-----
Automotive repair services and garages -..
Service not allocable--- _... .............-.

See footnotes at end of table.

$24, 660

22. 448

13, 585

296
859
300

1,826

1, 283
259
306

1, 880
496
397
250
177
386
426
575

1, 109
139
244
158

1,244
158
166
650

3,288

1,813

931
234

53

148
87
12
66
86
40
69
65
14
7

1, 218

1, 125
92

257
4, 271

2, 565
731
974

162
621

51
269
15
32
79

104
62
9
1

Taxes after renegotiation Total

Income Excess- Total
tax profits taxes

tax

$4,345 $9.374 $13,777

3,852 9,317 13,225

2. 193 6, 101 8,326

31 176 208
93 485 579
36 165 202

216 992 1,213

167 677 847
38 131 169
43 152 196
284 904 1,192
79 231 312
69 174 244
37 112 152
29 77 107
70 162 233
70 186 257
95 248 345
219 427 649
27 53 80
52 87 140
30 59 90
238 459 699
33 46 80
51 29 80
187 65 253

565 1,304 1,886

301 758 1,069

128 486 619
34 102 137
9 20 29

33 47 80
16 27 44
3 3 6
12 21 33
21 19 41
9 7 17
16 11 28
15 11 26
3 2 5
1 1 2

208 479 692

192 449 646
16 30 46

56 68 126
816 1,565 2,384

423 1,162 1,587
132 211 343
262 192 454

29 53 83
117 199 318

7 23 31
47 100 147
2 6 8
5 11 17
18 20 38
23 26 49
13 12 26
2 1 3

(2) (2) (2)

axes~ as
percent
of net

income

55. 9

58. 9

61.3

70. 3
67.4
67. 3

66. 4

66. 0
65. 3
64.1
63.4
62. 9
61.5
60. 8
60. 5
60. 4
60. 3
60.0
58.5
57.6
57.4
57.0
56. 2
50.6
48. 2
38.9

57. 4

59. 0

66. 5
58. 5
54.7

54.1
50. 6

50.0
47. 7
42. 5
40. 6
40. 0
35. 7
28.6

56. 8

57. 4
50. 0

49. 0
55.8

61.9
46. 9
46. 6

51.2
51.2

60.8
54.6

(1)

53. 1
48. 1
47. 1
41.9

(I)
(I)
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APPENDIX TABLE 6.--Effective rates of total taxes for all corporations with net
income, by major industrial groups, 1944-Continued

[Dollar amounts in millions]

Net Taxes after renegotiation Total
income - taxes as

Major industrial groups after Excess- percent
renego- Income Total o net

nrftation tax p taxes income

Nonfinancial groups-Continued
Agriculture, forestry, and fishery--------

Fishery - - - - - - - - - - - - - - - -
Agriculture and services - -.-..............

Forestry

M ining and quarrying -----.-..............

Non-metallic mining and quarrying ---...
Bituminous coal, lignite, peat, etc.....
Crude petroleum, and natural gas produc-

tion.............---------------------------
M etal m ining ---- --------------------. ---
Anthracite mining........... .... ..
Mining and quarrying not allocable -.......

Nature of business not given -..............
Financial groups - . . . . . . . . . . . .. .

Lessors of real property, except buildings -.-.-.-
Real estate, including lessors of buildings --...
Finance . . . . . . . . . . .

Short-term credit aencies, except banks ---
Other finance companies ---- -----
Long-term credit agentics, mortgage com-
panics, except banks .-........-...... -

Banks and trust companies - ---
Finance not allocable -..............---
Security and commodity-exchange brokers

and dealers . . . .. . - ---. . . . .
Other investment companies, including

holding companies .
Investment trusts and investment com-

p an ies ---.. -.-.. .. .. . .. . .. .. . .. . .. .

Insurance carriers, agents, etc -- -------

Insurance agents, brokers, etc -......
Insurance carriers _ ... . ... ... ..

$134 $29 $33 $63 47.0

2 (2) 1 1 ()
129 28 32 61 47.3

3 1 (2) 1 ( )

369 99 58 158 42.5

43 10 12 22 51.2
101 28 20 49 48.1

98 27 11 38 38.8
110 28 14 42 38.2
16 5 1 6 (1)

1 (Z) (Z) (1) (')

17 4 3 6 38.3
2, 214 493 58 554 25.0

110 34 12 47 42.7
335 85 17 103 31. 7

1.,358 281 11 293 21.6

55 is 3 21 38.2
21 7 2 8 (I)

6 2 (2) 2 (I)
730 198 5 203 27.8
11 3 (2) 3 (1)

30 7 1 8 (I)

309 36 (2) 36 11.7

197 11 (2) 11 56

411

32
379

I Percentages cannot be computed accurately from rounded figures.
2 Less than $500,000.

Source: Statistics of Income for 1944, pt. 2.

92 18 110

8 4 12
85 13 98

26. 8

37. 5
25. 9
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APPENDIX TABLE 7.-Effective rates of total taxes for corporations subject to
excess profits tax, by major industrial groups, for returns u-itl balance sheets
only, 1944

[Dollar amounts in millions]

Major industrial groups

All industrial groups -... ............-.--.

Nonfinancial groups-------- --------

Manufacturing .....-----.-----------------.

Rubber products___ -_____- _____- _
Electrical machinery and equipment........
Automobiles and equipment --_
Machinery, except transportation equip-

ment and electrical-_
Nonferrous metals and their products--.....
Other manufacturing -. -_________

Cotton manufacturing ... ..-.- ___ _..........
Iron, steel and products ..-.................
Transportation equipment, except auto-

mobiles ........----------------------
Manufacturing not allocable---------
Textile-mill products, except cotton -.--....
Apparel and products made from fabrics-----
Printing and publishing industries -.......
Paper and allied products -......

Beverages .- -- --- -. .... .. . . . .. . . . .. . . . .
Stone, clay and glass products .-------------
Furniture and finished lumber products -..-
Food and kindred products -...............

Leather and products____________
Chemicals and allied products --............

Lumber and timber products _______
Tobacco manufactures --- --.. - ----. . . .
Petroleum and coal products -.............

T rade -. --.-. . . . . . . . . . ..--- --. . .

Retail....-----------...-------------------

General merchandise
Apparel and accessories- -- -_.-._
D ru g stores-- ........ .................
Eating and drinking places-- --
Other retail trade _ __ _ _
Food stores, including market milk
dealers - -.. . . .

Filling stations .......................
Automotive dealers --......
Furniture and house furnishings -.-.
Building materials, fuel and ice -.......

H ardw are - - - - - - - - - - - - - -
Package liquor stores --.. ---..... ----

W holesale . --..... ....------- - - - - - -- ---

Other w holesalers_ .......... ..........
Commission merchants. --.. ...------

Trade not allocable _....... ... ... '- ... ..
Public utilities --.--. .-..-..-------------------

Transportation ..-----------------------
Other public utilities _.._..... .. . .. ... ..
Communication-.....------------------

Construction... ... .... ... ... .... .------
S ervice -------- ------- -------- ------- -------

Amusements, except motion pictures .-.....
Miscellaneous repair services, hand trades--_
Other service, including schools -....
Hotels and other lodging places -----------
M otion pictures ---------------------------
Business service -------------------------
Personal service .. .. . .. .- -
Automotive repair service and garages ------
Service not allocable .--.-----------------

See footnotes at end of table.

Net Taxes
income -
after

reneco- Income
tiation tax

$19,441 $2.880

19,186 2,817

12,013 1,681

289 28
824 85
285 32

1,221 148
.340 46
278 34
240 32

1,634 192

1,778 206
142 18
451 64
218 28
496 71
360 57
335 53
192 33
129 21
956 169
120 21

1,140 207
116 20
118 33
351 84

2, 663 3S7

1,530 224

904 120
195 21
43 6
44 7
58 8

124 26
9 2
29 5
60 13
35 7

6 1
2 (2)

974 136

906 126
67 10

159 26
3,679 610

2, 273 320
699 166
707 124

107 14
439 65

40 4
11 1
21 2
56 9

227 34
46 9
32 6

3 (2)
1 (2)

after renegotiation

Excess Total
profits ta

tax taxes

$9, 306

9, 249

6,050

176
483
161

674
182
152
128
901

980
75

230
111
247
174
160
87
59
420
53
457
46
29
64

1,297

755

4S5
101
20
20
27

46
3
10
19
11
2
1

476

446
29

67
1,560

1, 160
190
211

52
197

23
6

11
25
99
19
12
1

(2)

$12,23l

12,111

7, 760

205
569
194

824
229
187
161

1.096

1, 190
93
295
142
320
231
214
121
81
592
74

665
60
61
148

1,696

986

610
126
27
27
35

73
5
16
33
19
3
1

616

577
39

94
2,172

1,482
356
335

67
262

27
7

13
31
133
28
18

(2)

75900-50--8

Total
taxes as
percent
of net

income

62. 9

63. 1

64.5

70.9
69. 1
68. t

67. 5
67.4
67. 3
67. 1
67. 1

66. 9
65. 5
65. 4
65. 1
64.5
64.2
63.9
63.0
62. 8
61.9
61.7
58.3
56. 9
51.7
42. 2

63. 7

64.4

67. 5
64. 6
6?. 8
61. 4
60.3

(I) 59.9

55. 2
55.0
54.3

(I)
(I)

63.2

63. 7
58. 2

59.159. 1
59.0

65.2
50. 9
47. 4

62. 6
59. 7

67. 5ci)
61.9
60 7
58.6
58.3
56.3

(I)
(I)
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APPENDIX TABLE 7.--Effectire rates of total taxes for corporations subject to
excess profits tax, by major industrial groups, for returns with balance sheets
oly, 194-Continued

[Dollar amounts in millions]

Net Taxes after renegotiation Total
income taxes as

Major industrial groups after Excess- percent
renego- Income Total of net
tiation tax profits taxes income

lax

Nonfinancial groups-Continued
Agriculture, forestry and fishery__ -_______ $86 $16 $33 $69 57.0

Agriculture and services_.................... 84 16 32 48 57. 1
Forestry - - - - - - - - - - - - - - - - (2) (2) (2) (2) (I)
Fishery - 1 (2) 1 1 (I)

MIining and quarrying__ _______________ 193 43 57 101 52.3

Nonmetallic mining and quarrying ---..... 30 6 12 18 60.0
Bituminous coal, lignite, peat, etc .. . 58 13 20 33 56.9
Crude petroleum and natural gas production_ 33 7 10 18 54.6
Anthracite mining -- --- -- ------- 2 (1) 1 1 (I)
MIetal mining _ _____________ 69 16 14 30 43.5
Mining and quarrying not allocable .... . ) () () (i) ( )

Nature of business not given -_________ 6 1 2 4 (1)

Financial groups- --... ... .... ..... - 256 63 57 121 47. 3

Lessors of real property, except buildings........ 50 14 12 26 52.0
Real estate, including lessors of buildings ------ 57 13 16 29 650. 9
Finance ------------------------------------ 76 20 11 31 40.8

Other finance companies _ 6 1 2 3 (1)
Short-term credit agencies, except banks... 19 6 3 9 (i)

Banks and trust companies --- ---- 38 10 5 15 39. 5
Security and commodity-exchange brokers

and dealers _ _ _ __ _ _ _ - _ _ _ _ _ 3 1 1 1 ()
Other investment companies, including

holding companies____________ 8 1 (2) 1 12.5
Long-term credit agencies, mortgage com-

panies, except banks-- --------- 1 (2) (2) (2) (I)
Finance not allocable 1 (2) (2) 1 (1)

Insurance carriers, agents, etc 73 16 18 34 46.6

Insurance agents, brokers, etc ______ 14 3 4 7 (1)
Insurance carriers_ 59 14 13 27 45.8

SPercentages cannot be computed accurately from rounded figures.
2 Less than $500,000.

Source: Statistics of Income, for 1944, pt. 2.

APPENDIX TABLE 8.--Effective rates of total taxes for all nonfinancial corpora-

tions with net income, by asset size classes, for returns with balance sheets

only, 1944
[Dollar amounts in millions]

Taxes after renegotiation
Net income -Total taxes

Total asset classes after rene- as percentExcess- of net
gotiation Income

tax profits Total taxes income
tax

Under $50,000_______________ $338 $76 $14 $95 28. 1
$50,000, under $100.000 366 75 58 136 37.2
$100,000, under $250,000 840 144 255 405 48. 2
$250,000, under $500,000 946 152 384 541 57.2
$500,000, under $1,000,000___ 1,186 194 528 727 61.3
$1,000,000, under $5,000,000 3,422 541 1,606 2,158 63.1
$5,000,000, under $10,000,000 ___ -_ 1,733 277 808 1,089 62.8
$10,000,000, under $50,000,00,0 3,913 642 1, 790 2,441 62.4
$50,000,000, under $100.000,000_______ 1,710 274 785 1, 061 62. 0
$100,000 and over-- 7,804 1,446 3,023 4,472 57.3

Total - - -____________ 22, 258 3,820 9, 249 13, 124 59.0

Source: Statistics of Income for 1944, pt. 2.
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APPENDIX TABLE 9.-Effecti'e rates of total taxes for non financial corporations
subject to excess-profits tax, by asset size classes, for returns with balance
sheets only, 1944

[Dollr amounts in millions]

Taxes after renegotiation

Net income - Total taxes
Total asset classes after rene- as percent

gotiation Income Excess- of net
tax profits Total taxes income

tax

Under $50,000_- $66 $13 $14 $28 42.4
$50,000, under $100,000 .................... 181 29 58 80 49.2
$100,000, under $250,000-- -------- 597 s1 255 34) 57. 0
$250,000, under $500,000_ _________ 780 102 384 401 02. 9
$500,000, under $1,000,000 _ __ ____ 1 023 139 528 672 65.7
$1,000,000, under $5,000,000 :j------ , 03S 400 1.,606 2,016 6. 6
$5,000,00, under $10,000,000- ----- - 1. 545 210 808 1,021 66.1
$10,000,000, under $50,000,000.. ......... 3. 437 471 1, 700 2,269 66.0
$50,000,000, under $100,000,000_ ______ 1,578 226 785 1,012 64 1
$100,000,000 and over. _- -- -- -- -- 6. 951 1,146 3, 023 4, 172 60.0

Total - 19, 186 2. 817 0, 249 12. 111 63.1

Source: Statistics of Income for 1944, pt. 2.

Senator MILIKIN. May I ask you this end point question? What
you want is $4,000,000,000, is that what you want?

Secretary SNYDER. We want, under the circumstances, all of the
revenue that the Congress will give us, but at this particular time the
President has suggested, to round out the tax program for fiscal 1951,
and to put it somewhat in balance with the individual and the corpora-
tion and also to try to get at some of these abnormal taxes generated
by the impact of the Korean situation, we would like to try to get
$4,000,000,000.

The CHAIRMAN. As we understand it, that is simply providing a new
springboard?

Secretary SNYDER. Yes.
The CHAmIMAN. For the final leap?
Secretary SNYDER. It has no bearing on the ultimate request for ad-

ditional revenue.
Senator BYRD. Have you anything in mind now, Mr. Secretary,

about asking for increased taxes above this?
Secretary SNYDER. NO, sir; we have no definition of that yet, sir.
Senator KERR. You have the knowledge that it will definitely be

asked for?
Secretary SNYDER. There is no question about that. There will be

additional revenue requested.
The CHAIRMAN. Mr. Secretary, we appreciate your appearance here.

Of course, the members of your staff will be here from time to time.
The committee will not sit this afternoon because of so many unusual
conditions that may arise in the Senate, but we will meet tomorrow
morning at 10 o'clock.

Secretary SNYDER. Mr. Chairman, I appreciate the very, very won-
derful courtesy your committee has shown and I want you to know
that I will be available to come back on call any time you or your
committee would like to have me. The staff will be here at all times.

The CHAIRMAN. We will feel free to call you at any time. I know
you are very busy.

Secretary SNYDER. Yes, but this is important, and I will be glad to
be here at any time.

The CHAIRMAN. We will recess until tomorrow at 10 o'clock.
(Whereupon, at 12:30 p. mn., the committee adjourned to reconvene

on Tuesday, December 5, 1950, at 10 a. im.
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TUESDAY, DECEMBER 5, 1950

UNITED STATES SENATE,

COMMITTEE ON FINANCE,
Washington, D. C.

The committee met at 10 a .m., pursuant to recess, in room 312,
Senate Office Building, Senator Walter F. George (chairman) pre-
siding.

Present: Senators George, Connally, Hoey, Myers, Millikin, Taft,
and Butler.

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

The CHAIRMAN. The committee will please come to order.
The first witness we have scheduled this morning is Mr. Beardsley

Ruml of the Business Committee on Emergency Corporate Taxation.
You may have a seat, please, sir. The committee will now be glad to
hear you on this matter before us, which is the excess-profits-tax bill.

Will you please identify yourself for the record.

STATEMENT OF BEARDSLEY RUML, BUSINESS COMMITTEE ON
EMERGENCY CORPORATE TAXATION, NEW YORK, N. Y.

_Mr. RUML. Mr. Chairman and members of the committee, you have
before you a printed copy of the testimony. The copy of what I shall
present to you follows the text exactly, except for omissions. The
omissions are made in the interest of saving time.

The CHAIRMAN. Very well, Mr. Ruml; you may hand your printed
statement to the stenographer, if you wish it to go in in that form.

Mr. RUML. It is identical.
I am Beardsley Ruml of New York. I appear before you in behalf

of the Business Committee on Emergency Corporate Taxation. This
committee is made up of more than 100 of the leading business exe-
cutives across the country. A number of them are present at this
hearing today.

I am filing a letterhead of the committee which lists the membership,
its officers and committees, and I believe you will agree that the mem-
bership is broadly representative of American industry and com-
merce. Each member is a principal of his own company. Each is
personally active in this committee.

(The information referred to above appears at the end of Mr.
Ruml's prepared statement.)

This committee does not speak for any single company or industry,
but rather from the experience of businessmen who have lived with
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the excess-profits tax through World War II, many through World
War I as well.

We are here because we believe that the kind of defense-emergency
taxes that are imposed now will have a profound effect on our na-
tional production for defense, as well as on our entire future
productivity.

The deep seriousness of our national situation causes consideration
of emergency taxation at this time. The very gravity of the situation
demands that the amount of revenue raised should be adequate and
that the method of raising it should be sound.

We know that any defense-emergency tax will be high. We also
know that we must be prepared to live with high defense taxation
for many years to come. Accordingly, it is imperative that the form
of defense taxation be right, as right as wisdom and experience can
make it.

Our business committee does not argue with the number of dollars.
Whatever amount the Congress decides should come from taxes on
corporate profits, that amount we do not dispute. Our recommenda-
tion here concerns method alone. We are concerned not with how
much, but only with how.

We are certain that greater revenue can be obtained from a sound
defense emergency tax on corporate earnings than will result from any
excess-profits tax. We are equally certain that through effective
procedures for negotiation and renegotiation any undue profits arising
from direct defense expenditures can be recovered.

It is only necessary for me to mention the semantics which pervade-
the whole consideration of the excess-profits tax, and the hysteria
which accompanies it. We have all been exposed to the catch phrases,
and if there were merit and substance behind them, this business com-
mittee would not be opposing an excess-profits tax today.

There are those who honestly believe that we need an excess-profits
tax for psychological or for political reasons. But are the people so
swayed by the lure of words, that we may be forced to put a bad law
on the statute books?

Must we let hysteria sweep us along to a wrong result? There can
be no real or lasting advantage in haste for the sake of empty haste,
or in rushing to the adoption of hurtful and mischievous legislation
just because of its possible psychological appeal.

In this frame of reference our business committee recommends that
the excess-profits-tax proposal and principle be rejected, and that in
its place there be levied an across-the-board corporate-profit levy that
will produce as much revenue as would the proposed excess-profits tax,
and as much as it is deemed necessary and desirable to withdraw from
the earnings of business corporations.

Let me set forth briefly the considerations that have led to this
recommendation.

Analysis shows that basic defects exist, and that they are inherent
in the tax.

Senator MILLIKIN. Or in any other kind of tax.
Mr. RuML. These basic defects are two:
1. It is impossible to select a basic level of earnings, above which

additional profits will be defined as "excess" without wholesale in-
equities, damaging restraint on new and growing business, and on new
and growing processes of production.
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2. It is impossible to impose a high marginal rate on a portion of
the earnings of a company without violent distortion of managerial
judgment. What should be a disciplined effort to meet with efficiency
the public's needs for products and services is transmuted into a skill
in the avoidance of taxation and shrewdness and even carelessness
in the manipulation of business expense. As I shall show later, the
high marginal rate forces even the most prudent management to tax-
begotten judgments which are individually sound, but which in the
aggregate will destroy the free competitive enterprise system of pro-
duction and distribution which has served this country so well and
for so long.

These two basic defects have caused search to be made for methods
of relief, sometimes by administrative relief provisions, sometimes by
exclusions under the law itself. The record as it stands declares the
failure of the relief provisions palliative.

These two basic defects already have forced liberalization of basic
levels and the percentage marginal tax; but with this liberalization the
revenue disappears, and all that is left is a tax structure still grossly
inequitable and still perverse in its impact on managerial judgment.

Because of these defects, which are inherent in any excess profits
tax, we must conclude that the problems of devising an acceptable
excess profits tax is insoluble. Accordingly, any excess profits tax
which involves a basic level of earnings and high marginal rates
should be wholly rejected. Alternative methods of raising revenue
from taxes on corporate earnings are readily at hand.

But first, I wish to show briefly the serious dangers (1) in creating
a tax-oriented business management, (2) in imposing limitations on
growth of investment, and (3) in legislating gross and conspicuous
inequities in a tax system of any kind.

Tax orientation is the consequence of high marginal excess profits
tax rates. Under such rates, to the extent a business is subject to
excess profits taxes, management has two kinds of dollars to work with.
It has cheap earned dollars and expensive earned dollars; cheap
earned dollars are those which, if not spent, will be taxed at high
marginal rates; expensive dollars are those which are taxed at ordinary
rates.

Under the bill proposed by the Ways and Means Committee, the
marginal rate is 75 percent, so the cheap earned dollar is worth 25
cents. The ordinary rate is 45 percent, so the expensive earned dollar
is worth 55 cents, more than twice as much as the cheap dollar.

The creation by tax law of cheap dollars has resulted, and will result
again, in carelessness, waste, and extravagance. The cheap dollar is
demoralizing and breeds waste at every level of management.

Proposals to correct this weakness by a system of Federal inspection
are entirely unrealistic. Such proposals would set up a post audit
of all business expense and a Government agent would be required to
judge after the fact whether an expenditure is to be allowed or dis-
allowed for tax purposes. Since a business manager could only know
the tax consequences of routine actions, risk and enterprise would be
stopped before it began.

The inflationary consequences of Government-induced private
spending have been fully discussed by others and are matters of com-
mon knowledge. What is less well understood is the fact that the
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existence of cheap dollars makes prudent many business activities
that would not be prudent except for the fact that the dollars expended
are cheap.

The excess-profits tax is therefore not a burden, but a subsidy. It
provides cheap dollars to the profitable and established company,
dollars which can and must be used by a responsible management to
safeguard and to extend the position of such a company against com-
petition. If a competitor is not in excess profits, if it is weak in
earnings, or young, or with inadequate capital-in other words, if it
has only expensive dollars in its arsenal, it is a double disadvantage
as against its entrenched rival with tax-created cheap dollars at its
disposal.

The battle for markets, through better service, better coverage, better
inventory stocks-yes, and through better advertising and promotion,
too-will be a battle between the cheap expense dollars and expensive
expense dollars-and the cheap dollars will win because they can
extend farther and can take more risks.

Thus, by reason of the excess-profits tax, the Government will have
created a double standard of dollars with favors going to those who
are already strong. The excess-profits tax is a veritable engine of
concentration, compelling prudent and aggressive business manage-
ment to use wisely its cheap dollars to entrench and to expand. With
Government excess-profits tax cheap dollars, the big will grow bigger
and the small and weak will merge with them, or die.

If this is true, why then does even big business oppose the excess-
profits tax? The reason is that all business wants to avoid putting
tax considerations before market considerations; because when this
happens, competitive enterprise based on efficiency and ingenuity
in serving the public's demands will have been distorted by artificial
and irrelevant factors which have nothing to do with skill in making
and distributing the things and services that people want.

The second danger in an excess-profits tax is that of imposing limi-
tations on the growth of investment. We must have constantly ex-
panding productivity to serve the requirements of defense prepara-
tions, the needs of a growing lpolpulation, and an increasing standard
of living. Expanding production requires expanding investment-
more machines, more buildings, more inventory, and all the rest.

The excess-profits tax put serious obstacles in the way of getting
new investment from any of these sources. Additional debt money is
more risky, and more difficult to pay off. Undistributed profits fade
away. New investment of savings becomes unattractive to the people
since the dangers of loss are not offset by commensurate opportunity
for gain.

The excess-profits tax will hold back dangerously the expansion of
American productivity, so needed both for the general welfare and
the common defense.

The third danger, and the last that I shall mention, is that of legis-
lating gross and conspicuous inequities into the tax system.

No tax system will work unless it is largely self-enforcing. The
average taxpayer, individual or corporate, must feel that he is fairly
treated. He must compute and pay his tax as a matter of conscience
and duty, and must believe that by and large other taxpayers are not
privileged as compared to himself.
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The excess-profits tax is an evil brew of iniquity, exception, exemp-
tion, and privilege. It will poison the spirit of the taxpaying public.
It will undermine the moral compulsions that make the tax system
of the United States so successful. Even if an excess-profits tax with
all its other defects were needed, which clearly it is not, it should be
rejected in principle on this ground alone-that a tax that is con-
spicuously inequitable will destroy the moral compulsions that are
needed to make any tax system work.

I have already given the recommendation of our committee, that an
across-the-board rate increase should be substituted for the proposed
excess-profits tax.

The reasons for such an across-the-board tax may be summarized
as follows:

1. It will be equitable.
2. It will not produce a double standard of dollars, thereby cor-

rupting managerial judgment.
3. It can be made to produce as much revenue now as an excess-

profits tax, and, at the same rates, will produce more revenue as times
goes by. The excess-profits tax will produce less revenue over the
years because of. increased managerial skill in the use of cheap dollars.

4. It will be less of a handicap to new investment.
5. And finally, no compelling substantive reason has been presented

as to why an excess-profits tax should be adopted. Both experience
and reason warn clearly against the adoption of this mischievous tax.
What arguments have been made in favor of the excess-profits tax?
The substantive arguments are few and they do not stand up under
examination.

1. Advocates of an excess-profits tax have been denied the inflation-
ary nature of the formula. They insist that surely the incentive for
raising prices is lowered if only 15 or 25 cents of the profit dollar
can be kept.

Such reasoning, often proceeding from lack of managerial experi-
ence, completely ignores the place of costs in pricing. Business man-
agers have kept unit costs down in the face of rising wage rates and
other expenses by economical use of materials and services, and by
investment in new machine tools and equipment which cut costs.

The excess-profits tax puts a premium on aggressive bidding for
materials and services to maintain and extend markets. At the same
time, since new investment is not an expense but a capital charge, it
is better business judgment to spend the cheap dollars to maintain the
old and less efficient machinery rather than to risk investment in cost-
cutting new machinery.

2. The Treasury has urged an excess-profits tax in preference to
a flat increase in the corporate rate, because the additional tax should
be "more selective," and because it should be limited to "taxpayers
with significant defense profits." To serve the latter purpose, the
$25,000 minimum credit was proposed. This exemption of small
business just as easily could be included in a flat tax increase measure.

The Treasury also seemed to feel that something should be done tax-
wise to level down the earnings of successful corporations. By in-
troducing differential treatment through exemptions and graduated
rates, it thereby proposes to put into effect indirectly the progressive
taxation of corporate income-an issue of grave importance which
has not been a subject of explicit discussion.
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We have contended that the excess profits tax is not equitable. The
Treasury's proposals and its supporting tables prove that the formula
purposely discriminates in favor of some and against others-and that
it is recommended just because it is so "selective." To the taxpayers,
such selectivity becomes plain discrimination.

3. The public has been led to believe that the excess profits tax can
recover unusual profits arising from the defense effort.

Few people understand the excess profits tax applies to only a small
fraction of profitable enterprise. It does not apply to unincorporated
business; it does not apply to rents and royalties, to personal services,
nor to farmers.

The excess profits tax applies only to earnings which arise under the
corporate form of doing business. Such a tax in World War II was
paid by only 1 out of 60 business concerns.

Since economic activity is generally stimulated by expanded de-
fense preparations, then obviously a tax which excludes individual
earnings and reaches perhaps only 1 out of 60 business enterprises
cannot claim to be either equitable or efficient in recovering a proper
share of profits arising from defense.

Business principals with whom we have been in contact are over-
whelmingly opposed to an excess profits tax in general and in detail.
A substantial number of companies represented on our committee
would be favored rather than hurt by an excess profits tax, at least in
the few years ahead. But in the interest of the general public welfare,
they still oppose the tax as being fundamentally unsound.

Even though the excess profits tax might improve their immediate
current earnings as against an across-the-board tax increase, even
though their bargaining position might be improved against lower-
cost producers, nevertheless they reject this unsound tax measure
that, over a period of years, would wreck our economy. They under-
stand full well that the final answer in our conflict with those who
would destroy our free institutions will be given in substantial meas-
ure by which way of life, which type of economy makes the greater,
the sounder progress in the next decade.

These are the facts. On these facts the excess profits tax should be
forever rejected as bad for America.

We all know the seriousness of the times. You, better than we,
know the desire of the people to be dealt with in frankness and to be
given wisdom and patience in leadership.

In this spirit, we submit our case to you, our elected representatives.
(The prepared statement submitted by Mr. Ruml reads, in full, as

follows:)

STATEMENT OF BEARDSLEY RUML, IN BEHALF OF TIE BUSINESS COMMITTEE ON
EMERGENCY CORPORATE TAXATION

I am Beardsley Ruml of New York. I appear before you in behalf of the
Business Committee on Emergency Corporate Taxation. This committee is made
up of more than 100 of the leading business executives across the country. A
number of them are present at this hearing today.

I am filing a letterhead of the committee which lists the membership, its
officers and committees, and I believe you will agree that the membership is
broadly representative of American industry and commerce. Each member is a
principal of his own company. Each is personally active in this committee

This committee does not speak for any single company or industry, but rather
from the experience of businessmen who have lived with the excess-profits tax
through World War II, many through World War I as well.
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We are here because we believe that the kind of defense emergency taxes
that are imposed now will have a profound effect on our national production for
defense, as well as on our entire future productivity.

The deep seriousness of our national situation causes consideration of emer-
gency taxation at this time. The very gravity of the situation demands that the
amount of revenue raised should be adequate and that the method of raising
it should be sound.

We know that any defense emergency tax will be high. We also know that
we must be prepared to live with high defense taxation for many years to come.
Accordingly, it is imperative that the form of defense taxation be right, as right
as wisdom and experience can make it.

Our Business Committee does not argue with the number of dollars. What-
ever amount the Congress decides should come from taxes on corporate profits,
that amount we do not dispute. Our recommendation here concerns method
alone. We are concerned not with how much-but only with how.

We are certain that greater revenue can be obtained from a sound defense
emergency tax on corporate earnings that will result from any excess-profits tax.
We are equally certain that through effective procedures for negotiation and
renegotiation any undue profits arising from direct defense expenditures can be
recovered.

It is only necessary for me to mention the semantics which pervade the whole
consideration of the excess-profits tax, and the hysteria which accompanies it,
We have all been exposed to the catch phrases, and if there were merit and sub-
stance behind them, this Business Committee would not be opposing an excess-
profits tax today.

There are those who honestly believe that we need an excess-profits tax for
psychological or for political reasons. But are the people so swayed by the lure
of words, that we may be forced to put a bad law on the statute books?

Must we let hysteria sweep us along to a wrong result? There can be no real
or lasting advantage in haste for the sake of empty haste, or in rushing to the
adoption of hurtful and mischievous legislation just because of its possible
psychological appeal.

In this frame of reference, our Business Committee recommends that the excess
profits tax proposal and principle be rejected, and that in its place there be
levied an across-the-board corporate profit levy that will produce as much revenue
as would the proposed excess profits tax, and as much as it is deemed necessary
and desirable to withdraw from the earnings of business corporations.

Let me set forth briefly the considerations that have led to this recommenda-
tion.

Analysis shows that basic defects exist, and that they are inherent in the
tax.

These basic defects are two:
1. It is impossible to select a basis level of earnings above which additional

profits will be defined as "excess" without wholesale inequities, damaging re-
straint on new and growing business, and on new and growing processes of
production.

2. It is impossible to impose a high marginal rate on a portion of the earnings
of a company without violent distortion of managerial judgment. What should
be a disciplined effort to meet with efficiency the public's needs for products and
services is transmuted into skill in the avoidance of taxation and shrewdness
and even carelessness in the manipulation of business expense. As I shall show
later, the high marginal rate forces even the most prudent management to tax-
begotten judgments which are individually sound, but which in the aggregate
will destroy the free-competitive-enterprise system of production and distribu-
tion which has served this country so well and for so long.

These two basic defects have caused search to be made for methods of relief,
sometimes by administrative relief provisions, sometimes by exclusions under the
law itself. The record as it stands declares the failure of the relief provisions
palliative.

These two basic defects already have forced liberalization of basis levels and
the percentage marginal tax; but with this liberalization the revenue disappears,
and all that is left is a tax structure still grossly inequitable and still perverse
in its impact on managerial judgment.

Because of these defects, which are inherent in any excess-profits tax, we
must conclude that the problems of devising an acceptable excess profits tax is
insoluble. Accordingly, any excess profits tax which involves a basis level of
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earnings and high marginal rates should be wholly rejected. Alternative meth-
ods of raising revenue from taxes on corporate earnings are readily at hand,

But first, I wish to show briefly the serious dangers, (1) in creating a tax-
oriented business management, (2) in imposing limitations on growth of invest-
ment, and (3) in legislating gross and conspicuous inequities in a tax system of
any kind.

Tax orientation is the consequence of high marginal excess-profits-tax rates.
Under such rates, to the extent a business is subject to excess-profits taxes, man-
agement has two kinds of dollars to work with. It has cheap earned dollars
and expensive earned dollars; cheap earned dollars are those which, if not spent,
will be taxed at high marginal rates; expensive dollars are those which are
taxed at ordinary rates.

Under the bill proposed by the Ways and Means Committee, the marginal
rate is 75 percent, so the cheap earned dollar is worth twenty-five cents. The
ordinary rate is 45 percent, so the expensive earned dollar is worth 55 percent,
more than twice as much as the cheap dollar.

The creation by tax law of cheap dollars has resulted, and will result again,
in carelessness, waste anti extravagance. The cheap dollar is demoralizing and
breeds waste at every level of management.

Proposals to correct this weakness by a system of Federal inspection are en-
tirely unrealistic. Such proposals would set up a post audit of all business ex-
pense and a Government agent would be required to judge after the fact whether
an expenditure is to be allowed or disallowed for tax purposes. Since a business
manager could only know the tax consequences of routine actions, risk and
enterprise would be stopped before it began.

The inflationary consequences of Government-induced private spending have
been fully discussed by others and are matters of common knowledge. What is
less well understood is the fact that the existence of cheap dollars makes pru-
dlent many business activities that would not be prudent except for the fact that
the dollars expended are cheap.

The excess-profits tax is therefore not a burden, but a subsidy. It provides
cheap dollars to the profitable and established company, dollars which can and
must be used by a responsible management to safeguard and to extend the por:i-
tion of such a company against competition. If a competitor is not in excess
profits, if it is weak in earnings, or young, or with inadequate capital--in other
words, if it has only expensive dollars in its arsenal, it is at a double disadvan-
tage as against its entrenched rival with tax-created cheap dollars at its
disposal.

The battle for markets, through better service, better coverage, better inventory
stocks-yes, and through better advertising and promotion, too-will be a battle
between the cheap expense dollars and expensive expense dollars, and the cheap
dollars will win because they can extend farther and can take more risks.

Thus, by reason of the excess-profits tax, the Government will have created
a double standard of dollars with favors going to those who are already strong.
The excess-profits tax is a veritable engine of concentration, compelling prudent
and aggressive business management to use wisely its cheap dollars to entrench
and to expand. With Government excess-profits-tax cheap dollars, the big will
grow bigger and the small and weak will merge with them, or die.

If this is true, why then does even big business oppose the excess-profits tax?
The reason is that all business wants to avoid putting tax considerations before
market considerations; because when this happens, competitive enterprise based
on efficiency and ingenuity in serving the public's demands will have been dis-
torted by artificial and irrelevant factors which have nothing to do with skill
in making and distributing the things and services that people want.

The second danger in an excess-profits tax is that of imposing limitations on
the growth of investment. We must have constantly expanding productivity to
serve the requirements of defense preparations, the needs of a growing popula-
tion, and an increasing standard of living. Expanding production requires ex-
panding investment-more machines, more buildings, more inventory, and all
the rest.

The excess-profits tax puts serious obstacles in the way of getting new invest-
ment from any of these sources. Additional debt money is more risky, and more
difficult to pay off. Undistributed profits fade away. New investment of savings
becomes unattractive to the people since the dangers of loss are not offset by
commensurate opportunity for gain.

The excess-profits tax will hold back dangerously the expansion of American
productivity, so needed both for the general welfare and the common defense.
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The third danger, and the last that I shall mention, is that of legislating gross
and conspicuous inequities into the tax system.

No tax system will work unless it is largely self-enforcing. The average tax-
payer, individual or corporate, must feel that he is fairly treated. He must com-
pute and pay his tax as a matter of conscience and duty, and must believe that
by and large other taxpayers are not privileged as compared to himself.

The excess-profits tax is an evil brew of inequity, exception, exemption, and
privilege. It will poison the spirit of the taxpaying public. It will undermine
the moral compulsions that make the tax system of the United States so success-
ful. Even if an excess-profits tax with all its other defects were needed, which
clearly it is not, it should be rejected in principle on this ground alone, that a tax
that is conspicuously inequitable will destroy the moral compulsions that are
needed to make any tax system work.

I have already given the recommendation of our committee, that an across-the-
board rate increase should be substituted for the proposed excess-profits tax.

The reasons for such an across-the-board lax may be summarized as follows:
1. It will be equitable.
2. It will not produce a double standard of dollars, thereby corrupting mana-

gerial judgment.
3. It can be made to produce as much revenue now as an excess-profits tax, and,

at the same rates, will produce more revenue as time goes by. The excess-profits
tax will produce less revenue over the years because of increased managerial skill
in the use of cheap dollars.

4. It will be less of a handicap to new investment.
5. And finally, no compelling substantive reason has been presented as to why

an excess profits tax should be adopted. Botll experience and reason warn
clearly against the adoption of this mischievous tax.

What arguments have been made in favor of the excess profits tax? The
substantive arguments are few and they do not stand up under examination.

1. Advocates of an excess profits tax have denied the inflationary nature of
the formula. They insist that surely the incentive for raising prices is lowered
if only 15 to 25 cents of the profit dollar can be kept.

Such reasoning, often proceeding from lack of managerial experience, com-
pletely ignores the place of costs in pricing. Business managers have kept unit
costs down in the face of rising wage rates and other expenses by economical use
of materials and services, and by investment in new machine tools and equipment
which cut costs.

The excess profits tax puts a premium on aggressive bidding for materials and
services to maintain and extend markets. At the same time, since new investment
is not an expense but a capital charge, it is better business judgment to spend
the cheap dollars to maintain the old and less efficient machinery rather than to
risk investment in cost-cutting new machinery.

2. The Treasury has urged an excess profits tax in preference to a flat increase
in the corporate rate, because the additional tax should be "more selective,"
and because it should be limited to "taxpayers with significant defense profits:"
To serve the latter purpose, the $25,000 minimum credit was proposed. This
exemption of small business just as easily could be included in a flat tax increase
measure.

The Treasury also seemed to feel that something should be done taxwise to
level down the earnings of successful corporations. By introducing differential
treatment through exemptions and graduated rates, it thereby proposes to put
into effect indirectly the progressive taxation of corporate income--an issue of
grave importance which has not been a subject of explicit discussion.

We have contended that the excess profits tax is not equitable. The Treas-
ury's proposals and its supporting tables prove that the formula purposely dis-
criminates in favor of some and against others, and that it is recommended just
because it is so "selective." To the taxpayer, such selectivity becomes plain
discrimination.

3. The public has been led to believe that the excess profits tax can recover
unusual profits arising from the defense effort.

Few people understand that the excess profits tax applies to only a small frac-
tion of profitable enterprise. It does not apply to unincorporated business; it
does not apply to rents and royalties, to personal services, nor to farmers.

The excess profits tax applies only to earnings which arise under the corporate
form of doing business. Such a tax in World War II was paid by only 1 out of
60 business concerns.
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Since economic activity is generally stimulated by expanded defense prepara-
tions, then obviously a tax which excludes individual earnings and reaches
perhaps only 1 out of 60 business enterprises cannot claim to be either equitable
or efficient in recovering a proper share of profits arising from defense.

Business principals with whom we have been in contact are overwhelmingly
opposed to an excess profits tax in general and in detail. A substantial number
of companies represented on our committee would be favored rather than hurt
by an excess profits tax, at least in the few years ahead. But in the interest
of the general public welfare, they still oppose the tax as being fundamentally
unsound.

Even though the excess profits tax might improve their immediate current
earnings as against an across-the-board tax increase, even though their bargain-
ing position might be improved against lower-cost producers, nevertheless they
reject this unsound tax measure that, over a period of years, would wreck our
economy. They understand full well that the final answer in our conflict
with those who would destroy our free institutions will be given in substantial
measure by which way of life, which type of economy makes the greater, the
sounder progress in the next decade.

These are the facts. On these facts the excess profits tax should be forever
rejected as bad for America.

We all know the seriousness of the times. You, better than we, know the
desire of the people to be dealt with in frankness and to be given wisdom and
patience in leadership.

In this spirit, we submit our case to you, our elected Representatives.

GENERAL PRINCIPLES

1. The defense program may last for a long time, and, accordingly defense
expenditures may he expected to continue at a high level for a long time, perhaps
10 years, perhaps more, perhaps less.

2. The tax and fiscal program of the Federal Government must be geared
to a long-time high level of defense expenditures. The objective is to provide
adequate defense without inflation, to increase the level of taxation to meet the
requirements of a realistic pay-as-you-go budget policy, and to derive the re-
quired revenue with fairness, and in a manner consistent with the system of
political freedom and economic initiative which we are committed to defend.
It is of particular importance that our tax and fiscal program should not handicap
growth and innovation in the American productive system.

3. Business profits must bear their fair share of increased taxation.
4. The excess-profits tax as proposed is unfair and destructive. Any excess-

profits tax that involves taxation, at high marginal rates, of profits over a defined
base, whether it be allowed earnings on invested capital, or the income of a base
period, is grossly inequitable as between taxpaying corporations; it is demoral-
izing to prudent managerial judgment and initiative, and it breeds inflationary
waste and extravagance. Continued over a long period of time, the conventional
excess-profits tax will transform managerial initiative in getting efficient pro-
duction and distribution into a system where tax savings, and not earned profits,
will be the test of business decisions. An excess-profits tax which involves
high marginal tax rates over a so-called normal base should be completely
rejected.

5. Undue profits arising out of defense contracts with the Government should
be prevented by effective negotiation and renegotiation procedures.

6. A defense-profits tax should be adopted to produce such revenues as should
be taken from corporation profits. It should not impose high marginal rates,
nor should it be imposed above a basis point. Concrete suggestions for such a
defense-profits tax have already been made and give clear evidence that sound
alternatives to the excess-profits tax are available.

7. The committee is interested in the well-being of all business as a proved
effective system of satisfying increasingly the requirements of the country for
goods and services. The committee recognizes that special problems arise in
particular industries and companies, and expects that those special problems
will be presented outside the committee by the appropriate trade association or
other specialized agency. The committee however addresses its attention to the
general welfare of business for the national community as a whole.
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John Collyer, president, the B. F. Goodrich Co.
James R. Coon, vice president, American Tobacco Co.
Gardner Cowles, president, Cowles Magazines, Inc.
J. E. Crane, vice president, Standard Oil Co. of New Jersey.
Joseph H. Cullman, Jr., president, Benson & Hedges.
Norris Darrell, Sullivan & Cromwell.
James E. Davis, chairman, Winn & Lovett Grocery Co.
William C. Decker, president, Corning Glass Works
Arthur 0. Dietz, president, C. I. T. Financial Corp.
William C. Ettershank, vice president, McKesson & Robbins, Inc.
F. It. Fageol, chairman, Twin Coach Co.
E. P. Farley, chairman, American Ship Building Co.
Robert M. Farr, vice president, the Huron Milling Co.
Dudley W. Figgis, chairman, American Can Co.
Marion B. Folsom, treasurer, Eastman Kodak Co.
Nevil Ford, vice president, First Boston Corp.
Edward L. Fortin, vice president, Selas Corp. of America
Clarence Francis, chairman, General Foods Corp.
Edward S. French, president, B(ston & Maine Railroad.
\\'alter D). Fuller. chairman, the Curtis Publishing Co.
Brooke E. Fnrr, treasurer, McCormick & Co., Inc.
H. A. Gidney, executive vice president, Gulf Oil Corp.
William B. Given, Jr., chairman, American Brake Shoe Co.
'. Stuart Gordon, Jr., president, Roberts-Gordon Appliance Corp.

David Graha:m, vice president, Weyerhaeuser Timber Co.
James A. Gray, chairman, R. J. Reynolds Tobacco Co.
Frank K. Greenwall, president, National Starch Products, Inc.
Charles E. (:riffith, vice president, Silver Bnrdett Co., Inc.
Roger Hacknlley, treasurer, Johns-Manville Corp.
I. J. Harvey, president, the Flintkote Co.
Lyle C. Harvey, president, Affiliated Gas Equipment, Inc.
Raymond C. Hardwood, secretary and treasurer, Harper & lBros.
Edward H. Heller, I'Pacific Intermountain Express Co.
Robert Heller, president, Robert Heller & Associates, Inc.
W illiam M. Hickey, president, the United Corp.
H. B. Hig:ins, president, Pittsburgh Plate Glass Co.
S. H. Hobson, president, Geo. D. Roper Corp.
William J. Hogan, vice president, American Airlines, Inc.
Charles R. Hook, chairman, Armco Steel Corp.
Jay C. Hormel, chairman, Geo. A. Hormel Co.
Hans W. Huber, president, J. M. Huber Corp.
Thomas Roy Jones, president, Al F Inc.
Arthur W. Kimball, president, United-Carr Fastener Corp.
Frank Klein, vice president, Worthington Pump & Machinery Corp.
M. W. Krueger, treasurer Raymond Concrete Pile Co.
Siguard S. Larmon, president, Young & Rubicam.
John Lebor, treasurer, Federated Department Stores, Inc.
William E. Levis, chairman executive committee, Owens-Illinois Glass Co.
Harold F. Linder, president, General American Investors Co., Inc.
Grant R. Lohnes, treasurer, National Cash Register Co.
James Rowland Lowe, president, Calaveras Land & Timber Corp.
O. Parker McComas, president, Phillip Morris & Co., Inc.
Glen McDaniel, vice president, Radio Corp. of America.
Robert J. MeKim, president, Associated Dry Goods Corp.
Francis J. McNamara, Remington R:and, Inc.
H. N. Mallon, president, Dresser Industries, Inc.
Fred Maytag II, president. Maytag Co.
Ward Melville, president, Melville Shoe Corp.
L. R. Mendelson, president, the Hotstream Heater Co.
Don G. Mitchell, president, Slyvania Electric Products, Inc.
John Morton, vice president, Sin-er Manufacturing Co.
C. A. Olsen, president, the C. A. Olsen Manufacturing Co.
J. F. O'Neill, International Paper Co.
E. Chester Peet, vice president, Shell Oil Co.
Courtnay Pitt, vice president, Philco Corp.
Philip D. Reed, chairman, General Electric Co.
John A. Robertshaw, president, Rohertshaw-Fulton Controls Co.
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Reuben B. Robertson, Sr., chairman, the Champion Paper & Fibre Co.
J. French Robinson, president, East Ohio Gas Co.
Willard F. Rockwell, chairman, Rockwell Manufacturing Co.
W. J. Rose, vice president, American Gas & Electric Service Corp.
Harry J. Rudick, Lord, Day & Lord.
Herman D. Ruhm, Jr., president, Bates Fabrics.
Beardsley Ruml, New York, N. Y.
J. J. Russell, president, Revere Copper & Brass, Inc.
Louis Ruthenburg, chairman, Servel, Inc.
John Sanderson, vice president, the Sperry Corp.
David T. Schultz, vice president, Raytheon Manufacturing Co.
J. William Schulze, vice president, Bath Iron Works Corp.
Malcolm D. Shaffner, vice president, Saco-Lowell Shops.
S. Abbot Smith, president, Thomas Strahan Co.
Edwin J. Spiegel, vice president, Gaylord Container Co.
Robert C. Sprague, president, Sprague Electric Co.
Frank Stanton, president, Columbia Broadcasting System.
Vernon Stouffer, president, Stouffer Corp.
Frank L. Sulzberger, president, Enterprise Paint Manufacturing Co.
E. W. Taft, treasurer, Olin Industries, Inc.
Robert C. Tait, president, Stromberg-Carlson Co.
R. H. Taylor, president, Florence Stove Co.
Robert R. Titus, president, Synthane Corp.
B. A. Tompkins, Sr., vice president, Bankers Trust Co.
Ralph A. Walch, Green Giant Co.
George Walker, president, Electric Bond & Share Co.
Elmer L. Ward, president, Goodall-Sanford Inc.
M. J. Warnock, treasurer, Armstrong Cork Co.
W. H. Wheeler, Jr., president, Pitney-Bowes, Inc.
Holmes H. Whitmore, treasurer, Jones & Lamson Machine Co.
H. R. Winkle, vice president, Owens-Corning Fiberglas Corp.
Robert W. Wolcott, chairman, Lukens Steel Co.
John C. Wood, president, Brooks Bros.
Joseph S. Young, president, Lehigh Portland Cement Co.
Harry W. Zinsmaster, president, Zinsmaster Bread Co.
Robert W. Johnson, Johnson & Johnson.
James S. Nowlson, Stewart-Warner Corp.

The CHAIRMAN. Thank you very much. Are there any questions?
If not, we thank you very nmch, again, Mr. Ruml, for your appear-
ance here, sir.

Mr. RUIJL. Thank you.
The CHAIRMAN. We will next hear from Mr. Leo Cherne of the

Research Institute of America, Inc.

STATEMENT OF LEO CHERNE, EXECUTIVE SECRETARY, RESEARCH
INSTITUTE OF AMERICA, INC., WASHINGTON, D. C.

Mr. CHERNE. Mr. Chairman and members of the committee, I am
Leo Cherne, executive secretary of the Research Institute of America,
inc., whose Washington offices are at 1026 Seventeenth Street NW.,
Washington 6, with headquarters at 292 Madison Avenue, New York
17, N. Y.

The Research Institute of America has, for over 15 years, been an
impartial, objective channel of communication to and from the Ameri-
can business community-over 30,000 businesses, labor unions, pro-
fessional people, and Government agencies are in our membership.

I am here today not to argue for or against an excess-profits levy
or the technical aspects of such a tax-but rather to analyze for your
consideration the business response which a recent institute survey
indicates on the question. It is our thought that these findings may

75900-50-- 9
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help show this committee what a reasonably typical cross section of
the business community thinks of the various possibilities-and what
the practical operating reactions would be to excess-profits taxation.

I file a copy of the Research Institute questionnaire, believing you
will find it designed objectively and impartially. You will also note
that it specifically takes account of businesses of different size, func-
tion. and taxable income.

(The questionnaire referred to is as follows:)

How Do You VOTE ON AN EXCESS-PROFITS TAX?

To make your opinion heard in Congress on the desirability and nature of any
corporate excess-profits tax, please fill in and return the following questionnaire
to the Research Institute of America, Inc., 292 Madison Avenue, New York 17,
N. Y. The results of this survey will be presented )y the institute to both the
House Ways and Means Committee and the Senate Finance Committee.

1. Assuming that mobilization and the draft continue for years, all taxes will
be raised. So far as corporate taxes are concerned, would you prefer to see the
increase in the form of-

S(a) Higher corporate rates?
. (b) An excess-profits tax?

.. (c) A combination of more modest corporate tax and mild excess-
profits tax producing the same yield as (a) or (b) ?

If there will be an excess-profits tax-
2. Would you prefer the average earnings credit (the measure of normal

profits) to be the average of earnings in:
. (a) The 3 years 1947-49;

.-- (b) The 4 years 1946-49;
-- (c) Any 2 of the 3 years 1947-49;

. (d) Any 3 of the 4 years 1946-49;
.... (e) Any 4 of the 10 years 1940-49;

. (f) The 4 years 1936-39;
.- (g) Any other?

3. Would you prefer an alternative credit under which normal profits are
measured as a percentage return on invested capital?

(1) No. ____; (2) 4 percent ____; (3) 6 percent ____; (4) 8 percent ... ;
(5) 10 percent -...

Should borrowed capital be taken into account-
. (1) In full, like equity capital?

-- (2) To only half of its value?
-. (3) To only three-quarters its value?

Should earnings accumulated after the effective date of an excess-profits tax
be permitted to increase invested capital?

Yes -___ ; no ..
4. Do you think an additional credit should be allowed to corporations for new

capital invested after the base period if they-
-- (a) Use the average earnings credit?
.- (b) Use an invested capital credit?

If so, should be the percentage allowed be-
(1) 6 percent ____; (2) 8 percent ____ ; (3) 10 percent --. ; (4) 12 per-

cent _ .
5. Should there be a special credit allowance for "growth" companies?

Yes ____ ; no ..
6. Should there be a flat exemption from excess-profits tax?

(1) No -- ; (2) $10,000 --- ; (3) $15,000 -- ; (4) $20,000 --- ;
(5) $25,000 -.

7. Should there be a relief provision for hardship cases?
-. (1) No.

S(2) The type of provision found in the World War II excess-profits
tax?

. (3) An alternative normal profits figured on a percentage of the
highest year's earnings in last 10 years?

-.. (4) An average rate of return on capital invested similar to that
earned by the industry as a whole in the base period?
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. (5) A specified percentage of dollar turn-over of business during
the taxable year?

8. If you were subject to excess-profits tax, at which tax rate would you be
more inclined to make business expenditures for salaries, advertising, etc., on the
basis of tax consequences rather than business policy?

(a) 50 percent .... ; (b) 60 percent .... ; (c) 70 percent ____; (d) 80
percent ..

9. Should the income subject to excess-profits tax be the income reduced by
normal and surtax with a corresponding reduction in base-period income?

Yes ---- ; no ..
10. Should capital gains be included in income subject to excess-profits tax?

Yes .... ; no . .
11. Should the tax be made one with normal tax and surtax for administra-

tive purposes, such as sending 90-day letters, limitations, credits and refunds,
etc.?

Yes -... ; no . .
Please check the following information about your business before returning

this questionnaire.
Corporation .- .; partnership ___; individual proprietor ..
Taxable income: To $25,000 __. ; to $50,000 .... ; to $100,000 ____; to $500,000

... ; over $500,000 ..
Manufacturer .... ; wholesaler -. ; retailer ____ ; service ____; professional

Name (optional)____________________

Statistically we stopped tabulation after recording some 1,500
replies, since no significant variations in the pattern of response
occurred as we approached that number.

You will be interested to know the composition of the businesses
which responded to our survey. Ninety-five percent of the total group
operate as corporations and the remaining 5 percent as partnerships
and individual proprietorships. Among the corporations, 8 percent
have a taxable income under $25,000; 39 percent have a taxable income
under $100,000, and 53 percent over $100,000. The overwhelming
percentage of those surveyed are in manufacturing-some 55 percent
of the total group-10 percent are wholesalers, 7 percent retailers,
10 percent service, and 1S percent of the total group are professional
people, particularly in the professions of law and accounting.

With this as the background may I now indicate the sentiment of
these business and professional people on the question of whether
there should be an excess-profits tax, and if so, what its characteristics
should be.

1. Assuming that mobilization and the draft continue for years, all taxes will
be raised. So far as corporate tax is concerned, would you prefer to see the
increase, whatever the amount, in the form of:

30.50 percent (a) higher corporate rates?
19.00 percent (b) an excess-profits tax?
30.50 percent (c) a combination of more modest corporate tax and mild

excess-profits tax producing the same yield as (a) or (b)?
If there will be an excess-profits tax-
2. Would you prefer the average earnings credit (the measure of normal

profits) to be the average of earnings in:
13.16 percent (a) the 3 years 1947i-49
11.73 percent (b) the 4 years 1946-49
21.95 percent (c) any 2 of the 3 years 1947-49
27.65 percent (d) any 3 of the 4 years 1946-49
18.78 percent (e) any 4 of the 10 years 1940-49
1.73 percent (f) the 4 years 1936-39
5.00 percent (g) any other?
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3. Would you prefer all alternative credit under which normal profits are
measured as a percentage return on invested capital?

(1) No 45.17 percent; (2) 4 percent, 0.63 percent; (3) 6 percent, 4.73
percent; (4) 2 percent, 17.33 percent; (5) 10 percent, 32.14 percent.

Should borrowed capital be taken into account?
80.15 percent (1) in full, like equity capital?
13.87 percent (2) to only half of its value?
5.98 percent (3) to only three-quarters of its value?

Should earnings accumulated after the effective date of an excess-profits tax
be permitted to increase invested capital? Yes, 90.90 percent. No, 9.10 percent.

4. Do you think an additional credit should be allowed to corporations for new
capital invested after the base period if they-

Yes by 55 percent of all answers (a) use the average earnings credit?
Yes by 63 percent of all answers (b) use an invested capital credit?

If so, should the percentage allowed be-
(1) 6 percent, 9.19 percent; (2) 8 percent, 26.24 percent; (3) 10 percent,

46.31 percent ; (4) 12 percent, 18.26 percent.
5. Should there be a special credit allowance for "growth" companies?

Yes, 84.58 percent. No, 15.42 percent.
6. Should there be a flat exemption from excess profits tax?

(1) No, 16.35 percent; (2) $10,000, 5.13 percent; (3) $15,000, 2.28 percent;
(4) $20,000, 1.90 percent; (5) $25,000, 74.33 percent.

7. Should there he a relief provision for hardship cases?
11.59 percent (1) No.
12.03 percent (2) Satisfied with the type of provision found in World

War II express profits tax.
33.33 percent (3) Preferred an alternative norlnal profits figured on a per-

centage of the highest year's earnings in last 10 years.
25.28 percent (4) Preferred an average rate of return on capital invested

similar to that earned by the industry as a whole in the base period.
17.77 percent (5) Preferred a specified percentage of dollar turn-over of

business during the taxable year.
8. If you were subject to excess profits tax, at which tax rate would you be

more inclined to make business expenditures for salaries, advertising, et cetera,
on the basis of tax consequences rather than business policy?

(a) 50 percent, 16.85 percent: (b) 60 percent, 21.71 percent; (c) 70 percent,
24.95 percent; (d) 80 percent, 36.50 percent.

Senator MILLIKIN. What do you mean, "on the basis of tax con-
sequences"? Do you mean pay more wages and salaries?

Mr. CHERN . That is right. In other words, that there would be a
greater tendency to free expenditure in many areas as a result of excess
profits taxes as the rates rise. The tax consequences of the business
action then takes precedence over normal business judgment in terms
of the same type of expenditure.

And we conclude, incidentally, from that, that it is inescapable
that increased taxation reduces corporate restraint against less essen-
tial expenditures. It is apparent from our survey that even the most
modest excess profits tax will, in a minority of instances, stimulate
corporate expenditure beyond levels otherwise considered prudent.
And as the rate of excess profits tax increases, the volume of such
expenditures will increase. However, it is not until a 70-percent rate
that this inflationary effect becomes marked.

This is the result of the survey we conducted upon our 30,000 mem-
bers.

I would like to point out in addition that the survey was conducted
prior to the consideration of the revenue measure by the House Ways
and Means Committee and, consequently, reflects sentiment prior to
the military events of the last 2 weeks.

Senator MILLIKIN. Were your customers thoroughly advised that
whatever might result in the way of an excess-profits tax bill would
only be a drop in the bucket, so far as the entire corporate tax is
concerned?
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Mr. CHERNE. No; they were not.
Senator MILLIK1N. Would that not be a pertinent factor to be con-

sidered?
Mr. CHERNE. The first question asked of them in determining their

preferences indicated to them that there would be additional need for
substantial increase in taxation. The alternative presented to them,
assuming a certain number of dollars, whatever the number of dol-
lars required by the Government was, which way would you prefer
to see those number of dollars raised, whatever the number of dollars?

Senator MILLIK1N. Assuming that the corporate excess profits tax
takes but a fraction of the earnings of the corporations affected, would
that not have some restraining effect on inflationary tendencies to
which you refer?

Mr. CHERNE. Yes, if it takes only a fraction, that is true.
Senator MIILLIKIN. The question is, how big is a fraction?
Mr. CHERNE. I think interestingly enough, both the business people

and the professional people responding to the survey made that judg-
ment themselves, since a fairly substantial portion of the group prefer
a combination of a mild excess profits tax and an increase in corporate
rates.

Senator MILKIIN. Mr. Staine, how much corporate taxes do we
expect to get without giving allowance to the excess profits during
this fiscal year?

Mr. STAM. On the total taxes, you mean?
Senator M\ILL1KIN. That is what I am talking about.
Mr. STAM. The total figure of all corporate taxes, as to that, I do

not have that figure offhand. I have the total over-all taxes.
Senator TAFT. $12,000,000,000.
Senator MILLIKIN. It is $12,000,000,000 to $15,000,000,000?
Mr. STAM. About that.
The CHAIRMAN. About one-fourth.
Senator M1ILLIKIN. Next year there will be a substantial increase

under any kind of tax bill that will come up. Again, we will have
to say, how much is substantial, but it will be plenty, so that out of
the whole corporate structure you might have from 3 to 4 billion that
might have the potentiality of this inflationary tendency to which
you refer. That might be 3 or 4 billion out of maybe 20 billions, and
it may be considerably more than 20 billion. Do you thing the cor-
porate structure would be distorted because of that element in that
whole picture?

Mr. CHERNE. You are asking me for my personal judgment rather
than the judgment of those of the membership of the Research In-
stitute ?

Senator MILLIKIN. Yes. The reason I ask that is that it is not
clear to me that you have brought it to the attention of your clients
what the total amount of corporate taxes will be.

Mr. CnERNE. We did not. We placed the hypothesis before them.
Senator MILLIKIN. Which is an element of judgment before giving

any answer to any kind of questions.
M1r. CIIERNE. That was not available to us, and I amnt not sure that

that is available to the Congress.
Senator MILLIKIN. It is not available to the committee, but we

know there will be substantial increases of taxes of all kinds in leg-
islation, probably next year.



126 EXCESS PROFITS TAX ON CORPORATIONS, 1950

Mr. CHERNE. If it is Of aid to the committee, may I suggest that
we will be happy to resurvey the entire group as soon as there is any
determination of even the approximate amount of additional cor-
porate taxation required, and ask them in more specific terms in the
light of this amount of taxation which, in their judgment, would be
the preferred means of raising that amount of required revenue. But
in the absence of the precise figure which is not available to the com-
mittee, we were unable to do more than say, higher taxation, which
would you prefer in order to raise this required revenue, whatever it is.

The CHAIRM1AN. Are there any further questions by the members
of the committee? If not, you may proceed.

Mr. CHERNE (reading):
9. Should the income subject to excess profits tax be the income reduced by

normal and surtax with a corresponding reduction in base period income?
Yes, 73.70 percent. No, 26.30 percent.

10. Should capital gains be included in income subject to excess profits tax?
Yes, 17.11 percent. No, 82.89 percent.

11. Should the tax be made one with normal tax and surtax for administrative
purposes, such as sending 90-day letters, limitations, credits, and refunds, et
cetera?

Yes, 74.89 percent. No, 25.11 percent.

These points of interest should be noted:
1. In answer to question 1, the percentage of corporations favoring

a straight corporate tax rise increased in proportion to the size of
their income. Of corporations earning under $25,000, only 25 percent
preferred higher corporate taxes exclusively. In the over-$100,000
bracket, 57 preferred the corporate increase with no excess-profits tax.

2. In question 2, there is no one base period for average earnings
which is preferred by any substantial majority. The greatest per-
centage, 27.65 percent, chose any 3 of the 4 years 1946-49, which cor-
responds to the base period suggested by the Treasury. Once again
there is a marked divergence in preference among corporations fall-
ing into different income brackets. While those earning over $100,000
prefer any 2 of the 3 years 1947-49, those earning between $25,000-
$100,000 chose any 3 of the 4 years 1946-49 while those earning under
$25,000 selected any 4 of the 10 years 1940-49.

3. In question 6, a larger proportion of corporations earning over
$100,000 would be willing to waive any flat exemption, although even
in this income category the majority favors a $25,000 exemption.

4. In question 7, dealing with a relief provision, it is important to
note that all corporations, large and small, are pretty well in agree-
ment on preferring something other than a repeat of section 722.

The CHAIRMAN. We thank you very much.
We will now hear from Mr. Harold V. Bozell, of the United States

Independent Telephone Association.
You may identify yourself for the record.

STATEMENT OF HAROLD V. BOZELL, UNITED STATES INDEPEND-
ENT TELEPHONE ASSOCIATION, LARCHMONT, N. Y.

Mr. BOZELL. My name is Harold V. Bozell. I am a resident of
Larchmont, N. Y. I am president of General Telephone Corp., parent
company of the largest group of independent telephone companies,
with headquarters in New York, and I am also chairman of the tax
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committee and immediate past president of the United States Inde-
pendent Telephone Association. This association speaks on behalf
of the 5,700 independent telephone companies in the United States
which serve nearly one-fifth of the Nation's telephones operating
through nearly two-thirds of the 18,000 (approximate) telephone
exchanges, and covering about 60 percent of the geographical area,
of the United States. These companies range in size from small ones
serving 50 or 100 telephones to the largest, having well over 400,000
telephones.

Naturally we appreciate as fully as anyone the necessity for in-
creasing available revenues to the Government at this time. Just as
naturally we feel it is highly essential that any increased taxes be
levied in such a way as to maintain the maximum strength of Amer-
ican industry to do the enlarged job it will have to do and which,
naturally, it desires to do. It looks as if it is going to be a long job,
and that increases the necessity of being sure the tax imposition is
done equitably.

It is our understanding that H. R. 9827 is designed specifically to
impose an excess profits tax, that is, a tax which will skim off, so to
speak, earnings which are considered excess earnings arising from the
present accelerated industrial and economic program although I under-
stand that this committee is properly considering a broader gage pro-
gram as to what is the best and most equitable over-all method of
increasing income to the Government under current conditions.

We are not attempting to speak to this broader program but discuss
briefly the relation of the telephone industry, particularly the inde-
pendent segment of that industry, to this particular plan proposed
under H. R. 9827.

Because of the $25,000 exemption, this bill does not affect directly
a large number of the smaller companies in the independent telephone
industry.

Senator MILLIKIN. What percentage of the companies will be
exempted?

Mr. BOZELL. I imagine close to 75 percent.
Senator MILLIKIN. How many companies did you say ?
Mr. BOZELL. Fifty-seven hundred companies.
Senator MILLIKIN. Fifty-seven hundred?
Mr. BOZELL. That is in number of companies.
Senator MILLIKIN. So that, roughly, there are 4,000 of them?
Mr. BOZELL. That would, probably, come under the $25,000 class.

That is correct.
Senator KERR. What percentage of the total volume does that

represent?
Mr. BOZELL. That is less than half; in other words, as I say here,

because they are all part of the Nation-wide organization.
But because they are all part of the Nation-wide interconnected

and integrated telephone network, their ability to do their job is
dependent on the health of the entire industry.

Senator MILLIKIN. Are they interstate or intrastate?
Mr. BOZELL. They are engaged in interstate communication. They

are subject, however, to the States. They are subject to the regula-
tions of the Federal Communications Commission only if they own
lines that go across State lines or connect with companies under com-
mon ownership that go across State lines.
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Senator MILLIKIN. Thank you very much for that explanation.
Mr. BOZELL. And their ability to get new capital along with the rest

of the industry, which I will mention shortly, is affected by the public's
attitude toward telephone securities as a class. At the other end of
the scale in this group of independent telephone companies are over
250 which have annual gross revenues of over $100,000-the largest
one having gross revenues of more than $20,000,000 with a plant invest-
ment of over $90,000,000-and collectively these 250 companies consti-
tute well over half of the independent segment of the industry.

Senator MIILLIKIN. How many are subject to interstate regulations
of the large companies ?

Mr. BOZELL. There are about 85.
Senator MILLIK1N. About 85 in number?
Mr. BOZELL. Yes.
In 1941 the telephone industry had a fair amount of cash on hand

it had substantial plant margins with which to render additional
service and its demands for capital during the period of World War II
were accordingly relatively small. Today while the telephone com-
panies serve a much greater number of telephones and have a much
larger toll network, their plant, because of the pent-up demand at the
end of the war and the new demand since the war, still continuing
is overloaded-there is actually a plant shortage-and the continual
demands for capital to construct additional plant are staggering.

Senator MILLIKIN. Are the materials available if you have the
money ?

Mr. BOZELL. They are available, quite extensively. There has only
been 15 percent cutback in copper so far and, probably, some in
aluminum.

Senator MILLILIN. There will be a cutback in that as the mobiliza-
tion proceeds, will there not

Mr. BOZELL. Yes, sir.
Senator MILLmKIx. So you will have a real problem, even if you

have the money, of getting the equipment; is that correct?
Mr. BOZELL. That is correct, but during the last war, the War Pro-

duction Board saw the essential necessity of allowing those materials
to go where it felt the economy would demand it, that there be com-
munications services. And, of course, the defense, the Government,
demands the services, and they must all be part of the same system.

These demands come not only from business and residential cus-
tomers, but they also come and will come in an increasing amount from
war industries and direct military and Government requirements.

Mr. CHIERNE. One thing we know about is the radar screen around
the United States which calls for a tremendous increase in telephone
expense. We have to contact those. They are in out-of-the-way
places.

Mr. BOZELL. This telephone plant must all be integrated into one
system-it cannot be segregated into separate categories-because to
be most useful every telephone must be able to connect with every
other telephone.

And there is only one source from which the funds to meet this
plant demand can be obtained and that is from the public by the sale
of securities, in which there must be a substantial amount of common
stock equity.
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Senator KERR. What percent of the total of communications, speak-
ing from the standpoint of telephone, is the group represented by
you?

Mr. BOZELL. One-fifth of the entire telephone industry is independ-
ent-one-fifth in number of telephones, two-thirds in number of
telephone exchanges, and over 60 percent of the area.

Senator KERR. All right, thank you.
Senator MILLIKIN. How do you measure the groups? By the num-

ber of calls, or by the size?
Mr. BOZELL. By the number of telephones installed. That is the

unit used in the industry.
Senator KERR. Are the statements you are making to us with refer-

ence to your segment of the industry applicable, generally, to the
entire industry?

Mr. BOZELL. Essentially, this is applicable to the entire telephone
industry. We are all alike. We are all part of the integrated system.
We are all connected. We live alike. Our characteristics between the
independents and the Bell are almost identical.

Senator KERR. The demands for expansion apply both to you and to
them about equally?

Mr. BOZELL. Yes; as a matter of fact, the telephone company which
is growing fastest in the United States is this largest independent tele-
phone company that I mentioned which encircles the city of Los
Angeles. And all of the growth in Los Angeles, in that area, the
larger proportion of it, grows in the environs and around those cities
than it actually does in Los Angeles.

Senator KERR. You do not think that is any finer a city than a
number of others that are served?

Mr. BOZELL. No, sir; it merely happens it is growing; it happens
to be growing faster. For instance there is one place in our area where
there are 17,400 houses being built in one tract simultaneously, and
they all want telephones.

Any tax plan which would do other than result in sufficient earn-
ings to attract this capital is bound to be a disservice to the country
by the hobbling effect it would have on the industry to do its job.

Some people quesion why cannot regulated telephone companies
finance their requirements as do many other industries, namely, by
retained earnings. The answer is that the total annual earnings avail-
able to most telephone companies are but a small part of the annual
capital requirements, and this will be true for some time to come, under
any conditions we can foresee. For example, in the case of one large
unit, the annual new cash requirements for the past 2 or 3 years have
been about 10 times the total annual earnings accruing to its common
stock. Therefore, as I have stated before, these companies must be
able to continue to attract capital, and that is the basis on which they
are regulated. The one significant feature of the Supreme Court's
decision in the well-known Hope Natural Gas case is that regulated
utilities must be allowed enough earnings, after all taxes, to attract
purchasers of their securities on a fair and equitable basis to present
holders as well as to the new purchasers.

Senator MILLKN. How are they usually financed? By equity
financing, indebtedness, or how do they finance?

Mr. BOZELL. The usual capital is not to exceed 50 percent in bonds.
That is too high. We ought to be below 40 percent in the telephone
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industry. And the rest is equity. Sometimes preferred stock is used.
Practically all of them have from 30 to 40 percent of common stock.
We have had to go too far into debt during this time, that is, the
whole industry has, because we have not been able to attract the equity
capital necessary in this postwar period of increasingly high costs.

Senator KERR. Would you give us the increase in debt percentage
as to that?

Mr. BOZELL. The Bell System statistics show something from 30
percent below to 50 percent.

Senator KERR. That 30 percent was in what year?
Mr. BOZELL. 1945.
Senator KERR. In 1945. What would you say would be the figures

applicable to your segment?
Mir. IBOZELL. In our particular system, the largest group of inde-

pendents constituting about one-sixth of that, we were about 50 per-
cent before the war, and we still are. That is as high as you can go.
We have had to sell equity capital on a diluting basis, because that is
the only way we have been able to get capital.

Senator KERR. You mean the market will not take the debt securi-
ties when the 50-percent factor is exceeded, as a general thing?

Mr. BOZELL. That is perfectly true. It would be dangerous to do so.
Senator KERR. IS there any of that brought about by reason of the

rulings of regulatory bodies?
Mr. BOZELL. Yes, some commissions want to hold us to 40 percent.

None of the commissions like to go over 50 percent. It just is not
proper in this type of an industry to have that much. We are an
industry of such heavy investment, with four or five dollars of invest-
ment per dollar of gross, that that investment has to be done on a
conservative basis, because slight variations in the level of earnings
would have distinctly negative effects on the whole earning situation.

Senator MILLIKIN. IS it not true that the higher your indebtedness,
the more in jeopardy is your equity?

Mr. BOZELL. Yes.
Senator MIILLIKIN. Therefore, you dry up the equity market while

you increase your jeopardy through indebtedness?
Mr. BOZTLL. That is exactly right. That is what we have been con-

fronted with since the war, because of the lag in getting rate increases.
Senator MILLIKIN. Is there any figure you can give us on the amount

of interest you pay on your fixed indebtedness, that is, your people?
Mr. BOZELL. We are paying around 3 to 31/2 percent. Some of the

smaller companies pay 4 percent.
Senator ,ILLIKIN. Are some of the smaller companies on a coop-

erative basis?
Mr. BOZELL. There are 60,000 of the little cooperatives in the rural

districts, in addition to ours.
Senator MILLIKIN. You are not talking about them in your sta-

tistics ?
Mr. BOZELL. I am not talking about them. You see, they bring

their lines into the commercial telephone switchboard. They own
their lines. We do the switching for them, and charge them the
switching service. They do now own switchboards. They consist of
anywhere from 10 to 30, or 40, or 50 members who build little toll lines
in the farming communities, and bring them in to us.
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Senator MILLIKIN. YOU finance your indebtedness on the basis of
3 and 31/2 percent?

Mr. BOZELL. Three and three and one-half percent.
Senator MILLIKIN. Do you make general distribution of those

bonds?
Mr. BOZELL. Yes.
Senator MILLIKIN. Do you sell them to a few purchasers?
Mr. BOZELL. Both methods are used. There are public offerings of

bonds, and, also, the insurance companies are increasingly buying
them. During the past 8 of 10 years the independent telephone secu-
rities have come into their own as senior securiLies in the institutional
markets.

Senator MILIXI. How about your equities? Where do you dis-
tribute those?

Mr. BOZELL. They are distributed to the public through registra-
tion.

Senator MIILLIKIN. Do you have any difficulty in distributing them?
Mr. BOZELL. Yes, these days, because the earnings have not been

coming along fast enough.
Senator MILLIKIN. What is the scale of your dividends that are

paid on your equities?
Mr. BOZELL. Those dividends are paid anywhere from 6 to 8 per-

cent, but it takes, according to testimony even of adverse witnesses
before our commissions, 12 or 13 percent earnings on this equity with
this type of a capital structure to get people to buy these common
stocks.

Senator MILLIKIN. DO you have difficulty in selling your common
stocks when they pay 6 or 8 percent ?

Mr. BOZELL. Yes, sir.
Senator MILLIKIN. I would be very much interested in having a

little more information on the distribution of the equities.
Mr. BOZELL. Many of these companies are small, and the distribu-

tion is local, I mean, regional. My own company, the General Tele-
phone Corp., is listed on the New York Stock Exchange with some
17,000 stockholders scattered all over the country. When we offer
common stock, it is through registration statements, the same thing
with the Peninsula Co., serving Tampa and St. Petersburg, Fla.
Likewise with the Lincoln Telephone & Telegraph Co.

Senator MILLIKIN. IS it widespread distribution, somewhat similar
to the larger companies?

Mr. BOZELL. Yes; as wide as you can get. It is Nation-wide. It is
underwritten by the usual banking groups. The Rochester Telephone
Co. is the largest city served by an independent, and that is marketed
that way.

Senator TAFT. How far is it financed by rights to stockholders who
buy ?

Mr. BOZELL. A good deal. All of our common stock financing has
been handled by rights to stockholders.

Senator TAFT. They take up most of it?
Mr. BOZELL. It has been taken about 75 percent of it recently, but

we have had to offer stock which has a book value of $35 at $25 because
of the earnings situation being not enough to bring it up. It has had
to be a bargain to get them to take it.
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Senator MILLIKIN. Later on you will tell us how you think anll ex-
cess profits tax can be constructed so that it will protect; may I assume
that?

Mr. BOZELL. That is my purpose here.
I might emphasize at this point that so far as the independent seg-

ment of the industry goes, we can well anticipate even greater migra-
tion of industry and its accompanying population to the more scat-
tered and smaller communities, the large majority of which, as I have
said before, are served by independent telephone companies. And
this will place even greater demand on them for telephone plant and,
therefore, capital.

Now all telephone companies are regulated so that there earnings
are limited to the minimum requirements necessary to attract this
additional capital. Telephone companies do not expect large earn-
ings, but they do expect and need and must have a continuation of the
level of earnings necessary to attract this capital. Since World War
11, because of the rapid increases in operating costs and in cost of
equipment and because of the necessary time consumed in the pro-
cedure of obtaining regulatory authority to increase rates, there has
been a time lag on increasing their prices to maintain their earnings.
Their rate of return has therefore been abnormally low during this
period.

Now what has this to do with the proposed tax bill H. R. 9827?
The House Ways and Means Committee has properly recognized that
regulated industry has special characteristics, and in section 446 it
has tried to meet these. But just as I predicted to the members of that
committee on November 15, they have found it a difficult if not an
impossible task to write provisions which can practically measure
those earnings of a regulated telephone company above which addi-
tional earnings, if any, would be excess. We have conscientiously
worked on this thing for years, and every avenue of approach, to
try to find an answer leads to the inevitable conclusion that there
are no excess earnings since the companies are all regulated to earn
no more than their minimum requirements of obtaining additional
capital. Any way one tries to define base earnings for determining
any excess earnings leads inevitably to those earnings not by regula-
tory authorities as a minimum.

Secretary Snyder in his statement yesterday seemed to think that
such a position as this, even such a position as taken by the House
Vays and Means Committee itself, was fully improper. We believe
he is in error and feel certain that he does not understand the peculiar
characteristics involved. We feel just as certain that, if he would
take the time to study this situation with us, we could convince him
that any other answer than to recognize that these companies do not
have excess profits and should, therefore, be included in the act as
exempt corporations in section 452, is bound to impose on some of
these regulated telephone companies a tax on at least part of what
their regulatory commissions and what sound economy must con-
sider normal earnings. The excess-profits tax of World War II,
while it used different percentages, was much like this proposal
without section 446, and there were many cases in which it did just
that thing, namely, to tax, as excess profits, part of the normal profits
of regulated companies. As a matter of fact, during World War II,
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and in response to a letter from the California Public Utilities Com-
mission to this committee, in the fall of 1942, we, the independent
industry, developed a third alternative method, which embodied the
principle that there could be no measure of excess earnings until
after normal tax and surtax, and the then staff of the Treasury De-
partment expressed agreement with the principle and said that had
been their own philosophy when they started on the problem in 1940.
Had the war not ended, and likewise the excess-profits law, I believe
some such third alternative method would have been adopted. This
principle is now properly included in section 446.

We sincerely feel that the position taken by the National Associa-
tion of Railroad and Utilities Commissioners, composed of both the
National and State regulating commissions, before the House Ways
and Means Committee on November 15 is a sound one, namely, that
regulated industry should be exempted because the State and Fed-
eral regulatory machinery keeps these earnings, as I have said before,
at the absolute minimum necessary for them to do the job they have
to do.

If, however, Congress decides to impose a so-called excess-profits
tax on regulated telephone companies if it does so on other corpora-
tions, then the effort must be made to draft provisions which are
equitable. The present section 446 does not do this for at least two
reasons.

Senator MmLIKIN. Are there exceptions?
Mr. BOZELL. Exceptions to what?
Senator MILLIKIN. Do any of these companies have abnormal

large profits that are not caught by the regulating machinery?
Mr. BOZELL. We believe not. We have not been able to find any

at all. We do not conceive how they can happen. If people use the
telephone more, what that causes us to do is to have to make more
investment in our central office equipment, because it takes more
switches to do the job. Commissioner Hesse, chairman of the Mary-
land Public Service Commission, and former dean of the law school
of the University of Maryland, is, I understand, to appear as your
first witness on Thursday, and he looks at the thing from the stand-
point of the regulating authorities. He can speak with more au-
thority than I can on that. But so far as we can find out, we cannot
conceive of any, because the regulating commissions always are in
the position to make any adjustment that is necessary.

The CHAIRMAN. DO all of the regulating commissions fix a rate, or
do some of them simply say that you proceed until objections are
raised, either that your rate that you are fixing is confiscatory or un-
reasonably high?

Mr. BOZELL.. The procedure is different at different States. In some
States you file a rate and you collect it, if the commission does not
object, as you say. Normally, they do. And, therefore, they go
through the machinery of discussing it. Sometimes in the smaller
companies, they may look at the thing and find that it is not out of
reason, so far as they can estimate it, and there is no objection from
the community. And they let them go into effect. In other States you
have to apply to be able to earn a certain amount of money. The
various State laws differ on that.
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The CHAIRMAN. You do not have an absolute, uniform earning rate
recognized by all of the commissions in all cases?

Mr. BOZELL. NO.
The CHAIRMAN. But the House bill does give you 6 percent?
Mr. BOZELL. Yes, sir.
The CHAIRMAN. How is that done? Let me ask you practically,

have you looked at that bill?
Mr. BOZELL. Yes, sir.
The CHAIRMA.\N. Have you looked at it carefully enough to know

what that is, on the basis of your book assets?
Mr. BOZELL. That is not, as I point out here, on the basis of the

adjusted basis of the Treasury Department.
The CHAIRMAN. The tax report.
Mr. BOZELL. The tax report, absolutely.
The CHA.IRAN. It would make a big difference?
Mr. BOZELL. That was the punitive thing that the California Com-

mission called to your attention in 1942 when they pointed out that
16 of the largest companies in California were being punished. The
Pacific Gas & Electric and the California Southern Edison Co., to
them were two identical companies in size and rate of return and so
forth, but the Southern California Edison, because of its adjusted
basis

The CHA.\IRMAN.\. I did not know you were coming to that. I was
curious to know from reading the act just how it was going to work.

Mr. BOZILL. That is what we question, sir.
Senator MILLIKIN. Was there not a difference under the earlier act;

you only get 50 percent on your borrowed capital?
Alr. BOZELL. That is correct. Section 446 corrects that, sir.
Senator MILLIKIN. In a word, you are not satisfied with the provision

as it is now in the House bill?
Mr. BOZELL. NO, sir.
Senator MILLIKIN. YOU will make suggestions for its improvement?
Mr. BOZELL. Yes, sir.
In the first place, the basis upon which the earnings are measured

before taxes is not realistic as it is entirely different from the basis
on which the regulatory commissions themselves reach their conclu-
sions. Quite generally the minimum basis used by the commissions
in judging their results, although they may follow differing pro-
cedures to conform to the various Federal and State laws, is the total
capital investment-borrowed capital, equity capital, and retained
earnings-as shown on the books of the companies.

One of the leading accountants thinks all commissions ought to regu-
late it so that you earn your carrying charges on your senior securities,
enough to keep the common stock selling 15 to 20 percent above par
in the market, so that the stockholders will take up their rights, as
Senator Taft suggested.

Senator .IILLIKIN. May I ask Mr. Stam a question, please?
The CHAIRMAN. Yes.
Senator MILLIKIN. How much revenue do they expect to get from

the telephone companies under the proposed bill .
Mr. STAM. I think they feel that this present 6 percent minimum

exemption will reduce the revenue to a very small figure.
Senator MiILLIKIN. To what?
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Mr. STAM. I do not know that we have that. I do not have the
exact figure, but they do not expect to get very much out of the whole
utility group with the 6-percent credit which they allow after normal
surtax.

Mr. BOZELL. They recognize that one whole day was devoted before
the House Ways and Means Committee with about 15 or 20 different
witnesses for the industry to that subject. And, I think, they were
convinced that it does not occur, and they are trying to adopt this law
to recognize that fact thoroughly. I just think they have missed the
point technically on how to do it.

All of these books are kept according to Standard Classifications of
Accounts required by the commissions, both State and Federal. On
the other hand, the provisions of section 446 of H. R. 9827 would
require the use of the "adjusted basis" of the utility's assets minus its
liabilities, and such "adjusted basis," of the Treasury, for most regu-
lated utility companies is--

Senator MILLIKIN. IS there any showing of any excess profits, as far
as this utility field is concerned?

Mr. STAM. You mean in World War II?
Senator MILLIKIN. Right now.
The CHAIRMAN. Before the House committee, he means.
Mr. STnr. The figures that were presented would indicate that in

many cases, as this gentleman just pointed out, where the later return
would be more than 6 percent, running around, say, up to 7, and I
think you said S, you have seen cases where it, was around 7, and I
believe the average was supposed to be about 61/ or somewhere in
that neighborhood, so that that little excess over the 6 percent, 6 being
the usual rate fixed by many of the commissions, the excess over that
would be the excess profits that we are talking about.

Senator M1LLIKIN. What they are really trying to reach is what
the commissions do beyond a certain point?

Mr. STAm. That is right.
Senator MIILIKIN. Did anybody regard it as an important prob-

lem, something that had to be dealt with in this kind of a law?
Mr. STAMr. The only point was that they felt that in view of the

fact that all of the business corporations in the country were going
to be subject to an excess-profits tax on a certain aihount in excess of
their return, that the average rate that is fixed by the utilities ought
to be, at least, the guiding post, so far as the law is concerned, and
that was the theory back of it.

Senator MILLIKIN. No one claimed that it would involve a great,
substantial sum of revenue, one way or the other?

Mr. STAM. No, indeed.
Mr. BOZELL. AS Commissioner Hesse will point out to you, I am

sure, as he did to the House committee, one objection to the 6 percent
is that there is actually a variation in the amount of return, neces-
sary variables being geological, and the size of company, and so forth.
The Supreme Court of Vermont, for example, recently handed down
an opinion. A certain water company contended they had to have an
8-percent return on the basis that they were using at that point.
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The difficulty is that this percentage of return is upon different
bases in different jurisdictions. Sometimes it is fair value, as in Mich-
igan; reproduction cost in Ohio; original cost to the Federal Power
(Comnission, and so forth. And those percentages set forth in the
order are not, therefore, the actual percentages which result upon the
company's own investment.

Senator M[ILLIKIN. DO you claim there is any difference in the prin-
ciples involved between your type of utility and other types of utili-
ties?

Mr. BOZELL. Yes, sir. I think you will find universal acceptance
of the fact that the telephone industry is a more volatile industry than
the power or light or water companies, or the railroads.

Senator ILLII . But the basic principles?
Mr. BOZELL. The basic principle is the same. It is purely a question

as to what is necessary, wlhat is the relative risk. We have a very much
larger labor cost element in our operations, somewhere around 60, as
against some of the others. You can easily stop long-distance calls.
And people will take out telephones, where they will not stop power
and water, as was found out in the last depression.

Continuing with my statement On the other hand, the provisions
of section 446 of H. R. 9827 would require the use of the "adjusted
basis" of the utility's assets, minus its liabilities, and such "adjusted
basis," of the Treasury, for most regulated utility companies is, because
of the nature of origin of that basis, lower than the capital of the com-
pany as shown on their books of accounts. This, in itself, as pointed
out to you by the California Utilities Connmmission in 1942, penalizes
certain companies and is destructive of their credit, and is certainly
no basis for a true measure of what are necessary and normal earnings,
to use as a basis of determining excess earnings. We feel definitely that
the base should be redefined.

To use section 446 as now written or to use the alternate sections 435
or 436 would mean that a great many companies would pay excess-
profits taxes for the years 1950 and 1951 even though during those
years the regulatory commissions are finding that the companies do
not have sufficient earnings to maintain financial stability and are
granting increases in rates.

For example, thle largest independent telephone company in Illi-
nois, whose rates are such that it will earn only 5 percent on its capi-
tal for 1950, and which has on file with the Illinois Commerce Commis-
sion at this time an application for additional rates, would have to
pay a so-called excess-profits tax on its earnings for 1950, even though
it has clone financing and declared dividends and had other financial
operations based upon those earnings which are thus retroactively
taken away.

With respect to retroactivity, by the way, if any telephone company
is thus penalized, because that is what it would be, there is no way it
can recover. Incidentally, in 1943 or 1944, this committee adopted
and proposed an appropriate amendment to the Internal Revenue
Code, and in wording it, the Treasury Department inserted a retroac-
tive clause. As I recall it, Senator Lucas and Vice President-then
Senator-Barkley, spoke forcefully about the inequity of such retro-
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activity, and spoke so effectively that the Senate killed the retroactive
feature.

In addition to this "adjusted basis" being an improper base, we feel
definitely that experience shows that in the telephone industry, to ob-
tain the amounts of equity capital which it is continuingly necessary
for us to obtain, the 6 percent upon this capital is demonstrably too
low. As I said to the House Ways and Means Committee, we believe
that it should be 71/2 percent, and we think we can prove that to you.
We have to compete in the open financial markets for this new capi-
ta], and that market determines what earnings we require to sell our
securities.

If excess-profits taxes in line with the formula proposed were
enacted, even with a redefinition of the invested capital base, many
telephone companies would have to pay excess-profits taxes on earn-
ings which their commissions consider either normal or subnormal-
the latter demonstrated by the commissions' gTanting increases in
rates-and these taxes would have to be included in still further rate
increases in rations which are rather startling. For each additional
$1 of necessary net income to the telephone company, there will have
to be an increase of $4 to the telephone user and this would still further
increase the amount of the excise tax.

The telephone user is already almost the most highly taxed customer
of any business-certainly of any business as essential as a utility
service. Of the dollar he pays for telephone service, from 25 to 30 per-
cent goes to direct corporate and excise taxes. To have to increase
this tax upon telephone service still further, and particularly to the
degree which would be necessary, is a demonstrably large inequity.

Senator MILLIKIN. What does the average fellow pay for his tele-
phone service?

Mr. BOZELL. It runs anywhere-well, in our system, around $70 a
year, up to $100 a year.

Senaor MILLIKIN. What would be a fair average?
Mr. BOZELL. That includes toll service, as well, business, and every-

thing, and that also includes this tax.
Senator MILLnN. HOW much would the proposed bill increase the

telephone charge?
Mr. BOZELL. Mr. Hesse testified before the House Ways and Means

Committee that to use a sort of measure and to limit telephone and
other utilities to 6 percent would probably increase the utility bill of
the country over a billion dollars without any excise taxes. You
will find that that is the testimony before the House Ways and Means
Committee on November 15.

Senator TAr. You mean that was the application of the whole
bill without this exemption?

Mr. BOZELL. Yes, that was, if you used the proposal without section
446.

Senator TAFTr. That is, to public utilities in general?
Mr. BOZELL. Yes. As was pointed out in some recent cases here,

even with the present just corporate tax of the old 38-percent variety,
every time we had to have an extra $500,000, the customer had to pay
$800,000. and he had to pay 15 or 20 percent on top of that for the
excise tax. The thing snowballs in a tremendous volume.
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In enacting legislation to increase national revenues, we do not be-
lieve that the way to do it is to enact an excess-profits tax law which
would tax the normal earnings of regulated industry. We believe
the only safe way to prevent this inequity, which would materially
hobble these companies in doing the job they have to do--

Senator MILLIKIN. Under the proposed bill, how much would the
telephone bill of the user be increased?

Mr. BOZELL. It has been impossible for us to measure that quickly,
sir.

Senator MILLIKIN. Do you have a rough figure?
Senator TART. Some companies would be entirely exempt, would

they not?
Mr. BOZELL. Some companies would not have to pay any tax under

this. It all depends upon the adjusted basis that will be in the Treas-
ury Department.

Senator MILLIKIN. You have no estimate?
Mr. BOZELL. I do not have one, I am sorry. I do not know whether

the Bell System has one or not.
Senator MIILLIKIN. The telephone user, unless he is in business, does

not get a reduction for his telephone expense?
Mr. BOZELL. No; nor for the excise tax he gays on it.
Senator MI1LIKIN. Unless he is in business.
Mr. BOZELL. Unless he is in business : correct.
Continuing with my statement: We believe the only safe way to

prevent this inequity, which would materially hobble these companies
in doing the job they have to do, is to recognize that they do not have
excess profits, and so draft the act. But if these companies are to be
included as corporations subject to the excess-profits tax, then we
believe that the retroactive feature should be dropped and that section
446 should be written more realistically.

I understand that today we have the opportunity to submit to you
certain further information to support this with specifics'.

The ChAIIIRMAN. We will be glad to have it for the record. You may
do so.

Are there any further questions? If not, thank you very much,
Mr. Bozell. You may furnish additional information and statistics
for the record.

Mr. BOZELL. Thank you.
(The supplemental information, when received, will be placed in

the committee files.)
The CIHAIRMAN. We will next hear from Mr. Royal Little, of Tex-

tron, Inc. You may proceed, Mr. Little.

STATEMENT OF ROYAL LITTLE, TEXTRON, INC., NEW YORK, N. Y.

Mr. LITTLE. In order to save time I have filed with the committee
a statement which I will not read. I will speak from the charts, instead,
if I may, please.

The CHAIRMAN. Yes, sir. You filed the statement with the com-
mittee?

Mr. LITrLE. I filed the statement with the committee.
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I would like to make this summary of the recommendations, which
I am going to make.

In the first place, I would like to go on record as saying that I am
against an excess profits tax in principle. However, being a practical
businessman, I realize that we probably are going to get an excess
profits tax, and I would like to bring before you for consideration a
type of excise profits tax which I feel would be fair.

This is entitled: "Plan for a Fair Excise Profits Tax To Become
Effective January 1, 1951."

1. The taxpayer should be granted an option, at the time of filing
the return, to calculate the excess profits tax credit, in either of these
ways :

(a) Invested capital: A flat 12 percent of invested capital, with all
indebtedness with a maturity exceeding 1 year included as invested
capital.

(b) Base period earnings: 100 percent of average earnings for the
best three of the four years 1946-49.

All earnings in excess of the credit to be taxed at 75 percent rate.
2. Complete exemption of the first $100,000 of earnings for all cor-

porations regardless of size, with a provision to prevent duplication
of exemptions by corporations under common control.

3. Basic normal and surtax rates to remain as they are, but taxpayer
electing either invested capital or base period earnings method of
figuring excess profits tax credit should be subject to a minimum
over-all tax rate of 521/2 percent.

4. The 2 percent penalty for filing consolidated returns should be
eliminated.

5. An adequate renegotiation law should be passed to take excess war
profits out of business.

6. Relief provisions such as sections 7'21 and 722 should be elimi-
nated, thus relieving the Bureau of complicated administrative
detail and possible future refunds.

7. Include a simple automatic relief provision for hardship cases.
The taxpayer should have the privilege, to be exercised 1 year before
the date for filing his return, of waiving his right to calculate his
excess profits tax credit under 1 (a) or 1 (b), and of agreeing instead to
pay an excess profits tax equal to 20 percent of his total normal and
surtax for the year, or an over-all relief rate of approximately 54
percent.

Under the above proposal all taxpayers will fall into one of the
following categories :

1. Complete exemption under the $100,000 exemption.
2. Minimum 521/2-percent over-all rate under either invested capital

or base period earnings method of computing excess-profits tax credit.
3. Up to a maximum 75-percent rate under invested capital or base

period earnings method of computing excess-profits tax credit, for
taxpayers not electing special relief rate.

4. Special relief rate of approximately 54 percent over-all.
This plan will permit every taxpayer with any known type of hard-

ship situation to obtain a special relief rate of only 11/2 percent above
Ilhe minimum rate by a declaration of intent 1 year in advance of the
tax return filing date.
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Any taxpayer who fails to take advantage of this special relief rate
will have no one but himself to blame should his earnings for the year
exceed expectations and his over-all tax rate exceed 54 percent.

In order to show some background I would like to speak for a few
minutes from the charts, if I may.

Senator IKERR. Will it be shown what this proposal of yours would
produce?

Mr. LITTLE. That will be shown in the charts.
Senator MILLIKIN. Would your opinion of the subject be the same

if we knew there would be a substantial increase in the regular cor-
porate rates, say, next year?

Mr. LIrrrTTLE. Yes, sir, it would, because this plan could be adjusted
merely by changing the minimum rate under the excess-profits tax,
and the other rate, and the whole thing could be moved up without
disturbing the basic principle.

Senator MILLIKIN. You would contemplate doing that in the event
that you had a substantial increase?

Mr. LITTrrLE. That is correct. The provision is made, so that just
those percentages would have to be changed within this framework.

Here is a chart which I do not think anyone else has ever prepared.
(Chart 1 is as follows:)
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Mr. LITTLE. This shows very graphically the disadvantage of the
excess-profits tax theory. This is under World War II rates. The
assumption is that a corporation has $1,000,000 excess-profits-tax
credit, and this is figured on a cash basis with no allowance for post-
war refund.

Here you have the percentage of earnings retained after taxes,
charted against the number of millions of dollars of earnings for the
corporation. You see, under that provision all of this area is taxes
and this is retained earnings, and here is what happens: On your first
million, the corporation retained 62 percent, but just as soon as you
got to the edge of this precipice and you had the problem of would
you expand your operations, you were faced with this dreadful drop
here where the retained earnings immediately dropped from 62 to 5
percent on the cash basis. You could not pay for plant expansion with
your postwar refund.

Therefore, I have reduced this strictly to a cash basis. And it
meant that you had what I called an area of no incentive, which goes
up some 3.8 million dollars, if you have a million dollars before you
get up to a plateau where you would retain 20 percent again.

This I call the "area of limited incentive," but that jog in the tax
law, as it was passed before, caused many, many corporations to stop
short of the precipice, because if they spent another nickel on plant
expansion they dropped off the cliff and could not possibly get their
money back.

Now, I will show you how long it would take to pay back after taxes
for plant expansion under that tax law.

I next refer to chart 2.
(Chart 2 is as follows:)
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CHART II
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Mr. LITTLE. Here is the same corporation with a million dollars
excess-profits-tax credit. We will assume that a corporation on new
plant could earn 20 percent before taxes on this new plant and new
machinery. If they are in the fortunate position of being within
their first million dollars, they get the money back after taxes of 81/3
years, but the minute they get beyond that point it would take them
100 years to get that money back after taxes. And that is even with
20-percent earnings before taxes.

Then after you go up here to 3.8 million, you then get your money
back after 25 years.

That shows the fallacy of excess-profits taxes.
Senator TAFT. What was the figure that affected that 3.8, the over-all

limit, or something?
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Mr. LITTLE. That is your over-all limit of 80 percent. You see,
you run into the over-all limit of 80 percent and then you get in
this area, but in this area, which is 3.8 times your base, you are just
in this morass of hopelessness where you cannot afford to spend a
nickel for plant expansion.

Senator KERR. That was with reference to World War II?
Mr. LITTmLE. Yes. I have the charts on the present law.
Next I shall refer to chart 3.
(Chart 3 is as follows:)
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Senator MILLIKIN. Does that preceding chart work merely on excess
profits, or does it take the whole corporate picture into account?

Mr. LITTLE. It takes the entire tax.

Mr.

o o
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Under the present plan, on this chart 3, you keep 55 percent. Then
you drop here to keeping 25 percent. I have not figured the point
at which you keep 33 percent as a result of the (67 percent over-all rate.
That takes a little complicated algebraic formula. When this line
comes up again, this will come up under the new tax, under the 67-
percent over-all rate. So you then keep 33 percent, but there again
will be one of those gaps of no incentive and then back up.

I will show you how that works again on new plant expansion.
I will next refer to chart 4.
(Chart 4 is as follows:)

CHART IV
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Mr. LITTLE. Here again the corporation earns a million dollars a
year. It has a million a year tax base and can earn, say, 20 percent
before taxes.

O 
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On the first million, as long as its expansion is within its first million-
dollar base, you get your money back in 91/10 years, but the minute you
go over this it will take 20 years, today, under this bill, to get your
money back. And unless you call qualify for a certificate of necessity
I think you will find that it would be very difficult to get corporations
to expand and produce more goods, to knock down this inflationary
trend, if they have to wait 20 years after taxes to get that money
back on any plant expansion. That is a very important point. There
will be a jog here again.

Senator MILLIKIN. Would your point be modified if we had general
controls?

Mr. LITTLE. Again you have the same problem if you have gen-
eral controls. And they want more production in certain industries
where they cannot get the certificate of necessity. The company that
is at this point would still be faced with having to wait 20 years to
get the money back on this new machinery.

Senator MILLIKIN. When you get to the point of general controls,
part of the theory is to repress certain types of production and
expansion?

Mr. LITTLE. Yes.
Senator MILLIKIN. And in theory you overcome the area of need

with the special certificates?
Mr. LITTLE. Yes.
Senator MILLIKIN. That you are talking about?
Mr. LITTLE. My answer to that would be that we should do that

through control regulations and not through the tax law.
I shall next refer to chart 5.
(Chart 5 is on p. 147.)
Mr. LITTLE. This shows the over-all effective rate that corporations

will have to pay under the new law.
This is the average over-all rate related to the number of times your

tax base, again percentage over-all tax, and here is once, twice, three
times your tax base. You start off with 45 percent. If you double
the tax base of earnings your average over-all goes to 60, three times
65, and then up to four times where you level out at the 67 percent
maximum over-all rate.

Senator MILIINI,. If there is a fallacy in your chart, you are assum-
ing that it is "business as usual." When you get into over-all controls
and start in to full mobilization, you will not have business as usual,
and business that is not connected with the defense effort; in connec-
tion with that, will there be that same incentive to expand when there
is no assurance that they can either get the material to produce the
goods or sell them after they produce them?
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Mr. L|I. In the last war there was considerable expansion in
industries over than war industries. There are many industries thatexpand, and I think you will find tht the administration's incentive

will be to cause many of the essential industries of the country to
expand, and to produce more goods rather than letting the inflationary
pressures press against your controls and cause black markets, and

o forth.
I shall next refer to chart 6.Mr. LirmLE. In the last war there was considerable expansion in

industries over than war industries. There are many industries that
expand, and I think you will find that the administration's incentive
will be to cause many of the essential industries of the country to
expand, and to produce more goods rather than letting the inflationary
pressures press against your controls and cause black markets, and
so forth.

I shall next refer to chart 6.
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(Chart 6 is as follows:)

CHART VI
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Mr. LITTLE. Under the House of Representatives' proposal this
chart shows, going back to 1946 and 1947 and 1948, and estimated next
year, about where your corporate dollar goes in the earnings before
taxes.

This is the area that goes to normal taxes and surtaxes and retained
earnings are in this area. This is in billions of dollars.

I have estimated 40 billions for 1951, and if you get 31/2 billions in
excess-profits taxes here you will get $18.000.000,000 in normal taxes
at your 45 percent rate.
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That shows that actually the excess-profits tax is a small portion
of the total and, therefore, it might readily be changed to some other
form of taxation.

Senator MILIKIN. I was suggesting a while ago that perhaps we
introduce a certain exaggeration into the whole case when we consider
the relation of this particular tax to the whole corporate tax picture
which we are coming in to.

Mr. LITrLE. Yes. My chief objection to the excess-profits tax theory
is that it is most unfair to many small and growing concerns, and no
matter how carefully those hardship provisions are drawn for relief,
the way they are in the present bill you cannot possibly conceivably
take care of every single case. That is why I have come up with this
simple, automatic provision.

I shall next refer to chart 7.
(Chart 7 is as follows:)

CHART VII.-Comparison of additional net corporate tax revenue under House
of Representatives excess profits tax proposal and alternate proposal

HOUSE OF REPRESENTATIVES EXCESS PROFITS TAX PROPOSAL

Additional gross taxes to be received .... - -.......... .... ............. $3, 400,000,000
Less: 10 percent for estimated furuture relief refunds - -.-. --........ ....... ........... 340, 000,000

Additional net taxes to be received --..-........ .....-...--- .......... ...... -........... 3, 060,000, 000

ALTERNATE PROPOSAL BASED UPON $40 BILLIONS TOTAL CORPORATE NET
INCOME IN 1951

Estimated earnings subject Tax rate Taxes
to tax

(1) $10,000,000,000 _..... .... 521j percent (minimum excess profits tax rate) -- --- $5, 250, 000,000
(2) $20,000,000,0001 .... .. 54 percent (relief rate) ................ ....... -- ---. 10, 800,000, 000
(3) $10,000,000,000 -. -...... 58 percent (estimated average rate for nonminimum cor- 5,800,000,000

porations electing either invested capital or base period
earnings).

Total tax under new excess profits tax ............. ___.... 21, 850, 000, 000
Less tax on $40,000,000,000 at 45 percent---.---------..----.- ------ 18, 000, 000,000

Additional cross taxes to be received_ ____ - 3, 850, 000, 000
Less: Estimated future relief refunds ..... . -- ---.-. . -. ....... - -.... - _

Additional net taxes to be received-- -- -..-.-.-..... . ....-- ----- . ..... 3, 850, 000, 000

1Since relief rate must be declared by taxpayer 1 year before filing date, real hardship cases only will elect
this method. Most borderline corporations would take regular excess profits tax options upon filing and pay
an average of more than 54 percent if earned rather than commititng themselves 1 year in advance to the
54-percent relief rate.

Mr. LITTLE. This shows the comparison of what the House of Rep-
resentatives' bill would do, and what the proposal I am making would
do.

Incidentally, I am figuring here about three billion four. I am put-
ting in, which I think you will have to consider, 10 percent for esti-
mated possible relief funds. Of course, it may be that you will finally
pass a bill without 722 or 721. So there is no possibility of refunds.

Under the present act I notice there are some possibilities that you
will have to make refunds. So I put this in to show that this may
only net, after refunds, $3,000,000,000. Then, taking the proposal
that I have made, I have estimated that $10,000,000,000 of corporate
earnings would be subject to the 521/ minimum rate, which would
bring in 51/4 billion. That 20 billion of earnings would apply for the
54 percent special relief rate.
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And, really, to lay it on the line 1 year in advance that they will pay
that 54 percent rate which would bring in ten billion eight, and then
there would be many corporations who would be borderline cases who
would say, "But we would rather pay more than 54 percent, if we
earn it, rather than to declare 1 year in advance that we will pay
54 percent. So many of them would pay substantially more than 54.
I have estimated possibly 58 percent that would bring in five billion
eight.

That brings in $21,850,000,000 total taxes less $18,000,000,000 from
normal and surtaxes, leaving $3,850,000,000 from excess profits taxes.

So this plan, in my opinion, would bring in more revenue than the
House bill and would eliminate every single form of hardship that you
can think of.

The only fellow who would be hurt would be the one who did not
take advantage of the relief provision of advising the Internal Rev-
enue Department 1 year in advance of tax filing delate that he would pay
54 percent and waive irrevocably for that year his rights to elect either
the invested capital or base period earnings credit.

Senator TArT. About the first item of 521/2 percent, is that on the
theory that everybody pays 521/2 percent? You have a general in:
crease of 71/ percent.

Mr. LITTLE. That is on the theory that everybody pays 52/2 percent.
Senator TAFT. So it is a combination of an increase in corporate tax

and an excess profits tax that you are proposing?
Mr. LITTLE. Exactly. In other words, I started my statement by

saying that I was against excess profits tax in principle, but here is the
combination of the two which, I think, would be fair. One reason I
am against excess profits tax the way it has been worked in the past,
is that too many large companies get a free ride and do not pay 1 cent
extra tax toward this defense program. That cannot be permitted
the next time.

I shall next refer to chart 8.
(Chart 8 is as follows:)

CHART VIII.-Examples of hardship cases resulting from House of Representa-
tires excess profits tax proposal

Estimated income
Percent of
crinfs

Company Excess Subject to Total tax payable

Total profits tax excess-profits in taxes
credit tax

Blousemaker Inc......--------------------------.. $200,000 $59, 700 $140, 300 $132, 090 66
Competitor ......---------------------------. 200,000 170, 000 30, 000 99,000 49.5

Evelyn Pearson Inc ----------------------- 200,000 46,950 153,050 134,000 67
Competitor__---------------------_ 200, 000 170, 000 30, 000 99,000 49.5

Nashua Textil Co_ - -- -------- 500.000 46,200 453, 900 335,000 67
Competitor__ _ 500, 000 425.000 75.000 247, 500 49

Lonsdale Co 2,000,000 377,800 1, 622,000 1,340, 00 67
Lonsdale Co. (usin base of predecessor

company)---------------------- - 2,000,000 2,056,588 0 900,000 45

Mr. LITTLE. We have several situations where we have helped peo-
ple set up businesses to take over divisions of our company that we
formerly operated.
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Textron last spring decided to go out of the apparel business and
confine itself to the manufacture of fabrics. In that spring period
the directors authorized us to set up several of the division managers
in business, if they put in $100,000 or $150,000 of equity capital. So
we now find ourselves in the position where we have taken back notes
for over $2,000,000 from these small concerns against their inventories
and plant, when we had no thought of excess-profits tax then in mind.

We now find that Textron has over $2,000,000 tied up in notes re-
ceivable. These small companies which have been set up and in which
we have no further interest, except as a creditor, it now looks to us
under the present tax laws as though it will be almost impossible for
them to pay off those obligations when they become due.

We have a situation like this: Blousemaker, Inc., which should make
$200,000, and under the new tax law set-up they will have to pay
66 percent of their earnings in taxes, but the fellow across the street
who makes exactly the same kind of blouses, with the same sales force,
the same styles, and the same sized plant, because he has base-period
earnings, that is, a good tax base, will pay 49.5 percent. Blouse-
maker is not profiteering. They are charging exactly the same price
for the same service. Why should they pay that tax premium over
their competitor?

The same is true in this loungewear company where they have been
set up and started in business. They will pay 67 against 49.5.

Then there is the case of the Nashua Textile Co. Textron purchased
the Nashua Manufacturing Co. some years ago. Two years ago when
we curtailed our operation we set up, by giving credit to these people,
a company which would take over some of the looms and make some
of the fabrics which we no longer wanted to make. That preserved
jobs for some 400 people in the community. We backed them to the
extent of some $480,000 in notes for plant and inventory. They put
up $100,000, which they raised in their community. We have no equity
interest whatsoever. That company still owes us a lot of money.
Under this provision they would pay 67 percent against 49 percent for
their principal competitor. They are performing the same service,
in the same kind of plant, selling at the same price. Why should they
have to pay almost 50 percent more in taxes than their competitors?

Here is another interesting case: The Lonsdale Co., which was set
up on June 30, 1948. They purchased the assets of the predecessor
company, which had a terrific tax base. They did not purchase the
stock of that corporation. If those new shareholders had.purchased
the stock of that corporation they would have only paid 45 percent

taxes, but because they purchased assets instead of stock, just a legal
technicality, they end up paying 67 percent.

You have these unusual cases like that. These are the ones that I
know of, because Textron has been involved. There must be thousands
and thousands of other hardship cases that cannot possibly be cured
by technical language in the act. You cannot possibly write enough
provisions in the act to cover all of the hardship situations that will be
created.

That is why I urge you to try to put in some simple, automatic relief
provision whereby these people can come 1 year prior to filing date to
the Internal Revenue Department and say, "We will pay a 54 percent
rate;" in other words, 20 percent over the normal and surtax rate,
"and we will waive for the next year our right to file under either
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invested capital or base period earnings method." Let's make' it
simple.

Senator BuTLER. What does your plan do with reference to utilities
that we have been hearing about this morning?

Mr. LirrE. Well, the utilities would get taxed 52.5 percent under
my plan. It is my theory that everybody has got to pay something
more. If 52.5 percent is too high for the minimum rate, you can
make it 50. I have given you a formula that is completely flexible.
You can change the percentages and get the result.

I shall next refer to charts 8 (a), 8 (b), 8 (c), and 8 (d).
(Charts 8 (a) to 8 (d), inclusive, are as follows:)

CHART VIII (a).-BLOUSEMAKERS, INC.

Balance sheet, Sept. 30, 1950

ASSETS

Current assets:
Cash--------------- $151,197.71
Accounts receivables- 393,773.90
Other receivables-_- 3,095.89
Finished goods in-
ventory ---------- 579, 811.25

Total current as-
sets-------- 1,127, 878. 75

Fixed assets ------------ 85,630.43
Prepaid expenses and de-

ferred charges-------- 9, 743.10

Total assets----.1,223,,252.28

LIABILITIES

Current liabilities -.....
Long-term liabilities-...
Reserve for estimated in-

come taxes----------
Total value of capital

stock (net worth)--_-

$596,715.04
534,638.76

29,529.25

62,369.23

Total liabilities
and capital-- 1,223,252.28

Computation of excess profits tax

[Assumptions: (1) Net earnings of $200,000; (2) industry rate of return 10 percent]

Net worth and borrowed capital----------------------------- $597, 000
Excess profits tax credit------------------------------------- 59, 700
Normal tax (on $59,700) ------------------------------------ 26, 865
Excess profits tax (on $140,300) ------------------------------ 105, 225

Total tax------------------------------------------- 132,090=66%

CHART VIII (b).-EVELYN PEARSON, INC.

Balance sheet, July 31, 19.50

ASSETS

Current assets:
Cash - -

Accounts receivable_
Other receivables....

$118,277.05
152,948.86

304.31
Merchandise inven-

tory -------------- 686,923.21

Total current as-
sets ------------- 958,453.23

Fixed assets- ----... 59, 365. 63
Other assets------------- 3,189.50

Total assets ---- 1,021,008.56

LIABILITIES

Current liabilities ----
Notes payable for fixed

assets --- --- --- ---
Notes payable, offices--..

$801,182.24

47,310.48
100, 000.00

Total liabilities___- 948, 492. 72
Capital stock ------.... 50,000.00
Surplus---------------- 22, 515.84

T o t a 1 liabilities,
capital stock, and
surplus --------- 1,021,008.56

152
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Computation of c.rcss profits tax

[Assumptions: (1) Net earnings of $200,000; (2) industry rate of return 10 percent]

Net worth and borrowed capital - --................--- .-- $469,500
Excess profits tax credit- - -...... ..... ..... . . - - -- 4;, 950
Normal tax (on $46,950) ---- --- --- --- --- --- --- --- - 21,127
Excess profits tax (on $153,050) .------------------------___ 114, 77

Total tax ...................------------.. 135, 91468%o
Maximum tax payable (at 67-percent rate) --------- 134, 000

CHART VIII (c).--Nashua Textile Co.

Balance sheet, Oct. 1, 1949

ASSETS

Current assets:
Cash ---------------- $39, 266. 25
Accounts receivable___ 57, 818. 80
Merchandise inven-

tories -------------- 308,451.55
Supplies and other cur-

rent assets--------- 6,495.92

Total current assets_ 412, 032. 52
Property, plant, and equip-

ment------------------ 267,751.93
Prepaid expenses and de-

ferred charges ---------- 9, 484. 53

LIABILITIES AND CAPITAL

Current liabilities:
Notes payable--------- $50, 861.73
Accounts payable----- 49,577. 77
Accrued liabilities--. 38, 158. 85
Provision for estimated

taxes--------------- 38,374.25

Total current
liabilities -------- 176, 972. 60

Notes payable (due after
1 year) -- ---- - - 333, 804.74

Deferred accounts payable_ 28, 391.64
Capital stock and surplus:

Preferred stock ------- 96, 100. 00
Common stock -------- 3,922. 00
Earned surplus ------- 50,078.00

Total capital stock
and surplus ------- 150, 100. 00

Total liabilities and
Total assets-------- 689, 268. 981 capital---------- 689, 268.98

Computation of excess profits tax

[Assumptions: (1) Net earnings of $500,000; (2) industry rate of return, 10 percent]

Net worth and borrowed capital----------------------------- $462, 000
Excess profits tax credit---------------------------------- 46, 200
Normal tax (on $46,200)------------------------------------- 20, 790
Excess profits tax (on $435,800) ------------------------------ 340, 350

Total tax-------------------------------------------- 361, 140-72%
Maximum tax payable (at 67% rate) ---------- 335,000

75900--50-- 11
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CHART VIII (d).--LoNsDALE Co.

Balance sheet, Sept. 30, 1950

ASSETS

Current assets:
Cash$--------------- $6, 019.46
Accounts receivable_ 1, 270, 421. 22
Inventories-------- 3, 558, 745. 31

Total current as-
sets------------ 4, 875, 185.99

Investment in wholly
owned subsidiaries___ 1,500.00

New plant, property and
.qulipllent- ----- 891. 848. 86

Deferred charges -. 62, 5SS. 24
Plremiilm dtleposits -.- 67, 833. 68

Total assets ---- 5, ,898, 956.77

LIABILITIES C.\PITAI., AND SUIIPLUS

Current liabilities:
Notes payable-..... $1,000,000.00
Equipment loans-_- 86, 737.38
Accounts payable__ 178,062.55
Acerted liabilities_ 387, 123.86
Provisions fIr Fed-

era I illncole taxes_ 84, 452.99
Eniltyee detlplosits_ 48, 7S7. 96

Total currellt lia-
bilities--- .... 1,785, 1(14.74

Equipmnent loans (long

terti) ------- 13, 00(5.22
Deferred liability arising

from sale' of leased
property ------------ 37, 578.95

I)eferred credit result-
ilg firon temporary
redluction in LIFO in-
vetory -- --- 28, 005.82

Capital anid surplus ---- 3, 765,202. 04

Total liabilities,
capital and sur-
plus----------- 5, 898, 956. 77

Computation of excess profits taa

[Assumptions: (1) Net earnings of $2,000,000 ; (2) industry rate of return, 10 percent]

Net worth and borrowed capital ---------------- $3, 778, 000
Excess profits tax credit --- - -- 377, 8I)
Normal tax (on $377.800) ------------------- 170, 0(0

Excess profits tax (on $1,622,200)---------- 1, 21i, 6,50

Total tax (69 percent rate) ------------------- 1, :8;, 65=69%
Maximum tax payable (at 67 percent rate) -_ _ 1,340,000

C(oleulation of cxecss profits tax er tlit bast d on profits of predccessor company
tas indicated ot F'd'ral ineoJmef-tax rcturs

1941_ - ---------------
1947-------------------------------------194---------- ---1948

3-year total------
A verage- - - -- - - - - - - - -

Excess profits tax credit (85 percent of average)

Profit
- ------- --- $3,000, '924

2,512, 918
-- 1,744,703

---- - -- 7,258,548
2, 419, 516

-- 2, 056,588

Ir. LITTLE. These show the balance sheets which you have there,
showing the financial condition of these small companies. I will save
time by just turning over to the case of Textron itself.

I shall next refer to chart 9.
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(Chart 9 is as follows:)
()HART IX
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Mr. Ln'LE. Textron has spent $28,000,000 in the last several years

for new plants and on new equipment. That is in the States of New

Hampshire, Massachusetts, Rhode Island, Connecticut, North Caro-

lina, South Carolina, Georgia, and Alabama.
hen you build a new textile plant it takes at least a year or so to

bring it up to an earning basis.
These expenditures are now starting to produce results. The result

is that Textron has doubled its productive capacity now over what it

had in the base period, and has doubled its potential earnings. But

we got this money largely from transferring inventories that were

tied up in our apparel divisions into new plants. So the result is that
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we have not increased our net equity in our business, but we have
doubled our earning capacity. There is an interesting hardship case
that is not covered at all.

The cases that are covered in this House bill are the ones where you
get more capital in, or retain earnings, and you get credit for that
extra retained earnings. Here we have taken the assets we had in the
company and put them to better use. We get no benefit whatsoever
for this enormous increase in capacity, which I claim is going to come
in very handy in the next few years in producing more essential textile
products and holding down this inflationary trend. But we are going
to get tremendously penalized because we have put all of that money
into plants, which is now starting to produce earnings.

In closing, I spent 4 hours last night reading the House tax bill. I
have always considered that I was able to understand the tax laws,
.but, gentlemen, I throw my hands up on this one. My analysis of this
is that in a period where every man-hour we have should be used to
produce something, this tax bill is going to cause hundreds of millions
of man-hours to be diverted into litigation and diverted from pro-
ductive effort.

I also predict that this tax bill will divert hundreds of millions of
dollars that should be going to the Treasury and that are badly needed,
into the pockets of the accountants and the lawyers. This bill is a
bonanza for the country's accountants and lawyers.

I thank you, gentlemen.
The CHAIR-MAN. We shall include your prepared paper as a part

of the record.
(The prepared statement submitted by Mr. Little reads, in full,

as follows:)

STATEMENT OF ROYAL LITTLE, PRESIDENT OF TEXTRON, INC.

My name is Royal Little. I am president of Textron, Inc. I am appearing for
the purpose of urging upon this committee the necessity of adopting an excess
profits tax law which will not foster monopolies, discourage the creation of new
enterprises, or prevent the normal growth of established businesses. The bill
which has been introduced in the House of Representatives will, in my opinion,
seriously disrupt the economy and will be particularly harmful to new and
growing enterprises.

The proposed law fosters waste and inefficiency. It encourages extravagances
in operational costs, whereas the tax program should encourage economies in
operation by permitting corporations to retain the earnings resulting from such
economies. This type of law tends to discourage expansion and to further en-
trench old, well-established companies.

Chart I, attached, illustrates graphically that under the World War II type
of excess profits tax, corporations were placed in the position of having no
incentive to make greater profits. Also, under the World War II type of excess
profits tax, capital investment in new business or in expansion was discouraged.
Chart II shows that under the old type of excess profits tax it would take 100
years for an investor to recover the money he has invested, if his earnings are
subject to the tax.

The same situation exists, though to a lesser extent, under the House of Rep-
resentatives' proposal. Chart III shows that incentive for further earnings is
lost when a corporation is, in effect, dealing with 25 cents on the dollar. Chart
IV illustrates the effect of the proposed new law on possible plant expansion.
Obviously, expansion will be discouraged when an investor must wait 20 years
to get his money back. For most new enterprises, which are rarely overcapital-
ized, the effective tax rate will be the proposed maximum of 67 percent (see chart
V). Such new businesses will be at a serious competitive disadvantage, taxwise,
with their financially well established competitors.
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Chart VII illustrates the effect of the proposed excess profits tax on future cor-
porate earnings.

I cite you the following hardship cases, with which I am familiar (see chart
VIII) :

Blousenmalcer, Inc.--This corporation was formed on August 5, 1950, to take
over and operate Textron's blouse division. Textron assisted the new owners
to get established by taking back notes aggregating $848,000 for plant and in-
ventory. Under the proposed law this new and struggling company will pay in
taxes 66 percent of its earnings whereas a well-established competitor will pay
only 491 percent (see chart VIII (a)).

Evelyn Pearaou, Inc.-This company was organized in June 1950 and pur-
chased Textron's lounge-wear division. Textron helped the new owners to get
started by taking notes aggregating $694,000 for the plant and inventories sold
to the new company. Under the proposed law this company will pay the maxi-
mum of 67 percent in taxes as against a 491/ percent effective rate for established
competitors. This small company, heavily in debt, will be paying 35 percent
more of its earnings in taxes than its financially well established competitors
(see chart VIII (b)).

Nashua Textile Co., Inc.--This corporation was organized on November 4, 1948,
with equity capital of $100,000. Textron sold the new company certain ma-
chinery and inventories and took long-term notes for the purchase price. This
company has a large indebtedness and under its present financial set-up will be
forced to pay the maximum of 67 percent of earnings whereas its established
competitors will be paying at a rate of about 49 percent (see chart VIII (c)).

Lonsdale Co.-This company was formed on June 30, 1948, to purchase the
assets of an old New England textile firm. Because the new company purchased
assets, its excess profits tax credit under the proposed legislation will be only
$377,800, whereas if the new owners had purchased the stock of the old company
instead of assets, its excess profits tax credit would be $2,056,588. The result is
that this new company will be paying an effective tax rate of 67 percent whereas
the effective rate would have been 45 percent had the purchase been handled in
a different way (see chart VIII (d)). The Lonsdale case differs from the three
hardship cases previously mentioned, because Lonsdale is not undercapitalized.
Lonsdale's principal competitor sells products similar to Lonsdale's at approxi-
mately the same open-market prices. Both companies have approximately the
same working capital per employee, per spindle, and per dollar of sales. The
competitor is nearly 10 times larger than Lonsdale, but it is obviously unfair that
Lonsdale should, by a technicality in the law, be forced to pay 67 percent of its
earnings in taxes when its competitor will pay less than 50 percent of its earnings
in taxes.

Textron itself will be severely discriminated against under the proposed law.
At the end of 1949, Textron's total plant investment was approximately $13,000,-
000. Since that time approximately $15,000,000 has been expended or committed
for expenditure for new plants and modernization of existing plants in New
Hampshire, Rhode Island, Massachusetts, Connecticut, North Carolina, South
Carolina, Georgia, and Alabama (see chart IX). As a result of this expansion
program Textron has more than doubled its productive and earning capacity with
no increase in net worth. This enormous increase in capacity has been financed
through the liquidation of apparel inventories and through 5-year term loans of
approximately 810,000,000. Why shouldn't Textron be allowed at least twice its
base period earnings credit in view of its doubled plant capacity and doubled
potential earnings? Why should Textron be penalized because it has expanded
while less progressive competitors who have maintained the status quo will gain
a substantial tax advantage?

In my opinion the relief provisions of the proposed law for new and growing
businesses are inadequate. The cases I have cited demonstrate this.

I believe that a fair excess profits tax bill should include the following:
(1) An excess profits tax credit of 100 percent of average earnings for the

best 3 years in the period 1946-49. The 85-percent figure in the House bill means,
in effect, that the tax is not only on profits deemed excessive, but on 15 percent of
profits which are considered normal.

(2) An excess profits tax credit of 12 percent of all invested capital, instead of
the sliding scale provided in the House bill. This method of equal treatment for
all corporations is obviously fair. Also, all indebtedness with a maturity in
excess of 1 year should be included as invested capital.

(3) A minimum excess profits tax credit of $100,000 for all corporations, rather
than the $25,000 minimum of the House bill. The House bill minimum is so low
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that relatively few small corporations would benefit by it. A provision should
be included to prohibit duplication of exemption for corporations under common
control.

(4) An over-all minimum of total taxes of 521/ percent for corporations com-
puting the excess-profits tax on either the base period earnings formula or on
the invested-capital formula.

(5) The effective date of the new tax should be January 1, 1951. Admittedly
this is a "defense" tax, calculated to give the Government that portion of profits
which are excessive because of the defense program. The operation of the
program has just begun and its impact on corporate profits will certainly not
be felt until 1951.

(6) A simple automatic relief provision for all hardship cases. The relief
provisions in the World War II excess profits tax law are unsound and unwork-
able. I have a proposal which I feel will afford relief in all hardship cases and
which can be applied simply and automatically.

My proposal is that all corporate taxpayers be permitted the option, prior to
March 15 of the current tax year, of electing to pay an excess-profits tax amount-
ing to 20 percent of the total normal and surtax payable on such current year's
earnings. This would, in effect, result in a special relief rate of approximately
54 percent. Having made the election to pay the special relief rate, the taxpayer
would thereby waive the right to adopt either the invested-capital method or the
base period earnings method of computing the excess-profits tax for that year.
It would, of course, be necessary under this proposal to give the taxpayer a
further option to review his situation if the normal or surtax rate applicable to
the taxable year should be changed by legislation.

I believe that more revenue would be raised under this proposal than under
the bill which has been introduced in the House of Representatives. Chart VII
sets forth a comparison of the additional revenue to be received under the House
bill and under the alternative proposal I have made.

Under such a provision new businesses and growing businesses will be protected
and hardship cases will be effectively eliminated.

I urge this committee to adopt this alternative plan in conjunction with the
proposed invested capital and base period earnings credits provisions.

The CHAIRMAN. Does anyone have any questions of Mr. Little?
Senator MILLIKIN. I think it should be said that when the gentle-

man said that he can understand the tax law, I think that is an under-
statement.

Mr. LITTLE. I give up now.
The CHAIRMAN. We thank you.
Mr. LITTLE. Thank you, Mr. Chairman.
The CHAIRMAN. We will next hear from Dr. Allen B. Du Mont.

STATEMENT OF DR. ALLEN B. DU MONT, PRESIDENT, ALLEN B.
DU MONT LABORATORIES, INC., CLIFTON, NI. J., AND CHAIRMAN,
NATIONAL CONFERENCE OF GROWTH COMPANIES

Dr. Du MONT. My name is Allen B. Du Mont, and I am president
of the Allen B. Du Mont Laboratories, Inc., of Clifton, N. J.

I am here today as the authorized spokesman for a group of com-
panies in diversified businesses and industries. I am filing with your
committee a list of those companies which have organized informally
in the National Conference of Growth Companies and which have
expressly approved recommendations which I shall submit to you.

We are acutely aware of the gravity of the world situation and
the necessity for committing our Nation to such constructive defense
action as may be necessary.

We are conscious of an outlook which pictures many sacrifices not
only for individuals but for every unit and segment of our social and
economic community.
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We recognize that this is no time for the injection of selfishness
or selfish attitudes and we are not here as selfish pleaders.

We are here because such awareness, such consciousness, and such
recognition of realities demand that every action taken to meet our
grave problems be the result of decisions based on the soundest and
most constructive foundations.

What price sacrifice today, if in the sacrificing we destroy our
national ability to produce for further sacrifices in what may be
graver times ahead?

Does the Government need more revenue to meet increased defense
spending? The answer clearly is "Yes." Then why not raise that
revenue in the most efficient manner?

Virtually every national business and industrial organization in
the country, and many individual corporations, have told our Gov-
ernment, directly or indirectly, that they are ready and willing to
pay more taxes and in the amounts specified by the administration
as needed at this time. They also have been unanimous in their con-
demnation of the so-called excess profits tax as the most inefficient
and most damaging means of producing revenue. It is also the most
unfair.

According to announcements made in connection with action by
the House Ways and Means Committee on its excess profits tax bill,
70,000 corporations will be subject to its levy. That means that only
about 1 in 8 will be taxed. Such selectivity cannot possibly be justified
and should not be condoned.

Every company in the group I represent joins with all of the others
in condemning and opposing the so-called excess profits tax. We are
hopeful that this committee will follow recommendations for an
emergency profits tax in the form of a flat rate levy on corporate
income.

However, should you find the political and emotional pressures
too great, and a so-called excess-profits tax is inevitable, we are con-
fident you will recognize the importance of seeing that companies
who represent the dynamic segment of industry are not disastrously
affected.

By dynamic segment, I mean those companies whose growing and
expanding productivity are adding to the strength of our Nation.

That dynamic segment can be better protected, can have its incen-
tives preserved to a greater extent, and will be accorded more
equitable treatment if the so-called excess-profits tax bill is amended
to incorporate recommendations which I am pleased to outline here.
A more detailed presentation of the recommendations is provided in
a supplemental brief to be filed.

Senator MILLIKIN. I notice that you are speaking for the National
Conference of Growth Companies. May we assume that what you
have to say here are their recommendations? Are there any excep-
tions, so far as the growth companies are concerned?

Dr. Du MONT. You were supposed to get a list of the companies that
had approved the recommendations in this memorandum.

Senator MILLIKIN. Do you know of any companies that do not
approve of the recommendations?

Dr. Du MONT. NO.
Senator TAFT. They appear in the longer memorandum at the end?
Dr. Du MONT. That is correct.
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1. No discrimination should be made in the computation of the
excess profits tax credit as between corporation on an invested capital
basis and those on an average earnings basis with respect to new ven-
ture capital, undistributed profits, and increased borrowed capital in
the years following the base period.

This was originally in our proposal. This has been pretty well
taken care of in the House bill. That is pretty well handled.

2. Full allowance instead of 85 percent should be made for base
period net income in the determination of excess profits tax credit.

3. Broaden relief provisions so that the expenses incurred in
pioneering or developing a new product or service and creating a mar-
ket therefore are not used to reduce the base period earnings.

4. Broaden relief provisions with respect to abnormalities in income
in the excess profits tax years. This is designed to exclude from
excess profits tax such profits resulting in the taxable period from de-
velopment and research carried on in the base period.

5. Revise policies in connection with administration of special re-
lief provision. This is directed to the alleviation of hardship situa-
tions, the recommendation being that the administration of the law
be more intelligently and sympathetically dealt with.

6. Revise and liberalize so-called growth formula applied to average
earnings in base period to arrive at excess profits tax credit for true
growth companies. A true growth company is defined as one that
meets any one of the four requirements outlined in the supplemental
brief and it is recommended that the taxpayer be accorded option of
four alternative methods of applying the growth formula to the end
that the excess profits tax credit so developed could exceed the base
year in the base period.

Senator MILLIKIN. What, roughly, are those?
Dr. Du MONT. It should be under 6 in the brief.
The CHATRIMAN. That is in the supplemental brief attached.
Senator TAFT. I have a copy of it.
Dr. Du MONT. The pages are not numbered, but it is about the fifth

or sixth page. It is headed figure 6 at the top here.
Senator TAFT. IS there any possibility of taking into account in-

crease in production, or possibly increase in productivity of the num-
ber of men employed as a means of increasing the excess profits base?

Dr. Du MONT. We have considered that.
Senator TAFr. After all, what the country is interested in is increase

in production.
Dr. Du MONT. That is right.
Senator TAFT. And it seems that if a man makes more profit be-

cause he has increased his production or the productivity of his men
that it is somewhat harsh to tax that as an excess profit.

Dr. Dur MONT. That is right. It happens to be that most of these
recommendations do not go along that particular line.

Senator TAFT. Maybe it is too complicated.
Dr. Du MONT. I do not know that it is impossible. In view of the

fact that it is a tax on earnings we try to define it more or less in terms
of earnings. It could very well be increase in production or increase
in the number of people employed. I think it would be possible to do
that.

Senator TAFT. A man who makes twice as much money because he
has increased the production of his plant by two, it would seem to me,

160
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would be entitled to better treatment than the man who has increased
his prices.

Dr. Du MONT. That is right.
7. Use the experience formula to provide relief for growth occurring

after base period for reasons largely unrelated to defense economy.
This pertains to new companies and companies experiencing sharp
growth at the end of and after the base period.

The recommendations on which this outline was based are the prod-
uct of extended discussion by numerous growth company executives
and tax experts.

We submit them with the firm conviction that even if they are
incorporated into a so-called excess profits tax bill you will not have
the right kind of legislation but they will relieve some of the inequities
of the current measure and will help to preserve incentives to growth
and expansion.

I have said before, and I repeat to you, that excess profits tax is a
masquerade. Its label is false. It implies that every corporation
subject to the tax is profiteering from war. It places a stigma on the
corporate management and makes it appear as an unpatriotic element
of our country which must pay penalties for success in building to
keep America strong. And then-it fails to live up to its implied
promise of taxing excess profits.

The avowed intent of authors of excess profits tax proposals is to
tax profits directly or indirectly acquired as the result of war or
defense spending. There is no quarrel with that intent or objective.
But excess profits tax does not do that. It imposes tax penalties on
normal profits by arbitrarily calling them excessive.

The worst single feature of the bill as applied to growth companies
is that which attempts to distinguish between normal and excess
profits. In doing so, it assumes that no growth company would have
continued to grow in 1950 except for the war.

My company is an example of such fallacy. It shows continuous,
substantial uninterrupted growth each year over the previous year
in the base period by any standard. Yet under the House bill, any
profits in excess of 85 percent of 1949 earnings are labeled excessive.

Senator MILLIKIN. What percentage of your product goes into the
Military Establishment ?

Dr. Du MONT. In normal times?
Senator MILLIKIN. Prior to July of this year.
Dr. Dr MONT. Well, prior to July of this year I would say some-

where around 10 percent of our product went into the Military Estab-
lishment. There has been no appreciable change in that since July
of this year.

Senator MILLIKIN. Are they accelerating the amount of orders they
are giving to you ?

Dr. Du MONT. NO. In our industry there has been very little in
the way of orders. We anticipate that sometime around January or
February of next year that it will be very, very heavy, but it is not
ready yet to award the bids, which are not ready.

Senator MILLIKIN. So your industry has not felt the impetus to
business due to the war?

Dr. Du MONT. No, we have not felt any imptus. As a matter of
fact, most manufacturers have cut production frcm 10 to 30 percent
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because of the scarcity of materials. So we are still producing at a
high rate, but we are not producing what we anticipated.

Senator MILLIKI. Assuming that a formula could be worked out
for growth companies, is there any reason why the first half of 1950
should not be included in the formula ?

Dr. Du MONT. No; that would help very much. If you used the
first half of 1950 that would help in the formula.

I would just like to point out some things on these charts that we
have here. The first one is on "Sales." This curve shows the sales
growth of the company from 1946 to 1950. You see, we start off with
around $2,000,000 in 1946, and end up with around $80,000,000 this
year.

Senator MILLIKIN. Do you manufacture or do you assemble, or
both?

Dr. Dru MONT. We manufacture cathode tubes. We were the first
manufacturer of those tubes. We developed them for the industry.
We manufacture television receivers. We manufacture television
transmitters, and also transmitters for the Government. We manu-
facture cathode ray oscillographs, which are instruments used largely
in laboratories in the Government. And then we own three television
stations and have a television network. So we are in all phases of
the television business. We are the only company that is in all
phases of the televsion business exclusively. There are others that
are in all phases, but they are in refrigerators and washing machines
and everything else, too.

The point which is perfectly obvious from this chart is that by
definition progress is supposed to stop in 1949; in other words, no com-
pany is supposed to grow after 1949. You can see from the curve that
obviously that should not cut off at 1949. It has nothing to do with the
war.

I would like to have the next chart on "Profits." This is the profits
curve, and shows about the same growth as the sales curve. It hap-
pens that the abscissa on this one is a little squeezed up. If you spread
that out over the whole chart you will find it is at about the same rate.

Outside of the loss year in the first year, our profits run between
7 and 9 percent of sales, somewhere around that amount.

It is interesting to note that shows the net income before taxes,
but if you take the net income after taxes, we have made approximately
12.5 million in that period of time.

What did we do with that 121/2 million? A good portion of that
would be considered excess profits. We spent 8 million for new plants
and equipment. We put in 10 million into the business for additional
inventory and 4 million for additional accounts receivable. So we
made 121/2 million over that period, but we put 22 million in the busi-
ness during that period.

Where did we get the $22,000,000 to put into it? We had three stock
issues of $12,000,000. So 12 plus 12 is 24, and we put 24 into the busi-
ness. In other words, when you show these profits like that, they look
high.

What are we doing? We are essentially creating services and work
for people.

I would like to have this chart here which shows the number of
people that we have put on in our plant. We start off in 1946 with
998, and you can see that the growth in the number of employees is
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pretty much Proportional to the increase in sales. And I think, Sen-
ator Taft, you just referred to that. It is not a question of raising
prices to increase the profits. It is a question of keeping thle profits.
Maybe the percentage goes down a little aIs you get bigger, but it is
essentially the same.

This is another chart which I will touch on for a second. It shows
the three companies, A, B, and C, that made the same amount of
money from 1947 to 1949; in other words, company A made half a
million dollars in 1947, a million dollars in 1948, a million and a half
in 1949, and 29 million in 1950, but all three companies made a total of
$3,000,000 between the base years. The growth company pays 64-
percent tax. Company B, that has not changed at all, still pays
an excess-profits tax. He pays the tax of 52.6 percent or that 7.6-
percent excess-profits tax, whereas the company C that went from a
million and a half to half a million just pays the normal tax of 45
percent.

That is simply gotten up to show the effect of the excess-profits tax
on the growth companies.

Continuing with my statement: Our profits exceeded that amount
in the first half of 1950, before Korea. We have continued to grow and
earn profits since Korea even though we have been adversely affected,
not helped by the war.

Even if we had operated at some loss from July 1 to the end of
1950 we would still be said to have "excess" profits for the year, under
the House bill. Is it logical to say that our growth stopped in 1949?

Other growth companies' situations will parallel our case. We
cannot urge you too strongly to give favorable consideration to those
steps which will relieve the present bill of its many features damaging
to our economy. For as it now stands-

1. It is the most inefficient way of producing revenue, that is, the
excess-profits tax.

2. It is unfair and inequitable.
3. It is inflationary.
4. It will be an administrative nightmare.
5. It will penalize and stop industrial growth.
In conclusion, we urge, first, an emergency profits tax-a fiat rate

levy on corporate income sufficient to meet defense needs, or, sec-
ondly, amendment of the proposed bill to preserve incentives to
growth and expansion so that we may keep America strong.

The CHAIRMAN. Your supplemental brief will be incorporated in
the record.

(The supplemental brief of Dr. Du Mont is as follows:)

SUPPLEMENTAL BRIEF SUBMITTED BY DR. ALLEN B. DU MIoNT, CHAIRMAN,

NATIONAL CONFERENCE OF GROWTH COMPANIES

SUMMARY OF RECOMMENDATIONS AGREED UPON BY COMMITTEE

1. No discrimination in the computation of the excess profits tax credit as
between corporations on an invested capital basis and those on an average
earnings basis with respect to new venture capital, undistributed profits and
increased borrowed capital in the years following the base period.

2. Full allowance for average base period net income in the determination of
excess profits tax credit (Treasury Department recommends only 75 percent
and in World War II limited to 95 percent.)

3. Broaden relief provisions with respect to elimination of abnormal deduc-
tions in base period. This relates more particularly to the definition as an
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abnormal deduction of expenses or net losses incurred during the base period
in pioneering or developing a new product or service and creating a market
therefor.

4. Broaden relief provision with respect to abnormalities in income in the
excess profits tax years. This is designed to exclude from excess profits tax
such profits resulting in the taxable period from development and research
carried on in the base period.

5. Revision of policies in connection with administration of special relief
provision. This is directed to the alleviation of hardship situations, the recom-
mendation being that the administration of the law be more intelligently and
sympathetically dealt with.

6. Revision and liberalization of so-called growth formula applied to average
earnings in base period to arrive at excess profits tax credit for true growth
companies. A true growth company is defined as one that meets any one of
four requirements outlined and it is recommended that the taxpayer be accorded
option of four alternative methods of applying the growth formula to the end
that the excess profits tax credit so developed could exceed the base year in the
base period.

7. Use the experience formula to provide relief for growth occurring after base
period for reasons largely unrelated to defense economy. This pertains to new
companies and companies experiencing sharp growth at the end of and after the
base period.

COMPANIES JOINING IN RECOMMENDATIONS OF NATIONAL CONFERENCE OF GROWTH
COMPANIES

Admiral Corp., Chicago, Ill.
American Airlines, Inc., New York,

N.Y.
American Home Products Corp., New

York, N. Y.
Aerovox Corp., New Bedford, Mass.
Austin-Western Co., Aurora, Ill.
Cochran Foil Co., Inc., Louisville, Ky.
Corning Glass Works, Corning, N. Y.
Deep Rock Oil Corp., Tulsa, Okla.
Diamond Portland Cement Co., Middle

Branch, Ohio.
The Dow Chemical Co., Midland, Mich.
Elastic Stop Nut Corp., Union, N. J.
Ex-Cell-O Corp., Detroit, Mich.
Fram Corp., Providence, R. I.
Frontier Refining Co., Denver 2, Colo.
General Portland Cement Co., Chicago,

Ill.
Gerber Products Co., Fremont, Mich.
Goebel Brewing Co., Detroit, Mich.
Granite City Steel Co., Granite City, Ill.
The Hallicrafters Co., Chicago. Ill.
The IIaloid Co., Rochester, N. Y.
Hytron Radio & Electronics Corp.,

Salem, Mass.
Hood Chemical Co., Inc., Philadelphia,

Pa.
Indiana Limestone Co., Inc., Bedford,

Ind.
Interstate Bakeries Corp., Kansas City,

Mo.
Kennametal, Inc., Latrobe, Pa.

Kirsch Co., Sturgis, Mich.
LeBlanc Corp., Lafayette, La.
Lily-Tulip Cup Corp., New York, N. Y.
Medusa Portland Cement Co., Cleve-

land, Ohio.
Merck & Co., Inc., Rahway, N. J.
Micromatic Hone Corp., Detroit, Mich.
National Research Corp., Cambridge,

Mass.
Olympic Radio & Television, Inc., Long

Island City, N. Y.
Pfeiffer Brewing Co., Detroit, Mich.
Pittsburgh Mletallnrgical Co., Inc.,

Niagara Falls, N. Y.
Reda Pump, Bartlesville, Okla.
Riley Stoker Corp., Worcester, Mass.
Rulane Gas Co., Charlotte, N. C.
Southland Paper Mills, Inc., Lufkin,

Tex.
Sperry Corp., New York, N. Y.
Standard Products Co., Cleveland, Ohio.
Steel Products Engineering Co., Spring-

field, Ohio.
Svlvania Electric Products, Inc.,
Salem, Mass.

Tennessee Products & Chemical Corp.,
Nashville, Tenn.

Toklan Royalty Corp., Tulsa, Okla.
Tung-Sol Lamp Works, Inc., Newark,

N.J.
Willhvs Overland Motors, Inc., Toledo,

Ohio.

BRIEF

The following pages contain amplification of recommendations for improving
the so-called excess-profits tax bill as presented to the Senate Finance Committee
on December 5, 1950.
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1. Identical treatment of new venture capital and retained earnings to corpora-
tions whether on income or invested capital basis

The so-called excess-profits tax laws in effect during both wars took into
account as a measure of normal earnings--crude though they were the results
for a prior period. That feature is incorporated in the Treasury's suggestions
submitted to you on November 15. It is assumed, therefore, that whatever
excess profits tax law is enacted it will accord to corporations the option of com-
puting an excess profits tax credit on an invested capital basis or on a so-called
average base period net income basis.

Obviously if a taxpayer is on the invested capital basis his credit rises or falls
as his invested capital increases or decreases. The increase may be attributable
to either the bringing in of new venture capital or by the plowing back into the
business of undistributed profits. In either event the corporation on an invested
capital basis benefits from year to year from the resultant increase in invested
capital.

This is not so, however, with respect to the corporation on an average earnings
basis. Its credit becomes fixed except for an increase resulting from the intro-
duction of new venture capital. In other words, he receives no benefit in the
form of an increased credit because of either undistributed profits or increased
borrowed capital. It is only equitable that corporations on an average earnings
basis receive the same treatment in this respect as those on an invested capital
basis.

2. Elimination of any percentage reduction of base period earnings in the deter-
ntination of the so-called excess profits tax credit

The Treasury Department's proposal recently submitted to you suggests that
the credit be based on 75 percent of the average income of the best 3 years out of
the 4-year period 1946 to 1949, inclusive. During World War II the credit was
based on 95 percent of the average earnings during the 4-year period 1936 to 1939,
inclusive.

Secretary of the Treasury Snyder, in submitting the Treasury Department out-
line of the so-called excess profits tax bill, attempted to defend his suggestions
for the inclusion of only 75 percent of prior period earnings by simply stating that
such a provision would be necessary to raise the revenue requested by President
Truman. Nevertheless, he did defend an excess profits tax law as such, and
that it should be applied to what he termed "defense profit." Certainly the appli-
cation of an arbitrary 25 percent discount to prior period earnings is a naive
approach to the determination of defense profits. It is features like this in an
excess profits tax law that make it all the more inequitable, and particularly to
growth and expanding companies.

If the only basis for it is, as Secretary Snyder testified, to raise the required
revenue, then an excess profits tax law should still not have such a feature, and
whatever additional revenue is then required should be raised by some other
means, such as for instance, an increase in the regular corporation income tax
rates.

It may be argued-and in fact it already has been-that some discount is
justified by the increase in aggregate corporate earnings. However, none of
these arguments ever take into account the fact that all income has increased-
wages and farm income as well as profits from industry. The inflation factor-
that is, the depreciated purchasing value of the dollar seems always to be
ignored when corporate profits are referred to

3. Broaden relief provisions with respect to abnormal deductions in base period
Secretary Snyder in testifying before this committee on November 15 did not

spell out suggestions for the relief of hardship cases, leaving such details for
the Treasury to propound later. He did say, however, that the wartime relief
provisions should be revised to avoid extremes.

The so-called excess profits tax laws in effect during World War II did pro-
vide for the elimination of abnormal deductions in the base period in section 711.
The intentions of Congress were quite admirable in this respect. However, the
administration of this section placed an intolerable burden of proof by the
invocation of section 711 (b) (1) (K). There is urgent need for the broaden-
ing of any section dealing with this subject matter.

The law should clearly define as an abnormal deduction the expense or net
loss incurred during the base period in pioneering or developing a new product
or service and creating a market therefor.
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4. Broaden relief provisions with respect to abnormalities in income in taxable
period

Abnormal situations of this type were dealt with in World War II ill section
721. A similar section in a new bill should also provide for a liberalization of
these provisions, designed to exclude from excess profits tax, such profits result-
ing in the taxable period from development and research carried on in the
base period.

5. Revision of policies in connection with administration of special relief
provision

This pertains to relief provisions similar to those incorporated in section 722
of the so-called excess profits tax laws in effect during World War II. In this
respect again Congress devcoted a great deal of time alnd attention in an effort
to alleviate hardship situations by incorporating section 722. It was pointed
out by Secretary Snyder in his appearance before this committee on November
15 that that section of the law brought about the filing of 54,000 claims, many
of which are still pending. The fault to be found with this section is not so
much with the law itself as it is the lack of intelligent and sympathetic admninis-
tration by the Treasury Department. Perhaps to a certain extent that is in-
evitable, and if so, steps should be taken in drafting a similar section to couch
it in such terms as to improve and accelerate its administration.

V. Revi.ion and liberalization of so-called growth formula applied to average
earnings in base period to arrive at c.ccss profits tax credit for true growth
companies

Congress in the enactment of the so-called excess profits tax laws during
World War II was well aware that the merely averaging of earnings during the
so-called base period wrought a grave injustice to companies with growth and
expansion An effort was made to cope with this, but it fell woefully short of
its objective insofar as true growth companies were concerned.

It might well be at this time to d-fine what we consider to be a true growth
company. It should meet one of the following four requirements:

(a) The earnings in the second half of the base period are at least double
those of the first half of the base period.

(b) Earnings show a constant increase throughout the base period of at
least 15 percent in each succeeding year over the preceding year.

(c) There is a 10-percent increase in each year in the base period in (1)
net earnings, and (2) payroll as reflected in social-security tax returns.

(d) A consistent and substantial expansion in earnings, net worth, or sales
as compared with the average of all corporate business.

We hold no brief for the figures used. These criteria of a true growth company
are illustrative only, and the result of the deliberations of our group over a
relatively short period of time. Undoubtedly they could be expanded or im-
proved upon, but at any rate companies of this type are entitled to a special
relief provision and that can best be incorporated in connection with the growth
formula.

During World W'ar II the application of the growth formula was limited to
the best year in the base period. It is recommended that this be liberalized.
It is too restrictive in that it presupposes a growth company has reached full
maturity by the end of the base period. Perhaps some limitation is necessary,
and accordingly it is suggested that companies qualifying as outlined above be
permitted to avail themselves of the following alternative or similar computa-
tions of a growth formula adjustment.

First the application of the growth formula cannot result in a larger credit
than the larger of the best year in the base period or the year immediately
following the base period, if the best year in the base period is the last one.
This meets an argument that if the best year in the base period is not the last
year there is a presumption that the company is not a growing and expanding
one.

As a second alternative before computing the growth formula, the worst year
in the base period could be eliminated and substituted therefor 75 percent of
the average of the remaining 3 years, and then applying the growth formula
without limitation. This has the effect of reducing the extent of the growth
formula adjustment so computed but would then permit its application without
a ceiling.

The third alternative might be to adjust the computation of the growth formula
itself. In the law effective during World War II it was computed by determining
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the excess of the aggregate income during the last half of the base period over
the first half of the base period-dividing that excess by two-and adding that
result to the aggregate income for the last half of the base period-and then
dividing that total by two. This result, of course, was then subject to the limita-
tion of the best year in the base period. It is suggested that the ceiling limitation
be removed if tile colmlputation were revised by dividing tile excess of the aggre-
gate of the last 2 years of the Ibase period over tihe aggregate of the first 2 years of
the base period by four instead of two.

As a final alternative it is suggested to eliminate 1946 earnings in the computa-
tion of the growth formula andl change the base pIeriodl to the 4 years, 1947 to
1950, inclusive, with the present growth formula limitation, and use 1950 earn-
ings to be determined by annualizing the earnings of the first half of 1950, that
is, the earnings before the Korean invasion. The annualization could be at the
same ratio as total earnings in the base period years 1946 to 1949 bear to the
total first half earnings in those years in order to provide for any seasonal
factor. If deemed advisable the annualization could then bie limited to not more
than double the first 6 months earnings in 1950, so as to further limit the resultant
credit from the employment of 1950 first half results.

7. Use of crxpcrience formula to provide relicf for growth occurring after base
period for rcsous largely aurneluted to defense economy

Rcco mmctdatio.--In the case of new companies and companies experiencing
sharp growth at the end of, and after, the base period for reasons largely un-
related to the war or defense econolny, determine the average base period net
income by reference to earnings after the base period after normalizing such
earnings by the application of known and public indexes.

Example.-With respect to anlly particular year (11)52 for example), a ratio
would be determined between the income of all corlorations for that year and
the average of income for all corporations for the base period years. Assume
this ratio is 150 percent. The average base period income for a new or
growing company would be determined by di\idio its 19)52 income by 150 pler-
cent. This would have the effect f' subjecting to excess proits tax that
portion of the company's 1!)52 incme which was attributable to business factors
resulting from the war economy without subjecting to excess profits taxes that
portion of the colmpany's 11)52 income attributable to its own inlrent growth.

Reasons for recotm l dation.--The imost diticnult andl important problenl in
drafting an excess profits tax law is to recapture war lproits without stifling new
and growing cmpalnies. The c,,nstant development of new plroduts, processes,
and methods by old and new companies has been lar ely reslnsible for this
country's industrial growth. It would be a tragedy to enact a tax law which
would penalize the new companies and the dynamic companies. In the World
War II excess profits tax laws an attempt was made to alleviate hardship of
this kind by means of the so-called push-back rule in section 722 (b) (4). This
provision failed to accomplish its purpose mainly because of the statutory
provision against the consideration of events andl conditions occurring or exist-
ing after I:i.f9. and because ofi he lack f any definite standrtls or methds for
measuring the extent to which relief should be accorded ii cases covered by
the push-back rule. It is essential that sllme simple., well-kmiwn, and easily
admini terd formula be set for)h in the statute itself to c-ver these situations
if inequity is to lie a\oided.

The formula suggested, while not perfect, will accomplish this purpose in
the vast majority of cases.

If a method such as outlined above would be deemed to be too complicated,
then a quite simple though admittedly arbitrary method could be evolved, and
probably arrive at approximately the same net result--namely, that the net
income subj',ct to excess profits tax of such a company lbe limited to 35 percent of
its tota! net income.

Senator MILLIHIN. How do Yeol propose to execute tihe second part
of your recommendations? What do we do about it, in other words? I
think there is great sympathy for your general propositioll that
growth corporations should have special treatment, but what speial
treatment, assuming that you are going to have an excess profits tax?

Dr. Du MONT. I think probably the most important o,e, so fat as
the growth companies are concerned, is the recognition of the fact
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that 1949 is not the end of progress in America; in other words, some
provision should be made so that the expansion can take place in our
country past 1949.

We have suggestions in here of ways and means to accomplish that,
in recommendation 6. I think that is one of the most important items
involved here.

I think another important item is No. 3. The way it is now, if a
company spends money developing and pioneering over a long time
and it has results from that pioneering and development, the effect
on his tax picture all occurs in 1 year. If some method could be
arrived at so that he received some relief from that, it would be of
considerable help. In other words, a company develops for a long,
long period of time and then suddenly it becomes commercially prac-
tical and he is immediately hit with a terrific tax.

In our case, we worked from 1931, where we had $70 worth of
business, until 1946-we built the business from $70 up to $2,500,000.
At that time television started, and we went right up like that [indi-
cating]. As soon as we really get going on it, then your taxes are so
high it is very difficult to get back the money that you invested in the
business.

Senator MIILLIKIN. HIas anyone prepared any language, drafted any
language for the bill?

Dr. Dru MONT. I think there is some language drafted on it, yes.
The CHAIRMAN. You have your supplemental statement which has

been incorporated in the record.
Dr. Du MONT. That is correct.
The CHAIRMAN. IS there language suggested there for these growth

companies' That is, growth formulas?
Dr. D MOONT. It is really a further explanation, rather than an

attempt to put in language in legislative form.
Senator MIILLIKIN. You could put in the language. Do you not

Ihink so, Mr. Chairman?
The CHAIRMAN. You can furnish us with language and we can make

more progress with it in that way.
Dr. Du MONT. We can do that.
(The information is as follows:)

DECEMBER 8, 1950.
Hen. WALTER F. GEORGE,

Chairman, Senate Finance Committee,
Senate Office Building, Washington 25, D. C.

DEAR SENATOR GEORGE: As requested, we are pleased to hand you herewith a
draft in legislative form of proposals relating to growth companies to be con-
sidered for incorporation in the pending excess profits law.

Section 435 (e) of the House bill on this subject proceeds on the assumption
that growth ceased in 1949. However, it was demonstrated before you and your
committee that accelerated growth in many companies was common in the 6
months of 1950 before the Korean War.

Accordingly, the enclosed legislative suggestions attempt to give proper weight
to the continuing growth factor. This is done by an almost literal repetition
of the World War II excess profits tax provisions concerning growth companies
(ste. 713 (f)), omitting limitations and adding certain provisions to permit
the growth company taxpayer an average base period net income, reasonably
in excess of its best year during the base period to reflect the continued growth
factor. Four such alternative elective computations are submitted for your
cons deration. It is not propo-ed that all be used, but only such as you deem
le.t Ii-,ets the situation, giving ndu consideration to administrative difficulties.
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We have approached this problem from the viewpoint only of true growth
companies by limiting protection or relief to that category. We have gone fur-
ther in this limitation than the House bill by providing four alternative tests
of a more stringent nature. The net result will be fewer companies which can
qualify but those which meet the test will be true growth companies meriting
more equitable treatment with little effect on total revenue to be derived from
the tax.

We are also transmitting a suggestion for a new paragraph 13 to be added
to section 433 (b) of the House bill which would provide for the exclusion of
losses incurred by companies in pioneering and developing new products, service
and industries. For instance, television broadcasting has developed during the
base period a great loss in building for the future. Unless such expenses are
eliminated, the base period net income corporations engaged in pioneering enter-
prises are subject to double discrimination. Not only are their base period
earnings reduced by these costs, tint profits anticipated from these expenses would
be derived in years after the base period and they would be taxed as excess
profits.

The draft which we are submitting covers the matters on which we were re-
quested to make legislative suggestions in accordance with our testimony before
you. Since no mention was made in that testimony of limitations dependent
upon the size of the company claiming growth, we have incorporated none in
our proposal. Many true growth companies would be affected by the House
bill's limitations which would admit as growth companies only those having
total assets of $20,000,000 or less at the beginning of the base period. Probably
some limitation is necessary, but we question whether the House bill method is
the correct one or whether it should be so exclusive. We shall be glad to ex-
press our views further if you so desire.

Finally, although this also is no part of our testimony, we would like to call
to your attention that in the House bill section 435 (a) (1) (B), the base
period capital additions computed under subsection (F) are not allowed to
growth companies as they are to other companies. This, we think, is an unjusti-
fied discrimination, since the fruits of capital acquired late in the base period
will be reflected only in years following the base period for growth companies
in precisely the same way as in all other companies. Perhaps you will want to
correct this discrepancy.

We are most grateful to you and the committee for your courtesy and time in
the hearing, and your quick comprehension of the special problems of the growth
companies.

Respectfully submitted.
NATIONAL CONFERENCE OF GROWTH COMPANIES,

By B. L. GRAHAM, Vice Chairman,
Care of Allen B. Du Moat Laboratories, Inc., Clifton, N. J.

GROWTH COMPANY CONFERENCE DRAFT

At end of section 433 (H. R. 9827) a new paragraph No. 13 should be inserted,
reading as follows:

"(13) Pioneering and development expenditures: In the cases of taxpayers
engaged during the base period in pioneering and development of new products
or services, or television broadcasting and the creation of markets therefor, in
which efforts substantial sums have been expended by the taxpayer, there shall
be excluded, net losses sustained in connection with such activities after allo-
cating thereto, a fair portion of general overhead expenses. A product or serv-
ice shall be deemed to be new if it has not been developed to a profitable basis
by the beginning of the base period. The secretary shall prescribe such regu-
lations as he may deem necessary for the application of this subparagraph."

Section 435 (e) shall be amended as follows:
"Strike out all of section 435 (e) following 435 (e) (1) (A) and substitute

in lieu thereof the following:
"'(B) (i). The excess profits net income of the taxpayer for the last half of

its base period in 200 percent or more of its excess profits net income for the
first half of its base period; or

"'(ii). The excess profits net income of the taxpayer in each successive 12
months period during the base period is 115 percent or more of its excess profits
net income in the last preceding 12-month period" or

"'(iii). The excess profits net income of the taxpayer and the payroll of the
taxpayer as reported in its social-security tax returns for each successive 12-

75900--50-- 12
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month period during the base period are, respectively, 110 percent or more, of
its excess profits net income and such payroll for the last preceding 12-month
period ; or

"'(iv). Upon making application therefor in accordance with regulations
prescribed by the secretary, tile secretary sllhall find such a consistent and sub-
stantial expansion in net incolme, net worth, or sales or a combination thereof
during the base period, as compare with tile average oi' all corporate businesses
during the same period, that in the opinion (,f the secretary, the taxpayer should
have the benefits of this subsection.' "

NOTE T10 TIE CON\MITTEE. -The following four alternative methods of compu-
tation are suggested for insertion aIt this point. It is requested that the com-
mittee clloose the one or more which it prefers andl discard the remainder.

(Alternative 1)

(2) ('oMPUTATIoN.- Average base period lnet illcome determined under this
subsection, shall be determined as follows:

(A) By computing for each of the taxable years of the taxpayer in its
base period, the excess profits net income for such year, or the deficit in
excess profits net income for such year;

(B) By computing for each half of the base period, the aggregate of the
excess profits net income for each of the taxable years in such half, reduced
if for olle or more of such years there was a deficit in excess profits net
income, by the sum of such deficits. For the purpose of such computation,
if any taxable year is partly within each half of the base period, there shall
be allocated to the first half, an amount of the excess profits inet income or
deficit in excess profits net illcome, as the case may be, for such taxable
year which bears the sam'e ratio thereto as the number of months falling
within such half bears to the entire number of months in such taxable year;
an the remainder shall be allocated to the second half;

(C) If the amount ascertained under paragraph (B) for the second half
is greater than the amount ascertained for the first half, by dividing the
difference by two:

(D) By adding the amount ascertained under paragraph (C) to the amount
ascertained under paragraph (B) for the second half of the bas; Ieriod;

(E) By dividing the amount found under paragraph (D) by the number
of mouths in the second half of the base period, and by multiplying the result
by 12;

iF) The amount ascertained under paragraph (E) shall be the average
base period net income determined under this subsection, except that the-

(i) average base period inet income determined under this subsection,
shall in no case bie greater than the highest excess profits net income
for any taxable year in the base period unless the highest excess profits
net income in the base period is for the last year, in which case-

(ii) the average base period net income determined under this sub-
section shall be no greater than the higher of the excess profits net income
for such year or the next succeeding year. For the purpose of such
limitation, if any taxable year is less than 12 months, the excess profits
net income for such taxable year shall hIe placed on an annual basis by
multiplying by 12 and dividing by the number of months included in
such taxable year.

(Alternative 2)

(2) COMPUTATION.- Average base period net income determined under this
subsection, shall be determined as follows:

(A) By computing for each of the taxable years of the taxpayer in its
base period which, for purposes hereof shall begin January 1, 1947, the excess
profits net income for such year, or the deficit in excess profits net income
for such year, except that the excess profits net income for the first 6 months
of 1950 shall be annualized and for the full year of 1950 shall not exceed
twice the excess profits net income for the said first 6 months.

(B) By computing for each half of the base period, the aggregate of the
excess profits net income for each of the taxable years in such half, reduced
if for one or more of such year's there was a deficit in excess profits net
income, by the sum of such deficits. For the purpose of such computation,
If any taxable year is partly within each half of the base period, there shall
be allocated to the first half, an amount of the excess profits net income, or
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deficit in excess profits net income, as the case may be, for such taxable year
which hears the same ratio thereto as the number of months falling within
such half bears to tihe entire number of months inll such taxable year; and
the remainder shall bie allocated to the second half;

(C) If the aniount ascertained under paragra ph (B) for the second
half, is greater than the amount ascertained for the first IalIf, by dividing
the difference by two;

(I)) By adding tihe amount ascertainrd nller paragraiplh (C) to the
amount ascertained under paragralph (B) for the second half of tihe base
period ;

(E) By dlividin tihe amiouint found under paraigr:ilh ()) by the Inumberlt
of months in the secolrd half of tihe Irrase priod, aind 1 y rmultiplying tihe
result by 12. and tihe amount ascertainred under this p:r.igraph IA E) shall
be tie average base pIeriod net income deterined lter this subsectionr.

(Alternative 3)

(2) COMPrTATION.- Average Ibase period net income determined under this
subsection, shall be determined as fellows :

(A) By computing for each of the taxable years of the taxpayer in its
base period, the excess profits net income for such y ear, or the deficit in
excess profits net income for such year anti by1 then rubhstituting for tihe
excess pr:-fits net inotle or dlefi-it for the lower of tihe first 2 years
an anllrorlnt tlual to 75 percent of the average excess profits net in(omllle for
the other 3 years in the base period;

(B) After such substitution by crmnprting for each half of the bi:lse
period, the aggregate of the excess profits net income for ealh of the taxable
years ill such aillf, reduced if for onre or ntore oi slluch yeal tllelre was a
deficit in excess profits net income, by tihe sum of such lefitits. For tile
purpose of such computation, if any taxable year is partly within each half
of the base period, there shall ie alloated to the first half, an amount of
the excess profits net ireome or deficit in exctss iprolits net income, as tihe
case may bie. for such taxable year which bIears tihe same ratio thereto
as the number of months filling within such half bIe:is to the entire inumer
of nl rths in such taxable year; and thie retarider ha11 lie allatrted to
the second half;

(C) If tihe alrount ascertained under paragraph (B) for the second half
is greater than tile amount iasiertained for tlhe first half. by dividing the
difference by 2;

(D) By adding the amount ascertained under paragraph (C) to the
amount ascertained under paragraph (B) for tihe second half of tihe base
period ;

(E) By dividing the amount found iundler paragraph (D) by the number
of months in the second half of thie base period, and tby multiplying the result
by 12; and the amount ascertained under this paragraph (E:) shall be the
average base period net income dletermnined under ths subsection.

(Alternative 4)

(2) COMPUTATION.-Average base period net incrmle determined under this
subsection shall be determined as follows :

(A) By computing for each of thIe taxable years of the taxpayer in its base
period the excess profits net income for suh year, or tihe deficit in excess
profits net income for such year;

(B) By computing for each Ihalf of the hnas- period the aggregate of the
excess profits net income for each of the taxable years in such half, reduced
if for one or more of such ytars there was :a deficit in excess profits net
income, by the sum of stch deficits. Fier tihe piurlhose of such compuitation,
if any taxable year is partly within each half of the base period, there shall
be allocated to the first half an amount iif the excess profits net income or
deficit in excess profits nt income, as the case may be, for sllch taxable year
which bears the same ratio tlhereto l tihe number of months falling wthin
such half bears to the entire niniher of imontlhs illn such taxable year; anti tIhe
remainder shall be allocated to the second half;

(C) If tihe amount ascertainedl under pi:ragraph (I) for the second half
is greater than the amount ascertained for the first half, by dividing tihe
difference by 4;
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(D) By adding the amount ascertained under paragraph (C) to the amount
ascertained under paragraph (B) for the second half of the base period;

(E) By dividing the amount found under paragraph (D) by the number
of months in the second half of the base period, and by multiplying the result
by 12; and the amount ascertained under this paragraph (E) shall be the
average base period net income determined under this subsection.

The CHAIRMAN. Are there any further questions? If not, thank
you, Dr. Du Mont, very much for your appearance here.

Dr. Du MONT. Thank you.
The CHAIRMAN. The committee will recess until 2 o'clock.
(Whereupon, at 12:05 p. min., a recess was taken, to reconvene at

2 p. min., this same day.)

AFTERNOON SESSION

(The committee reconvened at 2 p. min., upon the expiration of the
recess.)

Senator HOEY (presiding). The committee will come to order,
please. I shall preside for a few minutes in the absence of the chair-
man who has been detained at a very important Foreign Relations
meeting.

Mr. Heer is our first witness.
Mr. HEER. How do you do, sir.
Senator HOEY. Have a seat.

STATEMENT OF LEO J. HEER, VICE PRESIDENT, NATIONAL RETAIL
FURNITURE ASSOCIATION, CHICAGO, ILL.

Mr. HEER. Thank you.
Mr. Chairman and Senators, I am Leo J. Heer, vice president of

the National Retail Furniture Association. I appear on behalf of
approximately 9,000 furniture stores of all sales volume categories
located in all sections of the Nation.

The problem of providing equitable treatment for installment-basis
taxpayers in an excess profits tax law is the subject of my comment.

Under an excess profits tax, inequity for the installment basis tax-
payer stems primarily from two causes: (1) The installment basis of
aIccounting is designed to tax income in the year it is collected, rather
than in the year it is earned; and (2) Government regulation of in-
stallment credit, such as Regulation W of the Federal Reserve Board,
create abnormalities.

The varied distortions that create inequities and the justice of
providing equitable adjustment in an excess-profits tax law has been
explored by the House Ways and Means Committee, by Mr. Colin
Stam and the staff of the Joint Committee on Internal Revenue Tax-
ation, by Mr. Vance Kirby and technicians of the Treasury and repre-
sentatives of the Bureau of Internal Revenue.

As a result of consideration given the problem, section 453, Relief
for Installment Basis Taxpayers has been included in H. R. 9827,
with cross references to certain other sections on certain facets of the
problem.

Section 453 with its cross references, by providing to the install-
ment basis taxpayer an election to report for excess-profits tax on
the accrual basis, and likewise compute the base period years on the
accrual basis, essentially corrects the inequity.
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We wish to commend the action taken by the House Ways and
Means Committee in the interest of equity. We desire also to com-
pliment the painstaking efforts of the joint committee staff, the Treas-
ury staff, and the Bureau of Internal Revenue representatives. Under
most trying circumstances with so little time available, they extended
themselves to consider the position of installment basis taxpayers',
justifications for relief and the technical means of providing it.

Section 453 apparently recognizes and corrects shortcomings of old
section 736 (a) that sought to provide equity under the previous excess-
profits tax law. The very speed necessary in the legislative considera-
tion and drafting may have resulted in an omission that may be sig-
nificant. If time is available, we propose to explore this with the
experts of the joint committee staff, the Treasury, or the Bureau.

I should like to observe at this point that our further action in con-
nection with the request I am now about to make will be predicated
in the main upon the results of those further conversations if they can
be had.

We ask, therefore, your indulgence and the privilege of filing for
the record before the conclusions of these hearings such perfecting
recommendations as may develop to be warranted for your considera-
tion in connection with section 453, and related sections having to do
with installment basis taxpayers.

With only the reservation as to possible suggestions that may evolve
from further study, and these further consultations, we respectfully
suggest that section 453, with its cross references, be adopted by your
committee.

Senator HOEY. You may file that additional statement if you desire
to do so.

Mr. HEER. Thank you very much, Mr. Chairman.
(The supplemental statement is as follows:)

SUPPLEMENTAL STATEMENT OF NATIONAL RETAIL FURNITURE ASSOCIATION WITH
SPECIFIC SUGGESTIONS FOR PERFECTING EQUITY PROVISIONS APPLICABLE TO

INSTALLMENT BASIS TAXPAYERS IN H. R. 9827, DECEMBER 8, 1950

In accordance with permission granted on December 5, 1950, the National
Retail Furniture Association files, herewith, a supplemental statement. The
suggestions herein are on three points which have developed to be needed as a
result of further study of the position of installment basis taxpayers under the
excess profits tax bill, H. R. 9527.

These points and the reasons for their consideration, are-
1. Need to amend section 430 (a) (2) dealing with the application of the 67

percent limitation to section 453 in the interest of precluding litigation and for
purposes of clarity.

2. Relief section 453, so vitally needed now in the interest of equity, will have
the peculiar effect of provoking hardship at the time in the future when govern-
mental regulation of installment credit reverses from stringency to relaxation.
There should be permission to abandon the election at such time. This peculiar-
ity was recognized in a similar relief provision (736 (a)) in the old excess profits
tax law, but the permission to abandon the relief when it becomes a hardship
was omitted from section 453.

3. The reserve method of accounting for bad dehts was permitted for install-
ment basis taxpayers commencing in 1949, following upon its allowance to banks
in 1947. There is a parallel inequitable result for banks and installment basis
taxpayers in both the base period and the excess profits tax years. Proper relief
was afforded the banks but omitted for installment basis taxpayers.

The foregoing points are elaborated on in the following paragraphs:
1. In the interest of clarification, it is suggested that an explicit provision be

inserted dealing with the application of the 67-percent limitation to taxpayers
computing their excess profits tax net income under section 453.
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The language now contained in section 4:10 (a) (2) is similar to the language
in section 710 (a) (1) (B) of the previous excess profits tax law. The Treasury
regulations dealing with 736 (a) required the limitation to be computed on the
accrual basis. However, there has been two conflicting circuit court decisions
on this point. (See Basalt Rock and Sokol Furniture Co. cases.)

The National Retail Furniture Association suggests that in order to follow the
rule of the applicable Treasury regulations under the previous excess profits tax
law new and explicit language be added to section 4:80.

2. The proposed legislation makes no provision for a second election to return
to the installment basis for the purpose of the excess profits tax when relief
becomes hardship.

The influence of governmental regulation of consumer installment credit in
the future makes it imperative that a second election be granted in order to
avoid turning relief into grave hardship. It will be noted that the condition
which will create this unusual abnormality is the direct result of governmental
control and entirely beyond the influence of the taxpayer.

The need for this second election was recognized in old section 736 (a), for
the reasons set forth above. It is contemplated that this proposed second elec-
tion to abandon relief would be final and irrevocable.

The National Retail Furniture Association realizes that the problem of the
second election is not one which is now serious. It appreciates that the pressure
of making adequate provision for existing problems may preclude immediate
consideration by the experts of the Treasury and the joint committee. It does
urge, however, that the matter be considered at the earliest opportune moment
and if at all possible be done now. This can be accomplished by adding to section
453 a few sentences similar to the old section 736 (a) language.

3. With respect to the reserve method of accounting for bad debts, the install-
ment basis taxpayer is situated similarly to banks whose problem was recog-
niztd in section 433 (a) (1) (L) and in section 433 (b) (12) of H. R. 9827.

The exact parallel exists by reason of tihe timing of permission to use the
reserve method which previously had been denied to both banks and installment
basis taxpayers.

Installment basis taxpayers, previously denied tihe use of the reserve method,
were permitted by the Bureau of Internal Revenue to begin its use in 1949.

Thus two effects take place:
(a) One of the base period years is distorted.
(b) By virtue of the timing over which installment basis taxpayers had

no control, the excess profits tax years are affected. The limit of the reserve
has probably been reached by most stores, at the very time when governmental
control of consumer credit (regulation W) acts to increase down payments
and collections. The reserve, having already been established in preexcess
profits tax years for normal purposes, this results in denying to installment
basis taxpayers the actual bad debt loss experienced in excess profits tax years
for excess profits tax purposes.

In equity, therefore, it is submitted that installment basis taxpayers should
be accorded the treatment for excess profits tax provided in sections 433 (a)
(1) (L) and 433 (b) (12) of H. Rt. 9827 by the simple device of making these
sections applicable also to installment basis taxpayers.

Senator HOrY. Mr. Miles Pennybacker.
Come around, Mr. Pennybacker.

STATEMENT OF MILES PENNYBACKER, PRESIDENT, VOLTARC
TUBES, INC., NORWALK, CONN.

Mr. PENNYBACKER. Mr. Chairman and Senators, I am Miles Penny-
backer, president, Voltarc Tubes, Inc., 44 Cross Street, Norwalk, Conn.
We are a manufacturing concern, a small one, with about 75 employees.
We are also in a growth industry of the type comparable to some of
those that have previously been discussed.

I am appearing here this morning to testify on behalf of Americans
for Democratic Action, an independent, progressive, political organi-
zation dedicated to the achievement of economic security for all people
within a framework of universal political freedom.
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I welcome this opportunity to appear before this committee on the
question of excess profits taxes.

ADA believes that your committee should recommend excess profits
tax legislation. We believe that it is possible to have a soundcl excess
profits tax that will raise at least the $4.(,())o,()()0 revenue, and also
not place undue or unjust hardship on any segment of business.

Everyone, including most conservative businessmen, recognizes the
necessity for higher taxes on corporate incomes. Therefore the ques-
tion is simply how much revenue should be raised by new taxes on
corporate profits, and what form these higher taxes on corporations
should take. Regardless of the manner in which the Congress han-
dles the question of increased corporate taxes, it is clear that in the
very near future you will be called upon to impose new and higher
taxes all along the line. The answer to the corporate profits taxation
problem with which this committee is now concerned, will have a good
deal of influence on the spirit with which laborers, farmers, white-
collar workers, and other low-income groups respond to congressional
demands for higher contributions from their incomes.

The seriousness of the international situation demands that the Con-
gress face up to the needs of the Federal Treasury, and answer these
needs in equitable taxes based on ability to pay. We in the ADA view
an excess profits tax as a necessary complement to the tax measure
enacted in September of this year which did not place a fair share
of the burden on large corporate incomes, which have greatly increased
because of the war situation.

We believe that your committee in the face of soaring profits and
the dire need for increaesd Federal revenues should legislate to take
most of tie excess profits out of war.

I need not recount to this committee the corporate profit figures for
1950. For most large corporations profits after taxes are far higher
than they have ever been in history. Therefore, it appears obvious
to me that in the face of a mounting budget deficit, the Government
should tap these profits.

I would like to interpolate here, if I may, that the base on which
excess-profits taxes will be figured is much more favorable to large
corporations than to small independent businesses, because during a
period of rising prices such as we have had, and are likely to continue
to have, large corporations have profited to a much greater degree in
terms of percentage of their sales than have small businesses.

I favor an excess-profits tax for the following reasons:
1. This tax is fair and equitable.
2. This tax is anti-inflationary.
3. This tax is a link in our over-all mobilization program.
4. And most importantly, this tax will raise considerable revenue.
Let me, as a businessman who will have to live under such a tax if

you pass it, explain my position on these four points.
Fair and equitable: Under the excess-profits tax, by far the largest

share of the additional revenue will come from the relatively small
number of corporations whose earnings have increased very substan-
tially as a result of the mobilization effort.

I think during the presentations this morning, it was said that prob-
ably only one out of seven or one out of eight corporations would be
paying excess-profits taxes. My concern is with the other seven, and
the effect of alternative taxes on those larger number of corporations.
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The major portion of excess profits made as a result of the emergency
cannot be tapped in any other way. Contract renegotiations can
recapture only excess profits made on direct Government contracts and
cannot affect profits made indirectly.

The alternative tax method, that is, increasing the normal tax rate
on corporations is not equitable because it hits those less able to pay.

Secondly, anti-inflationary: Many businessmen have stated that the
excess-profits tax is inflationary and leads to extravagance in cor-
porate spending. The extravagance argument has been overdone.
As a businessman let me tell you that I know when the emergency is
over, I will have to meet tough competition again, and I simply cannot
afford to permit large extravagances to enter into my costs. Also,
there is no question in my mind that it would be easier to pass higher
flat-rate increases in corporate taxes onto the consumer in the form
of higher prices than would be the case with an excess-profits tax.

I would like to elaborate on those two points slightly, if I may.
On this question of increasing extravagance we have not merely a

theory on this but we have experience in the recent war, and during
that time excess profits taxes paid a much higher percentage of the
total corporate tax than is now contemplated, and yet during the war
we did not have inefficiency over-all as a result.

We gained in efficiency so that the relatively small percentage
which would now be raised by the proposed bill would certainly not
increase extravagance or inefficiency greater than it was during the
past war.

Senator TAFT. IS there any evidence of that at all, Mr. Penny-
backer? I can just guess the opposite. There was no increase in
efficiency during the war. All the increase in the productivity has
occurred since the war.

Labor was generally more inefficient at the end of the war than it
was at the beginning-I mean the productivity of labor-and cer-
tainly the general testimony of everybody you met was that they did
not care about expense accounts or anything, what they were spend-
ing. I don't know. I mean, my evidence is no more than yours, but
I wonder what evidence you have of your statement here.

Mr. PENNYBACKER. I managed a war plant with about 700 employees
during the war. We made radar tubes, and the corporation for which
I was working then was in the excess profits tax category, and while it
is true that you do not have quite the same feeling about the dollar,
nevertheless you cannot afford as a businessman to deliberately intro-
duce inefficiencies into your organization simply because it does not
cost you a great deal.

Senator TAFT. But things like expense accounts and advertising
are things that can be stopped when the war is over. I agree with
you you would not want to make your machinery operations different,
certainly.

Mr. PENNTBACKER. You have a tendency to increase minor items,
and those are peanuts. You also have a tendency to increase research
for example, things that tend to increase productivity in the long
run, and I think those two things tend to equalize.

You tend to spend more money for things that are long term, such
as research, which aids the economy, and those more than offset the
increase in expenditures for travel expenses and the minor items.
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Senator Taft, I think you said something this morning that I am
completely in accord with. That is on the question of minimizing
the penalty on those who do not increase prices. In general, inde-
pendent business is not in a position to increase prices, whereas semi-
monopolies, or those large businesses are in a better position to increase
prices, so that a general increase in the normal corporate tax can be
passed on readily to the consumer, and any increase in the excess
profits tax cannot be so readily passed on.

Senator TAFT. That might be so up to a limited point. I think if you
got up to 100 percent-

Mr. PENNYBiACKER. Even if it were 100 percent-
Senator TAFT. It seems to me it is a question of how high you can go.
Mr. PENNYBACKER. Let us assume it is 100 percent, and it applies

to only one-seventh or one-eighth of your corporations. They are in
competition with the other seven-eighths who do not have that extra
tax, and who are accordingly not in a position to pass it on.

Senator TAFT. Mr. Stamp, what is your estimate of active corpora-
tions that are going to pay this tax, or those who are now paying in-
come taxes? Have you. made any estimate as to a percentage of cor-
porations who will pay the excess profits tax? Why won't practically
all of them pay it it it is based on 85 percent of normal earnings?

Mr. STAM. I think the minimum exemption of $25,000 was supposed
to exempt all but about 77,000 out of a total of 400,000.

Senator TAFT. That does not exempt any corporation of any size.
Earnings of $25,000 does not exempt anybody that is playing an im-
portant part in the war effort.

Mr. STAM. That is right.
Mr. PENNYBACKER. But those small corporations play a very im-

portant part in determining prices, because they are competing with
the large corporations, and I think that is a point.

Senator TAFT. $25,000 and under?
Mr. PENNYBACKER. Yes, indeed. My company competes with the

General Electric Co. on fluorescent lighting, and we have an effect on
the entire price structure of that industry, even though our percent-
ages of it is extremely small, and an increase in the normal tax or the
present excise tax, for that matter, has a direct effect of being passed
on in prices to the consumer. An excess profits tax would not, and I
am speaking here from direct experience of my own company. In
fact, Senator, I think in 1948 when you were chairman of the Commit-
tee on the Joint Econmic Report, in reporting on the President's pro-
posal at that time for an increase in corporate taxes in your majority
report, you. said that you thought an increase in corporate taxes and
normal income tax could readily be passed on to consumers.

Senator TAFT. It is passed on all right in prosperous times. I do
not think it is in hard times, because then a lot of companies are not
making profit, and are not affected.

Mr. TENNYBACKER. Exactly so. We are talking now about these
times and the next few years, which are prosperous, and probably
will be for the large corporations.

My third point relates to the over-all mobilization program.
Many hope that short of total war the economy can be stabilized on

a high-production, fully employed basis without rigid direct con-
trols. If such stability is to be achieved an excess profits levy is a
necessary ingredient of it. However, if indirect controls are pro-
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vided inadequate to meet the tide of inflation, then an excess profits
tax becomes even more important if we are to secure sound economic
functioning. It becomes not only a matter of economic balance but
one of equating the sacrifices of all elements of society. It can be
said, therefore, that an excess profits tax is peculiarly designed to play
an important role in an antiflation stabilization program built upon
direct or indirect controls.

Fourth, revenue producing: An excess profits tax will go directly
to the basic problem of all taxation in that it seeks out tremendously
large amounts of relatively untaxed moneys. Therefore, by simply
studying the increase in profits in the past 6 months we must recognize
that profits are much greater than they were prior to the Korean
invasion.

Before closing my remarks I want to say that I do not believe that
an excess profits tax is a tax without inequities. I think those in-
equities can be taken care of by provisions, some of which have al-
ready been provided, and possibly with the addition of an appeals
board to check and administer it.

I approve of an excess profits tax at this time as the most equitable
answer to our Government's need for more revenue. The alternative
proposal presented thus far by many groups, which would increase
normal corporate taxes, is much more inequitable than an excess
profits tax because it would place an added burden on earnings which
do not increase as a result of the emergency.

In fact, the earnings of a great many small businesses will decrease
as a result of the emergency.

I would like to mention also that as I understand it, an increase in
the normal tax, which would provide the same amount of revenue, let
us say $4,000,000,000, would be an increase of approximately 12 per-
centage points. In other words, from 45 to 57 percent. That is an
increase of a particular amount of income of 25 percent in the tax that
would be paid if this revenue is raised by an increase in the normal,
rather than an excess profits tax.

If you bear in mind that you are increasing that tax rate on com-
panies whose revenue is declining during this period, you can see how
inequitable such an increase in the normal tax rate would be.

I urge this committee to report an excess profits tax. I further urge
that such a tax be retroactive to June 30. Common justice demands
that increased profits made out of a situation which has brought
tragedy and hardship to many people, be taxed.

Senator HOE. Thank you, Mr. Pennybacker.
The next witness is Mrs. Jessie R. Muni.

STATEMENT OF MRS. JESSIE R. MUNI, TREASURER AND DIRECTOR,
INVESTORS LEAGUE, INC., NEW YORK CITY, N. Y.

Mrs. MuNI. Mr. Chairman and Senators, I am Mrs. Jessie R. Muni,
treasurer and a director of the Investors League, Inc., with head-
quarters at 175 Fifth Avenue, New York 10, N. Y.

The league which I represent is the oldest and most successful
organization of investors in the United States, with thousands of
members residing in every State of the Union. It is an organization
of investors, both small and large, and made up of women as well
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as men, who constitute the backbone of our private enterprise system
which is, in turn, the backbone of our national economy.

As the recognized representative of an official spokesman for in-
vestors of the United States, the Investors League respectfully sub-
mits this statement to the Senate Finance Committee for its consid-
eration in connection with section 701 of the Revenue Act of 1950.

It is the firm conviction of the Investors League that the United
States is at the crossroads of its history in attempting at this time to
levy enough taxes to pay for the rearmament program proposed by
our Government.

We face one of two things-inflation or socialism-and possibly
both.

If Government controls are not placed over our economy to keep
prices from advancing too rapidly, and to keep vital materials mov-
ing into essential channels, we run the risk of dangerous price infla-
tion. With the serious labor shortage, labor will demand and get
additional wages with which to pay increased taxes. With short-
ages of materials, industry will demand and get higher prices with
which to pay its taxes. The result in either case obviously is inflation.

If we place Government controls over industry and over labor, and
these controls are allowed to stand for the duration-which may be
10 years or more--we run the risk of having them become permanent.
In that event we would have socialism patterned after that which ex-
isted in Italy during the reign of Mussolini. Italy had a one-man
dictatorship. We might have a bureau dictatorship.

Investors throughout the country would be hurt seriously by in-
flation but they would be hurt even worse by socialism.

Whether increased taxes are levied primarily on American indi-
viduals or on corporations the effect is the same. They will be passed
on to consumers. To that extent they are the equivalent of a sales
tax.

The Investors League believes that it is time for Americans to be
realistic. It believes that it is time to stop hiding behind political
dodges. It believes the only sound and practical way to raise a large
portion of the funds which will be needed to finance rearmament at
this time is through a sales tax, to apply on all goods with the ex-
ception of food.

I think it is high time we people of the United States began to face
the fact that people ought to know what is going on. They ought to
feel it, they ought to take a part in it, and if we are going to have any
kind of a tax that goes across the population generally and takes the
spending power out of its hands, the excess spending which they have
and will have, we have got to get down to the common level.

With a direct sales tax the people of this country will stand the
best chance of avoiding inflation and of avoiding socialism. At the
same time they will know precisely what they are paying and why.

The Investors League is very much opposed to a so-called excess
profits tax for the following reasons: (a) No excess profits tax for-
mula could be devised which would be even reasonably fair to all.
Any such tax would harm the so-called growth companies and would
deter new enterprises; (b) an excess profit tax encourages inefficiency
in management; and (c) it is difficult and costly to administer -many
tax cases arising from the complex law of World War II are still in
litigation.
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The position of the Investors League is that in lieu of an excess
profits tax, based on the World War II concepts, it recommends that
the following tax measures be employed:

1. A uniform increase in the corporation rate in the form of a tern.
porary war profits tax or emergency defense tax, with the explicit
proviso for its repeal when the rearmament period terminates. As
an illustration, current taxable corporate earnings are at an annual
rate of $40,000,000,000; an increase in the corporation tax from 45
to 55 percent would produce $4,000,000,000 in additional revenue.

Such a temporary increase is more desirable for business in general
and the national welfare than an excess profits tax. It is pertinent to
note that in World War II similar increases would have raised as
much revenue as was obtained from excess profits and corporation
normal and surtaxes. In the highest revenue year, a rate of 55 percent
would have sufficed and in 1941 a rate of only 39 percent would have
been necessary.

2. A broad excise tax at either the manufacturing or retail level.
Such a tax accompanying a corporate increase would be a substantial
revenue raiser. It is estimated that a 5-percent excise tax on all
products, except food, would yield $9,000,000,000, which is $4,000,000,-
000 more than results from current excises.

3. A reduction in the holding period on securities would produce,
we believe, increased revenues for the Government in capital gains tax,
and would enhance the flow of venture capital needed to expand our
country's productive facilities.

4. In addition, some further increase in personal income tax rates
probably will be necessary. But in that event suitable credit or other
relief should be given stockholders to compensate them for the unfair
double taxation; namely; first on their corporation profits and sec-
ondly on the same profits when paid to them in the form of dividends.

Several of these points I have come into contact with very inti-
mately. As a profession, I am an investment counselor. I handle the
funds of many, many people, and many of them are women. I have
had to, of course, watch out in these recent years that their income is
kept in line with our inflationary elements, so that they do not have
to move out of the house they are in, and many other things, so that I
can keep them living in as decent circumstances as they have been
accustomed to.

Also it gives me an opportunity to learn from these investor groups
and individuals just how the idea of the tax question affects each, and
how they feel about it.

Also I have had to do a great deal of research, as you can imagine,
in the years I have been counseling, and I found all during World
War II that the excess profits tax was apparently a very unfair thing,
and these very points we bring out here. It tended to encourage laxity
in expenses: "Well, the Government is going to pay 75 percent of that
anyway."

It was all the easier for labor to put across its demands, instead of
keeping labor in line as well as other people. I find that the com-
mon man in the street hasn't any realization of the taxes that he should
pay, or what his taxes are used for. He complains about this or that
in a small way of taxes, and yet he hasn't any conception of all the
things he gets for his taxes.
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We have got to get down to the grass-roots level so the Investors
League has gone out, and written many letters, and used these replies
and interviews to find out what the general feeling is, and we have
incorporated in this statement here what we have learned from these
contacts.

The Investors League firmly believes that the type of tax program
it recommends should be adopted in lieu of an excess profits tax.
Whatever the name of the tax, it must have its true meaning and
name. Let us get down to honest facts. We recommend it be called
a war profits tax.

The people know that they are being taxed for wai purposes.
Senator HOEY. Thank you very much.
The next witness is Mr. Willford King.

STATEMENT OF WII LFORD I. KING, CHAIRMAN, COMMITTEE FOR
CONSTITUTIONAL GOVERNMENT, NEW YORK, N.Y.

Mr. IiNG. Mr. Chairman and members of the committee, I appre-
ciate being invited down here. I represent the Committee for Con-
stitutional Government, 205 East Forty-second Street, New York City.

Our organization attempts to educate the public in what we believe
to be sound economics. I shall begin by listing a few fundamental
premises which I believe each member of your committee will endorse:

1. We are now battling against a foe having manpower far in
excess of ours.

2. Our chance of victory depends primarily upon our superior
ability to produce war materiel; hence it is essential that we avoid
hampering such production in any way.

3. Neither compulsion nor patriotism can be depended upon to keep
individuals working diligently day after clay, month after month, and
year after year. The only known force which has ever brought forth
long-continued persistent effort is hope of gain.

4. A tax on excess profits obviously weakens the incentive just
mentioned, leads to indifference, carelessness, and waste, and hence
reduces production-thus benefiting the enemy.

5. Our war expenses promise to be very heavy. Deficit financing
commonly results in inflation, confiscation of the savings of the thrifty,
and futile attempts at price control. The eventual outcome is cur-
tailment of production. Therefore, it is imperative to balance the
Federal budget every year. I cannot emphasize that too much.

6. The maximum amount which it is feasible to raise by means of
an excess profits tax is only a small fraction of the additional revenue
now required to balance the budget. Moreover, excess profits cannot
be computed until the end of an accounting period. Hence the excess
profits tax does not respond quickly to revenue needs.

7. A far simpler, and more effective revenue producer is available-
namely the excise tax. It is ideally suited for purposes of war finance,
for it brings in revenue promptly, utilizes the services of corporations
as tax collectors, and permits vast sums to be raised inexpensively with
the minimum amount of irritation to the public.

As a peacetime tax. the excise tax is not good for the reason just
mentioned. It is a hidden tax, but as a wartime tax when you have
to raise immense amounts. I think it is a good thing not to impress the
people too much with the burden.
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Moreover, since it bears with equal weight upon the products of
all concerns in an industry, it, unlike a tax on profits, has no tendency
whatever to penalize efficiency.

I was talking to a gentleman yesterday, who said that if we wanted
to encourage efficiency, we ought to tax losses, not profits. Of course,
that is not feasible from a revenue standpoint, but it certainly is in
the right line. The last thing that you ought to do is to penalize the
efficient corporations, so that the notion of increasing taxes on all
corporate profits is not as sound from an economic standpoint as is
the levying of excise taxes.

By exempting bare necessities, levying moderate taxes on most prod-
ucts, heavy duties on nonnecessities and luxuries, and very heavy
imposts on goods used mainly for display-keeping up with the
Joneses-a system of excise taxes can be built up which will divert
labor and capital to war industries while at the same time producing
all the revenue needed to pay for a major war, thus avoiding inflation
with its disastrous effects. By applying judiciously a well-planned
system of excise taxes, any need for an excess-profits tax as a revenue
raiser can be obviated.

You can use excise taxes that way and avoid the necessity for any
direct controls. Just put the pressure on subsequently with the tax,
and the labor and capital will flow to the point where they are most
needed.

Senator TAFT. Don't you think that the moment the workingman has
to pay more for so-called luxuries, when his cost of living is increased
5 to 10 percent, he would be right in with a wage demand of 5- to
10-percent increase in wages? It seems to me an excise tax is infla-
tionary, like all taxes. I do not quite see why most of them are not.

Mr. KING. I do not believe that taxes in general are inflationary.
I think that inflation consists solely in increasing the amount of money
or money substitutes in proportion to the volume of trade.

Senator TAFT. The ordinary housewife regards inflation as an in-
crease in her prices, and an excise tax increases the prices, and then
the workingman immediately wants higher wages. That increases
costs and prices go up again. It seems to me it starts a spiral of
inflation.

Mr. KING. I am inclined to believe that there is not such a thing as
a wage-price spiral leading to inflation, if you do not inflate the
currency. If you keep the currency supply constant

Senator TAFT. I do not know about theory, but in practice what the
people regard as inflation is higher prices.

Mr. KING. Yes; which I think is a very serious error and leads to
all kinds of wrong conclusions. Where you have strong unions, they
will do, of course, exactly what you say, but if the total spending
power in the hands of the public is not increased, then there will be
less to spend for other things, and the prices there will be held down
so that the total effect on the price level, one down and the other up,
will be nil.

Senator TAFT. You say here "without controls." It seems to me
that if you put in a general increase in excise taxes, which really is
intended to enforce a kind of economy, a kind of a reduction in
standard of living, to go for war purposes, you are going to have to
back it up with price controls, I am afraid, if you do not want to have
it nullified by wage increases.
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Mr. KING. Of course, I think that we are extremely foolish to allow
a lot of labor monopolies to dominate our economy. I do not think
you can ever have a sound economy as long as you have a bunch of
labor monopolies that are responsible to no one except their own inter-
ests and push up prices, any more than I think it would be just as bad
to have other monopolies increase prices.

I think that we ought to crush monopoly and put it out of business.
I would agree that as long as you have powerful monopolies, that
control either wages or prices, you are always going to be in trouble.

So that in my opinion by having a carefully planned, judicious
system of excise taxes, any need for an excess-profits tax as a revenue
raiser can be obviated. I think you can raise 10 times as much revenue
by excise taxes as you can by any excess-profits tax, and you may
need to.

I think that the excise taxes are much superior to retail sales taxes
in time of war, because the retail sales taxes cost much more to col-
lect and are resisted much more by the public. In time of peace I
would say I prefer a retail sales tax. I think it is a much better tax
than the excise tax in time of peace.
Now, there are some weaknesses of the excess-profits tax. The no-

tion that the burden of an excess-profits tax is borne by some "soul-
less corporation" is, of course, absurd. I think that is a very com-
mon opinion, the strongest argument in favor of it, probably. Every
cent of it eventually comes out of the pockets of stockholders and other
consumers. And, ahost all persons familiar with the excess-profits
tax agree that it (1) penalizes efficiency, (2) encourages extravagance
and waste, (3) is very difficult to administer, (4) is often grossly un-
fair because it taxes imaginary profits representing nothing more than
an inflation-induced shrinkage in the value of the dollar.

During World 1War 11 prices went up and gave corporations profits
which are purely imaginary because they would not buy the replace-
ments that the dollars would buy before, but they had to pay excess-
profits taxes on these imaginary profits.

Practically the sole argument advanced in favor of the excess-profits
tax is that "it takes the profits out of war." This slogan appeals to
sentimentalists, but has no logic whatever behind it. Probably, it was
invented by enemies of our Republic anxious to weaken our defenses.
It is utilized largely by labor union leaders who believe the imposition
of an excess-profits tax will make it easier for them to get concessions
such as wage increases and pensions. It is pertinent to note that it is
always the other fellow who is asked to make the sacrifice. No one
ever wishes to reduce his own gains from war. Farmers want higher
farm prices. Wage workers demand higher pay. Government officials
and employees seek higher salaries. They are all human, and want to
penalize the other fellow.

And remember that yielding to the demand to "take the profits out
of war," thus reducing efficiency and productivity, is likely to cause
many thousands of our brave boys to lose their lives on the battlefield
and may possibly take the victory out of war.

Apparently, the only argument in favor of an excess profits tax
that has any logic behind it is that concerns manufacturing for the
Government products of new design-for example, airplanes-often
get huge windfall profits; and, admittedly, neither cost-plus contracts
nor renegotiation has proved satisfactory as a method of protecting
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the intrests of the taxpayers under such circumstances. This does
not mean, however, that the excess profits tax furnishes the best solu-
tion of this problem. As a matter of fact, a far better one is availa-
ble-nanmely, the sliding-scale-of-profit contract. It, unlike the excess
profits tax, does not put a premium on waste. Instead, it penalizes
ineficiency and rewards efficiency and economy. The operation of
this device is illustrated by the following hypothetical example:

Suppose that the XYZ Corp. is negotiating for a contract for the
manufacture of a new type of jet plane. The Government engineers
figure that the planes will cost around $400,000 each. The company
engineers consider this estimate reasonable, but, in view of the un-
certainties involved, warn the corporation officials against placing a
bid below $500,000.

Next, let us suppose that, in making bids, the company usually al-
lows for a 10-percent net profit. And, let us assume further that, in-
stead of agreeing to make the planes for $500,000 each with the under-
standing that, if profits turn out to be unduly large, they will be re-
negotiated or taxed away, the contract is made to read as follows:

1. All expenditures are to be recorded and verified.
2. If the cost per plane conforms to the joint estimate of the Gov-

ernment and company engineers-namnely, $400,000-the company
will be paid the standard profit of 10 percent; in other words, $40,-
000.

3. For every additional $5 of expenditure, the profit will be cut $1.
Hence, if the cost per plane runs up to $500,000-that is, $100,000
more than expected-the profit will be reduced by $20,000-leaving
a net gain of only $20,000. (The 1-to-5 ratio suggested above is merely
illustrative. In cases in which cost estinmtion proved very difficult,
the profit-reduction raito would be reduced--perhaps even to 1 in
10.)

4. On the other hand, if the cost per plane is reduced below the esti-
mated $400,000, the profit allowed will be increased $1 for every $3
saved. Thus, if the total cost per plane is cut to $340,000-that is,
$60,00 less than the anticipated amount-the profit allowance will rise
by $20),000, and the company will receive a total profit of $60,000 per
lplane 50 percent more than the standard figure. But the cost reduc-
tion will save $40,000 for the Government.

Senator MImI IiN. That is on the basis of your original estimates?
Mr. KING. Yes; that is right.
Senator MILLIKIN. Which proved very faulty in World War II.
Mr. KING. It is very hard to estimate those things, I know.
Senator TArFT. We used to make those kinds of building contracts in

the twenties. They did just exactly this for contractors on buildings
who were given a fixed fee, to be increased if the cost were---

Mr. KING. I know it has been used successfully.
Senator TAFT. What are you going to do with it?
Mr. KIN'G. Clearly, this sliding-scale-of-profit arrangement, if

adopted, would act as a powerful incentive to the manufacturing con-
cern to reduce costs to the minimum. However, the corporation would
be protected against loss if forces beyond its control required outlays
materially greater than expected.

Furthermore, the contracting concern would not have its operations
hampered by having part of its working capital tied rrp for months, or
perhaps for years; the heavy expense involved in the renegotiation
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proceedings would be avoided; and the feeling of being cheated by
the renegotiators would never arise.

It seems to me that a sliding-scale-of-profit arrangement such as
the one outlined above is relatively simple, encourages efficiency and
economy, expedites settlements, and prevents annoyance and dissat-
isfaction, and, if used in all contracts involving sizable costs not sus-
ceptible of accurate determination in advance, would eliminate any
necessity either for renegotiation or for the levying of excess profits
taxes.

Senator MILLIKIN. What part of the economy do you reach?
Mr. KING. The buying by the Government of all kinds of new

things, like planes and radio equipment, and so on.
Senator MILLIKIN. Only the contracts with the Government?
Mr. KING. Yes.
Senator MILLIKIN. You have a mass economy that circulates out-

side of that.
Mr. KING. It would be a very good thing for people to adopt it in the

other fields, but I do not think you can compel that by law.
Senator MILLIKIN. You are leaving out an enormous field that re-

volves outside of the orbit of Government contracts, but is affected by
Government contracts.

Mr. KING. Yes. It would not affect subcontractors, I think, un-
less

Senator MILLIKIN. Would it not affect the suppliers?
Mr. KING. Yes, but the suppliers, of course, of standard materials

are usually in keen competition. They do not have much chance to
make any unfair profits.

It is the people that manufacture these things that they cannot figure
on, that may get unreasonable profits. If you are buying lumber or
iron, copper, anything of that sort, you have keen competition, and if
you sometimes get very big profits, you can get very big losses if you
figure wrong.

Unless the thing is monopolized, as I see it, there is no chance of
any sure profit in any standard article; but, if you are building some-
thing like a plane that has never been built before, of course you may
make an enormous margin on it.

Senator TAFT. The method of dealing with cost-plus contracts seems
to be a good method, but I cannot see how it meets our excess profits
tax requirements.

Mr. KING. That is all, I believe, I have to present. Thank you very
much.

Senator HoEY. Thank you very much.
The next witness is Mr. Elden McFarland.

STATEMENT OF ELDEN McFARLAND, WASHINGTON, D. C., ON
BEHALF OF THE RUDOLPH WURLITZER CO.

Mr. MCFARLAND. Mr. Chairman and members of the committee,
the Rudolph Wurlitzer Co. is engaged in the manufacture and
sale of spinette and grand pianos and accordions at De Kalb, Ill.,
and electronic organs, coin-operated phonographs and television cab-
inets at North Tonawanda, N. Y. It also operates retail music stores
in New York, Philadelphia, Chicago, Buffalo, Detroit, and Cin-
cinnati.
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Senator MILLIKIN. Did you not manufacture in Cincinnati?
Mr. MCFARLAND. Yes, some time ago.
Senator TAFT. The whole company started there.
Mr. MCFARLAND. Yes. It originated in Cincinnati many years

ago.
During World War II this company's manufacturing facilities were

completely converted to war production. Early in World War II it
received both the Army and Navy E awards, and these awards were
repeated at intervals throughout the war. It is contemplated that a
substantial part of its facilities may be used in defense production dur-
ing the present emergency.

The company is interested in presenting its particular problems to
this committee because these problems are not only of vital concern
to it but also undoubtedly are common to many other corporations.

1. Section 435 of the bill provides for an excess profits credit of
85 percent of the average base period net income. This means that
the remaining 15 percent of a taxpayer's normal earnings is to be
subjected to excess profits taxes. We respectfully suggest that the
credit should allow the full 100-percent average-otherwise, normal
income would be taxed at excess profits tax rates.

Senator MIILLIKIN. Tiere seems to be no defense for that except that
it will raise money. I do not want to try to justify it as a logical part
of wartime excess-profits tax system.

Mr. MCFARLAND. The second point is as follows: Section 442 of the
bill provides for relief in the case of two classes of abnormalities
which correspond respectively to section 722 (b) (1) and the first
sentence of section 722 (b) (2) of the present Internal Revenue Code.

Senator MIILLIKIN. Another objection to it is that it is in substance
a retroactive imposition of a regular tax on corporations, and, not
having had any notice of that kind of a tax, it is a very unfair thing.
I am talking about your No. 1 point.

Mr. MCFARLAND. Yes. We have mentioned in our third point a
suggestion with respect to minimization of the retroactivity. These
two provisions that I have just referred to, section 442 contains in two
parts of that section the same provisions that were contained in sec-
tion 722 (b) (1) of the World War II Act, present Internal Revenue
Code, and the first sentence of section 722 (b) (2) of the present
code.

In theory, these two provisions should afford some measure of re-
lief, but as a matter of practical experience we know that very little
relief will actually be granted, administratively, under these pro-
visions. Section 722 (b) (2) has been construed very strictly by the
Excess Profits Council with the result that practically all 722 (b) (2)
claims have been denied.

Senator MILLIKIN. Do you have any pending claims from World
War II?

Mr. MCFARLAND. I do not believe this company has any pending
claims at all, but I have a general practice specializing in taxation,
and I have had a great deal of contact with other attorneys, because of
my bar-association work and my general acquaintance with attorneys
throughout the United States.

I have been very closely in touch with the work, with the progress
and the results of the Excess Profits Council, with the condition of
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the calendar of the Board of Tax Appeals which now includes some
600 cases before the Board on excess taxes alone which have been
turned down by the Excess Profits Council, so, a good many of the
remarks which I make are not remarks which are based upon the
experience of this particular company but are based upon facts which
are within my personal knowledge and my professional experience.

I just stated that 722 (b) (2) has been construed very strictly by
the Council. Let me give you a specific example. The majority report
of the Ways and Means Committee on this bill, at page 53, illustrates
section 442 (a) (2) as being applicable in a case "such as a severe
price war." The same illustration was used in the committee report
on section 722 (b) (2) back in 1942. The Regulations of the Com-
missioner of Internal Revenue (sec. 35.722-3(b)), however, specifi-
cally refer to a "ruinous price war" as one in which sales are made "be-
low cost." So, unless the taxpayer can show that the price war resulted
in sales "below cost," he is very likely to be denied administrative relief.
Thus, if a taxpayer with normal profits of $500,000 actually realizes a
profit of but $50,000 due to a ruinous price war, he does not qualify for
relief under the regulations as administered, because he did not sell
"at less than cost," but actually made a small profit.

The foregoing illustration is not hypothetical, nor is it just one
isolated case. ft represents not only an actual case rejected by the
Excess Profits Council and now pending before the Tax Court but
also, we think, is a fair illustration of a general bureau policy of ex-
tremely unsympathetic administration of this particular relief pro-
vision.

We respectfully suggest a further clarification in the report of this
committee, if this provision is to provide any measure of relief what-
ever.

Undoubtedly, a great deal of the difficulty in the application of the
relief provisions would be eliminated if an automatic qualification for
relief were inserted in the statute-by this, I am referring to section
442-such, as for example, if the net income for the third largest base
period year or 12-month period were less than, say, 50 percent of the
average of its other two better years, it would automatically qualify
for relief, the amount, if any, to be determined as provided in section
442. Such a provision would elimiante a tremendous amount of ad-
ministrative difficulty and expense in presenting and passing upon
claims.

I have noticed in reading over section 442 that there is in that more
or less of an automatic provision for qualification under that relief
provision; and it seems to me that if some qualification as I have sug-
gested here be placed in section 442 it would eliminate a lot of uncer-
tainty and a great deal of administrative time and expense, as well as
time and expense of taxpayers to even find out whether they are going
to be permitted to qualify.

The third and the last suggestion has already been more or less
referred to. We also respectfully suggest that the act be not made
retroactive beyond October 1, 1950, the date when the tax increase on
individuals was made effective.

In conclusion, may I suggest, as I have stated, I am in that class
referred to by Mr. Little of Textron, a class of either lawyers or ac-
countants, and I believe he said that he thought that this was more or
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less of a bonanza that would accrue to such persons as I and the asso-
ciates that I have in various cities.

I would be very glad, indeed, to waive all benefits that might result
from the passage of an excess profits tax if the Congress would pass
a suitable tax as has been suggested, not in the present form of the
excess profits tax but rather as an increase in rates.

Senator MILLIKIN. We will tax you for more income tax.
Mr. MCFARLAND. I am fully cognizant that I am going to be stuck,

but what I am doing is talking for the corporations, and in the interest
of the public economy I have seen the extreme difficulty that results
from the attempt to apply the relief provisions of the excess profits
tax, and although an admirable effort has been made in the drafting
of this bill, I still definitely am of the opinion that it is going to be
absolutely impossible to not only draft a fair excess profits tax, but I
also have a very deep-seated feeling that it is not in the interest of
the economy, of the public economy, it is not in the interests of the
revenues, and it is not in the interests of good business administration
for such a tax to be passed.

I thank you.
Senator BUTLER. I take it, that you were rather favorable to the

proposal made, then, this morning by Mr. Little?
Mr. MCFARLAND. His was a fourfold proposal and something that

involves a lot of things that I have not had a chance to study, and I
would hesitate to express an opinion of the details of his proposal,
but it does seem to me that somewhere either between that suggestion
or a suggestion of a fiat increase in rates to be called a defense tax,
would make toward a more simple administration, and not something
which has such fuzzy edges as any excess profits tax such as that whicf
we have in the present bill is bound to have.

The CHAIRMAN. Thank you very much, Mr. McFarland.
Mr. MAURICE FRIDLUND.

STATEMENT OF H. MAURICE FRIDLUND, SPECIAL COUNSEL FOR
THE NATIONAL FEDERATION OF AMERICAN SHIPPING, INC.,
NEW YORK, N. Y.

Mr. FRIDLUND. I am H. Maurice Fridlund, of New York City, ap-
pearing as special counsel for the National Federat'on of American
Shipping, Inc., an organization representing most of the companies
engaged in foreign and domestic shipping by sea.

Let me interpolate at this point, that I have had 28 years of ex-
perience with the taxation of shipping companies. That includes
the excess profits taxes that we had during World War I and World
War II, and for that reason I hope that I can be helpful to this com-
nmittee in its present problems.

The general position of the National Federation of American Ship-
ping is this: We suggest at the outset that the imposition of corporate
taxation should be proportional to increases imposed on other tax
sources.

Senator MILLIKIx. May I ask, what do you mean by that? Give
me an example, please.

Mr. FRIDLUND. We have made certain increases in taxes on indi-
vidual incomes, and little or none in the other sources, whether they
be in the form of excise taxes or otherwise.



EXCESS PROFITS TAX ON CORPORATIONS, 1950

Senator MILLIKIN. You mean that if we increase personal tax 10
percent, we should increase corporate income taxes 10 percent?

Mr. FRIDLUND. Something of that sort, so that the entire burden of
the extra taxes required will not rest on corporate profits in any form.

Senator TAFT. I think we can agree on that, that the bill which
passed last summer was a bill which probably would maintain about
the same proportion of corporate and individual income taxes. Your
suggestion is that you ought not just increase corporate income taxes.
If you are going to increase, you ought to increase everything at once?

Mr. FRIDLUND. Yes, Senator Taft, to the extent, of course, that
this burden has equalized among other sources, why, my remarks here
have no application.

Secondly, we suggest that any extra tax should be definitely labeled
as a defense tax, and to expire by its terms when the extra defense
needs are ended.

We do not advocate the adoption of an excess profits tax. If, how-
ever, such tax is to be imposed, we point out that H. R. 9827 will
require major amendments; if it is not to bear inequitably upon the
American shipping industry. We are not asking for any special
favors, but only that the American merchant marine be not penalized
by reason of its unique contribution to national defense.

In other words, insofar as the law already places that industry on
a subpar basis, that that should not be made the basis for taxing it
more than the level which would apply to others. I think I can make
that clear. Consider, if you will, the relation of shipping to national
defense.

In the brief time available, it is impossible to stress adequately the
vital position which the shipping industry occupies as an adjunct
to our Armed Forces. The American merchant marine is aptly called
the "fourth arm" of our national defense. The facts speak for them-
selves when we realize that privately operated American ships have
delivered more than 80 percent of all cargoes and military supplies
to the United Nations forces fighting in Korea. The shipping in-
dustry is the first to feel the impact of a war emergency; and it is the
last to be released from wartime requisitions.

In addition, shipping is a highly regulated public utility, whose
rates in domestic commerce are fixed by the Interstate Commerce
Commission, and in foreign commerce governed by regulations of the
Federal Maritime Board. In wartime, our ships are requisitioned by
the Government and diverted to war purposes at compensations fixed
by the Government under the law-section 902 of Merchant Marine
Adt-which prohibits any "enhancement due to the causes which
necessitated the taking." As a result, any opportunity to earn "excess
profits" are almost nonexistent.

Because a strong and efficient merchant marine is indispensable to
national welfare and defense, Congress enacted the Merchant Marine
Act of 1936. In sections 511 and 607 thereof, it ordained the estab-
lishment of certain statutory funds, into which the shipping companies
were required or encouraged to deposit proceeds from the disposition
of ships and/or the ship earnings on a tax-deferred basis. These de-
posited funds are dedicated primarily to build new and better ships.

Herein lies the problem. Under the proposed bill, these deposited
profits will count neither as "base period income" nor as "invested
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capital." Since these plowed-back earnings of prior years are so dis-
regarded, any normal earnings of the new ships will be practically
confiscated by the excess profits tax. We think this would be a strange
hardship and a great injustice to visit on an industry for having
cooperated so loyally in the Government's policy to build up speedily
the necessary merchant marine.

Senator TAFT. Does this position about profits go right on into
the war period?

Mr. FRIDLUND. It did not in the last war.
Senator TAFT. Supposing it does, are those profits counted?
Mr. FRIDLUND. No; they are not counted.
Senator TAFT. They would have to be deducted also, then, in de-

termining what your normal account was in 1951?
Mr. FRIDLUND. Yes; that is true, but usually in a wartime period

when a company's ships are requisitioned and they are no longer
operated on a commercial berth, those profits cannot be deposited,
and therefore would be included in the excess profits income even
though they have no reflection in either the invested capital base
or in the base period earnings.

Senator MILLIKIN. What was the reaction of the House Ways and
Means Committee to this same argument?

Mr. FRIDLUND. We presented that argument, but we have searched
the bill and are unable to find any relief granted on that score.

Senator MILLIKIN. Have you had any discussion with the House
staff ?

Mr. FRDLND. We had a brief discussion, but they were in prepa-
ration for the House hearings at the time, and had very little time
to give to it.

I think perhaps I can illustrate this by an example, if I may. It
points up the particular hardship which would thus be imposed.
I am going to take a simplified example, which admittedly is extreme,
but otherwise applicable.

Suppose that a shipping company has normal profits of $100,000
per year for 10 years, namely 1940 to 1949, and they are deposited
in the statutory funds.

Senator TAFT. All of them?
Mr. FRIDLUND. I am assuming for the sake of simplicity all of

them; yes.
Senator TAFT. Are you required to deposit them?
Mr. FRIDLUND. Some companies are, Senator, and to other it is

optional.
Senator MnUiiiN. Does that not fall under presumably advanta-

geous terms?
Mr. FRIDLUND. I think that is reflected in an entirely different

aspect, namely, that when the Government in wartime requisitions
that ship, it gets it at a very much reduced rate, having little or no
relation to its current earning power or even normal earning power,
but solely on a cost-allowance basis.

In the example, let us assume that this $1,000,000 accumulated for
10 years is in 1950 used to build a ship which comes into service for the
first time on January 1, 1951. Having been built with tax-deferred
funds, that ship has no cost basis, no depreciation, its current earnings
have no reflection in any base period income or even in invested
capital.
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This means that the current recovery of prior years' earnings would
be subject to that tax now of 75 percent instead of the old 25, in
case of a capital gain, or 38 percent in case of ordinary earnings, and
the balance of the current earnings, even no more than the $100,000
normal earnings,would be fully subject to the excess profits tax.

WYe submit that the shipping companies that have faithfully carried
out the Government's maritime policy should not be so penalized.

Senator MILLIKIN. What does the Government say is the equity
of this? It seems to me that there is missing some factor here that
might lend a little more equity to this than appears on the surface.

Mr. FRIDLUND. I think we have much the same situation, Senator,
that we have in dealing with long-term contracts or installmhnent basis.
So long as we are on a purely income tax basis, why, it makes very
little difference whether these things are taxed now or a little later,
but when we come to an excess profits tax which sharply increases
that rate, then it makes a great deal of difference whether the earnings
in this case deposited and dedicated to a particular purpose, are
included or excluded from the base period earnings, and likewise, of
course, from the invested capital.

Senator MILLIKIN. Since those profits had been taken out of the
business and are dedicated in this way, the Government has gotten
no revenue in the same sense that it would have had, had an ordinary
corporation distributed those profits to the individuals who are tax-
payers. There has been an exemption there from normal taxation
Through individual income tax.

Mr. FRIDLUND. Perhaps I did not make myself clear on this. This
has been interpreted by the Treasury not to be an exemption but
merely a deferment of the tax. The deposited funds when reinvested
in a ship, of course that ship having had lower cost basis and with
eanings currently therefore higher for the lack of that extra depre-
ciation, it is deferred only temporarily, but that makes a great differ-
ence when we come to an excess profits tax year whether the earnings
actually earned in 1940 to 19-9 are not counted though actually
earned, though temporarily tax-deferred, are not counted for purposes
of invested capital and base period income.

The CAIIMRAN. Did you notice the I-House statement on this point?
They said in their report:

Under section 505 of the Merchant Marine Act of 1936 as amended, if any
contracting party in its taxable year completes one or more contracts or sub-
contracts for tlhe construction of a vessel

are you speaking about the earnings?
Mr. FRIDLUND. Yes, Mr. (Chairman. That section refers only to the

companies engaged in shipbuilding.
The CHIAIRMAN (reading) :

under such act, such party is required to pay to the Maritime Board any profit in
excess of 10 percent of the total contract price of such contract and subcontract.
The excess profit so paid to the Maritime Board together with all other receipts
of the Board are placed in a revolving construction fund and available for
further ship construction.

You are talking about the earnings of the ship?
Mr. FRIDLUND. Yes.
The CHAIRMAN. IS operation as contrasted with profits made upon a

ship that you are constructing?
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Mr. FRIDLUND. That section as I understand it is limited to those
companies that are engaged in shipbuilding.

The CHAIRMAN. It says that, yes:

The treatment accorded such profits by section 726 of the World War II law is
continued by your committee's bill.

They say this:

As a general rule, the amount received by the contracting party and recaptured
by the Maritime Board would be excluded in computing the excess profits tax
under section 430 of the bill. In computing the alternative tax provided by section
455 of the bill, the taxpayer will be required to increase its excess profits net
income and its normal tax net income by the amount of the payment to the
Maritime Board. The law computed upon this basis is then reduced by the
amount of such payments and the remainder constitutes a tax which is to be paid
if it is less than the tax computed under section 430.

Mr. FRIDLUND. Yes, Mr. Chairman, but that relates only to ship-
building contracts and has nothing to do with the companies that own
and operate the ships.

The CHAIRM|AN. D'o you have to pay to the Maritime Board a por-
tion of your earnings on your ships in operation?

Mr. FRIDLUND. That is true of the subsidized companies whose sub-
sidy is subject to recapture, even though it is currently included in
taxable income.

There are many special treatments that place us in an inferior posi-
tion, which I would like to have time to deal with, but we have picked
out the two that I believe are the most unjust, and with a strong con-
viction that Congress will rectify such threatened injustice, we merely
urge this: that the profits for 1946 to 1949, that is, the base period years
which had been required or permitted by the Merchant Marine Act
to be deposited in statutory funds, should be recognized in computing
base period income. Similarly, such deposited profits of prior years
should be recognized for invested-capital purposes, after being reduced
by the taxes that have been temporarily deferred.

This is in line with the recommendations made by, I believe, a com-
pletely unbiased section, namely, the section of taxation of the Ameri-
can Bar Association in its bulletin for October, 1950, page 11, item a,
where it is recommended that special consideration should be given
"where circumstances require the correction of inequities grown out
of tax-free transactions." Likewise such solution is consonant with
the relief given by section 453 for relief in the analogous cases of
"installment bases and long-term contracts."

Section 455 of the bill, which as the Chairman has just pointed out,
deals with other problems that are peculiar under the Merchant Ma-
rine Act should be broadened by the addition of a new subsection sub-
stantially to the following effect:

(c) Earnings and profits required or permitted to be deposited under sec-
tions 511 or 607 of the Merchant Marine Act, reduced by deferred taxes other-
wise applicable, shall be includible in equity invested capital under section 437
(c); and such earnings and profits for the base period without reduction shall
be included in base-period income under section 435 (b).

Senator MILLIKIN. May I ask Mr. Stai a question, Mr. Chairman?
The CHAIRMAN. Yes.
Senator MILLIKIN. What is the argument against that, Mr. Stam?



EXCESS PROFITS TAX ON CORPORATIONS, 1950 193

Mr. STAM. I do not recall that this problem was raised before the
House committee, and it was not gone into in the committee itself in
executive session, so the matter is still open.

Senator TAFT. I think we should request the staff to make a study
of it.

Mr. STAM. I will be glad to do that.
Mr. FRIDLUND. I have dealt with a problem which is probably the

most threatening to the shipping industry, which would in effect re-
sult in taxation at excess profits rate of those things which are either
the deferred collection of income from prior years or perfectly normal
earnings.

Let me very briefly deal here with problems which are common to
all industries, although they happen to bear with aggravated force
on the shipping industry.

1. Borrowed capital credit is recognized under section 439 only to
the extent of one-third of the interest rate. Thus if the interest rate
is 3 percent the deduction is 3 percent and the credit is 1 percent, a
total effective allowances of only 4 percent for borrowed capital. I
believe if we were to seek a policy deliberately designed to stifle pro-
duction, we could think of no better way to do it. This restriction on
borrowed capital credit is particularly vicious in the case of the ship-
ping industry, which finds it so difficult to borrow its requirements
commercially that in order to get ships built the Government, by
statute, offers to lend 75 percent of the cost at 31/2 percent.

We submit to you that the only fair solution as to borrowed capital
credit is this: to give credit for borrowed capital at the same rates
as equity capital, namely 8 percent to 12 percent, but reduced by the
interest allowed as a deduction.

2. Base-period income credit, provided under section 435, fails to
allow any income credit for expansion after 1949.

That is particularly serious in a shipping industry which the Gov-
ernment has been urging to build new ships, and some of which during
the year 1950. some of them before the inception of the Korean war,
and some of them after, have complied with that policy to expand
during the year 1950. In other words, if we are to tax "excess"
profits, we must find a fair "normal" base which for existing facilities
may be the normal base-period income. Restricting the allowance
for expansion, first, to the years prior to 1950, and secondly, to a
capital percentage, which is what the bill does, is particularly unfair
to an industry which operates with high risks. Therefore, if we are
to allow for vital expansion, we must allow for an increase in normal
income credit that is proportionate to the expansion. A company that
had normal earnings of $100,000 per year with one 10,000-ton ship
should be allowed to double its base-period income credit if it doubles
its fleet by adding a second 10,000-ton ship in the taxable year. Such
increase in base-period income, proportionate to increase in production
facilities, should be stated as a rebuttable presumption.

Obviously no two assets are exactly alike, and if one is better than
the other, why proportionate adjustment should be allowed.

An increase in productive facilities should likewise result in a per-
centage increase in the normal base-period income allowance, and we
believe that the denial of any such proportionate increase would be so
unfair that it would result in putting the brakes on expansion at the
very time when we need it most.
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Senator TAFT. Mr. Stam, is there not some allowance for an addi-
tional capital investment?

Mr. STAnM. They allow 12 percent, a flat 12 percent rate for addi-
tional capital.

The CIIAIRMAN. Invested in the excess profits year?
Mr. STMI. In the excess profits tax year or in the last year of the

base period, or some adjustment in 1948.
The CHAIRIMAN. We are speaking now of an increase in the excess

profits year, an increase of facilities. What is that!
Mr. STar. For the new ship, for the addition to capital he would

get 12 percent on that. That is this flat rate he is talking about.
Mr. 1 RIDLUND. That is as to new capital, but suppose a company

which has conservatively invested
Senator TAFT. Suppose it has kept its money to put into a new

ship.
Mr. FRIDLUND. To take the very simplest illustration of all, sup-

pose that it had kept its earnings in cash, unproductive, awaiting
the time when it could afford to expand the large capital sum required
to build a ship nowadays, and it takes that risk, and it is a highly
important risk. There has been no increase in capital except as to
the 75 percent mortgage which is usually put on by the Government,
for which I have pointed out a pitifully small 4 percent allowance
is given in the---

The CHAIRMAN. That is the case of borrowed money.
Mr. FRIDLUND. Yes, but there has been no increase in equity capital,

and yet it has doubled its productive facilities.
T'he CHAIRMAN. If yOU had plowed back or held back the earnings

of the company, you would be entitled to credit under the House
bill.

Mr. FRIDLUND. Oh, yes; but here there is no new capital except
as to borrowed capital. In other words, when we are mixing, as this
bill does, pumpkins with apples, we are comparing on the one hand
base period earnings of productive facilities and then we are talking
on the other hand about a capital increase.

We have got to compare like things with like, and when we talk
about a base-period income, if we double our productive facilities,
there should presumptively be a corresponding increase in the base
period income.

Senator TAFr. In other words, you might turn to the capital in-
come, you might get some advantage.

Mr. FRIDLUND. Oh, yes; particularly in a risky business like ship-
ping. You cannot begin to compare a capital allowance on the one
hand with an income allowance on the other, and where we try to
mix the two, then we are certain to get unjust results.

Mr. STAm. The bill allows 12 percent on retained earnings and
equity capital, that is new capital both for the invested capital credit
and for the earnings credit. That was the change under the old law.
The old law made no allowance for retained earnings under the in-
come credit.

Senator TAFTr. We had the same case this morning. We had an-
other man here on the same matter. It just occurred to me that you
might gear it somehow to the tax on increased production or increased
productivity or something like that.

Mr. FRIDLUND. I think that is the point, Senator.
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Mr. Chairman, may I have the permission of this committee to file
before the conclusion of these hearings some further comments di-
rected particularly to sections 442, 443, and 444, the relief provisions
so-called, particularly as affecting growth companies.

The CIHAIRMAN. Yes, sir, you may do so.
Mr. FRIDLUND. Thank you, sir.
(The following material was later submitted by Mr. Fridlund:)

[The Journal of Commerce and Commercial, Friday December 8, 1950]

THE SHIPPING OUTLOOKIC

THE EXCESS PROFITS TAX BILL

(By Edward P. Tastrom)

It is quite generally recognized by the shipping industry as well as by other
segments of the economy that the huge defense outlays found necessary at this
late hour must be met by sharply increased taxation.

However, there are equitable and inequitable ways of imposing taxes due not
to any intent upon the part of legislative officers to effect particular hardships,
but simply because certain situations do not quite fit into any general formula.

This is the position that the shipping industry currently finds itself in as
Congress sits down to write a new excess profits tax bill. Representatives of
the shipping industry have emphasized this in testimony before the House and
Senate committees considering the new bill.

It is important to get clearly in mind at the outset that shipping men realize
the need for more taxation at this time, that they do not suggest methods of
raising revenue other than provided in the current bill and that the sole purpose
of their plea is to prevent an injustice, that would work grave hardship, from
being incorporated into law.

Now let us take a look at the proposed new excess profits law and how its
application severely penalizes shipping.

Under the bill there are two ways you can establish your base for excess profits
tax computation. One way is by average earnings for the 1946-49 period; the
other is on the basis of current capital investment.

The object of either approach is to take off by way of taxes any extraordinary
profits above a normal rate of performance, which profits are viewed by the
taxing authorities as arising in large part from defense and emergency spending.

The bill as now written penalizes shipping, however, because it does not allow
inclusion in determination of the normal rate of performance of those earnings
or capital gains which have been set aside by operators in certain statutory
funds established primarily to provide a capital pool to build new ships.

This means that inability to include these earnings or capital gains, which
in some instances have amounted to a shipping company's entire net during
some of the base period years, cuts by the amount of such exclusion current
revenue that is tax.ible at the normal rate and makes applicable, instead, the
full 75 percent excess profits tax rate.

It should be borne in mind that these statutory funds which shipping men
have been encouraged to set aside for fleet rebuilding never have been tax-exempt,
but only tax-deferred until used and that, furthermore, substantial amounts of
these funds have been or are being used in new vessel acquisition or construc-
tion. Since the tax liability has always existed, ald since the earnings and
gains are real, it is difficult to see why they should not now be included in deter-
mining the base for excess profits tax purposes.

How their exclusion would work is given in a simplified example cited before
the Senate Finanrce Committee this week by II. Maurice Fridlund, attorney
appearing on behalf of the National Federation of Shipping.

"Suppose," said Mr. Fridlund, "a shipping company has profits of $100,000
per year for 10 years (1940-49), which are deposited in statutory funds. In
1950, an accumulated $1,000,000 is used to build a ship which comes into service
January 1, 1951. Having been built with tax-deferred funds, the ship has no
cost basis, no depreciation, and its current earnings have no reflection in any
base period income or any invested capital. This would mean that current re-
covery of prior years' earnings (1940-49) would be subject to tax at the new
75 percent instead of the old 25 or 38 percent rate (depending on whether
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capital gains or profits). The balance of the current earnings, even though no
more than the $100,000 normal earnings, would be fully taxed as excess profits."

This points up the need for recognition by Congress in the new tax law that
an exceptional situation exists with regard to these funds which shipping con-
cerns have set aside, under Government encouragement, and which now are
threatened with a tax liability that borders on confiscation and is entirely con-
trary to the original concept of capital accumulation.

What can be done in a situation of this kind? Well, Congress can do precisely
what it has done in other instances where the peculiarities of an industry's
financial set-up have warranted exceptions, for the purpose of tax calculation, in
income and capital treatment. It has provided in section 453 of the new bill
for installment sellers and long-term contractors by allowing them to recompute
their contracts on a percentage of completion basis and be subject to excess levies
only on the uncompleted portion of the installment purchase or long-term
contract.

This is a realistic approach that takes recognition of the basis on which the
transactions were made. And this is all that the shipping companies are ask-
ing in requesting inclusion of these special capital funds in the base period
calculation.

We must recognize that the new bill, as it presently stands, constitutes a change
of signals on the shipping industry. Accumulation of these construction funds
was encouraged to assure continuous modernization of our merchant marine.
Operators had the right to assume that this money, when it became taxable,
would be levied against at normal rates. Otherwise, there would have been no
point in their building up these funds. They would have paid the capital gains
or profits tax immediately when due and gone on about their business even
though this might have meant no new ships and a downhill slide for our merchant
marine such as happens in any business where replacement and expansion funds
are lacking.
There are other phases of the tax bill which penalize shipping, such as the

allowance made for earnings on borrowed capital and failure to allow any income
credit for expansion after 1949. Both provisions will tend to discourage any
future expansion.

This makes rather fatuous the exception provided in the bill for shipbuilders
since there isn't likely to be much new building in the face of these limitations.
This exception, incidentally, was made because shipbuilders are subject to
recapture of certain construction earnings. However, lines having an operating-
differential subsidy also are subject to recapture of earnings above 10 percent
of average capital employed.

We have tried to point out both the injustices and the inconsistencies in the
present hill which, it is recognized, was drafted hastily to meet increased military
budget needs.

The Senate Finance Committee is now considering the measure and it is hoped
that this body will give due weight to all the factors involved in this admittedly
complex shipping situation and make the exception needed in the law to prevent
an unwarranted tax burden from being imposed on ship operators.

,STATEMENT OF H. MlAURIcE FRIDLUND, ON BEHALF OF SEATRAIN LINES, INC., RE
NEEDED RELIEF FOR "INCREASED CAPACITY" UNDER EXCESS PROFITS TAX BILL

(H. R. 9827)

Introduction
I am H. Maurice Fridlund, of New York City, appearing as counsel for Seatrain

Lines, Inc., of 15 Broad Street, New York City. The company is engaged in
operating Seatrain-type ships in interstate and foreign commerce.

General position
We join in the recommendations made by the National Federation of Shipping

before your committee on Tuesday, December 5, 1950. In particular, we agree
with the theme of the statements heretofore made before your committee by
Dr. Allen B. DuMont, chairman of the National Conference of Growth Companies,
and by Mr. Royal Little, president of Textron, Inc.: "H. R. 9827 does not provide
proper relief for increased capacity." We are concerned, however, not with a
gradual or steady yearly growth, like a store's sales increasing annually, but
with major increases in productive capacity like a factory adding a new wing or
a steamship company adding a new ship.
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Defects in relief provisions
The bill properly discards the old section 722 as unworkable, but, in doing so,

no real relief has been substituted in its place. As "increased capacity," the
bill has the following serious defects:

(1) It assumes that all normal-income growth stopped at December 31,
1949.

(2) It allows no increase of base-period income for increase of productive
capacity effected in 1950 or thereafter.

(3) It assumes that after 1949 any increase in productive capacity is
adequately measured by new capital credit.

(4) It provides no real relief for expansion.
(5) As result, expansion is not rewarded, but is penalized.

Seatrain's situation
These defects are well illustrated by this company's situation. It has a rela-

dtively small invested capital, but the earning power of its unique type of ships
is substantial. The following may be taken as illustrative of its situation in a
much simplified form: At present it has in operation a fleet of four ships, which
have had a combined annual earning power of over $3,000,000 (before taxes) or
"normal earnings" of (say) $750,000 per ship since 1946. Since the last war the
company has been conserving its earnings to build two more identical ships, to
furnish increased capacity that has long been needed in its normal peacetime
services. Plans and other arrangements for this expansion were made in 1949
and early 1950, before the Korean war began, and the contract was let last
summer. Note carefully that these are not war facilities, but represent a long-
planned peacetime expansion. These new ships will be paid for largely by con-
served cash. When delivered in 1951, each of the two new ships are expected
to earn at least as much as each of the four identical older ships.

Section 435 does not allow an adjustment of the base-period income credit
unless new capital has been added. Section 443 does not apply to expansion
subsequent to 1949. Thus, Seatrain will be allowed as credit only the base-
period earnings of the four old ships, without any allowance whatsoever for the
50-percent increase in the productive capacity to be added by the two new ships.
In other words, the company will be given no credit for conversion of its cash
into two large productive assets. If we were deliberately seeking to devise a
scheme that would stifle expansion of our privately owned merchant marine, we
can think of no better way to do it.

To make matters worse, in wartime, the Government conscripts all seagoing
ships for military use. As Seatrain-type ships are particularly desirable for
such war use, we may expect that all the company's ships will be requisitioned
(as they were in World War II), including the two new ships as soon as they are
completed in 1951. Under section 902 of the Merchant Marine Act, the requi-
sition hire is the normal hire "not enhanced by the causes necessitating the
taking," and will be determined on 1949 rates. The requisition hire for each of
the six ships, under facts assumed in the illustration, would be $750,000 plus
depreciation, thus yielding the company a net "normal income" of $4,500,000.
Under sections 435 and 442, however, the company's base-period credit would
still be only $3,000,000, the actual normal earnings of the four old ships. Since
no new stock was issued, the entire normal requisition hire of the two new
ships would be deemed "excess profits" taxable at 75 percent. Thus, Seatrain
will pay a penalty of $450,000 per year for having built (at its own expense and
without Government aid) two urgently needed ships.

This is not a fantastic or imagined situation, for it is a repetition of what hap-
pened in 1940-45, in connection with the two new ships contracted for in 1939 and
delivered in 1940. The question is: Shall the sorry history of section 722 be
allowed to repeat itself because of defects in sections 435 and 442? If the
intended relief under section 722 had been obtained, these two ships now under
construction would have been built in 1946 or 1947, and thus their added earn-
ings would have become a part of the income for 1947-49. We cannot believe
that your committee will deny justice again, but will provide proper adjust-
ments to reflect the "normal earnings" of the two new ships.

Normal earnings
H. R. 9827 fails to adjust the income, ' credit" for newly acquired production

facilities. Obviously, this defect must be remedied, if the bill is not to impose
intolerable hardships on expanding companies. Why should not the base-period
income credit be increased by 50 percent when the productive facilities are in-
creased by 50 percent? This should be allowed and regardless of whether the
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cost of the new facilities was financed from the company's own surplus or by
obtaining new capital from the outside.

We must never forget that we are seeking the "normal income" for the taxable
year, not for some prior year. For old facilities, such normal income is what
they actually earned during a normal year, such as the proper base-period years.
New facilities which, in tihe taxable year, earn as much as do the old facilities,
should be assigned the same normal earnings as the old facilities. That is com-
mon sense. Since the test is what are "normal earnings" for the taxable year, it
makes no difference when the new facilities were added, whether during or after
the base period. (Adjustments may be required if the new facilities are allowed
war amortization.) For identical new facilities added after 1949, their normal
earning power must be measured by the actual earning power of the comparable
old facilities. Any denial of this principle will result in penalizing increased
production at the very time when we need it most.

New capital allowance
A mere adjustment for new capital will not achieve a just result, for the follow-

ing reasons: (a) Expansion is not always financed by new capital, either risk
capital or borrowed capital; (b) expansion is sometimes financed by company's
surplus changed from low-risk investment to high-risk productive facility; (c) a
uniform allowance for new capital is not a fair measure of income basis; (d)
mixing income allowance with capital allowance is not consistent.

Industry index
For the same reasons, relief based on an industry index is not adequate.

Section 443 makes a restricted attempt at base-period income adjustment based
on industry averages. This is at best a crude and inadequate relief for com-
panies with base-period experience. The reason a company uses a "normal
earning" method in the first place is that its efficiency entitles it to a higher return
than an arbitrary capital percentage or an industry index. When it has proved
what it can earn on one unit in the base-years and later adds a second identical
unit, why should that company be arbitrarily deprived of its own earning index?
This is both simpler and fairer than any artificial or average index that can be
contrived. It is also common sense.

Solution
In the case of a company using the "base-period income" method, we cannot

fairly compel it to measure "growth" by an allowance only for "new capital."
To do justice, we must find a solution which will measure "growth" allowance
by a simple and direct formula for adjusting the "income credit" itself. The
virtues of section 722 must be retained, but its unworkable features must be
eliminated. This can be achieved by the following formula:

It should be presumed that the newly acquired facility has the same rate of
"normal earnings" as did the identical or similar old facilities in the base period.
Note that this is stated as a presumption so that any advantages or disadvan-
tages of the new facilities over the old can be properly adjusted. This will
furnish a fair, simple, direct and workable means of adjusting the base-period
income credit in proportion as the new productive facilities are added. If some
such provision is not made, the rankest kind of injustice will be wrought on the
companies that have responded to the Government's demand for more production.
Otherwise, needed expansion will be penalized, and a tax premium will be given
to those companies that maintain the status quo.
Summary

Amendments needed to give proper relief to growth companies for "increased
capacity" are:

I. Sections 435 and 443 should be broadened to allow for expansion subsequent
to December 31, 1949.

II. Such expansion cannot adequately be measured in all cases by increase in
capital.

III. Base period income credit should be presumed to increase proportionately
as productive capacity is increased, whether this occurs during or subsequent
to the base period.

IV. if any cut-off date or "commitment rule" should be required, it should
be not earlier than the date of enactment of the bill. Retroactive penalty for
expansion would be particularly reprehensible.

The CHAIRMAN. We will be glad to have you do so. Mr. Schweitzer,
will you please identify yourself for the record.
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STATEMENT OF M. PETER SCHWEITZER, TREASURER, PETER J.
SCHWEITZER, INC., IEW YORK CITY

Mr. SCHWEITZER. My name is M. Peter Schweitzer and I am the
treasurer of Peter J. Schweitzer, Inc., a New York corporation with
mills in New Jersey, Pennsylvania, Massachusetts, and Minnesota.
We manufacture fine papers, including cigarette paper, carbonizing
paper, and electrical papers. I want to speak on just one point which
affects my company and which concerns a rather technical provision
which was contained in the last. excess profits tax law, in section 742 (f)
of the Internal Revenue Code. A comparable provision is contained
in section 462 (f) of H. R. 9827 as reported to the House by the Ways
and Means Committee.

Peter J. Schweitzer, Inc., at the end of 1949 purchased for cash
and notes all the stock of the Smith Paper Co. of Lee, Mass. In June
of this year it liquidated the company and thereafter operated all of
the former Smith plants as a division of Peter J. Schweitzer, Inc.
This liquidation was not, however, contemplated at the time the stock
was purchased. The Smith Paper Co., now a part of Peter J. Schweit-
zer, Inc., provides employment for approximately 700 people, the
greater part of the working community at Lee, Mass., and during
1946 to 1949 had substantial average earnings. There is every reason
to expect that these earnings will continue. Under H. R. 9827 as
reported to the House, the Smith Paper Co. as a separate corporation
would have had an average earnings credit of approximately $300,000.
However, if a provision comparable to section 742 (f) is contained
in the new excess profits tax law (as it now is contained in section
462 (f) of H. R. 9827), practically the entire credit of Smith will be
lost to Peter J. Schweitzer, Inc. That is because under section 742 (f)
the earnings of the liquidated company for the period prior to the
stock acquisition cannot be used in computing the excess profits credit
when the stock was purchased for cash and notes. As a result Schweit-
zer's credit would be based solely on Schweitzer's earnings during
1946-49, when it was not operating the Smith plants, although
Schweitzer's income would be increased by the income previously
earned by Smith.

As I said before, when the stock of Smith was purchased Schweitzer
did not plan to liquidate the company. If Schweitzer had not liqui-
dated the Smith Co., Schweitzer and Smith would each have con-
tinued to use its own base period experience in computing its excess
profits tax credit. However, under section 742 (f) of the old law and
section 462 (f) of H. R. 9827, by the mere fact of liquidation Smith's
excess profits tax credit of approximately $300,000 is lost, and vir-
tually all of the earnings allocable to the Smith plants and not just
the excess earnings would be subject to excess profits tax.

Section 742 (f) of the Internal Revenue Code is part of supplement
A which contains the provisions relating to the determination of the
excess profits credit based on income when a corporation has ac-
quired the properties of another corporation in a tax-free reorganiza-
tion or liquidation. The general rule of supplement A (and also the
general rule under H. R. 9827) is that the acquiring corporation can
add the base period earnings of the acquired corporation to its own
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base-period earnings in determining its excess profits credit on the in-
come method. However, this general rule is limited by the provision
of section 742 (f) of the old law and section 462 (f) of H. R. 9827, so
that when a corporation first acquires the stock of another corporation
and later liquidates the acquired corporation, if the stock was acquired
with cash (or any property other than stock), the acquiring corpora-
tion cannot use any of the base-period earnings of the acquired cor-
poration for the period prior to the stock acquisition.

I understand that section 742 (f) was included in the old law to
eliminate a possible duplication of credit. The theory was that, when
a corporation acquired the stock of another for cash (or any property
other than its own stock), the cash or property had previously been
producing income; and that there would be a duplication of credit if
the corporation was allowed to use both that income and also the earn-
ings of the liquidated corporation. I believe it would have been equi-
table, in cases where there was a duplication of credit, to have provided
for the elimiantion of any income previously produced by the assets
used to purchase the stock. But eliminating the earnings of the liqui-
dated corporation produces extremely unfair results as is exemplified
by the position Peter J. Schweitzer, Inc., will be in if section 462 (f)
remains unchanged in the proposed new excess profits tax law. In
the case of Schweitzer, the stock of Smith was purchased largely for
notes and not with assets that had previously been income-producing.

I am sure that this is not an isolated problem peculiar to the Schweit-
zer Co.-it affects every company computing its credit on the income
method, and there must be many, that purchased another company's
stock for cash and then liquidated the company. I urge this commit-
tee to give this problem careful attention in the bill being drafted in
order to elimiante a severe inequity that I do not think was ever in-
tended by the Congress.

Thank you for your attention and for giving me the opportunity to
make this statement.

The CHAIRMAN. Thank you, sir.
(The following matter was later received for the record:)

LORD, DAY & LoaD,
New York, December 7, 1950.

Hen. WATER F. GEORGE,
United States Senate,

Washington 25, D. C.
DEAR SENATOR GEORGE: My firm is counsel for the firm of Peter J. Schweitzer,

Inc., and at the request of that company, I am writing you with respect to one
of the provisions contained in H. R. 9827 which is now being considered by the
Senate Finance Committee. The provision with which the company is con-
cerned is section 462 (f) (1) of H. R. 9827. Mr. Peter Schweitzer, the treasurer
of the company, testified before your committee on this provision on Tuesday
of this week, December 5, and I am enclosing a copy of his statement.

I believe that section 462 (f) (1) as it is now drafted will cause undue hard-
ship to many corporations and that the recommended change in the proposed
statute is equitable both to the corporations that would come within its coverage
and to the Government. I am taking the liberty of enclosing, in duplicate, a
draft of a suggested revision of section 402 (f) (1), which revision puts into
statutory language the recommendation made by Mr. Schweitzer in his statement
before your committee.

Respectfully yours,
HARRY J. RUDDICK.
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PROPOSED REVISION OF SECTION 462 (F) (1) OF H. R. 9827 AS REPORTED BY THE
COMMITTEE ON WAYS AND MEANS TO THE HOUSE OF REPRESENTATIVES

(The material in brackets is material now contained in H. R. 9827 which would
be deleted by this revision: and the material underlined is new material)

"SEC. 462. RECOMPUTATION OF EXCESS PROFITS NET INCOME.

* * + s * s *

"(f) (1) If, after December 31, 1945-
"(A) the taxpayer acquired stock in another corporation, and thereafter

such other corporation became a component corporation of the taxpayer, or
"(B) a Corporation (hereinafter called 'first corporation') acquired stock

in another corporation (hereinafter called 'second corporation'), and there-
after the first and second corporations became component corporations of
the taxpayer,

then to the extent that the consideration for such acquisition was not the issu-
ance of the taxpayer's or first corporation's, as the case may be, own stock, the
average base period net income of the taxpayer shall be reduced [, and the
transferred capital addition and reduction adjusted, in respect of the income
and capital addition and reduction of the corporation whose stock was so
acquired and in respect of the income and capital addition and reduction of
any other corporation which at the time of such acquisition was connected
directly or indirectly through stock ownership with the corporation whose stock
was so acquired and which thereafter became a component corporation of the
taxpayer,] in respect of any income of the taxpayer or of the first corporation,
as the case may be, attributable to assets of the taxpayer or of the first corpora-
tion, as the case may be, used to acquire such stock in such amounts and in
such manner as shall be determined in accordance with regulations prescribed
by the Secretary. For the purposes of this paragraph, stock which has, in the
hands of the taxpayer or first corporation, as the case may be, a basis determined
with reference to the basis of stock previously acquired by the issuance of the
taxpayer's or first corporation's, as the case may be, own stock, shall be con-
sidered as having been acquired in consideration of the issuance of the tax-
payer's or first corporation's, as the case may be, own stock."

The CHAIRMAN. Mr. William Balderston.

STATEMENT OF WILLIAM BALDERSTON, PRESIDENT, PHILCO CORP.,
PHILADELPHIA, PA.

Mr. BALDERSTON. My name, Mr. Chairman, is William Balderstou,
and I am president of the Philco Corp. of Philadelphia. My purpose
in appearing before your committee is to suggest means of imposing
an excess profits tax, if this is deemed necessary-and believe me we
do not believe in an excess profits tax-

Senator CONNALLY. Do you want to throw that in, that you are
against it ?

Mr. BALDERSTON. Yes, sir.
Senator CONNALLY. Being against it, you want it dehydrated as

much as you can?
Mr. BALDERSTON. Yes, sir, I think that is a good idea. I would

like to do that, without undue discrimination against growth com-
panies, such as the Philco Corp.

The House excess profits bill will impose an unbearable burden on
the Philco Corp., which has really only gotten under way in the
past few years, after many years of costly research and development.
The House bill will impose an unfair and discriminatory tax on this
industry, unless it is substantially modified to make provisions for
growth industries.

As I understand the philosophy of the excess profits tax, it is to tax
only those profits which have been generated as a result of the defense
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program. Actually, the television business has been hampered in
the year 1950 by the defense program through serious shortages of
material.

Senator CONNALLY. Do you think that if the defense program
hinders the television business, you ought to stop the defense program?

M[r. BALDERSTON. NO, sir, I do not believe that.
Senator CONNALLY. IS that your atitude ?
Mr. BALDERSTON. NO, sir, I would not do that; no. I mean by that,

Senator, that 1950 is not a complete performance for the television
industry. If the defense program had not come along-

Senator CONNALLY. I have got one of your televisions and I am
surprised at the attitude of your company in making profits and then
coming down here to kill the taxes.

Mr. BALDERSTON. We are not down here to kill the taxes, sir. I
assure you of that.

Senator CONNALLY. All right, go ahead.
Mr. BALDERSTON. In the case of our own company, our produc-

tion of television sets will fall short of the schedules established in
May of this year by over 100,000 units because of material shortages.
1950 is really the first year that the television business has been able
to hit its stride and demonstrate its profit-making potentialities. We
sincerely believe that the proposed tax legislation should take full
account of these facts, and the best practical solution that occurs to
us is to use 1950 earnings as the normal base for the television industry.

For the information of the committee, we have prepared a tabula-
tion showing Philco's profit before income taxes compared to the
entire television industry and to all industries generally. You will
note from this tabulation that on the basis of estimated 1950 profits,
all industries generally will be expected to pay excess profits tax on
about 30 percent of their estimated earnings, whereas the television
industry will be expected to pay excess profits taxes on 66 percent of
their estimated earnings and Philco will be required to pay excess
profits taxes on 58 percent of its estimated earnings.

The House bill purports to grant relief to growth companies, such
as Philco Corp., by permitting such companies to use as their earnings
credit, either the average of the years 1940 to 1949, or the year 1949.
We wish to point out that neither of these proposals would afford
any relief to Philco Corp. because of an adverse earnings experience
during the year 1949. A special combination of factors, together
with certain unexpected and highly abnormal production difficulties,
caused a very low level of television production in our plants during
the first 6 months of 1949.

As a result of these difficulties our pretax operating earnings fell
from $22,000,000 in 1948 to $4,000,000 in 1949. By the end of the
year these obstacles had been overcome and the results for 1950
reflect normal level of operations attained after this period of read-
justment.

In view of the fact that the television industry had grown from an
output of 6,000 sets a year in 1946 to about 6,500,000 sets in 1950, no
growth formula predicated upon historical earnings for any period
prior to 1950 can give adequate recognition to the problem of our
industry. Since 1950 is the first normal year of operations for the
television industry, it follows that the only fair and equitable treat-
ment of the industry can be attained by giving recognition to 1950
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earnings. The Radio and Television Manufacturers Association has
developed and will present before your committee a formula based
upon 1950 earnings which would accord fair treatment, both to the
industry and to Philco Corp.

We further urge that you give your careful consideration to the
enactment of more liberal general relief provisions patterned after
those employed under the prior law. It is unlikely that any formula
can give adequate relief under all combinations of circumstances to
specific problems of individual companies.

As you gentlemen undoubtedly know, the Philco Corp. was one of
the large electronic suppliers to the Armed Forces in tlhe last World
War for which we received some 21 Army-Navy "E" awards and
special recognition from the President. We are now being called
upon to make a special effort in the production of electronic equip-
ment in the present defense program. Anticipating this demand on
our facilities, Philco Corp. has already authorized an expansion pro-
gram over the next 18 months in excess of $12,001,000. If other
important defense projects which are now under consideration ma-
terialize, substantial additional investments will have to be made in
buildings and equipment to carry out our part of these programs. If
a large proportion of our earnings are siphoned off through a dis-
criminatory excess profits tax, it may greatly hamper our expansion
program for the defense effort.

Gentlemen, while I am not in a position to speak for the entire
industry, I am sure that their problems are very parallel to ours, and
I would certainly recommend that the committee give careful con-
sideration to the impact of the proposed House bill on the ability of
the entire electronic industry to carry out its important assignment
in the defense program.

The CHAIRMAN. Are there any questions? If not, thank you very
much, Balderston, for your statement.

Mr. Frederick G. Weisser. Have a seat, please, sir. Will you
please identify yourself for the record.

STATEMENT OF FREDERICK G. WEISSER, ATTORNEY FOR COLLINS
& AIKMAN CORP., NEW YORK, N. Y.

Mr. WEISSER. My name is Frederick G. Veisser, and I represent the
Collins & Aikman Corp.

I would like to say preliminarily also that my statement relates
solely to section 442 of the proposed bill, which is one of the relief
provisions.

Under the provisions of H. R. 9827, the base period for the computa-
tion of the average earnings credit is the 4-year period 1946 to 1949,
and the poorest year may be eliminated. For most corporations, that
4-year period was one of unusual prosperity and for that reason the
House Ways and Means Committee deemed it advisable to adjust
the average base period income by a 15 percent cutback (House Ways
and Means Committee report, p. 5).

The House committee realized, however, that the years 1946 to 1949
were not uniformly prosperous for all corporations and the bill, there-
fore, attempts to provide relief in certain hardship cases by the use
of a formula for the determination of the exact amount of relief
(House report, p. 16).
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This, the House report says:
will avoid in large measure the difficulties of proof and the subjective determina-
tions which characterized the administration of section 722 and will eliminate
the delays which attended the provision of relief for hardship cases under the
World War II law.

It is further stated that the bill provides relief where the taxpayer's.
income during the base years was abnormal because of a physical
interruption to production or because of a depression in the business
of the taxpayer resulting from temporary economic circumstances
such as a severe price war (House report, pp. 17 and 18).

Section 442 of the bill (p. 57) provides that:
If for any taxable year within * * * the base period a taxpayer which com-
menced business prior to January 1, 1946, establishes-

and I would like to emphasize that word "establishes"-
(2) The business of the taxpayer was depressed because of temporary economic

circumstances unusual in the case of such taxpayer, * * * the taxpayer's
average base period net income shall be the amount determined in accordance
with the provisions of this section or section 435, whichever is higher.

It is submitted that this phraseology presents enormous difficulties..
In the first place, what are "temporary economic circumstances un-
usual in the case of such taxpayer"? It is visualized that the courts
will struggle with the interpretation of that provision for many
years at great expense to the Government and to the taxpayer, again
resulting in extended delays in the settlement of relief claims and
discrimination against taxpayers who have neither the time nor the
financial resources necessary for the establishment of their cases.

Furthermore, there appears to be no sound reason for limiting
relief to taxpayers whose business was depressed because of economic
circumstances. There should be no discrimination against the cor-
poration whose earnings were depressed because of poor management
or for any other reason. It ought to be sufficient, for the deter-
mination of excess profits, that the earnings in any base year were
subnormal.

In order to avoid such litigation and discrimination and to simplify
administrative procedure, it is suggested that a provision be inserted
at the end of section 442 (a) substantially as follows:

It shall be conclusively presumed that an abnormality exists under
this subsection whenever the excess profits net income or the deficit
in excess profits net income in any taxable year within, or beginning
or ending within, the base period of a taxpayer which commenced
business prior to January 1, 1946, shall be less than 15 percent of
the excess profits net income of any other taxable year within the
base period.

May I interpolate here. In some cases the earnings in some of
these base period years are way down below normal, and there ought
to be some percentage figure where it becomes conclusive that those
years are abnormal years without any showing of economic situations,
which may be pretty hard to prove.

May I continue. As an alternative, the relief provisions of the
bill might include a clause reading somewhat as follows-

Senator TAFT. You already take care of 1 year.
Mr. WEISSER. I beg your pardon.
Senator TAFT. I say you already permit the elimination of 1 year.
Mr. WEIssER. Yes, we do.
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Senator TAFT. What is the normal thing? Suppose you have 1
very good year and 3 years that are not good. How do you determine
it? Haven't we already gone pretty far in eliminating 1 year?

Mr. WEISSER. I do not know. We have got a peculiar situation,
as I will point out a little later on when I go into our specific case
where we had in those 4 years 1 good year. We had 3 bad years,
which were perhaps not due to any economic situation at all, but rather
to peculiar circumstances.

Senator TAT. YOU say because 1 year was high, therefore there is
going to be a conclusive presumption that the other three years--

Mr. WEIsSER. The other two years. Two of the other three are
abnormal years.

Senator TAFT. I do not see how you can do that. It seems to me
that is an impossible suggestion. Conceivably, you might give some
weight to a second bad year in the four years, not perhaps elimina-
tion, but some weight to a second bad year, but I do not see how because
of one good year in four, you can use that as a normal, and say that
everything else is abnormal.

Mr. WEISSER. Well, I think under our peculiar circumstances that
is just about the way it works out. I think our normal earnings would
be up around $4,000,000. We had 1 year where they were $6,000,000.
The other 3 years were about $500,000 in each of 2 years, and about
$250.000 in the third year, and that was 3 years in a row.

Senator TATrr. You knock 250 out?
Mr. WEIssER. The 250 would be out. We are awfully low on the

other 2 years, with only half a million, when our normal earnings
would be up around $4,000,000.

Senator TAF. How do you determine what normal earnings are?
This is a standard which is even more difficult to guess at than the one
you object to in the present law.

Mr. WEISSER. I think that is the difficulty, if I may say so, with an
excess profits tax in itself. It is almost impossible to determine--

Senator TAFT. I do not see that you are improving it any by your
suggestion.

Mr. WEIssER. I think you are.
The CHAIRMAN. You would not be dragged down because you did

not make any profits
Mr. WEISSNER. Of course, you appreciate that we can show that 2

years are abnormal years despite the fact that we throw one out, pro-
vided that we come within the provision which requires us to show
that the business of the taxpayer was depressed because of temporary
economic circumstances, unusual in the case of a taxpayer.

Senator MYERs. What was the amount earned in the good years?
Mr. WEISSER. Six million dollars.
Senator MYERS. Did you have any other years in which you ap-

proached $6,000,000?
Mr. WEISSER. Yes, we did.
Senator MYERs. When were they?
Mr. WEISSER. They were prewar years.
Senator MYERS. How many years of prewar did you approach

$6 00,000 ?
Mr. WEISSER. Not many, but they were up around $4,000,000, and

in through that area.
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The CHAIRMAN. You did business in the prewar period?
Mr. WEISSER. Oh, yes. I cover that.
The CHAIRMAN. Is there anything in the bill which prevents an es-

Sablished company from falling below its average earnings in the
base period of World War II Act?

Mr. STAm. The committee over in the Ways and Means considered
the problem of giving them alternative credit based on the old period,
but they decided not to do that, it was so far away, and so they did not
adopt that in their provision.

Mr. WEIER. I am making that same suggestion in this memo-
randum.

The CHAIRMAN. Suppose you go ahead now, and tell us your com-
pany's actual condition. You might have had three normal years and
one abnormally good year. That is where the difficulty comes, unless
there was some peculiar circumstance.

Senator TAFT. You say here anything 15 percent less that very ex-
ceptionally good year should be considered abnormal?

Mr. WEISSER. That is a possibility on the surface. I am skipping
a small part here which relates to going back to the old 1936 to 1939
base period. I have a suggestion in here that there be a clause in the
law permitting us to go back to that.

Collins & Aikman Corp., manufactures upholstery materials for
automobiles, furniture, busses, airplanes, and railway cars and men's
and women's wear fabrics such as suiting and cloaking materials. In
addition, it manufactures and sells worsted cotton and blended yarns.

It operates seven plants, three of which are located in Rhode Island,
two in Pennsylvania, and two in North Carolina. Its executive offices
are at No. 200 Madison Avenue, New York City. It has 4,500 em-
ployees, a capital investment in excess of $22,000,000, and total assets
in excess of $;;3,000,000. Through predecessor companies, it has been
in business for over 100 years.

Prior to World War II, the company's largest outlet was in the
automobile field.

May I interpolate there and say that about 70 percent of the com-
pany's product prior to World War II was to the automobile industry
for upholstery fabrics in automobiles.

During the war, its civilian business was in furniture fabrics, men's
and women's cloth, fabrics for cold-weather garments, and yarns for
defense orders.

In 1947, the style trend in automobile fabrics was away from the
type of fabrics manufactured by this company to a type of woolen
fabric which it was not equipped to make. This was due in part to
the use of seat covers which did away with the necessity of having a
high grade durable upholstery. Gradually the demand for style
fabrics in automobile upholstery returned, and, with the introduction
of the 1950 models, the company recaptured a large part of this
business.

Although the company did not show a loss in any fiscal year in the
base period, its profits were abnormally low for the fiscal years ended
February 28, 1948, 1949, and 1950. Starting with September 1949
earnings increased and by June 1950, they had returned to a normal
prewar pattern.
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The company's excess profits credit on an income basis for the fiscal
year ended February 28, 1946, the last year under the World War
II excess profits tax, was $3,689,711.

Under H. R. 9827, section 435, the company's excess profits credit on
an income basis would be approximately $2,000,000. On an equity
capital basis, section 437, the company's credit would be approximately
$2,100,000.

I think we are entitled to relief, but there can be no certainty that
this company would obtain relief as a hardship case under section 442.
It would undoubtedly take years of litigation before it would know
the answer and during that time its income tax liability would re-
main uncertain. Under present-dclay conditions, it is essential that
every corporation should be in a position where it can intelligently
and with confidence arrive at day-to-day decisions involving employee
and stockholder interests with the assurance that the tax conce-
quences of their actions have been determined on an accurate basis.

The CHAIRMAN. Thank you, sir.
Mr. WEIssER. Thank you.
Senator TArt. You would contend, under section 442, that you were

entitled to relief ?
Mr. WEISSER. We would attempt to do that.
Senator TAFT. You would contend that your business was depressed,

because of temporary economic circumstances?
Mr. WEISSER. That is right.
Senator TArt. And unusual in the case of such a taxpayer?
Mr. WEIssER. Yes, but I am afraid it would be a very difficult situa-

tion to prove, because of the fact that the automobile companies, after
the war, when they first started to make automobiles again, found
out there was a tremendous demand for cars. The purchasing public
was not interested in examining into the upholstery. They wanted
the cars. The automobile dealer was loading down the cars with
everything that he could think of, and he put on seat covers which
hid the upholstery, so that the buyer never even looked at the up-
holstery fabrics in the car, with the result the automobile companies
were using a cheaper fabric; they did not have to use our better
grade fabrics, and we lost a good deal of business because of that.
And it kept us down during this period when there was a great demand
for cars.

Senator TAFT. It seems to me that is a temporary economic cir-
cumstance.

Mr. WEIssER. That is right.
Senator TAFT. I do not think you are going to be successful in

substituting any automatic 15 percent abnormality.
Mr. WEISSER. Well, we might be successful, ultimately. It is one

of those things which will run through the courts for year on end,
and be a burden to those who are called upon to administer the act.
I think there ought to be some simple formula.

Senator TAFT. There is no simple formula on an excess profits tax.
The CHAIRMAN. Thank you very much, Mr. Weisser.
Mr. WEISSER. Thank you again.
The CHAIRMAN. We will next hear from Mr. Jerry Johnson, of

the National Association of Refrigerated Warehouses.
Identify yourself for the record.
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STATEMENT OF JERRY P. JOHNSON, VICE PRESIDENT, NATIONAL
ASSOCIATION OF REFRIGERATED WAREHOUSES, WASHINGTON,
D. C.

Mr. JOHNSON. My name is Jerry P. Johnson. I am vice president
and general manager of the Terminal Refrigerating & Warehousing
Corp. of Washington, D. C., and vice president of the National Asso-
ciation of Refrigerated Warehouses with headquarters in Wash-
ington.

I am neither a tax expert nor an economist. I am a refrigerated
warehouseman appearing on behalf of the National Association of
Refrigerated Warehouses by unanimous vote of their executive com-
nittee, and represent the refrigerating warehousing industry with a
combined capacity of more than 413,000,000 cubic feet of public re-
frigerated space; or in other words, storage space for 4,000,000,000
pounds of perishable foods-the storehouse of the Nation. This
industry has voluntarily, in the interest of the American people, spon-
sored the Refrigeration Research Foundation, which has spent to
date more than. 500,000 in furtherance of the development of sound
refrigerating practice in the handling, protection and conservation of
the Nation's perishable food supply. The industry has a total in-
vestment of approximately $270,000,000, and replacement cost of
approximately $630,000,000. Statistics show that it pays $1 in taxes
for every $3 paid in wages.

Refrigerated warehouses, unlike the large manufacturing industries,
are not concentrated in single locations, but operate nationally serving
individual communities. We are strictly small business performing
the most exacting and essential service to the physical well-being of
the American people-the protection and distribution of their perish-
able food supply.

In expressing our opposition to an excess profits tax, we feel that
there are basic fundamentals which should be considered by the
Congress, namely:

Equity in taxation: The President in a recent address stressed that
everybody must carry a share of the burden in this emergency, and
the emergency is greater today than at that time. The refrigerated
warehouse industry is willing and anxious to stand its fair and just
share, but we do not believe that large or small corporations should
be expected to bear the brunt. It is a load all should bear, and by all,
we mean every person and organization, corporation, or otherwise,
in this country making a profit in the normal conduct of competitive
enterprise.

We particularly refer to the fast growing army of so-called non-
profit organizations which have taken steps or are preparing to do
so to take advantage of increasing their income by tax exemption
through operation of business enterprises in competition with fully
taxed businesses. It has been conservatively estimated that the Treas-
ury is losing a billion dollars in revenue annually through the income
tax loopholes favoring such organizations. This is revenue sorely
needed in this emergency.

Taxpaying businesses, particularly small enterprises, are being
hampered and slowly throttled by the unfair competitive situation
in which they are placed by these tax-free operations. There are
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many forms of beneficiaries of these Federal income tax subsidies
which are justly entitled to exemption. I specifically refer to the
truly farm cooperative and nonprofit industrial research and educa-
tional organizations; but we submit that any tax-free organization
making a profit in competition with free enterprise should be taxed.
The existing loopholes which permit this should be closed and all
organizations required to pay full income taxes on their earnings
from business operations in the competitive market to end the unfair
competition that now exists and share the burden of the taxed. In
other words, the untaxed should be taxed.

The excess profits tax law passed during World War II provided
exemption for these tax-exempt organizations. As a result, they were
able to use for the promotion and expansion of their business very
considerable sums of monev which, in the case of regular corporations,
went to the Treasury in taxes. The consequence was, of course, that
cooperative businesses grew at a greater speed, which was wholly
unjustified under war conditions.

This should not be permitted to happen again.
Cooperatives and other tax-exempts should be taxed just like other

businesses on whatever profits they realize during the defense emer-
gency, and it is respectfully urged that in whatever excess profits tax
bill you write that cooperatives and other tax-exempt groups which
are engaged in competitive business activities be made subject to this
excess profits tax.

Just so long as such exemptions are included in any excess profits
tax legislation, there can be no equity in taxation.

Economy in the use of funds derived from taxes: Long ago Cicero
stated that "Economy is in itself a great revenue." Governent,
which in itself produces nothing but survives on the taxes taken from
the people, should take careful heed of this admonition. Public
utterances to date would indicate the misconception that our only
salvation is to make taxes sufficiently high to pay for the war as we
go, and to continue spending as usual. With the Nation on notice
that increased military expenditures face us not only this year, but
for several years, pay as we go is our only salvation, but we submit
that there is a vast saving to be effected without impairing any es-
sential wartime service or curtailing the rearmament program through
a drastic pruning of nonmilitary spending. It is the first duty of the
Government to cut to the bone every nonmilitary expenditure and to
reduce the budget in such manner that funds now slated for use on
the home front can be diverted to the defense program. Extrava-
gances and ill-considered expenses of Government should receive
first consideration for elimination. While this will not eliminate the
need for additional taxes, it is the first step in the share-the-burden
program stressed by the President-the Government's share.

Simplicity and consistancy in tax administration: The complexity
of the application of the excess profits tax leads to costly administra-
tion expense and compliance costs and will undoubtedly result, as
before, in considerable litigation working hardship alike on business-
men and Government. A sound and just tax policy should be de-
veloped with simplicity in operation and compliance, and economy
in administration.

Allowance for retention of earnings for specific purposes: Small
business, such as our industry, plays a vital part in the economy of our
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country and could not be aided more than in this matter of taxation.
A large proportion of small business has its back to the wall with re-
spect to financing needed replacements, improvements and expansion,
or being able to maintain a sound ratio of working capital.

Existing laws do not make this possible.
Government loans or financing is not the answer.
The proposed excess profits tax law does not make it possible.
We submit that there should be sound provisions in any tax law

that will enable small businessmen to retain a larger proportion of
their earnings for business maintenance, improvements, and expan-
sion, as well as working capital. They should not be drained dry.
An economy which tends to drain business enterprise of the means for
normal maintenance and repair, and prevents improvements and ex-
pansion as required in the national interest, will eventually drain itself
into exhaustion.

Repeal of the World War II excess profits tax: When the Revenue
bill of 1945, which repealed the former excess profits tax, was being
considered and reported upon by this committee, the primary reason
for advocating repeal was the expressed belief that the tax was a major
obstacle in the way of reconversion and expansion of business which
was essential for the attainment of a high level of employment and
income. It was stated: "The tax takes such a large portion of corpo-
rate profits that most businesses are not willing to take the risk of
expanding their business while this tax is in operation." Nothing has
happened since to basically change this sound reasoning.

Summing up our opposition to the excess profits tax, we submit:
First, the excess profits tax works hardship on small business by

placing a serious limitation on the maintenance of property and equip-
ment and sound working capital, and on capacity to expand through
retention and investment of earnings. This comes at a time when
expansion by Government request is the order of the day.

Second, the excess profits tax stimulates waste and inefficiency in
business, and in Government. With the Government a partner in
business, and business on the short end, there is no urge to make higher
profits, but rather to spend and avoid paying the higher taxes. This
is human nature.

Third, the excess profits tax stifles incentive and promotes inflation.
Fourth, penalization of high profits is against the primary objec-

tive of private enterprise. While the excess profits tax is ostensibly
designed to cut into the profits of corporations claimed to be making
abnormal profits as a result of the defense effort, it fails to accomplish
this purpose; and destroys the very foundation of the free compet-
itive enterprise system.

You know and I know that the growth in production and resultant
improvement in the American way has been constantly affected by the
existence, or absence, of profits. The redeposit of profits in new equip-
ment for better quality and greater man-hour production has been the
outstanding factor in the growth of our economy; and, consequently,
in the growth of America.

You, as American lawmakers and your associates in Government, are
undoubtedly going to call on American industry for new records of
production. You will find American industry ready and willing to
retool, remodel, and rebuild after an almost devastating drain on
buildings and equipment as a result of the unbelievable record of
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production during World War II. The money to do this with has to
come either from profits, new venture capital, or an increasingly
benevolent Government. We, as small-business men, prefer not to
resort to the latter means.

An excess profits tax would seriously hamper both the availability
of those tools and our ability to purchase them.

Therefore, it is our firm belief that every revenue objective of an
excess profits tax can be achieved with a minimum of additional ex-
pense and delay for both the Government and the taxpayers by making
appropriate adjustment in the rate of the ordinary corporation in-
come tax, with sound provision for retention of a larger proportion of
earnings for business maintenance, improvements, and expansion, as
well as working capital. We heartily support the proposal that the
tax contribution from corporations toward the pay-as-we-go tax pro-
gram should be made through an addition to the corporation income
tax to be known as the corporation defense tax. To effect a clear
distinction between the income tax and the corporation defense tax,
and to avoid imposing too heavy a burden on small business, the stand-
ard corporation income tax rate should be set at 38 percent, by changing
the normal tax rate in the Revenue Act of 1950 from 25 percent to 18
percent, while leaving the surtax rate at 20 percent The corporation
defense tax should be imposed as a flat percentage of the amount of
the corporation income tax, such impost to be placed at a figure esti-
mated to produce the required yield.

The CHAIRMAN. Thank you very much.
Senator CONNALLY. You are against any kind of an excess-profits

tax ?
Mr. JOHNSON. We feel it is not to the interest of the country, yes,

sir.
Senator CONNALLY. I say, you are against it?
Mr. JOHNSON. Yes, sir.
The CHAIRMAN. Thank you.
Mr. JOHNSON. Thank you.
The CHAIRMAN. We will next hear from Mr. J. Keith Mann.
Please identify yourself for the record. I believe you are the last

witness scheduled today. If there are any other witnesses who will
not be able to appear tomorrow, you may file a brief by handing it to
the clerk of the committee.

STATEMENT OF J. KEITH MANN, ATTORNEY, WASHINGTON, D. C.,
APPEARING FOR NORTHCUTT ELY, REPRESENTING WESTGATE-
SUN HARBOR CO., SAN DIEGO, CALIF.

Mr. MANN. Mr. Chairman and members of the committee, my name
is J. Keith Mann, and I am an attorney in the law offices of Northcutt
Ely, Tower Building, Washington, D. C., and we represent the West-
gate-Sun Harbor Co. of San Diego, Calif.

First, we wish to thank the committee for the privilege of this op-
portunity to present our views. Although we represent but a single
company, we feel that Westgate-Sun Harbor's situation is not unique,
and that numerous companies organized during the postwar period
of business expansion will be faced with a similar disadvantageous
competitive position if certain deficiencies in the World War II act
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are not remedied. It is with this broader context in mind that we
have prepared our statement.

Concretely, this is what our company is up against: The Westgate
Sea Products Co. and the Sun Harbor Packing Co. were engaged in
the canning of tuna fish. The one company lost its lease and the
other did not have a recognized trade name, but did have a lease on a
plant site. Dictated by these urgent business considerations, the two
companies went through a tax-free reorganization, and formed a new
corporation, the Westgate-Sun Harbor Co. The new company took
over the entire business of the predecessor companies so far as their
packing and merchandising functions were concerned. The packing
plants, trade names, and good wills, together with certain inventories,
were transferred. The predecessor companies were not liquidated,
chiefly because they were of disproportionate size, and it was neces-
sary that they retain assets if they were to contribute equally, and
thus owned jointly, the new company. The old companies are largely
dormant, and their income-producing assets are in the hands of the
new company.

Under the World War II act, where less than "substantially all"-
those were the critical words-of the partnership or corporate assets
were transferred, the new company was not entitled to use the base-
period earnings experience of the transferor. This resulted in an
inequality with respect, to companies which acquired only a part as
distinguished from substantially all of the assets of a transferor.
Moreover, this restriction was inconsistent with the generally under-
stood policy of supplement A, which was to allow earnings to ac-
company transferred assets, and to treat the acquiring corporation as
standing in the shoes of a transferring corporation where there is
continuity of interest.

In drafting H. R. 9827, the Committee on Ways and Means, the
Joint Committee, Treasury and Bureau officials have given thoughtful
and sympathetic attention to this problem. Section 461 (a) (1) (E),
found at page 107 of the bill, in particular seems designed to allevi-
ate the previous inequality. We have two specific comments con-
cerning the clarity and adequacy of section 461 (a) (1) (E) and
section 462 (e), page 123 of the bill, which implements the new
provision.

First, though we have had only a short time to study the bill, we
take the liberty to suggest to you that as presently drafted, there
is a potential unwarranted limitation on the scope of section 461
(a) (1) (E).

I am happy to see Mr. Stain here, because from his fund of experi-
ence, he can clear up our analysis of this.

We feel confident that it has crept in through the pressure of
reporting the bill so quickly. For as presently written, the provision
speaks only in terms of section 112 (b) (5) transactions. While
it may be doubtful whether there are any transactions which are
solely 112 (b) (4) or 112 (b) (5), as we understand it, section 112
(b) (5) has been thought to apply in the main to the formation of
a corporation through the contribution of partnership or individual
assets. Section 112 (b) (4) is involved in the effecting of many
reorganizations.
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I called our people on the west coast last night, and they were
unable to determine from their documents whether we had a" (b) (4)"
or "(b) (5)" transaction.

There are differences in the requirement of subsequent control in
the two sections, which might result in some 112 (b) (4) transactions
not being covered. No reason occurs why both situations should
not be treated in the same manner. The whole tone of the report
conveys the idea that this was the intention.

Indeed, it is stated expressly that, "In general the reorganizations
dealt with in part II are the type with respect to which gain or loss
is not recognized"; page 29 of the committee report, that part II is
'"directed essentially at the problem of providing for a proper de-
tenrmination of the average base period net income of a taxpayer
which is a continuing corporation in a reorganization"; page 63, and
again that "transactions must satisfy the requirements of section
112," page 64. Without differentiating between the two sections.

The language of section 461 (a) (1) (E) is to the effect that an
acquiring corporation is one which receives "properties either from
one or more corporations or from one or more partnerships * * *
in an exchange," so that it may already reflect the evident intention
expressed in the report to cover all "split-ups" and to give such
new corporations the benefit of the earnings experience attributable
to the assets in the hands of a predecessor or predecessors. Never-
theless, in view of the independent body of precedent which surrounds
the reorganization provisions of section 112 (b) (5), to which (E)
is in terms restricted, we urge that that which is implicit be made
explicit by amending section 461 (a) (1) (E) to read specifically
in the fifth line, " * * to which section 112 (b) (4), section 112
(b) (5), or" et cetera.

Secondly, we wish to comment briefly on section 462 (e) which
specifies tihe rule for allocating the amount of income which shall go
over in those transactions in which a corporation transfers only a part
of its properties. In general, section 462 (e) provides that the income
is to be allocated according to the proportion which the fair market
value of the assets transferred bears to the fair market value of the
total assets of the transferring corporation. In addition, it is pro-
vided that pursuant to appropriate regulations, the parties to the
transaction may agree on the amount to be apportioned, "provided
the Secretarv consents thereto."

Now we think it is agreed that the actual earnings of the transferred
assets is the most logical portion of income to place in the new cor-
poration, and the only deterrent to such a provision was the very
real administrative difficulty thought to be involved in identifying the
prior earnings with the assets which have been transferred. But we
suggest that this identification is at least practicable in those instances
where a particular department or a segregable part of the business is
put into a new enterprise. In our case, reputable certified public ac-
countants assure us that tihe books and the t:lax returns of these prede-
cessor companies give an accurate and readily ascertainable picture of
the earnings actually earned by and identifiable with the assets trans-
ferred to Westgate-Sun Harbor.

We assume that it was in such instances that the draftsmen antici-
pated the Secretary would consent to allocation by agreement. But
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we respectfully request that you consider whether such consent should
be left to the sole discretion of the Secretary without standards in the
statute or the legislative history to indicate that consent is obtainable
as a matter of right if the requirements of proof are met.

We are grateful that those responsible for the preparation of this
legislation have been objective in approach, and displayed construc-
tive and creative draftsmanship. It seems to us that the solution to
a distributing problem can be completed by making the two revisions
suggested above. Particularly the one clarifying (a) (1) (E). Such
clarification will effectuate the desirable policy of equality of treat-
ment for new as compared with established companies expressed in
the current bill, and thus make essential contributions toward a
healthy economy.

We thank you for your courtesy.
The CHAIRMAN. Are there any questions? If not, we thank you,

sir, for your appearance.
Mr. MANN. Thank you, sir.
The CHAIRMAN. Are there any other witnesses who wish to offer

any brief for the record, rather than to appear tomorrow ?
(No response.)
The CHAIRMAN. We will now recess until 10 o'clock tomorrow morn-

ing.
(Vhereupon, at 4:25 p. m., a recess was taken until 10 a. m.,

Wednesday, December 6, 1950.)



EXCESS PROFITS TAX ON CORPORATIONS, 1950

WEDNESDAY, DECEMBER 6, 1950

UNITED STATES SENATE,
COMMITTEE ON FINANCE,

Washington, D. C.
The committee met at 10 a. m., pursuant to recess, in room 312, Sen-

ate Office Building, Senator Walter F. George (chairman) presiding.
Present: Senators George, Connally, Byrd, Lucas, Hoey, Kerr,

Myers, Millikin, Taft, and Butler.
Also present: Colin F. Stan, chief of staff, Joint Committee on In-

ternal revenue Taxation; and Elizabeth B. Springer, chief clerk.
The CHAIRMAN. The committee will please come to order. Mr.

Dumas, you are our first witness.

STATEMENT OF HAL S. DUMAS, PRESIDENT, SOUTHERN BELL TELE-
PHONE & TELEGRAPH CO., ATLANTA, GA.

The CHAIRMAN. You are the president of the Southern Bell Tele-
phone & Telegraph Co., are you .

Mr. DUMAS. Yes, sir.
The CHAIRMAN. At Atlanta, Ga?
Mr. DUMAS. Yes, sir.
The CHAIRMAN. You are here speaking for your industry?
Mr. DUMAS. Yes, sir; the Bell System.
The CHAIRMAN. We had yesterday a gentleman from New York,

I believe, who was speaking for the independents.
Mr. DUmAs. Mr. Bozell. Yes, indeed, sir; a very splendid gentle-

man.
The CHAIRMAN. You may proceed now. Would you wish to pre-

sent your brief before you yield for any questions?
Mr. DUMAS. If I could, sir, because I have a very short statement.
The CHAIRMAN. You go ahead and we will ask you questions after-

wards. Some of our other members of the committee may be in before
you have finished.

Mr. DUMAS. My name is Hal S. Dumas. I am a resident of Atlanta,
Ga., and I am president of the Southern Bell Telephone & Telegraph
Co.

My company, which operates in the 9 Southeastern States is one
of the 20 operating companies of the Bell Telephone System which
provides telephone service to about 35,000,000 telephones, employs
over 600,000 people, and its capital investments represent the savings
of well over a million people. In the interest of time I have been
asked by these Bell System companies to speak to you in their behalf.
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In appearing before you today I am deeply conscious of the fact
that our country is in, perhaps, the greatest danger it has ever been
since its foundation. It is the gladly accepted duty of every citizen
and every company to make any sacrifice which may be required to
carry this country through this ordeal which may very well last
through most of the years which we here today may live. In plan-
ning our actions I firmly believe, to be successful, it must be for the
long pull which is ahead of us.

In presenting my views it is done with the purpose of attempting,
in the short time I have before you, to outline our convictions as to
how the war tax program should be set up with regard to telephone
companies so they may do the most effective possible job for our
country.

In my judgment our first job is to provide emergency defense com-
munications. In this connection we already have plans under way to
provide alternate means of communication for the large and vital
centers of production in this country in case of total destruction of
central communication facilities by bomb attack. I might for in-
stance point out that your own city here in Washington may very well
be a primary objective for bomb attack and that the provision of dupli-
cate and alternate telephone communications facilities, which by the
way is already under way, is of very obvious vital necessity to our
nation. It is, also a very expensive project which must be repeated in
all of the great cities which are adjudged to be primary targets for
attack. All of you no doubt have knowledge of the giant radar screen
project, costing the telephone companies from 15 to 20 million dollars
for communication facilities alone, which will effectively alert all of
our defense forces in case of attack. In addition, there will no doubt
be thousands of military and war production facilities which must be
provided with complete communication plants without delay. I am
thinking of such facilities as the new H-bomb project in South Caro-
lina which has just been announced, as well as the many military
facilities which are being reactivated so rapidly at present. In the
last war there were 320 such establishments in the territory which my
company serves in the Southeast alone. We must also have ready
and adequate communication networks to speed the enormous troop
movements which must take place.

Just as important is our job to provide adequate and speedy com-
munications so that national production can be expanded to meet the
tremendously increased demands of our war situation. Effective
communications are the nerve force of our Nation and are an absolute
necessity if production is to be maintained and increased. At all costs
the telephone companies must keep at a high level of readiness to
serve if our country is to meet this situation successfully.

We must, also, as far as national policy indicates, meet the telephone
requirements of the civilian population, including those in the rural
areas of this country, so as to help maintain their morale in the all-out
effort which everyone must make to reach the highest possible peak
of production.

These must be our objectives and we are asking that the taxes on our
industry be imposed in such a way that we can meet them.

In stating our views as to how these objectives can be met let me
make it clear that the communications industry does not want undue
earnings and that, as a matter of fact, since the war, our earnings
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have been at just about the lowest ebb in the history of the business.
This has been caused by the fact that our labor and material costs
have increased by about 50 percent in this period. During this same
time the over-all increase in the prices we charge for our service has
been only 17 percent.

Our industry is regulated by the Federal Communications Com-
mission for interstate service and by State regulatory bodies and the
District of Columbia for intrastate. As rising costs have made our
earnings inadequate and we have been forced to apply for increases in
our prices, those regulatory bodies have held lengthy hearings so that
the facts might be fully developed and generally months and some-
times a year or more have elapsed before we were given permission
to make the necessary price adjustments. Because of this procedure
the increases in our prices have always lagged far behind our increase
in costs and our return on investment has been far below the level
which these commissions themselves have recognized we need.

I want to make it absolutely clear that the communications industry
wants to carry its full share of whatever tax burden is required. Al-
ready taxes including excise taxes average $2.50 per month per tele-
phone, which is equivalent to more than 25 percent of the amounts
collected from customers.

Since we are already carrying just about the highest tax burden
of any industry and since our earnings are so low compared both
with our own past earnings and also with the current earnings of
other industries it is obvious that any additional taxes must be applied
with great caution if we are to raise the huge sums of capital money
which are necessary to meet the tremendous communication require-
ments of the period ahead of us.

I do not want to burden you with statistics, but for a thorough
understanding of this matter there are a few fundamental facts you
should have. Since the last war we have had an explosive demand for
telephone service. Our number of telephones has grown from 23,000,-
000 to 35,000,000 in the short period of 5 years' time. Each of the
telephones added since the war has cost an average of $335 as compared
to $250 up until this period. Since in a regulated industry earnings
cannot provide funds for new construction, to do this job we have had
to get investors to let us have tremendous sums of new money. During
this period our total capital has grown from about $4,000,000,000 to
$8,000,000,000 which is an expansion rate unequaled in the industrial
history of our country.

As you know, the communications industry has no choice as to
when it will expand. It is our obligation to serve everyone who wants
service in the areas we serve and to give them the type of service they
want as nearly as we can with the money, manpower, and material
which we can command.

During this period of great expansion and low earnings we have
been able to finance our program because of the splendid credit which
we had established in better earning years and because of investors'
confidence that the fairness and good sense of the regulatory and
taxing bodies would, in the long run, allow us earnings that were
adequate and reasonable.

A very satisfactory feature of this financing was that to raise the
money we were obliged to increase the proportion of debt for the
system from 30 percent to 55 percent. During this year, fortunately,
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we have been able to reduce this proportion to 50 percent. It is our
considered belief that the successful operation of our business for the
long pull in the interests of the telephone user and the telephone
investor depends upon further substantial reduction in the debt ratio,
and that we cannot do this unless our earnings are at least 7 to 7/2
percent on total investment which, after all, is less than 6 percent
on the actual value of our plant. We are also convinced that unless
we can have earnings in this order we cannot expect to raise the
billions of new money we will need in the next few years to do our
job effectively.

There are 975,000 stockholders of the Bell System. The average
number of shares they own is about 30 and to most of them the return
on their stock is a very important item in their livelihood and their
security. The greater part of these stockholders made their invest-
ment with us before the onset of the present inflation and they find
that the over-all purchasing power of their incomes has already been
sadly reduced. Any tax which might threaten a reduction in the
dividend which they receive would be indeed a major catastrophe to
most of them.

H. R. 9827 provides for 6 percent earnings in the telephone industry
before excess profits taxes apply. It has been estimated that manu-
facturing industry in general will earn 12 percent after excess profits
taxes provided for in H. R. 9827 are paid. We must convince the
public that it is to their advantage to invest billions of dollars in our
industry over the next few years if we are to do our job. With a
prospective return of under 6 percent in our industry, it is hard to
see how the job can be done and yet it must be clone.

During the past 5 years we have raised $4,000,000,000 in new money
which is more than any other integrated industry has ever raised
in a similar length of time. In the process of raising these tremend-
ous sums we have had every opportunity to fully examine the public's
financial judgment as to what return is required in our business if
capital is to be obtained quickly when needed and on terms which
will protect the interests of those who have already invested their
money in our securities. This experience has brought us to the firm
conviction that for the telephone industry we must have a return of
at least 7 to 7 percent if this is to be done.

Since telephone companies are strictly regulated they are not
permitted to make excess profits. From a strictly logical standpoint
an excess profits tax should not apply to telephone companies. If,
however, the exigencies of war make such a tax necessarily all inclusive
in the opinion of Congress, it should be applied to our business with
great caution to avoid damage to the effectiveness of the communica-
tions service at a time when the country must have the best service
of its history. If our industry is to be subject to an excess profits
tax, it is our earnest recommendation that H. R. 9827 be revised so
that we will be allowed earnings of 71/2 percent on our capital before
the tax is applied.

The military and industrial might of America has as one of its
firm foundation stones the best telephone service in the world. The
telephone people of this country are intensely proud of their ability
to serve this country as no other country is served.

They are depending upon the wise leadership of this committee to
pass tax legislation which will not make their job impossible.
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Senator BUTLER. I know that we are working against time, but I
think this is really one of the very important industry statements that
we will receive. I wonder if Mr. Dumas could tell us if the situation
that you face now, the beginning of the crisis that we face, is different
than it was at the beginning of the last war.

Mr. DunzAs. Senator, it is exceedingly different. When our com-
pany went into the last war, in the first place we had normal margins
in our telephone plant; that is, we have to carry margins, ordinarily,
so that we can take care of the demand when it is made. Of course,
during the war we used up all of those margins, very properly so.

Another thing that is very different from the situation that existed
at the beginning of that war, we had at that time in the Bell System,
the normal debt ratio in the business. It was about 30 percent. And
as I said in my statement, it is now 50 percent.

I hope you will pardon this kind of a common allusion, but we are
somewhat in the shape of the man clown in my country who has a
good, strong mule, and he uses that mule to plant the crop in the
spring of the year. And by the end of the time he gets the crop in,
the mule is worn down to just about a baa of bones. He is looking
forward to the time when he can get him guilt up again, but all of a
sudden, the levee bursts and his crop is flooded out, and he has to make
another crop and make it now or he will starve to death.

So we are in that shape We are not in anything like the shape we
were when we went into the last war.

Senator BUTLER. You made the statement two or three times in your
formal statement that you thought 6 percent, I think that is allowed
by the controlling agencies, is not sufficient to cover your requirements.
Is that the reason you have asked for this 71/2 percent?

Mr. DUnrAs. Yes, indeed, it is.
Senator BUTLER. In the statement you have given us?
Mr. DUDTAs. Yes, indeed. I might say this, sir, that the 6 percent

mentioned in this bill, in the judgment of everybody in this telephone
industry, because we are regulated, will turn out to be a ceiling on our
earnings, and not a floor. That would be a maximum that we will not
be allowed to earn beyond.

The CHAIRMAN. You mean all of the regulatory bodies will consider
the action of the Congress as fixing it as a ceiling?

Mr. DUMAs. I rather think so, Senator. Let me make this clear.
Down in our territory we operate in nine States, and in eight of the
nine States we have been allowed earnings by the regulatory bodies of
6 percent or better. And yet through the action of this lag that I am
talking about, in getting rates increased, the actual earnings for our
company during this past 1950 will be about 51/2 percent. The average
allowed us by the commissions would be well in excess of 6 per-
cent, 61/2, 6.6.

The CHAIRMAN. But the increased cost, between the application
and the actual order of the commission is responsible for that?

Mr. DUMAS. The commissions in our part of the country proceed
very cautiously about ratings, which they very well should do, but in a
time like this, when costs are moving up so fast, for instance, if we
applied for a rate increase, as we did last February, we may get that
increase the first of January this year. The rates will go back. If we
had them last February, they would make us whole, but we do not get
them until 11 months later. In the meantime costs have gone up.
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We build a lot of this high-cost plant. And the arnings will be very
much lower than the commission itself says it is giving us.

So this 6 percent, if adopted as the top allowance by the commissions,
it is very likely that it would certainly prevent us from earning any-
thing like we are doing at the present time.

Senator TAFT. I have heard the suggestion made that base varies in
different places, that the 6 percent is calculated on a different base from
what various State commissions use. Do you know about that, as to
the cost of reproduction new, against the investment? This 6 percent
is based on the valuation, based on investment, is it not?

Mr. DUMAs. Yes, sir.
Senator TAFT. The cash invested?
Mr. DUMAs. On net cash invested; yes, sir. I believe in your

State, sir, the regulatory law is a little different than in our part of
the country, but in most States they are basing rates on the same thing
that this bill mentions, that is, the net investment.

Senior TAFT. In Ohio, I take it, they allow a larger base. They
allow a return-I do not know what the return is--6 percent or some-
thing-on the cost of reproduction new which is, of course, a good
deal higher than the investment basis.
Mr. DUMAs. Yes. If we were allowed-if we ever got to 71/2 per-

cent which, of course, we could not, even though it was mentioned in
this bill, but if we ever got that as actual earnings, on the actual value
of our plant, such as you use in Ohio, it would well be under 6 percent.

Senator TAFT. Because of the difference of type of base, a much
greater difference between 6 and 71/2 percent.

Mr. DUnMAs. It is a good deal more than that; yes, sir.
Senator MRLLIKIN. I believe it should be pointed out that there may

be a lot of public misconception about the 6 or the 71/2 percent. You
have no guarantee of 6 or 71/2 percent. You have a ceiling, and you
have the opportunity to make 6 or 71/2 percent, or whatever it may be,
if and when you can make it, is that not true?

Mr. DUMAs. That is exactly right.
Senator MILLIKIN. I think quite a few members of the public feel

that the utilities operate under some kind of a guaranty. That is
completely false, as I understand it.

Mr. DUMAs. That is.
Senator MILLIKIN. It is if yOU can make it and when you make it.
Mr. DUMAs. That, certainly, is true.
Senator MILLIKIN. You mentioned this backward lag. Is there not

also a forward lag, I mean, if you were to know today that one of your
companies could get another percent, it would take you some time to
get that other percent, would it not ?

Mr. DnMA. Certainly it would. If you do not mind, sir, I would
like to give you the earnings in my own company during these war
years or since the war, because it illustrates just what you have in
mind, sir.

Our earnings in 1946-and this is invested capital, a sound dollar
in our business for every dollar accounted for-was 3.28. In 1947 it
was 2.51, in 1948 it was 4.03, in 1949 it was 4.86, and this year it will
be about 5.52 or 5.53.

During that time the commissions have wanted to help us, but with
this thing moving as it is doing, we can never earn what is stated as
the earning rate.
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The CHAIRMAN. YOU never catch up with it?
Mr. DUMAS. No sir; we certainly do not.
Senator KERR. I have some questions. You say you are now earn-

ing about 51/2?
Mr. DUnA. Yes, sir; in my company.
Senator KERR. And did I understand you, also, to say that the im-

position of the tax on the earnings that you made above 6 percent
would put you in worse shape than you are now?

Mr. DuIA. It was not exactly the imposition of the tax as such.
It was the fact that, I believe, these regulatory commissions will be
very reluctant to ever grant us any rate increase that would bring this
thing to 6 percent or above 6 percent. They would use that as a sort
of a ceiling. As I tried to say, we have never been able to get our
earnings up to what the commissions say we ought to earn. It has set
6 percent as a ceiling. And if they did that I doubt if we will ever be
able to earn much more than 51/4 percent, you see.

Senator KERR. If you do not earn the 6 percent, or more, and if you
are exempt up to 6 percent, the tax on what you earn above 6 percent
does not get any money out of you, does it?

Mr. DUMAS. No, sir; they are not going to get much money out of
the communications industry on this tax.

Senator KERR. You said a while ago, as I understood it, that you
realized there would have to be more taxes paid.

Mr. DuMAS. Yes.
Senator KERR. And the communications industry wanted to do its

part.
Mr. DUMAs. Yes.
Senator KERR. I wonder if you would tell the committee how you

think you could do that.
Mr. DUMAS. Well, Senator, I believe that at the present time we

are just about the heaviest-taxed industry in the country. The total
taxes which we must of necessity collect from the telephone users
amounts now to about $2.50 a month.

Senator KERR. I understand that. I was trying to find out if
there was any practical significance to the statement you made.

Mr. DUMAS. I have this feeling, that we have to serve this country.
You cannot get along without effective communications. That is our
first duty. If our earnings ever get up to the place that they can
even come close to what other industries are making, then tax us
and tax us 100 percent of that, but until we get to the place where we
can do an effective job I think that this Congress better go cautiously
about the taxes they impose on us.

Senator KERR. I understand the significance of what you are now
saying. I was just trying to find some significance to the statement
that you made that you realized there would have to be more taxes
paid and that your industry wanted to do its full part.

Mr. DUMAS. We certainly do.
Senator KERR. I do not see any suggestion that you have given us

whereby they would have any part in it.
Mr. DUMAS. My very real suggestion is that our taxes not be in-

creased right at the moment until we can catch up on our earning
rate so that we can do this job effectively.

Senator KERR. Then what you are saying is that your industry has
a more important job to do than to pay taxes.
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Mr. DUMAS. I certainly think so.
Senator KERR. And the statement that you made that you wanted

to do your full part of paying the increased load would have to be
understood to mean that you would be doing it in the field of service
and not in the field of taxes?

Mr. DUMAs. That is exactly right, with this exception, if you will,
sir, that is, if we ever get up to an earning ratio that is anything like
other people get, then for God's sake tax us and tax us just as heavily
as you wish.

Senator KERR. We will not have to do that for God's sake; they
will get around to it before they have that justification. I was just
trying to see if I had misunderstood you, or if we would have to have
some other significance to the statement about the communications in-
dustry paying some part of this increased tax load.

Senator MILLIKIN. Would this be a fair statement of it, that you
want to contribute as much as you are able to contribute without im-
pairing your service and that in view of the fact that you are a
regulated industry, that of itself puts a ceiling on your ability to
contribute?

Mr. DUMAs. It most certainly does.
Senator MILLIKIN. If that ceiling is impaired, lowered on you, you

will not only not be able to contribute in the way of money, but not
be able to contribute what you should contribute in the way of service,
it that true?

Mr. DUMAS. Exactly.
Senator MILLIKIN. Let me ask you about how you finance yourself;

what is your stock selling for on the market ?
Mr. DUMnAs. Our stock is selling for about $150 a share.
Senator MILLIKIN. What is the return to the purchaser?
Mr. DUMAs. It is paying $9 to the stockholders at 6 percent.
Senator MILLIIN. And that, of course, is subject at least in many

cases to income tax, that is, personal income tax?
Mr. DUrMAs. It certainly is, sir.
Senator MILLInIN. SO there is another nick out of that 6 percent,

is that correct?
Mr. DUMAS. Yes.
Senator MILLIKIN. Do you have a formula that you would suggest

we put into this act that would give you 71/2 percent?
Mr. DUMAS. I have not prepared any such thing, because I only

got to see this bill last night.
Senator MILLIKIN. This bill does not satisfy you ?
Mr. DUMrA. The bill is a very great improvement over the original

proposal of Mr. Snyder, of course, and we very greatly appreciate
that. This 6 percent just does not go quite far enough to do the job
for us.

Senator MILLIKIN. Let me suggest that you submit to our staff a
draft of what you think ought to be in there to cover the telephone
situation.

Mr. DUMAs. Thank you, Senator.
(The information is as follows:)
The principal change we urge in the House bill is that section 446 (c) be

amended to allow companies providing telephone and telegraph service a credit
of 7/2 percent on total capital before excess profits tax becomes applicable.
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Our most important concern is that the allowance of 6 percent provided for
in section 446 (p. 73 of the House bill) is inadequate for telephone companies.
Our judgment, based on experience in raising about $4,000,000,000 of new
capital in the last 5 years, is that a return of 71/ percent after taxes is necessary
to permit us to raise further large sums of new capital needed to provide the
necessary service for both defense and civilian purposes.

Certain other changes of a technical nature will be suggested to the commit-
tee's staff.

Senator MILLIKIN. You raise money when you want to by adding
either to your indebtedness, which you have been doing on rather a
substantial scale, and I assume you sell those bonds to insurance com-
panies and other outfits of that kind; is that correct?

Mr. DurA. We have been doing financing by selling convertible
debentures.

Senator MILLIIN. Debentures?
Mr. DuMAs. Yes, sir.
Senator TAFT. Could I ask a question there?
Senator MILLIKIN. Yes.
Senator TaT. What is your average interest on half of the capital

that is borrowed?
Mr. DurMA. It will run about 3 percent on the borrowed capital.
Senator MILLIKIN. Around 3 percent?
Mr. DruMAs. Yes. The last issue was 31/s.
Senator MILLIIN. I notice you said you retired some of those bonds.

Did you retire them out of earnings?
Mr. DurMAs. No sir; we do not have the earnings. What actually

happens on that, Senator, is this: These convertible bonds are con-
verted-we do not retire the bonds-they are converted to stock at
various prices which the stockholders have to pay, or the holders of the
debentures have to pay.

Senator MILLIKIN. DO yOU have public sales of your stocks?
Mr. DunAs. Yes, sir. Not of stocks. We sell debentures through

bids, competitive bids.
Senator MILLIKIN. Then the debentures, in turn, have the right to

exchange those for stock?
Mr. DrMAs. The debenture holder has the right to do so.
Senator Mm IKiN. That is what I mean.
Mr. DuMAS. Yes. One right interesting feature about that. I

do not want to take up too much time of this committee. We have
an issue of debentures outstanding that can be converted at 146; that
is, a man can turn in his debenture for which he paid $100 and pay
$46 in cash and get a share of stock. That debenture at the present
time pays the debenture holder $2.75 a year. By paying in $46 he
can get a share of stock which at the present time pays him $9 a year.
In other words, his income, by paying in $46, goes up $6.25. I was
figuring it out in my own mind. That is about 13 or 14 percent that
he would get on his money. And yet, up to date, only about a fifth
of the debenture holders have been willing to convert those debentures.

Senator LUCAS. Why is that?
Mr. DUMAS. I think it is because the earnings on the stock are

quite low. We are just barely meeting our dividend requirements.
And I think that the debenture holders feel like they do not want to
convert on that basis.

Senator MILLIKIN. What is the average? You have about a mil-
lion stockholders?

Mr. DuMAs. Yes, sir; 975,000.
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Senator MILLIKIN. What is the average holding per person ?
Mr. DtrUAs. Less than 30 shares. I believe the last average was

about 29 shares per person. And I think one of the interesting
things about it is that there are well over 400,000 stockholders who
own 10 shares or less.

Senator MILIKIN. Your answer goes to the whole system?
Mr. DUnMAs. Yes, sir.
Senator MrLLIKIN. And not to your particular part of it. It is

as to the whole system?
Mr. DUmAS. Yes, sir.
The CHAIRMAN. Are there any further questions!
Senator iKERR. What is the book value of that stock?
Mr. DUrMAs. The book value of it is $138 per share of stock.
Senator KnERR. And you are permitted to earn 6 percent above in

all of the States you operate on that book value; that is, they do not
guarantee it, but they permit it?

Mr. DUt AS. We earn in our State on the actual investment in that
particular State in intrastate properties.

Senator KERR. I presume that the over-all valuation of all of your
properties is what goes to make up the book value?

Mr. DUMAS. That is it, exactly, yes.
Senator KERR. And you are permitted to earn a minimum of 6

percent, I suppose, and from that greater amounts on the book value,
in the final analysis?

Mr. DUrAs. That is what they try to do, but the actual earnings
always turn out to be less than that.

Senator KERR. I did not ask you if they guaranteed it.
Mr. DUMAS. They do not guarantee it.
Senator KERR. I know they do not, but they do permit it?
Mr. DUMrAs. Yes.
Senator KERR. The rulings are based on their conclusions on the

evidence you give them as to what is required to permit that?
Mr. DUMWA. Yes, sir.
Senator KERR. You are permitted to earn that above all expenses?
Mr. DuMAs. Yes, sir.
Senator KERR. Including interest on debentures?
Mr. DUnmAs. Yes, sir.
Senator KERR. What part of your capital structure is represented

by debentures or other evidences of indebtedness?
Mr. DUIMAs. Our total debt now for the Bell System runs 50 percent.
Senator KERR. Then about 50 percent of your total investment has

been provided from your borrowings through debentures or other
forms of indebtedness?

Mr. DUMAs. Yes, sir.
Senator KERR. And that investment is a part of your rate base?
Mr. DUMAs. Yes, indeed.
Senator KERR. And you are permitted to earn whatever amount

they give you on the investment that you have from moneys secured
in that manner, the same as on investments from moneys secured by
the sale of stock?

Mr. DUMAs. Yes, sir.
Senator KERR. So that at this time, about half of your over-all in-

vestment is from moneys derived from the sale of stock?
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Mr. DUMAS. Yes, sir. Most of those sales were made, of course,
years ago, and not lately.

Senator IERR. I understand. Are you not paying your stock-
holders not only more money than your earnings on the investment
which the money you receive from them represents, but are you not
paying them more returns than the average of what the State regu-
latory bodies permits you to pay on stock, or rather, to earn on
investments in their jurisdictions

Mr. DUMAs. Well, of course, the regulatory bodies look on our
investment as one whole.

Senator KERR. I understand that.
Mr. DUrA. And they allow generally better than 6 percent on the

total investment.
Senator IKERR. What is the average?
Mr. DUMAs. Well, the average in my company-I could not tell

you for the United States-but in my company it would be about
61/2, 6.7 percent that they set up as allowances.

Senator KERR. If the book value of that stock is $138-Is that what
you said?

Mr. DUMAs. That is the book value, of coure, of the American Co.
stock, and that represents the money which the stockholders have
in the business for each share of stock they own.

Senator IKERR. If that is the book value, you are paying the owner
of that share of stock more returns than you are permitted to make
on your over-all investment?

Mr. DUMAS. Senator, that is generally necessary to get----
Senator KERR. I am not asking you why.
Mr. DunAs. Yes; it is true.
Senator KERR. I am asking if you are.
Mr. DUMAS. Yes, indeed; sure, we are. We have to do it.
Senator TAFT. May I say this: If half of your capital is debt and

you pay 3 percent, and the other half is stock, and you pay 6 percent,
you are paying 41/2 percent, roughly speaking. Is that a correct
analysis-41/2 percent to your security holders. And that leaves you,
if you earn 51/ percent, 1 percent for possible reinvestment in the
business. Is that a correct statement for the moment?

Mr. DUMAS. That is not exactly correct.
Senator TAFT. You have not earned 41/ percent in the last 5 years,

you say?
Mr. DUnMAS. Actually, on the book value, that is, the value that the

stockholders own in the business, they are getting $9, and when you
figure that out that is about 7 percent that they are getting on their
actual investment, the money that they turned over to us. If you
average it out on that sort of basis, it comes out.

Senator TAFT. It would be about 5 percent. Then you are paying
out 5 perecent to your security holders. You are paying more than
you actually are earning?

Mr. DUMAS. That is right.
Senator MILLIKIN. You have increased your indebtedness because

of the difficulties of financing equity capital.
Mr. DUMAs. We could not sell equity capital.
Senator MILLIKIN. For how many years past have you been paying

roughly the same amount of dividends to your stockholders ?
Mr. DuMAs. About 40 years.
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Senator MILLIKIN. Roughly the same amount?
Mr. DUMAS. Thirty years, I beg your pardon.
Senator MILLIIN. Roughly the same amount of return?
Mr. DuM.Is. Yes, sir.
Senator MIILLIKIN. So that your returns have not at all reflected

the general inflation that affects your stockholders; is that correct?
Mr. DUMAs. That is right. Stockholders feel like the purchasing

power of their dividends is very much lower now than it was when
they bought their stock.

Senator MIILLIKEN. Roughly speaking, it is about 3 percent, if you
are paying them (; percent today as compared with, say 10 years ago-
you are paying 3 today?

Mr. DuMAs. Yes, sir.
Senator MILLIKIN. In other words, the earnings of the stockholders

have not kept up with the earnings of many other industries?
Mr. DUtAs. Not nearly so, and many wage workers. Most other

industries have been able to increase their earnings and dividends to
their stockholders.

Senator MILLIKIN. How much money out of your revenue do you
keep for plant expansion?

Mr. DUMAs. At the present time it would be only about-well, I can-
not figure it right quickly-it is 5 percent of our total earnings which
are kept, and out of the gross revenue, that would be much less than
1 percent, I believe.

Senator MIILLIKIN. Out of your net available for dividends and in-
terest payments, how much do you set aside for plant expansion?

Mr. DUMAs. We set aside very little, indeed. Over the last years
the average additions to surplus-and that is what you have in mind-
have been about 30 cents a share, over the last 10 years; practically
nothing.

Senator MILLIKIN. And you pay how much per share in dividends?
Mr. DUM As. Nine dollars. So, you see we have to get every cent of

money that we put in the plant from new money financing.
Senator MILLIKIN. Your equity is not very well protected?
Mr. DurAs. Certainly not.
Senator MILLIKIN. Unless you up your income; is that correct?
Mr. D-MAs. That is correct. To keep this dividend paid we have

had to reduce the surplus which we had over the years. Twenty years
ago it was something like $40 a share, and now it is clown to about
$14 a share.

Senator MILLIKIN. Is not 30 percent considered by rule of thumb
perhaps the limit that a company should permit itself for indebted-
ness?

Mr. DrMrAs. We feel very much that 30 percent is just as high as
we ought to go.

Senator MIILLIKIN. IS that not the rule in industry?
Mr. DUnrAs. It certainly ought to be a rule in the kind of business

we are in.
Senator MILLIKIN. Is it not correct that the higher you increase your

indebtedness the less protection you have for your equity holders?
Mr. DUMAs. That is exactly true. And it is so evident that that

is true, because we have had so much trouble selling the equity stock.
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Senator MILLIKIN. In other words, you reach a point where the
equity holder does not own the company, the company is owned by
the holder of the indebtedness; is that not correct?

Mr. DUnrAs. Yes, sir. As you go up on the proportion of debt you
have to pay more for your debt capital.

Senator MILLIKN. That is unwholesome in a corporate structure.
Mr. DUmAs. It is. Certainly, in a time like we are getting into.
Senator LUcA. This may have been answered, Mr. Chairman, but

this question is frequently asked. How can a utility whose rates of
earnings are subject to regulation by public utility commissions have
excess profits? And you probably have answered that, but would
you answer it again for the record, because a lot of people do not
understand how a utility that is regulated can have excess profits.

Mr. DUMAS. Well, as a general thing, they will not have excess
profits, because the regulatory commissions will see to it that they
do not pay such taxes. That certainly would be true in a period like
this, where because of rising costs the utilities have had to ask for
increases in their rates. And it is not a question of just leaving earn-
ings as they are now. We are continually being pressed by the rising
cost of everything we use. We are continually having to go before
commissions and ask for rate increases. That means that although
in the State of Georgia our earnings might today be fairly reasonable,
they will not be 4 or 5 months from now. At that time, when we
ask for an increase in rates, undoubtedly the commission will bear
this particular thing in mind as to what they do to us, as to what
they allow us.

Senator LUcAs. I agree with you on that. The bill that was intro-
duced originally by the Treasury Department had no special credits
of any kind for utility companies. That is true?

Mr. DUMAS. Yes.
Senator Lucas. And the House, as I understand it, put a 6-percent

provision in there for utilities.
Mr. DUMAs. Which we greatly appreciate.
Senator LUCAS. You still contend that that does not take care of

the utility situation?
Mr. DumAS. It just is not enough, sir, to do that job.
Senator LucA. How much additional percentage would you say

that it would be necessary to have to take care of that?
Mr. DUMAS. I think we ought to have 71/2 percent allowed, because

just in the nature of things, as I tried to explain here, we will never
get to any such figure as 71/2.

Senator LUCAS. In other words, once this fiLgure of 6 percent is set
by Congress, the utility commissions will say that that is the ceiling
and not a floor?

Mr. DUMAs. We are very much afraid that would be the reaction.
I think it would be very natural for them to feel that way.

Senator LUcAs. I notice, Mr. Dumas, that you are representing the
operating companies of the Bell System in Atlanta, Ga., representing
the Southern Bell Telephone & Telegraph Co. Are you representing
or are you familiar with the operations of the Bell Telephone Co. in
the State of Illinois?

Mr. DUMAs. Only rather in a very general way, sir. I know Mr.
McCorkle quite well, who is the president of that company.
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Senator LUCAS. I do not know whether any of those gentlemen are
going to testify.

Mr. DUMAs. I think not.
Senator LUCAS. Before this committee or not.
Mr. DUMAS. I think not.
Senator LUCAS. But I have information from those who represent

that company in my State that in the event the original bill as sub-
mitted by the Secretary of the Treasury became law that it would
be necessary in Illinois to increase the rate to the extent of receiving
$30,000,000 in that State in order to restore the present level of earn-
ings. Do you know anything about that, whether that is correct or
not?

Mr. DUMAS. Yes, offhand, I would say that that estimate would
appear to me to be approximately all right. If you remember, Sena-
tor, I believe that there has just been adjudged in Illinois an increase
in the rates which will for the time being at any rate place their
earnings on a reasonable basis.

Senator LUCAS. That is right.
Mr. DUMnAs. They earn a great deal more than my company does.

And, undoubtedly, it would be necessary to maintain their present
level of earnings to increase rates very materially under this bill.

Senator LUCAS. They further state that in the event that the 6
percent is allowed they would have to increase the rates to the con-
sumers of utility businesses to the extent of about $4,000,000, as I
understand it.

Mr. DuTMAs. That would be the effect of the present House bill;
yes, sir. I think that is about right. That would sound just about
what it would proportionately work in my own company.

Senator LUCAS. They have the same fear that you expressed a mo-
ment ago, that when they asked for this increased rate, that the
commerce commission of the State may not grant it.

Mr. DUMAS. I think that would be very logical, sir.
Senator LUCAS. And do you think the 71/2 percent would cover this

additional $4,000,000 in the event that took place?
Mr. DUMAs. I am sure their earnings are under 71/2 right at the pres-

ent moment, even with the increase in rates.
Senator LUcAS. I thank you for that information.
Senator MILLIKIN. Could you generalize by saying that in a rising

market a utility, such as your own, never catches up?
Mr. DUMnAS. That is right.
Senator MILLIKIN. With the benefits of a raised rate?
Mr. DUMAS. That is certainly true, and absolutely so.
Senator MILLIKIN. Of course, if you had a falling economy you

would be on the good side then.
Mr. DUMAS. We have had so much trouble raising this money,

we are scared to death about the effects of this bill.
Senator MILLIKIN. I am not concerned a great deal about a falling

economy, either.
Mr. DUMAS. No, sir.
Senator BUTLER. I have two short statements and a telegram on the

same subject that I would like to insert on behalf of the Bell Telephone
Co. in our area.

The CHAIRMAN. Without objection, they will be inserted in the
record at this point by the reporter.
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(The documents above referred to are as follows:)

MEMORANDUM RE PROPOSED EXCESS PROFITS TAXES BY TIIE SOUTHERN NEW
ENGLAND TELEPHONE Co.

The Southern New England Telephone Co. operates within the State of
Connecticut, and provides practically all telephone service within the State.
It is an independent company, its stock for the most part being in the hands of
private investors, 90 percent of whom are residents of the State of Connecticut.
Throughout its history, the company has financed its growth by selling common
stock to its stockholders and the public, and by borrowing money. The com-
pany has grown steadily since 1SS2, but its rate of growth since 1945 has been,
in many respects, remarkable. Since the latter year, telephones in service have
more than doubled, toll calls have increased, and more than 100,000 customers
have had their service upgraded from party line to individual line. This growth
has required large and expensive additions to the plant and equipment of the
company. Since 1945 gross additions to plant have totaled $100,000,000, and
current annual additions are running at $25,000,000. As in the case of other
utilities whose earnings are subject to regulation by public authority, the cost
of new plant had to be met primarily by the sale of stock and bonds on the
investment market. In the years 1946 to 1950, inclusive, the company has
borrowed $14,000,000 and issued bonds therefor, and has obtained more than
$42,000,000 from issues of common stock. The total of $56,000,000 thus obtained
represents new money put into the business by investors who believed that the
earnings record of the company and its future prospects justified the investment
they were making.

At the present time, we find ourselves in circumstances similar in many re-
spects to 1945. As was the case then, we are deficient in normal working
margins of plant; in many areas cable plant is insufficient to provide the type
of service demanded, and in many central offices the spare equipment is fast
running out; demand for telephone service ik greater than last year's and prom-
ises to increase next year; toll business has loaded to capacity many of our
toll cables and switchboards. Major additions to our plant continue to be
necessary and with it appeals to investors to put new money into the enter-
prise. But such appeals can scarcely be effective unless earnings are deemed
satisfactory by tile investing public.

It is our sincere belief that the excess profits tax suggestions of the Treasury
Department, unless amended to permit utilities a fair over-all return after all
taxes, will seriously impair our ability to procure new capital for the business,
and will endanger the growth and development of the telephone system in the
State of Connecticut.

The current increase in combined normal tax and surtax to 45 percent as of
July 1, 1950, will cost this company approximately $850,000 on an annual basis
and reduce the rate of return on the net investment in telephone plant by
approximately 10 percent to a level well below that determined as fair by courts
and commissions in many States.

Any further increase in the normal tax and surtax or the imposition of an
excess profits tax without adequate provision for a reasonable return on all
invested capital would jeopardize the company's ability to provide service. The
use of the years 1946-49 as an excess profits tax base would be almost disas-
trous to us since earnings in this period averaged lower than a fair rate of
return. In 1947, for the first time in 20 years, it was necessary to apply for
permission to increase rates. Because of the high postwar wage and price levels,
earnings had fallen to less than 3 percent on total capital. In nonregulated in-
dustries, on the other hand, there were no ceilings on prices or profits, and profits
as well as prices were abnormally high in this period of unlimited demand." An
excess profits tax using the years 1946-49 as a base period would reduce earn-
ings of this company by approximately $2,000,000 and lower the rate of return
on net plant investment in 1951 to 4 percent or less. Obviously, the company's
ability to furnish satisfactory service would be seriously afi'ected since its low
earnings would limit if not make impossible the sale of additional securities.

The company respectfully submits to the committee for its consideration,
which, while not completely solving the problems of utility companies seeking
new capital, will be of some help in their efforts to maintain vital services
abreast of the growth and progress of the country:

1. The excess profits tax should be applied only after the deduction of normal
and surtax as ordinary business expense, under any method of determining
excess profits net income. This provision was contained in the 1940 tax law,
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and is consistent with the determination of fair rates of return by public utility
commissions familiar with the financing problems of utilities

2. Under the invested capital method of determining excess profits credit,
borrowed capital should be included in invested capital at 100 percent . This
again would be consistent with the methods followed by public utility com-
missions in determining proper rates of return for utilities seeking new capital.

3. Since current conditions are comparable in many ways with 1940, the 8
percent allowance under the invested capital method permitted by the 1940 tax
law should be reinstated unless and until the war situation becomes more critical.
This would effectively recapture war profits and yet permit regulated business
to raise new capital.

4. Under either method of determining excess profits credit, provisions should
be made for a fair return on capital additions-equity, debt, or retained earn-
ings-during and after the base period, with a corresponding adjustment to
excess profits income for related interest on the debt additions.

5. Provision should be made for an option to select a single year of the base
period as the basis for the credit, and public utilities should be permitted to
adjust earnings for the base period to include the effort of rate increases granted
during the period or thereafter. The first arnd only rate increase obtained by
this company in 20 years was granted late in 1947. Obviously, a 1946-49 base
period would defeat a public utility commission determination of what consti-
tuted a proper return in that period, and would recreate the very conditions giv-
ing rise to the rate application. Furthermore, there is a well-known and sub-
stantial time lag between an application for, and receipt of, rate adjustments of
utilities, which should be recognized if equality of treatment with other taxpayers
is to be achieved.

MEMORANDUM RE PROPOSED ExcESS PROFITS TAXES BY NORTHWESTERN BELL

TELEPHONE Co., OMAHA, NEBR.

Northwestern Bell recognizes the very serious obligation confronting Congress
to enact a tax measure which will enlarge tax support of our expanding defense
program. It is aware of the need to curb "excessive" war profits. The company
is equally mindful that, as a good citizen, it should be and is fully prepared to
shoulder its fair share of the total tax burden.

As a regulated utility, furnishing an essential communications service to the
public-including business, agriculture, and the military-Northwestern Bell
must first address itself to maintaining, in the fullest measure possible, its
ability to meet the growing telephone needs of the territory it serves. Important
and unprecedented as such demands have been since the end of World War II,
they have not yet been completely filled and a huge, further expansion of our
defense effort is even now just getting under way.

Faced with these prospects, the company's paramount concern is that of ful-
filling its service obligations, however imposing they may be. To do this job
promptly, effectively, and, in the long run, economically, the company must be in
sound financial health and able to attract investment capital on favorable terms.
Since the excess profits tax measure, as it now stands, would seriously impair
the company's capacity to render such services by perpetuating the era of low,
postwar earnings: Northwestern Bell urges prior consideration of two important
factors, which constantly bear upon its operations, as follows:
1. Under regulation, excess profits as such are nonexistent in the telephone

business, now, in the post and in the foreseeable future.
2. The telephone customer is already subjected to one of the heaviest tax bur-

dens ever imposed upon the user of an essential adjunct to our national economy.
The obligation and responsibility of State regulatory commissions, including

the Nebraska Railway Commission, is to insure through continuing review that
the rates charged telephone users for services under their regulatory jurisdiction
will produce earnings which are fair and reasonable in relation to a proper
evaluation of the properties devoted to public service. Such continuing regula-
tion in fact conclusively eliminates any possibility of excess profits at any time.
Thus, a tax proposal which purports to distinguish between the "normal earn-
ings" required to maintain Northwestern Bell on a continuingly sound financial
and customer rate-paying basis and "excess profits," is at once self-contradictory.
Such a law, if enacted as presently proposed, would:

1. Severely hamper, and perhaps foreclose, Northwestern Bell's financial abil-
ity to meet in full measure and on a sound basis the essential demands for serv-
ice now being placed upon it.
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2. Invade and defeat in part the purposes of continuing State regulation in
the interest of Nebsaka telephone users.

It is evident, therefore, that the measure as presently under consideration
might do irreparable damage to thie telephone business at the very tim' when the
services it furnishes to every essential segment of our economy are in utmost
demand and of surpassing neecssity.

Important projects already under way as the result of the expanding defense
actively include those at Omaha, Bellevue, and Sidney, Nebr.; Rapid City,
S. Dak.; Burlington, Iowa; Duluth and Minneapolis, Mlinn. ; and at numerous
points on the basic long-distance network throughout the five-State territory
served by Northwestern Bell. These projects alone involve an investment in the
order of $4,000,000 and many other important additions will undoubtedly have to
be made.

As to the user, he already pays a tax on telephone services far beyond that
levied on almost any other product or service of comparable magnitude or im-
portance in our local or national economy. In 1949 alone, out of each $100 paid
by Nebraskans for services furnished by Northwestern Bell, $30.01, or 30 percent,
constituted tax payments.

This levy, based upon the 1949 corporate Federal tax rate of 38 percent, normal
and surtax, will of course be higher in 1950 with a 42 percent rate, and still more
burdensome in 1951 under the enacted 45 percent rate.

Beyond any reasonable doubt, the telephone-rate payer is already very substan-
tially taxed in his use of communications services, so indispensable to his own and
to the national welfare.

There is compelling evidence, then, to suggest that Federal action to curb ex-
cessive war profits on the part of Northwestern Bell is at one and the same time
both unnecessary under the existing proposals, damaging. Present regulation,
under state authorities intimately familiar with and responsible to the needs of
the public and the problems confronting the local telephone company, should
indeed be best suited to the purpose of insuring a completely adequate telephone
service and reasonable earnings.

The company is mindful that in view of the present international crisis, the
committee may nevertheless find itself obligated to proceed promptly with tax
legislation on a fairly broad basis, recognizing, however, the regulatory aspects of
public utility operations.

If such is the case, then Northwestern Bell, to preserve its financial ability to
meet the huge, foreseeable demands for additional telephone service in its five-
State territory strongly recommends that the 0 percent point-of-entry in the pro-
posed bill be increased to at least 71/ percent.

OMAHA, NEBR., December 5, 19530.
Hon. HUGH A. BUTLER,

United States NScte, Washington, D. C.

DEAR SENATOR BUTLER: Thank you for your letter of December 1. I appre-
ciate having opportunity to comment on proposed tax bill and have following
suggestions:

1. I believe a normal commercial corporation should pay excess profits tax
only on those excess profits created by abnormalities such as war and the
accompanying inflationary spiral.

2. I think that tax should be assessed against excessive income only after
allowing as expense, the normal and surtax. This would be a sound provision
for all corporations, public utilities and others.

3. Re item (4) of the summary, since earnings of public utilities are subject
to regulatory authorities, there are no "excess profits" as such, and it would
seem proper to exclude regulated public utilities from the provisions of the act.

However, assuming such consideration is not feasible, the following sugges-
tions relating to public utilities offered:

(a) Allowance of normal tax and surtax as a credit is sound. This is very
important and should be retained.

(b) Likewise, inclusion of all capital in invested capital :base is soudl.
(c) In the case of utilities particularly, due to ilhe tremendous expansion

since the war and the present backed up demand still to be served, the 6-percent
allowance is inadequate. Past experience indicates that to obtin the substan-
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tial sums of capital required to meet defense efforts and satisfy civilian demands
for service, an allowance of not less than 7% percent is necessary.

(d) It is stated in the summary under item (4) that all public utilities have
a basis of a rate of return of 6 percent other than railroads and airlines, which
should have a 5-percent base. I cannot understand why railroads, with the
great expansion problem necessary, together with increased costs and such low
earnings, should be restricted to a 5-percent base as against the recommended
6-percent base for other utilities.

With sincere regards and best wishes, I am,
ELLSWORTH MOSER.

The CHAIRMIAN. Mr. Sprague, I believe you are next on the list.
You may be seated and proceed with your statement.

Identify yourself for the record.

STATEMENT OF ROBERT C. SPRAGUE, PRESIDENT, SPRAGUE ELEC-
TRIC CO., NORTH ADAMS, MASS., AND PRESIDENT, RADIO-TELE-
VISION MANUFACTURERS ASSOCIATION

Mr. SPRAGUE. Mr. Chairman and members of the committee, I am
president of the Sprague Electric Co., North Adams, Mass., and I
am also president of the Radio-Television Manufacturers Association.

There are some charts that are attached to this brief statement. I
will not have time to more than just refer to them by number during
this brief statement, but I would be glad to answer any questions
afterwards. We have some enlarged charts here, if that will be
helpful to the committee.

The CHAIRMAN. Yes, sir. Thank you.
Mr. SPRAGUE. I am appearing today on behalf of America's fastest

growing industry, the television-set manufacturers and their suppliers.
Because their principal growth occurred in the first 6 months of 1950,
the House bill will severely discriminate against this group of
manufacturers.

Out position may be summarized as follows:
I. The House bill discriminates against the television-electronics

industry by subjecting a much larger portion of its earnings to excess
profits taxes than those of corporations in general.

2. The provisions of the House bill which purportedly relieve grow-
ing business are grossly inadequately and unfair to our industry.

3. One important result of this discrimination is that production
for the rearmament program will be hindered.

4. The House bill should be amended to give a company having
substantial and continuing growth in the first 6 months of 1950 the
benefit of an adjustment to its excess profits credit designed to produce
a tax consistent with that of corporations in general.

Senator KERR. Do you not think the same would apply for the 6
months' period beginning 'July 1, 1950, or any time thereafter, aside
from those industries directly related to defense expenditures, as
what you have said with reference to the first 6 months of 1950?

Mr. SPRAGUE. That is perfectly true. The reason it was put in
this report in this way is that we understood the basic purpose of an
excess profits tax was to isolate and to seize profits resulting either
directly or indirectly from this unfortunate war in Korea. So, in
order to make that crystal clear, we here refer to the rate of growth
established in the first 6 months before the Korean war started.
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Senator KERR. If the principle is justifiable-and I, for one, think
it is-is it not just as apt to continue the growth of the business and
industry which is not associated with the defense spending directly ?

Mr. SPRAGUE. Yes; that is correct.
Senator MILLIKIN. Of 'ourse, the basis of your claim for special

treatment is the rapid growth of your own industry?
Mr. SPRAGUE. That is right.
Senator MILLIKIN. AS distinguished from what might be called a

normal growth of other industries?
Mr. SPRAGUE. Yes, sir.
Senator MILLIKIN. Once you carve yourselves out of that, you have

left nothing. I assume that your case is that you deserve special
treatment because you have an especially rapid growth?

Mr. SPRAGUE. Yes, sir. Particularly rapid after January 1, 1950.
Senator MILLIRIN. And you are a new industry, and that differen-

tiates you from industries that have had a chance, you say, in a rela-
tive sense, to stabilize?

Mr. SPRAGUE. Yes.
Senator MILLIKIN. You are in a state of complete and happy insta-

bility, in that you are growing up, and growing up rapidly and
profitably; is that not correct?

Mr. SPRAGUE. That is correct.
I would like to elaborate on these points:
1. The House Bill discriminates against the television-electronics

industry by subjecting a much larger portion of its earnings to excess
profits taxes than those of American industry in general.

The television industry is the fastest growing industry in America
and the principal part of its growth occurred in 1950 prior to the
Korean war. The telephone, automobile, refrigerator, and radio
industries are frequently cited as illustrations of unusually rapid
growth. Yet to date, as shown on chart 1, the growth of television
has outstripped even the phenomenal achievements of every one of
those industries.

Television is still in its infancy. Today there are only 107 televi-
sion stations, and large areas and many important cities have no
television at all. It is estimated by the Federal Communications
Commission that the number of stations will grow to 2,000 once it
lifts the "freeze" on the construction of new stations which it imposed
in 1948. Chart 2 shows the potential for continuing growth of the
industry.

To date the principal growth in our industry occured in the first 6
months of 1950, and was in no way attributable to the Korean war.

Senator MILLIKIN. What percentage of your products goes to the
Defense Establishment?

Mr. SPRAGUE. At the present time, for the industry as a whole, I
would think that it is somewhere between 5 and 10 percent-5 percent
minimum and 10 percent maximum.

Senator MILLIKIN. Prior to the Korean war?
Mr. SPRAGUE. Prior to Korea it was considerably less than 5 percent.
Senator MILLIKIN. What would you say ?
Mr. SPRAGUE. Three or four percent, I would say.

75900--50-16
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This is revealed by the following table, which uses the proposed
base period as a yardstick :

Sales

(1946-49 average= 100]

I
Television All indus

Year electronics All indus-
industry tries

Percent Percent
1946.......... _- - --.. . . . . . . . . . . . . . . . 77 80
1947..........--------------- .------ ------------ 98 102
1948 - -..- -.. ..- -. . . . . . . . . ---------.. . . 105 112
1949 - -- - - - -- - - 120 106
1950 (estimated) .-.-....-.. . . . . . . . . . . ..--------------- - -.---------- 178 108

These are taken from Department of Commerce figures.
You will note from this table and chart 3 that aggregate sales of

"all industries" reached their postwar peak in 1948. In contrast to
the general trend, our industry shows a continued and accelerating
rate of expansion.

The years 1946-49, proposed in the I-House bill as the base period,
was a time of preparation for our industry and hence its application
to television manufacturers would be unfair. Plants were being built
and enormous amounts of money in research were being expended. It
is estimated in the years from '39 to '49 our industry has spent $100,-
000,000 out of capital on research and development for the television
industry. A comparison of our profits pattern with that of general
business is illumination:

Net profits (before taxes)

[1946-1949 equals 100]

Year Electronics All industries
industry

Percent Percent
1946 - - - - - - - --- - - -- -- - - - - - - - - - - - - -- - - 49 81
1947 -.... .....- .-. . . . . . . . . . . . . . . . . 97 106
1948 ----------------- -- -- - -- -- - 119 117
1 9 - - -- - - - - - - - - - - - - - - - - - 136 96

1950 ...- - - - --..-.. ..... ..... .... ... . .. ..... ... .. .. - - .....- 298 116

Senator MILLIKIN. Does your industry confine itself to the making
of parts for television, or does a part of it make the complete set?

Mr. SPRAGUE. Our association has 312 members, made up of about
45 end producers, that is, manufacturers who make radio equip-
mnent, television, and communication equipment, and the balance of
them are manufacturers of tubes and the various bits and pieces,
such as capacitors, resistors, tuners, and all of the various parts
that go to make it. We take the whole thing, the parts. That does
not include any raw material manufacturers.

Senator LUCAS. What part of it is radio now?
Mr. SPRAGUE. Well, in 1950 there will be 71/ million television sets

built, and 14 million radio sets, but because of the difference in value,
probabiy 75 percent of the dollars are in television, and 25 percent
in radio.
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Senator LUCAS. Do you make that distinction any place in this
paper?

Mr. SPRAGUE. No; we did not, because the radio business has de-
clined from a peak in 1946 of 22 million sets, last year, to a low of
10 million, and this year is increasing to 14 million. During that
period television had a contrary trend, starting from (6,000 sets in
1946 to about 71 million this year. So the expansion in the indus-
try, both as far as the end producers are concerned, and as far as
the parts are concerned, has been clue to the television increment; in
other words, the radio increment has declined, but the television
increment has expanded very rapidly, and more than made up the
decline in the period 1946 to 1949. And then this year, due to the
increase in radio and the large increase of television, and the enor-
mous expansion in 1950

Senator LUCAS. You cannot place radio in the same category with
your television, so far as the development is concerned.

Mr. SPRAGUE. No: that is correct.
Senator LUCAs. And you have made no distinction between the

two of them. In other words, you placed the two of them together
in this manuscript as though there has been that development in
radio, the same as in television.

Mr. SPRAGUE. Well, as we will bring out later, the enormous ex-
penditures for fixed assets in the industry of those manufacturers
who make both radio and television, have been in order to keep up
with this television development. But the money has been expended
by the same people, so the effect is the same as if it was all the same.

Senator LUCAS. That may be true. I am not questioning that.
You may be correct. Do you agree with me that so far as radio is
concerned, that it ought to be placed on the same basis as the automobile
or any other industry that has been going for a long, long time?

Mr SPRAGUE. I think that is entirely a matter of the rapidity of
growth. Can I illustrate by taking my own company, to get some
figures out?

Our fixed assets at the start of 1946, the amount that we had in-
vested in plant and equipment, was $700,000. As of the end of this
3'year, the amount increased to $4,200,000. In other words, in a period
of 5 years-and we are considered, I think, in the category of the
smaller companies-we have expended our fixed assets by a ratio of
6 to 1.

We make substantially the same items for television as for radio,
but because of the larger number of parts used in television, we have
had to expand our facilities by that ratio, in spite of the declining
radio market. So that as far as we are concerned, the effect is the
same.

The tremendous amount of money we have had to put back into fixed
assets, into inventory, into accounts receivables, and all of the problems
related to that, has been the result of this mixed trend in which the
television increasing increment has much more dominated the increase,
or the leveling off of radio, as indicated by the expansion of facilities,
of 6 to 1.

Senator MILLIKIN. There may be a fallacy some place here, but on
the surface, Senator Lucas has made a point. I do not know whether
it would be practical to segregate the two things, but you are combin-
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ing something that is subject to a normal growth calculation with
something that is not. Is it possible to unscramble the eggs?

Mr. SPRAGUE. I am afraid, Senator Millikin, that for most of the
companies, it is not.

Senator LUcAs. What about electrical appliances? Are they in-
cluded in here too?

Mr. SPRAGUE. In our proposed formula, Senator Lucas, we simply
use as a qualifi nation the rate of growth, and we do not limit it just
to television. We do not say that television manufacturers should
have special treatment. We say that any manufacturer or group of
manufacturers who has the same accelerated growth problem should
qualify.

Senator LUcAs. Do your electrical appliances have the same rate
of acceleration?

Mr. SPRAGUE. I do not think so. I do not know of any other in-
dustry that has this particular rate of acceleration, particularly be-
tween 1949 and 1950. And that, certainly, is clearly indicated as be-
tween the electronic industry, on the one hand, and business, in gen-
eral, on the other, which these previous figures demonstrate.

For example, between 1949, where general business is going from
106 to 108 in 1950 the electronic industry has jumped from 120 to 178.

Senator LUCAS. In this statement, you have admitted there are elec-
trical appliances that are involved in here, that radio is involved.
What other industry of normal growth is involved in this statement
that you are giving to the committee ?

Mr. SPRAGUE. Do you mean what other industry?
Senator LUcAs. What other, outside of television? You came here

on the theory that you are presenting a case for television. Now we
find that electrical appliacnes are in this statement. We find that
radio is in it.

Mr. SPRAGUE. They are not in here, that is, electrical appliances, in
general.

Senator LUcAs. What do you mean in general? Are they in here
in any way whatsoever? Do you make electrical appliances?

Mr. SPRAGUE. We do not.
Senator LUcAs. They are not in this statement?
Mr. SPRAGUE. No, sir.
Senator LUcAs. I understood you to say they were.
Mr. SPRAGUE. I am sorry. I am glad you cleared that up. I am

representing the Radio-Television Manufacturers Association which,
by name, is a group of manufacturers whose business principally is
in the radio-television electronics industry. The NEMA, which is
the National Electrical Manufacturers Association, includes in its
membership, appliance manufacturers and manufacturers of motors,
and so on. Those manufacturers are not, in general, included in our
group. There are a few companies that have divisions, but none of
those figures are in here. These figures in here are the figures of
manufacturers, substantially the largest part, or 95 percent or more
of businesses in the radio and television electronic industry.

So I think to the extent that you can isolate a group of manufac-
turers, they are isolated in this particular presentation. We have
been very careful to get figures of that type.

Senator MILLIKIN. Could I interrupt with a question?
Senator LUcAs. Certainly.
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Senator MIItmiN. What percentage of your membership, or in
some other terms of volume, for example, can you tell us who devote
themselves exclusively to the television business?

Mr. SPRAGUE. Well, I cannot answer that very well, Senator Mil-
likin, because most of them manufacture television and radio and
electronic equipment. A very large percentage of the manufacturers
in this group devote themselves entirely to that activity. They are
interrelated. They use the same parts, the same design and equip-
ment and have the same problems. Over 90 percent of the manufac-
turers in this group manufacture exclusively for that industry which
we call the electronic industry.

Senator KERR. I do not know whether I understand what the wit-
ness is here for. And if I do, it may have a different implication than
what Senator Millikin and Senator Lucas have been asking. As I
understand it, you are seeking to have consideration of the proposal
that this bill take into account the growth of any industry in the first
half of 1950?

Mr. SPRAGUE. That is correct, Senator Kerr.
Senator KERR. You are not seeking that exclusively for your group?
Mr. SPRAGUE. No, sir.
Senator KERR. What you are seeking would be a general provision

which would recognize the phenomenal growth in the first half of
1950 with reference to any industry?

Mr. SPRAGUE. That is correct, Senator.
Senator KERR. And in support of that effort on your part you are

giving the specific data of your own industry and showing how it
would be inequitably handled in the absence of such a general recog-
nition of the expansion of any industry in the first half of 1950

Mr. SPRAGUE. That is exactly correct, Senator Kerr.
Senator MhLIKTN. DO you have a formula later in your paper?
Mr. SPRAGUE. Yes, sir.
The CHAIRMAN. All right, suppose you proceed, Mr. Sprague.

Maybe it will become clear.
Mr. SPRAGUE. This data and chart 4 further demonstrate that the

growth of television is not the result of the national emergency.
Under the provisions of the House bill 85 percent of the average

earnings for the three highest years in the period 1946 through 1949
are used as a credit and approximately 7.3 billion dollars or about 22
percent-based on the data used by Secretary Snyder, this figure
would be approximately 29 percent-of 1950 earnings of all corpora-
tions would be subject to excess profits taxes. Applied to our own in-
dustry, these provisions result in about 65 percent of our indicated
1950 earnings being subject to excess profits taxes.

The House bill taxes smaller companies in the industry more severly
than the larger ones. This is revealed by chart 10 which shows the
following:

Percent of 1950 profits subject to excess profits taxes
Size groups (net worth) : Percent

Less than $1,000,000------------------------------------------- 68. 34
$1,000,000 to $20,000,000---------------------------------------- 65. 36
Over $20,000,000------------------------------------------------ 62. 13

Senator TAFT. Have the small companies grown faster, is that the
reason ?

Mr. SPRAGUE. That is right, sir.
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Senator TAFT. Comparatively to what they were in the beginning
Mr. SPRAGUE. That is right.
Senator TAFT. The percentage of growth is greater?
Mr. SPRAGUE. That is right, sir.
II. The provisions of the House bill which purportedly relieve

growing business are grossly inadequate and unfair to our industry:
This results from the fact that the industry had its principal growth
in 1950 prior to the Korean War. Therefore, the application of the
growth formula of section 436 (e) affords negligible relief to com-
panies in our industry who qualify.

The qualifying requirements based on sales or payroll expenditures
in the base period have the same fundamental weakness: they fail to
give recognition to those companies whose principal growth occurred
between 1949 and the first half of 1950. About 60 percent of the
companies in the industry would not qualify. For example, my
own company fails to qualify although it will have increased its fixed
assets six times between January 1, 1946, and the end of 1950, and its
1950 earnings will also be about six times its 1946 earnings.

In spite of that enormous expansion of equipment and facilities,
our particular company does not qualify under this formula.

Charts 7, 8 and 9 show why the "growth formula" is a snare and
a delusion. Chart 7 shows that whereas approximately only 22 per-
cent of the 1950 earnings of "all corporations" would be subject to
excess profits taxes, the levy would apply to 56 percent of the 1950
earnings of members of the industry who would be eligible for the
growth formula; even giving effect to the growth formula, those com-
panies, 47 percent of them, would still have to pay a tax on 56 percent
of their 1950 earnings, and would apply to 65 percent of the earnings
of members who cannot qualify.

Chart 8 discloses that, even if all members of the industry were
eligible to use the growth formula, the discrimination would still exist
because 59 percent of the industry's indicated earnings would be sub-
ject to the tax. Chart 9 summarizes the impact of the proposed tax
upon various segments of the industry.

The provisions for the relief of new corporations and companies
changing products and for capital additions do not eliminate the dis-
crimination against the television industry: These provisions are
obviously inadequate where the problem is early 1950 growth for the
industry itself as well as the individual companies. The concept of
a fixed or historical rate of return on assets is also inadequate for a
growth company in a new industry. It fails to give recognition to
the heavy risks of this new business. It ignores the post-pioneering
rate of earnings actually realized in prewar 1950.

III. One important consequence of the discrimination is that pro-
duction for the rearmament program would be hindered: There is
one very startling figure that I will give you on this. A retroactive
excess profits tax under the discriminatory House bill would finan-
cially cripple many key producers in the electronics industry, includ-
ing important television manufacturers and their suppliers. Every-
one knows that the Army, Navy and Air Force depend to an ever-
increasing extent on electronic gear of all kinds. Guns and ships and
tanks, guided missiles, jet planes, and so forth.
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Profits do not mean cash in the bank. As volume of business grows,
larger inventories are needed, payrolls are greater, accounts receiv-
able are increased.

But even more significant were the necessary additions to plant
facilities to which members of the industry became committed prior
to the Korean War.

Here is the figure I referred to. For example, the fixed assets of
34 suppliers of parts aggregate 85.4 million dollars as compared to
84.1 million dollars of capital and retained earnings. The group of
34 companies, who are the smaller companies in the group, have in-
creased more than all of their capital and retained earnings in fixed
assets; in other words, they are operating entirely on borrowed capital
of some kind. Capital and earnings have been tied up in productive
equipment and are simply not there to pay the tax collector without a
most damaging effect on the financial health of these companies.

Senator MILLIKIN. There is no other way they could do it?
Mr. SPrrAGUE. Some of them, they cannot, that is correct. That is

the reason this whole industry is so disturbed on this particular feature
of the tax. Most of the companies are not published companies, the
figures are not available to the public. They are concerned about
the information getting to their customers, and yet there are 80 of
them who sent the figures in to a committee of men to have analyzed.

IV. This discrimination should be eliminated by raising the needed
revenue through an increase in the corporate tax rate. In any event,
an excess profits tax law should give companies having their principal
growth in early 1950 a tax status generally consistent with " all corpo-
rations."

(a) No company whose principal growth occurred in early 1950
should have an earnings credit less than that of corporations in
general.

As I pointed out earlier in the statement, the House bill would mean
that approximately 22 percent of the earnings of all American cor-
porations in 1950 would be subject to the excess profits tax and the
balance of 78 percent 1 would represent that part of their 1950 earn-
ings not subject to excess profits tax.

The discrimination could be corrected by permitting a rapidly
growing company to use as its credit, on the earnings method, 85
percent of the average of the highest 3 years of the base period, as
now proposed in the House bill, with the proviso that such credit
will not be less than 78 percent of its 1950 earnings. This suggestion
would assure such companies of treatment roughly equivalent to that
of corporations generally.

(b) A company entitled to this protection should be one whose
1950 earnings are at least 50 percent greater than its earnings in the
year 1949.

For business in general the estimated earnings in 1950 will be ap-
proximately 21 percent' in excess of 1949 earnings. We, therefore,
recommend that in order to qualify, a company should show an in-
crease of 50 percent in its 1950 earnings over those of the preceding

year.

1 Using the data employed by Secretary Snyder, this figure would be approximately 71
percent.

2 Our own estimates are based on Department of Commerce statistics. Using data em-
ployed by Secretary Snyder, this figure would be 38 percent.
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The statute should provide that 1950 earnings for this purpose
should be either actual earnings-that is, for the year-or annualized
earnings for the first 6 months of 1950, whichever is the lesser. This
would exclude companies which have particularly benefited since the
start of the Korean War. It would not exclude any company merely
because of size or value of assets, as the House bill does. There is no
justification for the House bill's provision excluding companies who
otherwise qualify, merely because of size.

We would like to be of help to the committee and its experts in
analyzing the possible effect of this proposal. If we can be of any
assistance in exploring it further, we hope you will give us the
opportunity.

The CHAIRMAN. The charts which you have attached to your presen-
tation will be incorporated in the record at this point.

Mr. SPRAGUE. Thank you.
(The charts referred to are as follows:)

CHART 1

AMERICA'S FASTEST GROWING INDUSTRY: THE GROWTH OF TV COMPARED WITH THE EARLY GROWTH
OF RADIOS, REFRIGERATORS, AUTOMOBILES, AND TELEPHONES
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CHeAT 2.-THE TV MARKET TODAY

THE HAVES THE HAVE NOTE

Ten million families own TV sets Thirty-three million families do
and twenty million families, or not own TV sets and twenty-three
46 percent of all families in the million families in the United
United States, are within present States are outside the present
range of TV broadcasting. range of TV broadcasting.

Each family symbol denotes five million families.
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CHART 4

NET PROFIT BEFORE FEDERAL INCOME TAXES: COMPARISON OP SUPPLIERS, SET MANUFACTURERS, AND TOTAL ELECTRONICS INDUSTRY
WITH ALL INDUSTRIES TOTAL FOR THE YEARS 1946 THROUGH 1950
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CHART 7

A COMPARISON: PORTION OF 1950 NET PROFITS SUBJECT TO EXCESS PROFITS TAXES FOR MEMBERS OF THE ELECTRONICS INDUSTRY
QUALIFIED TO USE GROWTH FORMULA AND MEMBERS NOT QUALIFIED TO USE GROWTH FORMULA WITH ALL CORPORATIONS

Members of Electronics Industry Not
Qualified to Use Growth Formula

Members of Electronics Industry
Qualified to Use Growth Formula

1'94..

All Corporations

Net

(Growth Formula as presently proposed by House Ways and Means Committee)
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5e%% Subject
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Profits
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CHART S
THE PROPOSED GROWTH FORMULA IS INADEQUATE: A COMPARISON OF THE PORTION OF 1950 NET PROFITS SUBJECT TO EXCESS PROFITS TAXES

FOR THE ELECTRONICS INDUSTRY, ASSUMING ALL MEMBERS WOULD BE ENTITLED TO USE GROWTH FORMULA, WITH ALL CORPORATIONS

Electronics Industry All Corporations

Total Net Profits

(Growth Formula as presently proposed by House Ways and Means Committee)



CHART 9

THE PROPOSED GROWTH FORMULA IS INADEQUATE: A COMPARISON OF THE PORTION OF 1950 NET PROFITS SUBJECT TO EXCESS PROFITS TAXES
FOR MEMBERS OF THE ELECTRONICS INDUSTRY AND ALL CORPORATIONS WITH AND WITHOUT APPLICATION OF THE GROWTH FORMULA,

AS PRESENTLY PROPOSED BY HOUSE WAYS AND MEANS COMMITTEE
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CHART 10

THE PROPOSED EXCESS PROFITS TAX IS MOST DAMAGING TO THE SMALLER MEMBERS OF THE ELECTRONICS INDUSTRY: A COMPARISON OF THE
PORTION OF 1950 NET PROFITS SUBJECT TO EXCESS PROFITS TAXES FOR TE INDUSTRY MEMBERS BY SIZE CATEGORY

Size Category Average Net Worth Portion of Net Profits Subject
by Amount of Net Worth at End of 1950 to Proposed Excess Profits Tax

Less then $1,000,000

$1,000,000
to

$20,000,000

Over $20,000,000

o40 20
millions of dollars

.... ........................................................................

...................... °......................................................
.................................... ........................................

...................................... .........................................................................L

O IIi E.

40ho 50 60
percent of net profits
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SCHEDULE FOR CHART 1

The growth of TV compared with the early growth of radios, refrigerators,
automobiles, and telephones

Year of TV production Retail radio Refrigerator Automobile New telephone
signifi- sales sales factory sales installations

cant com-
mercial Thou- Thou- Thou- Thou- Thou-
produc- Period sands of Period sands of Period sands of Period sands of Period sands of

tion units units units units units

1--------- 1946 6 1921 112 1921 5 1900 4 1881 23.5
2-.. - 1947 179 1922 100 1922 12 1901 7 1882 26.3
3-. - 1948 975 1923 550 1923 18 1902 9 1883 25,9

4--------- 1949 3,029 1924 1, 500 1924 30 1903 11 1884 24.1
5.-.--. 1950 6. 933 1925 2,000 1925 75 1904 23 1885 8.1
6--------- 1951 110.000 1926 1,750 1926 205 1905 25 1886 11.2
7--------- 1952 '13,000 1927 1,350 1927 375 1906 34 1887 14.0
8---------. 1953 114,000 1928 3,281 1928 535 1907 44 1888 14.0

I Estimated. (See chart 1.)

Source: TV--Radio-Television Manufacturers Association; radios-Broadcasting Publications, Inc., 1840
Broadcast ing Yearbook; refrigerators-McGraw-Hill Publishing Co., Inc., Electrical Merchandising, automo-
biles-Automobile Manufacturers Association, Automobile Facts and Figures; telephones-American
Telephone & Telegraph Co.

SCHEDULE FOR CHART 3

Sales: Comparison of suppliers, set manufacturers, and total electronics industry
with all industries total for the years 1946 through 1950

[Dollar amounts in millions]

Suppliers Set manufacturers Total electronics All industries
industry total

Year
Amount Index I Amount Index I Amount Index I Amount Index l

(1) (2) (3) (4) (5) (6) (7) (8)

1946---- .........----------------- $213 6 88 $540.3 73 $753.9 77 $270.9 80
1947--------------- - 253.0 104 709.2 96 962.2 98 347.8 102
1948.-.-.----.. .....- - 248.7 102 786.1 107 1,034.8 105 381.3 112
1949 -------------- 258.6 106 915.0 124 1,173.5 120 359.7 106
195039. 23995 164 2 1,34t8.5 183 21,748.0 178 367.4 108

1946-49 average ....... 243. 5 100 737. 7 100 981.1 100 339.9 100

11946-49=100.
Estimated.

2 Estimated on schedule for chart 5.

Source: Columns 1, 3, and 5, Radio-Television Manufacturers Association; column 7, U. S. Department
of Commerce, Bureau of Foreign and Domestic Commerce, Survey of Current Business, July 1950, p. 23.
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SCHEDULE FOR CHART 4

Net profit before Federal income taxes: Comparison of suppliers, set manufac-
turers, and total electronics industry with all industries total for the years
1946 through 1950

[Dollar amounts in millions]

Suppliers Set manufacturers Total electronics All industries
industry total

Year
Amount Index I Amount Index Amount Index Amount Index I

(1) (2) (3) (4) (5) (6) (7) (8)

1946----------..... ........ - $16. 4 83 $21.8 37 $38. 2 49 $23.5 81
1947..........-------------- - 21.3 108 54. 2 93 75. 5 97 30. 5 106
1948..---. --....-------. . 18.7 94 74.0 127 92.7 119 33.9 117
1949-.....--...-- .-------- 22.8 115 83.4 143 106.2 136 27.6 96
1950......----------------- 2 59.2 299 173.5 297 232.7 298 3 33.5 116

1946-49 average ....... 19.8 100 58.35 100 78.15 100 28.88 100

11946-49=100.
2 Estimated.
3 Estimated on schedule for chart 5.

Source: Columns 1, 3, and 5, Radio-Television Manufacturers Association; column 7, U. S. Department
of Commerce, Bureau of Foreign and Domestic Commerce, Survey of Current Business, July 1950, p. 17.

SCHEDULE FOR CHART 5

Net profit before Federal income taxes as percentage of sales: Comparison of
suppliers, set manufacturers, and total electronics industry with all industries
total for the years 1946 through 1950

1946 1947 1948 1949 1950

Suppliers:
Net profit (thousand dollars)-................... 16, 389 21,294 18, 722 22, 770 1 59, 205
Sales (thousand dollars) .......---------------------. 213, 628 253, 001 248, 687 258,562 1 399, 485
Net profit as percentage of sales:

Percent------ ..... .... ..... .... .... ... 7.67 8.42 7.53 8.81 14.82
Index (1946=100) _ ___..____.... . 100 110 98 115 193

Set manufacturers:
Net profit (thousand dollars) .................. 21,816 54, 195 73. 972 83,419 '173,468
Sales (thousand dollars) -..----.-.......... 540, 292 709, 152 786,063 914.981 11,348,541
Net profit as percentage of sales:

Percent -.-... ... .. .. .. .. ... .. .. .. .. 4. 04 7.64 9. 41 9. 12 12. 86
Index (1946=100)-..........---------------- 100 189 233 226 318

Total electronics industry:
Net profit (thousand dollars)..__.............- 38, 205 75, 489 92, 694 106. 189 1 232, 673
Sales (thousand dollars)......-------------------- 753, 920 962, 153 1,034, 750 1,173,543 11,748,026
Net profit as percentage of sales:

Percent-- --.~..-.. -- --..-................. 5.07 7.85 8.96 9.05 13.31
Index (1946=100)...........---------------- 100 155 177 179 263

All industries total:
Net profit (million dollars) ........-------------------- 23, 464 30, 489 33, 880 27, 625 33,454
Sales (million dollars) .-. ..........--- - - --..... 270, 898 347, 801 381,300 359, 678 2367,411
Net profit as percentage of sales:

Percent. .- - . . . . . . . . . . . . 8.66 8.77 8.89 7.68 9.11
Index (1946=100) -------------------------- 100 101 103 89 105

I Estimated.
rNet profit estimated as follows: (1) First half 1950, $16,634 million; (2) first half 1949, $13,738 million;

(3) percentage change, 1950 from 1949, 121.1; (4) percentage change applied to 1949 net profit ($27,625X121.1)
$33,454 million.

3 Sales estimated as follows: National income (at annual rate): (5) First half 1950, $223.0 billion; (6) first
half, $218.3 billion; (7) percentage change 1950 from 1949, 102.15; (8) percentage change applied to 1949 sales
($359,678X102.15) =$367,411 million.

Source: Electronics industry, Radio-Television Manufacturers Association; all industries, total, U. S.
Department of Commerce, Bureau of Foreign and Domestic Commerce, Survey of Current Business,
1946-49, July 1950, pp. 17 and 23.

75900-50--17
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SCHEDULE FOR CHARTS 7, 8, AND 9

A comparison of the portion of 1050 net profits subject to excess profits taxes for
members of the electronics industry and all corporations with and without
application of the growth formula as presently proposed by House Ways and
Means Committee

1950 net profit before Federal
income taxes

Portion subject to
excess profits tax

With use
of growth
formula

(2)

Without
use of

growth
formula

(3)

Portion subject to
tax as percentage
of total 1950 net
profit

With
use of

growth
formula
(2)+(1)

(4)

Without
use of

growth
formula
(3)+(1)

(5)

Percent Percelnt

All corporations (dollars in millions).........----------- $33,454 $7,389 .... 22

Electronics industry (dollars in thousands):
I. Assuming all members would he en-

titled to use growth formula:
Total industry--------------...... 227,003 $133,6290 150,330 59 65

Set manufacturers.....---------------- 173, 464 100,010 112,059 58 65
Suppliers .........-----------------------. 53, 535 33, 619 38, 271 63 67

II. iMembers who do not qualify to use
growth formula because of size -..... 116, 320 67, 748 74,011 58 64

III. Members who would be entitled to
use growth formula:

Total industry.. -___.__. . 28, 102 15, 706 19, 225 56 68

Set manufacturers -........... 16, 583 9,968 12,349 60 74
Suppliers. __- - -_______ 11,519 5,738 6,876 50 60

I Estimated.

Source: Column 1, all corporations, schedule for chart 5, electronics industry, Radio-Television Manu-
facturers Association.

SCHEDULE FOR CHART 10

A comparison of the portion of 1950 ntet profits subject to excess profits taxes for
members of the electronics industry by size category

1950 net profit Portion sub-
ject to excess

1950 net profits tax as
worth I Portion sub- percentage

Sice category, by amount of net worth Total ject to excess of total 1950
j net profits tax prot

profits tax (3) (2)

(1) (2) (3) (4)

Percent
Less than $1,000,000 _ _ _ __ _ $463,000 $6, 140,000 $4, 196,000 68.34
$1,000,000 to $20,000.000_____ -______ 5, 642, 000 92, 340, 000 60,352,000 65.35
Over $25000,000---------------- 54,972,000 132, 320,000 82, 211,000 62.13

Average per company.

Source: Radio-Television Manufacturers Association.

The CIIAIRDrA,. Would you be able to formulate a recommendation
or a recommended provision for insertion in the bill i

Mr. SPRAGUE. Yes, sir.
The CHAIRMAN. Would you do that and furnish it to the committee

so that we nay put it in the record'
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Mr. SPRAGUE. Yes. We have our counsel here, Mr. Cleveland Hed-
rick, and I will ask him to make it in statutory language.

The CHAIRMAN. And put it in language that you can offer here for
further consideration.

Mr. SPRAGUE. Yes, sir.
The CHAIRMAN. Are there any further questions of Mr. Sprague?
Senator LUCAS. How long has the Radio-Television Manufacturers

Association been in existence?
Mr. SPRAGUE. Since 1924.
Senator LUcAs. What have you been making since 1924?
Mr. SPRAGUE. Until 1946 radio equipment, electronic equipment,

and communication equipment, sir, the various parts like capacitors
and resistors and tuners and tubes and things of that kind that go into
that kind of equipment.

Senator LUCAS. I notice on page 5, for instance, you say everyone
knows that the Army, Navy, and Air Force depend to an ever-increas-
ing extent on electronic gear of all kinds.

Mr. SPRAGUE. Yes, sir.
Senator LUCAS. What portion of your business deals with electron-

ics; that is, did it prior to 1950, would you say?
Mr. SPRAGUE. You mean what part of it was military equipment.
Senator LUCAS. Yes, sir.
Senator KERR. I do not think you mean that.
Senator LUCAS. What part was military equipment. I want that

first.
Mr. SPRAGUE. I was asked that question before. I think it is around

5 percent.
Senator LUCAS. What part of electronics that we deal with otherwise

and not taking into consideration television.
Mr. SPRAGUE. Well, you cannot separate it because the same people

who make television equipment also make the military equipment.
Senator LUcAs. Do you dispose of electronics to any other concern

except television people and the Army and the Navy and the Air
Force?

Mr. SPRAGUE. Well, radio and communication equipment, for ex-
ample, for aircraft, automatic pilots and things of that kind.

Senator LUcAs. Do you not think that your radio and your electron-
ics that do not deal directly with television ought to be segregated
and give this committee some notion as to what part of your business
deals with electronics and with radio, prior to the rapidly increasing
part of your business in the first part of 1950, because as I under-
stand it, you linked all of these together; and if we should follow right
along that line and write something into the statute, some provision
that your attorneys might suggest-I take it that you are figuring on
the entire business here including electronics and radio and television.
as far as 1950 is concerned; am I correct in that?

Mr. SPRAGUE. Yes, sir. Can I explain that?
Senator LUCAS. Well, I think you have explained it, but not to my

satisfaction.
Mr. SPRAGUE. I would like to take another crack at it. I will make

it short.
We can make an estimate of the over-all figures. It would have to,

be an estimate, because, again, I know more about my own business.
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than I do about anybody else's. Our business is the manufacture of
capacitors.

Senator KERR. Manufacture of what?
Mr. SPRAGUE. Capacitors, or electric condensers; electric condensers

to determine capacity, which is one of the three fundamental char-
acteristics in all electronic circuits-the capacity, resistance, the in-
duction. The things that control those three fundamental factors are
the capacitors, the resistors, which control resistance, and transform-
ers that control induction.

We make one of the three fundamentals, along with the electronic
tubes. Whether it is television, radio, communcation equipment, or
military electronic equipment, these four things are basic in all of
I hem.

Senator LUcAs. How long have you been doing that?
Mr. SPRAGUE. Since 1926, sir.
When we sell a company a particular capacitor, the capacitor sold

on that particular order, we really do not know what they are going
to put it in. All we know there are 200 capacitors in the television
set, and there are probably 20 capacitors in the radio set. So, we can
multiply the number of radio sets produced in a given period, and
the number of television sets, and estimate what percent of our output
is television, and what percent is radio. But, as far as our prob-
lems in growth and expansion, it does not make any difference at all
to us, because we have had to turn out more product, and we have had
to increase our plant facilities from 700,000 to 4,200,000, balancing out
the trend in regular electronic equipment and radio and television.

So, our basic problem on the growth of 1950, even though it has
been largely caused by television, it is a composite picture, and the
effect on the company is the same as whether it be all television.

To make a simple illustration, let's take two companies-there are
companies in this category. Say one company starts from zero in
1946, has never made anything for radio or communication equip-
ment, and it expands its business by $10,000,000 in volume between
1946 and 1950. Here is another company that starts in 1946 with a
w10,000,000 business. It has been supplying radio and electronic
equipment, and it expands its business in an equal amount, $10,000,-
000. The expansion has been the same. The percentage growth is
less, but the problem of expansion, the financing of expanded busi-
ness, is just the same whether you start from nothing and expand it
to $10,000,000, or start with $10,000,000 and add $10,000,000 televi-
sion on top of it.

Because of the difficulty of segregation, and because it seemed to
us it was a general problem that applied not only to companies in our
industry, but companies in any industry that has had a rate of accel-
erated growth in the early part of 1950, we did not attempt to dis-
tinguish and isolate to television, because it seems to us the problem is
common to all manufacturers, whether in our industry or without our
industry in that respect.

Senator MILLIKIN. You do know radio is a declining industry.
Mr. SPRAGUE. Not in 1950. Last year, 1949, it was $10,000,000, and

this year we estimate $14,000,000.
Senator MILLIKIN. IS it phenomenally growing?
Mr. SPRAGUE. NO; it is more of a mature industry.

252



EXCESS PROFITS TAX ON CORPORATIONS, 1950

Senator MILIrIN. Then you can deduce that television is respon-
sible for the phenomenal increase?

Mr. SPRAGUE. That is correct, sir.
Senator TAFT. YOU cannot very well apply a formula to the tele-

phone industry. It seems to me you have to develop a general
formula.

Mr. SPRAGUE. That is what we thought.
Senator TAFr. And your suggestion is that these earnings must be

at least 50 percent greater?
Mr. SPRAGUE. That is right, sir.
Senator TAFT. In 1950 than it was in the previous year?
Mr. SPRAGUE. Yes. That is to indicate a rate of growth between

1949 and 1950 which is considerably greater than the growth of the
business in general.

Senator TAFT. Why should there not be a general growth formula
that does work?

Senator KERR. That is what I would like to know.
Senator TAFT. Instead of having 50 percent, could we not get a

general growth formula?
Mr. SPRAGUE. Our original suggestion, Senator Taft-I am glad

Mr. Stam is here. We had two meetings with him. My original
suggestion to him was-and it does not apply just to our industry-a
growth formula that took into account the first 6 months' volume, or
earnings of 1950 annualized. We gathered from our discussions with
the Joint Committee on Taxation, Mr. Stam's committee, and I had
two meetings with him, that it probably would not be very seriously
considered unless we had some sort of a qualifying formula. So our
qualifying formula was introduced, not because we thought it was
basic, but because we gathered from our conversation with Mr. Stam
there was a better opportunity of some consideration being given to
companies in that category if we included a qualifying formula. But
our original proposal to Mr. Stam's committee did not have a qualify-
ing formula.

Senator MILLIKIN. What are some other rapidly growing indus-
tries ?

Mr. SPRAGUE. The biotics. Some of the chemical companies got
into the matter of biotics.

Senator MILLIKIN. What else?
Mr. SPRAGUE. I should imagine some parts of the aircraft industry.

I think the biotics is the only one that approaches-the only one I am
familiar with that has similar problems to ours in the same degree.

Senator MMLIKIN. Mr. Chairman, I would like to ask Mr. Stam :
Assuming you have developed a formula that would take in all of the

rapidly-exceptionally rapidly-growing corporations, what would
be the effect on the revenue?

Mr. STAM. You see, you run into this problem. I think Mr. Sprague
will bring it out to some extent. If you are looking at the actual
dollars of price increase, some of these corporations had a very phe-
nomenal growth in the base period, as far as dollar volume is concerned.
Now, you bring in an awful lot of very large companies and give them
the benefit of the growth formula, and that might have a tendency to
further make the competitive situation a little worse between those
that had very large credit in the base period and those that did not
that you were trying to help. I think that is one of the reasons why,
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in talking with Mr. Sprague, we should have some limitative qualify-
ing formula would be better to meet that situation.

Senator TAFr. I do not understand, Mr. Stam, why the growth for-
mula does not go right on into the future. I do not see why you stop
at 1950. After all, most of these things we want to increase produc-
tion on. WVe want to put a company in a position where it does not
decrease, but increases, production in many things. If they can get
material, and it is recognized as a proper war industry, I do not see
why the formula should not go on indefinitely and not stop in 1950
any more than in 1949.

One of the great objections to the tax is a tendency to limit produc-
tion, and we want to increase production. I do not know whether any-
think can be worked out on the basis of increase-in-production for-
mula-increase in units even rather than price.

Mr. STAfM. In units rather than price. Price is the stumbling block
you run up against. We have not been able to work out a formula
on the basis of the unit basis that is satisfactory. We have discussed
that, but we just have not been able to evolve anything up to the present
time. That has been one of the great difficulties-where you tie it to
price.

The CHAIRMAN. Undoubtedly an excess profits tax would be much
sounder and much better if you allowed the added production to pay
the tax.

Mr. SPRAGUE. Yes, sir.
The CHAIRMAN. NOW, of course, there are a lot of difficulties. Pre-

sumably, if you do not have this qualifying factor in here, you might
bring in such companies, just as an illustration, as General Electric or
General Motors, because they might have increased, in 1950, 50 per-
cent over the previous year.

Mr. S'RAGUE. We have felt basically, Senator George, exactly as
Senator Taft has expressed it-that the thing that the tax bill should
encourage is further expansion.

The CHAIRmAN. Undoubtedly. That is the reason I said you could
be allowed to produce the tax.

Mr. SPRAGUE. And that is the trouble with a fixed period.
I was asked by the House Ways and Means Committee the same

thing: Even though we brought in 1950, taking the first 6 months on
an annualized basis, why did we not extend it beyond that. I told
them we had discussed it, and that one of our committee had suggested
an idea that might be worth considering, but we did not have time
enough to whip this formula into adequate shape to present. That
was that each year you drop off a year and take on the next year.

For example, if the base period is 1946-49, you take off 1946 and
add 1950, then the next year, drop 1947 and add 1951. I am not mak-
ing that suggestion, but frankly, we did give the problem some thought,
:and were not smart enough to come up with the complete answer.

Senator LUCAS. Let we ask what part of your expansion is due to
price increase, and what part of it is due to increased capacity.

Mr. SPRAGUE. I can answer that from my own company, and I think
very accurately for the industry, Senator Lucas. For our own com-
pany, our average prices in 1950 are lower than thev were in 1949.

Senator KERR. Were they lower in 1949 than in 1948?
Mr. SPRAGUE. They were lower in 1949 than in 1948. In other

words, our price trend has been down since the end of World War II.
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Certainly even though there have been some price increases in the
television industry, I think I am correct in stating that the unit price
of a television set today, and certainly for the year 1950, is substan-
tially lower than it was in 1949.

Senator LUCAs. That hardly answered my question. I asked you
what part of your expansion is due to price increase and what part is
due to increased capacity.

Mr. SPRAGUE. More than all of it is due to plant capacity, sir, be-
cause I say our average price for 1950 is less than for 1949, and there-
fore, more than all of our expansion in 1950 is due to volume units,
and not to price. None of it is due to price.

Senator KERR. I believe maybe Senator Lucas might have been
asking you with reference to the fixed asset figure you gave him, Mr.
Sprague.

Mr. SPRAGUE. IS that it? There may have been some price increases
on individual equipment, but that is all due to increased equipment.

Senator KERR. I understood you were talking about the 700,000 up
to 4,200,000; were you not, Senator Lucas?

Senator LUCAS. I was talking about the general proposition as a
whole and not taking any specific figure. The question Senator Kerr
asks, however, is a pertinent one.

Mr. SPRAGUE. I am sure it is quite an accurate statement to say that
substantially none of the increased volume in business in 1950 of this
industry is the result of price increases. There were very substantial
price decreases early in the year, in the first part of the year, and as
a result of increasing basic material costs, in copper, zinc, and so on,
there have been some increases since August. But I am sure the
decreases in the first 8 months more than offset the increases in the
last 4 months of the year.

Senator MmliKIN. We deal here with the basic difficulty that we
have no way whatever of separating what might truly be called war
profits from other profits. That compounds our difficulties in every
phase of this tax bill. No one yet has come up with a formula that
would do that. Therefore, we have to engage in certain rough assump-
tions which may be completely inaccurate as to some businesses, to wit,
that all business benefits from war expenditures.

Mr. SPRAGUE. Well, our specific suggestion on that to Mr. Stam,
again, Senator Millikin, was that we annualize the first 6 months'
results of 1950, which was the period before the Korean War, and we
suggested doing it in this way: That you take the results for the first
6 months, and multiply them by their traditional ratio in earnings as
determined by the base period. In other words, you take the total
year earnings for 1946-49, and divide them by the earnings for the
first half of those years for each individual company. In our par-
ticular case, the Sprague Electric Co., that ratio was 2.16. In other
words, the traditional ratio between the last 6 months' results and
the first 6 months for 4 years of the base period was 2.16. So we said,
"Now, take our earnings for the first 6 months, and multiply them
by 2.16, or multiply by 2." But that would, I think, on a reasonably
scientific basis develop what might be expected in 1950 as a result of
what happened prior to the Korean War, even before there was this
inflationary period, or before military contracts were placed.

Senator MILLIKIN. Now, supposing that your busilres stabilizes, as
all of these new businesses do eventually, then what modifications in
the formula would you want?
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Mr. SPRAGUE. If yOU are going to have an excess-profits tax, I think
the formula reasonably takes care of more established businesses who
have approached that situation. These companies that have par-
ticularly had a very substantial growth in the early part of 1950 and
who have had to invest a large part of their anticipated earnings to
build up their facilities are the ones that are very hard hit by this
proposed bill.

Senator MILLIKIN. I can see no reason why we should not include
the first half of 1950, but we have got to work out a formula that will
include it fairly. That is where our problem is.

Of course, I speak for myself, but I suspect there is great sympathy
in this committee for taking the first half of 1950 into consideration
where business is not stabilized. But the question still remains: Just
how are we going to do it in a fair way?

The CHAIRMAN. Are there any other questions of Mr. Sprague?
If not, we will be very glad to have you prepare the technical lan-

guage as far as you can, and put it in the record.
Mr. SPRAGUE. Thank you very much, Senator.
The CHAIRMAN. You are quite welcome.
Mr. SPRAGUE. We will do that.
The CHAIRMAN. We appreciate your appearing here.
(The information submitted by Mr. Sprague is as follows:)

PIERSON & BALL,
Washington 6, D. C., December 8, 1950.

Hon. SCOTT W. LUCAS,
Senate Office Building, Washington 25, D. C.

DEAR SENATOR LUCAS: This will confirm the information supplied to you during
the conference on December 6, 1950, with Mr. Robert C. Sprague, president of the
Radio-Television Manufacturers Association, with reference to a question raised
by you in the course of Mr. Sprague's testimony before the Senate Finance
Committee.

You will recall that you raised a question as to whether it would not be neces-
sary to segregate the television increment of the business done by members of the
industry in order to get a true picture of the growth of television business. As
we pointed out to you, we do not believe that it is necessary to make such segre-
gation. The special provision recommended by Mr. Sprague whereby a growing
company is entitled to use as a credit 78 percent of its 1950 income in lieu of a
credit based on 85 percent of its average base period net income would actually
make more of such company's 1950 income subject to excess pr, fits tax than the
aggregate of such amounts for two separate corporations, one of which was in the
radio business and the other which was engaged exclusively in television. For
example, the following table demonstrates that if the business of manufacturing
radios and television sets or parts is conducted by one corporation which qualifies
under the special provisions recommended by Mr. Sprague it would receive a less
advantageous credit than if the business had been conducted by a separate
corporation for each phase of the business.

Radio and
Average Radio Television television and

1946-49.......... -------------------------------------------- 81,000 $333 $I, 33
1949...............----------------------------------------------- 1,000 1,000 2,000
1950.--.----- ---------.------- ---...--.-....--- 1,000 3.000 4.000
Credit-----------.. - --...-.. . . ..--------------- 850 12, 340 1 3,120

S u b je c t t o e x c e s s -p r o fits ta x . . . . . . .. . .. . . . . . . . . . . . . . . . . . 1 5 0 6 6 0 8 8 0
---------- 150 ......----------.

Total.............----------------------------------------------------------- 810 880

I Credit under our proposal.
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At your suggestion, I discussed the foregoing with Mr. Colin Stam this morn-
ing and advised him that you planned to submit a copy of this letter for the
record of the Finance Committee hearing. Incidentally, we are submitting to
Senator George today for the record alternative provisions to carry out Mr.
Sprague's proposal but the principles set forth in this letter will not be affected
thereby.

Very truly yours,
PIERSON & BALL,
F. CLEVELAND HEDRICK, Jr.,

Special Counsel to Radio-Television
Manufacturers Association.

WASHINGTON 6, D. C., December 8, 1950.
Subject :Provision for growth companies under new excess profits law
Hon. WALTER F. GEORGE,

Chairman, Senate Finance Committee.
Senate Office Building, Washington 25, D. C.

DEAR SENATOR GEORGE: This letter will propose specific statutory language to
carry out the proposal made by Mr. Robert C. Sprague, president, Radio-Television
Manufacturers Association, who testified before your committee on December 6,
1950, with reference to'the problems of the television-electronic industry under
an excess profits tax simliar to that proposed in H. R. 9827. We are attaching
the following:

1. Radio-Television Manufactures Association proposal No. 1.
2. Radio-Television Manufacturers Association proposal No. 2.
3. Explanation of percentages used in Radio-Television Manufacturers

Association proposals.
Mr. Sprague's specific suggestion was as follows (quoted from page 6 of his

statement) :
"(a) No company whose principal growth occurred in early 1950 should

have an earnings credit less than that of corporations in general.
"As I pointed out earlier in the statement, the House bill would mean that

approximately 22 percent of the earnings of all American corporations in 1950
would be subject to the excess profits tax and the balance of 78 percent' would
represent that part of their 1950 earnings not subject to excess profits tax.

"The discrimination could be corrected by permitting a rapidly growing com-
pany to use as its credit, on the earnings method, 85 percent of the average of the
highest 3 years of the base period, as now proposed, with the proviso that such
credit will not be less than 78 percent of its 1950 earnings. This suggestion
would assure such companies of treatment roughly equivalent to that of cor-
porations generally.

"(b) A company entitled to this protection should be one whose 1950 earnings
are at least 50 percent greater than its earnings in the year 1949.

"For business in general the estimated earnings in 1950 will be approximately
21 percent 2 in excess of 1949 earnings. We therefore recommend that in order
to qualify, a company should show an increase of 50 percent in its 1950 earnings
over those of the preceding year.
"The statute should provide that 1950 earnings for this purpose should be

either actual earnings or annualized earnings for the first 6 months of 1950,
whichever is the lesser. This would exclude companies which have particularly
benefited since the start of the Korean War. It would not exclude any company
merely because of size or value of assets, as the House bill does. There is no
justification for the House bill's provision excluding companies who otherwise
qualify, merely because of size."

The principle of Mr. Sprague's proposal was that the use of 78 percent (or
71 percent under Secretary Snyder's figures) of 1950 earnings as a credit would
put qualified growing companies on a par with business in general which uses
85 percent of the average of the three highest years of the base period. A
qualified growing company under Mr. Sprague's proposal would be one whose
annualized earnings for 1950 is more than 150 percent of 1949 earnings.

'Using the data employed by Secretary Snyder, this figure would be approximately 71
percent.

2 Our own estimates are based on Department of Commerce statistics. Using data em-
ployed by Secretary Snyder, this figure would be 38 percent.



258 EXCESS PROFITS TAX ON CORPORATIONS, 1950

We are submitting herewith two proposed amendments to section 435 (a)
(1) (A) of H. R. 9827. Proposal No. 1 would give a qualified growing company
an option of using as its credit 80 percent of its annualized first 6 months'
earnings computed by determining the actual earnings for such 6 months and
doubling the same. Proposal No. 2 would give a qualified growing company
an option of using as its credit 75 percent of a corrected 1950 earnings deter-
mined by multiplying actual 1950 earnings by the ratio of total sales for the
first 6 months of 1950 to total sales for the year 1950 and doubling the result.

The differences between the two proposals are in:
1. The percentage of the annualized or corrected 1950 earnings.
2. The methods used in arriving at the 1950 figure.

Both are designed to remove the abnormal effects of events after the start of
the Korean War. An explanation of the percentages used in the proposals is
attached.

An example of the application of proposal No. 2 follows:

Total sales first 6 months 1950------------------------------------ $200, 000
Total sales year 1950--------------------------------------------- 500,000
Excess profits net income 1950------------------------------------ 100,000
200,000

0000 X 100,000---------------------------------- ------- 40,000

40,000 X 2-------------------------------------------------------- 80,000
Credit 75 percent of 80,000----------------------------------------- 60,000

We sincerely hope the proposals submitted herewith will be helpful to the
committee in its deliberations.

Sincerely yours,
PIERSON & BALL,

By F. CLEVELAND HEDRICK, Jr.,

Special Counsel, Radio-Television Manufacturers Association.

RADIO-TELEVISION MANUFACTURERS ASSOCIATION

EXPLANATION OF PERCENTAGES USED IN RADIO-TELEVISION MANUFACTURERS

ASSOCIATION PROPOSALS

The 80-percent factor in proposal No. 1 was determined as follows:

Corporate profits before taxes (all corporations)
Billions

1946---------------------------------------------------------- 23.5
1947---------------------------------------------------------- 30.5
1948------------------------------------ ---------------------- 33.9
1949----------------------------------------------------------- 27.6
Average, 3 highest years---------------------------------------- 30. 7
One-half average --------------------------------------------------- 15.3
1950:

First quarter ----------------------------------------------- 7.3
Second quarter---------------------------------------------- 9.3

- 16.6

Excess of first 6 months of 1950 over average 3 highest years------------- 1.3

Percentage adjustment------------------------------------------------ 8

Stated differently, 92 percent of corporate profits before taxes for first 6
months of 1950 equal 100 percent of average corporate profits before taxes for
the three highest base-period years. Since taxpayers generally are only per-
mitted 85 percent of the average of the three highest years, the credit under
this proposal should be 85 percent of 92 percent, or approximately 80 percent.

Unlike proposal No. 1, which is limited to actual earnings during the first 6
months of 1950, proposal No. 2 employs actual margin of net profits on sales for
the entire year 1950. Recognizing that the net margin of profit on sales for the
entire year may reflect abnormalities due to the Korean War, a further abnormal
adjustment of 5 percent may be appropriate. Economic data available to us indi-
cate that for all corporations, net profits on sales for 1950 will run about 61
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percent in excess of average for base period 1946 to 1949. It also appears that
the wholesale commodity index for the last half of 1950 will exceed the pre-
Korean index by approximately 6 percent. Since a correction factor of about
3 percent is indicated (6 percent for one-half year), the additional abnormal
adjustment of 5 percent would appear to be in the Government's favor.

PROPOSAL NO. 1

(Amendment to sec. 435 (a) (1) (A) of H. R. 9827)

SEc. 435. EXcEss PROFITS CREDIT-BASED ON INCOME.
(a) AMOUNT OF EXCESS PROFITS CHRDIT.--The excess profits credit for any

taxable year, computed under this section shall be-
(1) DOMESTIC COrPOIRATIONS.-In the case of a domestic corporation, the sum

of-
(A) 85 per centum of the average base period net income; provided that

if the ta.rpaycr meets the requirements of subparagraph (iii) hereof it may
use in li('u th('reof SO per centm of an amount determined under subpara-
graph (i) hereof. For the purposes of this proviso-
(i) the amount to which such 80 per century shall apply shall be de-

termined-
(aa) By computing, in accordance with regulations prescribed by the

Secretary, the excess profits net income for the first six calendar months
of 1950.

(bb) By multiplying by 2 the amount determined under sutbparagraph
(i) of this proviso.

(ii) the excess profits net income for the calendar year 1950 of the fiscal
year taxpayer shall be an amount computed as follows:

(aa) BP reducing the excess profits net income of the fiscal period
ending after December 31, 1950, by an amount which bears the same
ratio thereto as the number of months after such date bears to the
total number of months in such taxable year: and.

(hb) By adding to the amount ascertained under subparagraph (aa)
an amount which bears the same ratio to the excess profits net income
for the last preceding taxable year as the number of months in such
preceding year. The amount added under this subparagraph shall not
exceed the amount of excess profits net income for such last preceding
taxable year.

(iii) A taxpayer shall be entitled to the benefits of this proviso if the
amount determined under subparagraph (i) hereof is 150 per centum of its
excess profits net income for the calendar year ended December 31, 1949.

(iv) The excess profits net income for the calendar year 1949 for a fiscal
year taxpayer shall be an amount computed as follows:

(aa) By reducing the excess profits net income of the fiscal period
ending after December 31, 1949, by an amount which bears the same
ratio thereto as the number of months after such date bears to the total
number of months in such taxable year; and,

(bb) By adding to the amount ascertained under subparagraph (aa)
an amount which bears the same ratio to the excess profits net income
for the last preceding taxable year as the number of months after
December 31, 1949, bears to the number of months in such preceding
year. The amount added under this subparagraph shall not exceed
the amount of excess profits net income for such last preceding taxable
year.

(v) If any taxable year is of less than twelve months, the excess profits
net ireome for such tarable year shall be placed on an annual basis by
multiplying by twelve and dividing by the number of months included in
such taxable year.

PROPOSAL NO. 2

(Amendment to section 435 (a) (1) (A) of H. R. 9827)

SEC. 435. EXCESS PROFITS CREDIT-BAsFD ON INCOME.

(a) AMOUNT OF EXCEss PROFITS CREDIT.--The excess profits credit for any tax-
able year computed under this section shall be-

(1) DOMESTIC CORPORATIONS.-In the case of a domestic corporation, the sum
of-
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(A) 85 percentum of the average base period net income; provided that if
the taxpayer meets the requirements of subparagraph (iii) hereof it may use
in lieu thereof 75 per centum of an amount determined under subparagraph
(i) hereof. For the purposes of this proviso-

(i) the amount to which such 75 per centum shall apply shall be determined
by multiplying taxpayer's excess profits net income for the calendar year
1950 by a fraction, the numerator of which shall be 200% of the tax-
payers total gross receipts (as defined in Section 435 (c) (5)) for the first
six calendar months of 1950, and the denominator shall be total gross receipts
of the taxpayer for the entire taxable year.

(ii) the excess profits net income for the calendar year 1950 of a fiscal year
taxpayer shall be an amount computed as follows:

(aa) By reducing the excess profits net income of the fiscal period
ending after December 31, 1950, by an amount which bears the same
ratio thereto as the number of months after such date bears to the total
number of months in such taxable year; and,
(bb) By adding to the amount ascertained under subparagraph (aa)
an amount which bears the same ratio to the excess profits net income
for the last preceding taxable year as the number of months after
December 31, 1950, bears to the number of months in such preceding
year. The amount added under this sutbparagraph shall not exceed the
amount of excess profits net income for such last preceding taxable year.

(iii) A taxpayer shall be entitled to the benefits of this proviso if the
amount determined under subparagraph (i) hereof is 150 per centum of its
excess profits net income for the calendar year ended December 31, 1949.

(iv) The excess profits net income for the calendar year 1949 for a fiscal
year taxpayer shall be an amount computed as follows:

(na) By reducing the cicess profits net income of the fiscal period
ending after December 31, 1919, by an amount which bears the same
ratio thereto as the number of months after such date bears to the total
number of months in such taxable year; and,

(bb) By adding to the amount ascertained under subparagraph (aa)
an amount wichich bears the same ratio to the excess profits net income
for the last preceding taxable year as the number of months after
December 31, 1919, bears to the number of months in such preceding
year. The amount added under this subparagraph shall not exceed the
amount of excess profits net income for such last preceding taxable year.

(v) If any taxable year is of less than twelve months, the excess profits
net income for such taxable year shall be placed on an annual basis by multi-
plying by twelve and dividing by the number of months included in such
taxable year.

The CHAIRMAN. The next witness is Mr. Gerhard Mayer.
Mr. Mayer, will you identify yourself?

STATEMENT OF GERHARD MAYER, REPRESENTING COMMERCE
AND INDUSTRY ASSOCIATION OF NEW YORK, INC.

Mr. MIAYER. I am a certified public accountant, member of the bar
of the State of New York. I appear here as a member of the com-
mittee on taxation and public revenue of the Commerce and Industry
Association of New York, Inc.

The Commerce and Industry Association is probably the equivalent
of the local chamber of commerce. It has approximately 3,000 mem-
bers, which we believe are a representative cross section of the busi-
ness of the city of New York. The majority of them represent small
business. It also includes large business houses, and business of every
description, mercantile as well as manufacturing, also utilities and
professional people. I would like to submit with your permission
a memorandum adopted by the committee which I will present. I
would like to summarize a few high points of this memorandum,
which will not take up much of the time of this committee.
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The CHAIRMAN. You may offer your memorandum for the record,
and then summarize it.

Mr. MAYER. The tax bill under review by your committee is ex-
pected to yield approximately 31/ or 4 billion dollars. Our commit-
tee is of the opinion that the business of this country, including the
incorporated business on which this burden will be imposed, has
no reason to complain about this additional tax burden. It is a bur-
den which should be fairly expected to be contributed by business,
which is a mainstay as well as a prime beneficiary of our system
of government.

We are, however, seriously concerned, seriously bothered by the
form which this proposed additional exaction takes. We believe that
the excess profits tax in the proposed form, or any other form imag-
inable of an excess profits tax, cannot be made to be fair, or to serve
the primary requirements of the situation confronting us.

We are confronted with several forms of war, one of them being a
war of attrition, a war which can be won only if we make the utmost
use of the qualities which have distinguished American business-our
ingenuity, our efficiency, and our productivity.

The excess-profits tax-and I have to make this point, although I
believe it has not met with friendly reception in the House-is a tax
which substantially but unavoidably encourages wastefulness and
inefficiency. Its administration is most cumbersome. It will require
great efforts on the part of the taxpayer, their help and their advisers,
and even greater efforts and greater use of manpower on the part of
the Government. I do not think I have to elaborate on this. It is
probably quite clear to everybody here.

But the more important and more dangerous aspect is that whether
we condone it or not-and there is nobody who condones it less than
we do-that it encourages wasteful spending by business. It is a
stark, unpleasant but unavoidable fact. It has been proven during
the last war.

There are no other statutory provisions available, nor can I think
of any, which would enable the Treasury Department and its enforce-
ment officials to prevent that kind of expenditures. It makes cor-
porations more amenable to demands of various kinds, which add to
the purchasing power, which add to the demand for consumer goods.

Its indirect effect-and I think there should be no doubt about it-
is inflationary. If we want to combat inflation, this is not the way
to do it.

In addition-and this may perhaps meet with more friendly recep-
tion here-the very structure of the statute submitted to you gentle-
men would seem to indicate that it is impossible to provide a fair
excess profits tax statute. The bill, as submitted to you, consists
of some 35 sections. Almost one-quarter of these sections is wholly
or in part devoted to special relief, the growth formula relief for
installment houses or long-term contracts, and many others which
you gentlemen are familiar with.

Now, the mere fact that it has been necessary so far to devote such
a substantial part of a tax bill to special relief, to special privileges,
seems to indicate the difficulty, if not the impossibility, of fairly deter-
mining what are excess profits sought to be recaptured by this tax bill.

You have heard many pleas for special relief and you will hear
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more, and by the time this bill leaves this committee no doubt these
provisions will have been enlarged even to an extent greater than
they have now.

The justification generally given for an excess-profits tax is that
there should be no war profits go untaxed. Now, I submit that this
bill, as it is written, does not capture all war profits, and that to
the extent that it does capture profits, it captures much more than
war profits. A substantial portion of war profits, according to com-
panies on an invested capital basis, will naturally not be captured
until a time which sees profits which are much higher than the present
ones because it allows those companies to make substantial extra
profit without being subject to the excess-profits tax. The invested
.capital basis has been in all previous excess profit tax acts, and I
am sure it will be continued, but its mere presence seems to indicate
this tax is inadequate to capture war profits.

It also captures more than war profits. To the extent that war
profits are attributable to production of direct instruments of war,
they can be easily segregated and can be easily recaptured by way of
renegotiation. I believe a very good job was done in the last war by
the agencies entrusted with renegotiation.

To the extent that profits made during this and ensuing years are
indirectly the result of the war economy, they cannot be segregated
from normal profits. Some companies will make more money during
the war years than they made before, and yet none of this will be due
to the war economy.

One example has been submitted. I can think of many others in
standard industries which have shown that they made more money
after the war than they made before the war. Yet everybody would
have thought that the profits shown by them during the last war were
war profits.

Senator TAFT. Are there not many individual firms in particular
industries where the individual firm has increased because of new
discoveries or new methods or something much more than the general
industry ?

Mr. MAYER. Yes, sir. I am thinking of one example-
Senator TAFT. That has no relation to the war?
Mr. MAYER. Absolutely not. I have one example in mind: A manu-

facturer of soft goods, the principal employer in two medium-sized
cities in the Commonwealth of Kentucky, had embarked upon a certain
merchandising program in 1939 and 1940. At that time its annual
profits were in the low six figures. During the war its annual profits
before Federal taxes ran in the high six figures. Its merchandising
program, which it had contemplated before the war, could not be car-
ried out until about 1946-47, and its profits in each of the postwar years
were in excess of 1 million, and in the average about 21/2 million dollars,
as compared with 100,000 to 150,000 before the last war and approxi-
mately five to eight hundred thousand during the war.

So although apparently the profits realized by that taxpayer dur-
ing the last war would prima facie have been considered as war profits,
and was so taxed at the effective rate of 80 percent, it developed that
in fact they were not clue to the war economy.

Now, to the extent that profits by manufacturers of other than war
implements are increased during the coming years, they merely re-

262
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fleet a general increase in prosperity. There are no war profits segre-
gable in business as distinguished from those generally accruing to
the people of this Nation.

The corner cigar store, the saloonkeeper, and the factory worker is
going to have war profits. It is simply a case in many situations of
increased utilization of productive facilities. Naturally, if you run a
plant at 100 percent of capacity it makes many times more profit than
if you run it at, say, 80 percent. It is just the margin of profit pro-
duced above the break-even point. The same applies to individuals.

There is no fairness in burdening corporations with an excess-profits
tax which, as I said before, does not capture all war profits, and if it
captures profits, it captures much more than war profits.

It is our suggestion for the reason that this tax is unfair in effect
and conducive to waste, that it should be contemplated only as a last
resort, and that for the time being the sum proposed to be levied
could be levied much more fairly, much more efficiently, and with much
less waste by a flat increase in the normal corporation income tax.

Senator MfILLIKIN. AS war hysteria increases, you might get an
excess-profits tax that you would like a whole lot less than the one
which is before you. Do not forget that, please.

Mr. MAYER. Senator Millikin. it has been the experience of this tax,
as well as that of other taxes, that you start with a moderate tax rate.
That happened during the last war. I am quite sure if we are going to
have an excess-profits tax the rates provided by the present bill will
not stand. They will be increased.

Senator MILLKIN. Since you are quite sure that we are going to
have an excess-profits tax bill and so are, I believe, the most of the rest
of us, our job is to get as good a one as we can make. I think everyone
acknowledges that the best you can do leaves a lot of injustices and
inequities.

Mr. MAYER. If the Congress of the United States enacts an excess-
profits tax, we believe that the revenue-raising purposes of the tax
would be served better by a flat increase in corporate taxes.

Senator AILLIKIN. Take back to your friends in business and my
friends in business the thought that there could be many things a whole
lot worse, and if you do not have an excess-profits tax you might get a
lot of taxes of a different nature that you like a whole lot less. This
is a practical business we are in.

Mr. MAYER. Senator Millikin, we are fully aware that we are going
to get more taxes and other taxes, whether we get an excess-profits
tax or not, and we are fully facing that prospect.

Senator MILLIKIN. I am suggesting to you that you might get a type
of a tax a whole lot worse than an excess-profits tax if you do not deal
with the excess-profits tax. Carry that to your business associates.
Let them think a little bit and a few things will suggest themselves,
and perhaps a longer view than is taken by many of the critics of the
excess-profits tax would be a good thing in their own interests and in
the interests of the country.

Mr. MAYER. I appreciate your remarks, Senator.
Senator MRILLIKIN. If you start with the assumption that you are

going to have an excess-profits tax-and I take the liberty of assuring
you there will be one this year or there will be one next eva -I repeat
that you might not like a later one nearly as well as you like this one.
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I am repeating that if you killed an excess profits tax bill you might
very easily get some taxes of a nature which you would like a whole
lot less than an excess profits tax bill.

Mr. MAYER. We have faced certain alternatives, Senator Millikin,
and we-

Senator MILIKIN. You would not like, for example, a progressive
tax on corporations, would you? That you abhor more than anything
that could be suggested. I could give you a half a dozen alternatives,
but I do not want to put any ideas into anyone's mind.

Mr. MAYER. I appreciate that.
Senator MILLIKIN. I do not think you gentlemen are looking

through your problem. That is what I am trying to suggest to you.
Mr. MAYER. We are here to express our conviction of what we think

is best for the commonwealth as a whole.
Senator MILLIKIN. This is not a business that rests on syllogisms or

strict logic. We here, as Senators from our States, have very prac-
tical problems, and so do the people at home. They are sending their
sons to war, which has certain discriminations and certain injustices in
it. They are deprived of the opportunity of making profits. They
have the opportunity to give their lives and get their feet frozen.
There are just a lot of practical things that you have got to think about
in this business.

Mr. MAYER. I have not come to plead for less taxes, Senator. I
thought I made that clear.

The CHAIRMAN. Yes, we understand that. But you may get more
taxes now of some other kind and get an excess-profits tax on top of all
that. So you might as well face the issue now, it seems to this com-
mittee, I think, of trying to work out the best tax that you can.

We will put your whole statement in the record.
Mr. MAYER. Yes, sir.
The CHAIRMAN. Thank you very much.
(The statement submitted by Mr. Mayer reads in full as follows:)

STATEMENT OF GERHARD IMAYER, COMMITTEE ON TAXATION AND PUBLIC REVENUE

OF THE COMMERCE AND INDUSTRY ASSOCIATION OF NEW YORK, INC.

The association membership numbers over 3,000 firms of every type and size
in the New York metropolitan area.

THE EXCESS PROFITS TAX DURING REARMAMENT

Since a spokesman of the Commerce and Industry Association of New York
appeared before the House Ways and Means Committee on November 16, world
conditions have worsened. The critical situation in Korea is painfully clear
and, as a consequence, there is a sense of urgency in these hearings. But it is
more important than ever now that Congress should act coolly in enacting
new taxes, even if it must act in haste.

With the revenue-raising objectives of the excess profits tax bill before your
committee we are in agreement. Certainly, the whole country knows that new
taxes must be enacted to finance rearmament. Business expects to bear its
fair share of the tax burden. It is with the proposed means of raising revenue
from corporations that we vigorously disagree.

We are strongly opposed to an excess profits tax at this time. In answer to
the prime question of how revenue should be raised, we support a straight
increase in the corporate rates. Such a uniform increase of 10 percent in the
form of a temporary war profits tax or emergency defense tax would produce
$4,000,000,000 in additional revenue.
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We urge this course of action for the following reasons:

1. An excess profits tax discourages maximum production
As stated by Hanson Baldwin, military editor of the New York Times, "The

greatest of our assets-one which must be preserved and fostered-has been and
still is our enormous industrial strength and our capacity for mass production."

Under an excess profits tax the strongest inducement for a firm to expand
production and undertake the maximum amount of war production is removed.
The incentive of higher profits for greater productive effort and capital invest-
ment disappears. The Government has the power in wartime, of course, to
require manufacturers to accept war orders. The same end can be achieved by
allocations and priorities on raw materials. Certainly, ipatriotism is a strong
factor in inducing firms to undertake war production. However, the great gap
that exists is between the level of war production that will yield an income similar
to the prewar period and the much higher war production that can be achieved if
there is proper financial incentive for management to exert its full ingenuity to
achieve an absolute maximum level of production.

Conversely, a uniform raise in corporation rates, instead of an excess profits
tax, induces the fullest production possible. This would mean that a firm would
be penalized if it did not expand its production and thereby increase its income.

Under an excess profits tax desperately needed plant expansion is discouraged.
New equity capital is difficult to raise because only a nominal profit can be
anticipated. Increased profits are so severely taxed that larger investments in
plant expansion paid from profits are precluded.

At the very time when maximum production is most needed this tax provides
a roadblock to the objective.

2. A straight corporate increase is a simple, clear-cut revenue raiser. It will save
man power anld administrative cost

The excess profits tax bill before your committee (H. R. 9827) is one of the
most complex tax measures in history. The bill is twice as long as the World
War II law, and contains entirely new concepts. It is virtually impossible
for Congress or taxpayers to understand and give adequate consideration to the
bill in a few days. The solution we propose of a temporary increase in corporate
rates could be accomplished by a one-page bill and one line on the tax return.
The savings in administrative costs to the Government and to taxpayers would
be tremendous.

At the very time when companies should devote their full energies to conver-
sion they will be required to assign some of their most competent personnel to
making up the entirely new detailed records for an excess profits tax. The ef-
fect on the Government will be even more serious. For instance, the relief pro-
vision requiring the Government to establish average earning schedules for
various types of industries will be a complex and time-consuming problem.

It has been pointed out many times that an excess profits tax is economically
unsound. It encourages mismanagement, since cost controls tend to be relaxed.

A simple course of action is available to Congress-that being to replace the
present bill for an excess profits tax with a measure imposing a temporary
corporate increase.

3. The excess profits tax is unfair to small business and particularly to new and
expanding firms

The excess profits tax is widely heralded as being a tax on big business, there-
by improving the competitive position of small firms. The facts, based on World
War II experience, are to the contrary. In 1944, three-fifths of the firms paying
the tax were in the small category-that is, those reporting excess profits in-
come of under $50,000. When over 60 percent of the firms subject to the tax are
classified as small business it can hardly be called a tax on big business.

Small business suffers, as a general rule, from the usual method of computing
excess profits taxes, namely, comparison of prewar profits with wartime profits
and a heavy tax on the increase. Many small businesses, particularly subcon-
tractors, of necessity operate with limited production during normal times. Only
in times of full production, such as in wartime, are these firms able to utilize
their full productive capacity, the reward for this valuable service is that nearly
all the profits are taxed away.

A pertinent example is the machine shop industry in the New York area. A
survey by this association in March 1950 of 233 machine shops employing from
1 to 300 workers, showed that a majority-in fact 60.3 percent-of the plants
were operating at less than 50 percent capacity. With the new rearmament pro-
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gram, as in World War II, these firms now will be called upon to do subcontract
work at not only 100 percent capacity but to add second and third shifts, thereby
upping the effective capacity to 200 or 300 percent.

Certainly an excess profits tax is a severe penalty on the many small busi-
nesses that provide a reservoir of the country's industrial might.
4. The tax discriminates--All companies should be nmobilizcd

In general an excess profits tax applies most heavily to active, productive, and
efficient companies. Companies which shy away from expansion and full war
production often come out onil an equal basis since their profits remain at a pre-
war level.

This is illustrated by World War II experience in which only approximately
one-sixth of the total corporations reporting a profit became subject to the tax.
In 1944 only 55,912 corporations paid excess profits taxes out of 288,904 corpora-
tions so reporting. As has been pointed out, the comparatively few corporations
subect to the exes: profits tax were not just the large firms.

There are two philosophies that can be employed in raising added revenue
from corporations. One is the excess profits theory which taxes the increased
profits of a comparatively few corporations. The other is to raise corporation
rates uniformly so that all firms bear the load. We advocate the second method
on the grounds that every corporation should be mobilized in financing the war
effort. There is little justification in all-out mobilization to exempt the many
and tax the few, particularly when a tax against the few is largely in the form
of a penalty.

The CHAIRMAN. Mr. Clarence D. Laylin.
I see you are from the Council of State Chambers of Commerce.
Mr. LarLIN. That is correct, Mr. Chairman.
The CHIRMAN. You may be seated.
We also have a representative from the Pennsylvania State Chain-

ber and the Los Angeles Chamber of Commerce. You gentlemen are
not speaking on the same point, are you?

Mr. LAYLIN. In general, I am familiar with what the representative
of the Pennsylvania State Chamber of Commerce will say; yes, sir.

The CHAIR-MAN. You may proceed. I was thinking maybe you
might consolidate your statements if they are to the same general
effect.

You may proceed. Identify yourself, please, for the record.

STATEMENT OF CLARENCE D. LAYLIN, COLUMBUS, OHIO, ON BE-
HALF OF THE COUNCIL OF STATE CHAMBERS OF COMMERCE,
AND THE OHIO CHAMBER OF COMMERCE

Mr. LAYLIN. Mr. Chairman and gentlemen of the committee, I am
Clarence D. Laylin, a lawyer of Columbus, Ohio. I am athorized-
and, I might say, "authorized"-to speak for the Federal Finance
Committee of the Council of State Chambers of Commerce, for a
majority of the 31 constituent State and regional chambers, and espe-
cially for the Ohio Chamber of Commerce. These State chambers of
commerce represent nearly every section of the country, and their
combined membership is made up of over 40,000 business concerns,
mostly small and medium-sized. Each of them acts separately upon
proposals submitted for its consideration by the committee which I
have mentioned and frames its own views. Some have not completed
their studies of the very weighty fiscal problems which face the Con-
gress. It is for that reason only that my authority to speak is limited
to a majority of them, for there is no fundamental disagreement
among those who have acted. I shall try to give you a fair statement
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of their views-I think I might interpolate here with apologies to
Senator Millikin.

The State chambers thoroughly understand and appreciate the
magnitude and the urgency of the questions posed by the program
of national defense, accentuated, as they are, by the grave turn of
affairs in North Korea. They fully accept the duty of business to
bear its full share of the necessary defense costs. Their program is
positive.

First, they look to tlhe Government to find money for defense by
saving, as well as by taxing. Many civilian spending programs will
naturally wither, and should be allowed to do so. Others should be
curtailed or postponed. Foreign commitments should be reexamined.
New spending programs should be avoided. Military outlays should
be made with the same care and efficiency as should be expected in the
case of any other function of the Government. Several billions could
be made available by such policies.

Second, the State chambers regard the Revenue Act of 1950, to the
extent that it increased tax rates, as a defense tax measure, just as
surely as any bill which this committee may recommend at the pres-
ent session or hereafter might be so regarded. So they believe that
seven percentage points of the present normal corporation income-
tax rate of 25 percent should be set apart and merged into a defense
supertax, the present surtax rate remaining at 20 percent. Such a
special defense tax could well take the form of a percentage of the
tax payable at normal and surtax rates, which would be a very simple
calculation. One State chamber would prefer a separate rate on the
normal net income.

Revenue is the prime objective now. The program which we ad-
vocate would produce a fair share of that revenue from incorporated
business-and do it without complication or discrimination. What
constitutes the corporation's share of the revenues which must ulti-
mately be raised should be determined in the light of the duration
of the defense spending program, which we take to be indefinite, in
the light of the capacity of the economy to bear heavy corporation
taxes over a long period and in the light of the fact that the ultimate
burden of corporation taxes falls upon people without regard to
ability to pay. If the productive capacity of America, in which lies
our strength, is to be maintained and enhanced while the country is
rearming, then the corporations must retain sufficient earnings to
replace and enlarge their facilities, without unduly impairing their
ability to pay their obligations and reasonable dividends. In our
judgment this is the most important consideration to be kept in mind
as your committee approaches its present task.

The corporations cannot bear the entire burden. A complete de-
fense tax program must extend across the board, into the fields of
individual income and excise taxation.

Third, the so-called excess profits taxes of former years have been
tried in the crucible of experience and found wanting, as a method of
taxation. Justification for them has been found only in the belief
that they recaptured for the revenues some part of the corporate
profits which were abnormally inflated by war conditions or defense
spending-that they took the profits out of war. But every attempt
to measure normal or reasonable profits has resulted only in discrimi-
nation; and the attendant complexities of such legislation have en-
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gendered intolerable administrative and compliance problems, espe-
cially vexatious when business is giving its energies to a war or de-
fense effort. The inflationary effect of the former excess profits taxes
is a familiar story.

As I have said, business is willing to bear the first brunt of war tax-
ation. But the State chambers for which I am speaking-and I am
speaking as a reporter, you will understand-are unanimously opposed
to the imposition of that burden in the form of an excess profits tax.
I have given you some of their reasons for that opposition, and have
described what they would favor instead.

As an excess profits tax measure, H. R. 9827 embodies certain im-
provements over the World War II tax called by that misleading name.
The invested capital base is evidently intended to be more equitable
than of the former law, but the shift to a tax basis net worth leaves us
in doubt as to its effect. The rate of return on the invested capital base
is an improvement. But it would be still better if full credit were
given for borrowed capital, if normal and surtax were added to ex-
cess profits tax credit, and if no deduction were allowed for interest
on borrowed capital in computing excess-profits-tax credit.

We think the income base period of 1946 to 1949, inclusive, is well
chosen. The options given seem intended to promote equity and mini-
mize need for special relief. In fact, the House committee is to be
commended for attempting to write into law what in the World War
II act was left to administrative discretion. But at what a price of
complexity. A mere reading of this voluminous measure is enough
to expose the futility of even the most sincere effort to frame a law of
this character which will be fair to all. Fairness seems to have been
forgotten, when an arbitrary qualification of $20,000,000 of assets is
set up for the use of an otherwise inadequate growth formula. What
I have said about borrowed capital could be applied also to base period
capital additions.

Whatever may be the merits of the House bill's provision concern-
ing base period earnings credit are set at nought by the 85-percent limi-
tation. This means that 15 percent of the normal profits of a corpora-
tion will be taxed at the 5-percent rate. The base period of the bill
does not reflect any war profits as such, nor any substantial influence
of defense spending on corporate profits. True, during the last year
or so the country as a whole enjoyed prosperity, and the corporations
naturally participated in that prosperity. But their profits were not
"excessive" in any sense material to the framing of a war excess profits
tax. The 85-percent limitation in effect destroys whatever pretension
the House bill may have to bring a true excess profits tax measure.

Another serious objection to the House bill is its retroactive appli-
cation. We are well aware of the mandate of the Revenue Act of 1950
in this regard, and of the President's recommendation. Yet we submit
that retroactive tax legislation so near the end of a calendar year is
confusing and oppressive, and could be justified, if at all, only by im-
perative necessity. To our knowledge, no showing of such necessity
has been made.

To be sure, if the bill were amended in the very general particulars
which I have mentioned, its revenue yield would be materially less.
As the State chambers see it, that is beside the point. Revenue should
be a byproduct of a reasonable excess profits tax-if there be such a
thing-and not a point of departure.
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The CHAIRMAN. Are there any questions?
Thank you very much, Mr. Laylin, for your appearance.
Mr. LAYLIN. Thank you, Mr. Chairman.
The CHAIRMAN. Mr. Clarence L. Turner. You may identify your-

self for the record, please, and proceed.

STATEMENT OF CLARENCE L. TURNER, CERTIFIED PUBLIC
ACCOUNTANT, PHILADELPHIA, ON BEHALF OF THE PENNSYL-
VANIA STATE CHAMBER OF COMMERCE

Mr. TURNER. My name is Clarence L. Turner; I am a certified
public accountant, of Philadelphia, Pa., and am appearing here today
on behalf of the Pennsylvania State Chamber of Commerce. It is my
privilege to be a member of the committee on Federal taxation and
to submit to you the conclusions of that committee and the board of
directors of our State chamber of commerce with respect to an excess
profits tax.

We are appreciative of the opportunity to express our views on
excess profits and alternative corporate taxes in this critical period
when national defense costs are soaring and additional taxes must be
imposed. Within the capacity of the economy to produce effectively
for military and civilian needs, rising expenditures should be met by
increased taxes. But taxes on both individuals and corporations are
already heavy and have been acting as a drag upon initiative and
investment. Further tax increases should be minimized by eliminat-
ing all wasteful and nonessential expenditures. The Government
should refrain from initiating new non-war-spending programs during
this period when national defense needs are paramount and labor
and materials are becoming increasingly scarce.

Senator TAYr. What do you think about road money?
Mr. TURNER. I beg your pardon?
Senator TAFT. What do you think about highway money? I think

we have increased highway money about $100,000,000 this year. Do
you think that ought to be cut back?

Mr. TURNER. I think that ought to be cut back during this period
when money is needed for national defense.

Senator MiLLIKIN. We found in World War II that the maintenance
of highways was one thing which performed a very essential war
purpose.

Mr. TURNER. I think in some cases that might be true, Senator, but
I think the expanding program of roads, new turnpikes, ought to be
very critically surveyed to make sure that they are needed. If they
are needed and required in order to expedite the movement of troops
and materials in the war, then, of course, they should be built.

Senator MILLIKIN. You know that term "reexamination" is un-
popular.

Mr. TURNER. Military expenditures should also be scrutinized to
avoid, so far as possible, wasteful outlays. Like the unnecessary spend-
ing of the individual, any wasteful spending on the part of Govern-
ment contributes to the inflationary spiral.

So far as our time has permitted, we have been studying the various
excess-profits tax proposals advanced in recent months, including
those of the Treasury and those incorporated in the House bill re-
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ported by the Ways and Means Committee. We have studied the
so-called excess-profits taxes imposed during the First and Second
World Wars. Our conclusions are also based upon the experience
of many corporations in their struggles with the complexities, inequal-
ities, and uncertainties with our previous excess-profits taxes.

We have not yet found any so-called excess-profits tax measure which
was really an excess-profits tax in the sense that it accurately defined
excess profits generally and imposed a selective tax upon them. In-
stead, all such taxes have been arbitrarily imposed upon crude and
discriminatory determinations of profits assumed to be excessive.

The bill reported by the Ways and Means Committee is a current
example of the unintelligible complexities of a so-called excess-profits
tax. I think we had some illustrations of that with the previous wit-
nesses this morning. It will make a lot of business for tax attorneys
and accountants-I suppose personally I ought to keep still-if it is
adopted. But even the tax expert will find that this bill defies human
understanding and fair and intelligent enforcement.

We believe that at this critical time, corporations as well as indi-
viduals must accept increased taxation. But an excess-profits tax,
which is both economically and administratively unsound, is not re-
quired to raise additional corporate taxes. Equivalent revenues, in
our opinion, can be raised by upward adjustments in the rates of the
corporate income tax without the complications, inequalities, and in-
flationary effects of a high-rate excess-profits tax. Such a tax can
only result in increased costs both to the Government and the public
generally. Our experience with excess-profits taxes during two world
wars demonstrates conclusively that they discourage incentives for
prudent management on the one hand and encourage waste and ineffi-
ciency in business practices on the other. Prices are thus increased,
to the disadvantage of the Government and the consumer.

This type of tax is bound to penalize the smaller businesses affected,
especially the new and rapidly growing progressive concerns and in-
dustries which have had years of losses or low incomes and are greatly
in need of funds to finance their expanded production. It is bound
to fall heavily upon the smaller concerns furnishing war materials
which must finance their capital requirements by retaining their earn-
ings. It will also act as a deterrent, because of its high rates, to the
production of war and civilian goods generally.

A so-called excess-profits tax inevitably penalizes many concerns
which cannot escape its harsh burdens. It invariably becomes, to a
very substantial extent, a tax on normal earnings. Even with the
application of complicated formulas and the use of various relief
provisions, it has been found impossible to develop a fair and sound
basis for separating normal and necessary profits from excessive and
unnecessary windfall profits.

Any abnormal profits which may be realized from filling war con-
tracts with the Government can be effectively prevented by efficient
over-all renegotiation, with the amounts recaptured going into the
Treasury. Over-all renegotiation also has the advantage of allow-
ing losses on some contracts to be offset against profits on others.

I would like to inject right there that I think that renegotiation gives
some idea of the only way that you can really give relief in this way.
Relief, I believe, is an individual proposition.
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What I mean to say is that the circumstances and facts with respect
to a particular company governs whether or not they require relief.
I think it is very difficult to write into a statute a general provision
which will give relief in all cases.

Now, when you are before the Renegotiation Board, they take into
consideration all elements and whether or not you have gotten a fair
return. Maybe a board similar to the Renegotiation Board is the way
to get the relief.

If it is found that t'he taxpayer has paid too much taxes, have the
Board have the authority to recommend a refund as well as taking
excess profits.

Senator MILLIKIN. What about taxpayers who are not subject to
renegotiation; those who have not contracts with the Government?

Mr. TURNER. Well, of course, in time of war it is very difficult to
find any company or any business in some way or the other that is not
contributing to the war effort either directly or indirectly, either
through a contract or subcontract.

Senator MILLIKIN. Would you expand the original to include all
corporations?

Mr. TURNER. You know in the 1918 act we had what was called
327-28, which to my mind was must more satisfactory than the whole
722 we had in the prior act, where a corporation or a business was
willing to have its taxes measured by what its competitors paid in
relation to the return, amount invested, and all the other elements that
had a bearing on earning capacity. To my mind, that was very
satisfactory.

I know so far as our office was concerned in our private practice we
were successful in getting more refunds for taxpayers that required
relief under the 327-28 then we were under the 722.

I have one illustration of a steel company, and after eliminating the
two big ones, they had the figures of seven steel companies, and before
taxes their profits to sales compared very favorably with the com-
petitors. After taxes they had about one-half as much left as their
competitors. 722 claims were filed, and we were told that we had
a case. However, in determining a base period in income they in-
sisted that we should take the years from 1921 through to 1939 as an
average, and as a result of those figures adjustments were made in the
income of certain years, so that the base period net income construc-
tively arrived at, was about the same as it was on the statutory basis.
So there was practically no relief. But if we had been under 327-28,
we would have gotten relief, and they should have had relief. The
reason they were in that predicament was because their plant was
bought up at a bargain price, and they did not have the capital
investment.

So-called excess profits are finally determined by controversies and
compromises between the Government and the taxpayers. Unsettled
disputes may drag on for many years, as they did after the First
World War and as they are now doing after the Second World War
when thousands of cases are still unsettled.

Because of its greater equity to all corporations sharing in the profits,
directly and indirectly, from wartime production and prosperity, its
greater simplicity, its ease of administration and compliance, its mini-
mum of inflationary effects, and its availability to raise such increased
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revenues as can safely and wisely be raised from taxing corporations,
the corporate net income tax should be employed at this juncture for
increased revenues rather than an excess-profits tax. We, therefore,
propose that the normal corporate income tax rate should be set at
10 percent and the surtax at 20 percent. The latter rate is established
by the Revenue Act of 1950. Then such additional revenues as must
be raised from corporations should be obtained from an emergency
defense tax imposed as a percentage rate added to the total amount
of the normal and surtaxes computed at such rates. With the addition
of the emergency defense tax, the maximum corporate tax rate could
be increased to 50 percent or such other rate level as may be required.

We respectfully submit, however, that all corporate taxes are im-
personally levied upon the individuals who pay them as these taxes
ultimately fall upon investors, if they are not shifted, or upon con-
sumers, employees, or other groups if they are shifted. The double
taxation of dividend income by the personal as well as the corporate
income tax, which now exists, adds to the burdens upon those who
own corporate stocks. Many stockholders are persons of moderate
means. Certainly all corporate taxes disregard the personal abilities
of individuals to pay them since they fall upon all alike, regardless
of their personal incomes and their economic responsibilities.

We realize that great pressure is being brought to bear upon Con-
gress to impose an excess-profits tax, in spite of its many known evils
and grave and inherent complications. If such a tax should be adopted
as an emergency measure of political expediency, it should be formu-
lated with great care to minimize the inequalities and the serious
administrative and compliance problems which are bound to arise.

Some of the important points to be considered are as follows:
1. Alternative bases: H. R. 9827 provides two bases of distinguish-

ing normal profits from excess profits, the taxpayer to use the basis
resulting in the lesser tax. This is certainly essential; both the average
earnings and invested capital methods should be provided. Further-
more, the ultimate tax liability should be determined under the
method which will produce the lesser excess-profits tax.

II. Allowances of 100 percent of base period earnings and the deduc-
tion of normal tax and surtax: Full credit should be given for base
period earnings. The House bill provides for only 85 percent of the
average earnings of the three best years of 1946 through to and in-
cluding 1949. The previous law allowed 95 percent of the average
base period income.

In our opinion the use of that 85 percent is in effect applying an
excess profits tax on normal earnings.

Senator TAFT. IS that very different from just increasing the cor-
porate rate from 45 to 50 percent? If you make this 100 percent in-
stead of 85, it seems to me you have got to increase the corporate tax
5 percent to make up the difference in money. Is there much
difference?

Mr. TURNER. I think the direct rate is much more preferable, Sen-
ator Taft. Here as it is now written, we have a base, which the first
thing we do, we take 85 percent of that base.

Senator TAFT. What I mean is: Admitting you are taxing normal
income

Mr. TURNER. That is right.
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Senator TArt. Well, if you do not tax it this way, you have to tax
it some other way if you want to get the money.

Mr. TURNER. That is right. I agree with that, and we prefer direct
tax instead of this complication. I mean, if the revenue has to be
raised, and we know it does, the corporation is willing to pay its
share.

Senator TAFT. I think this is an argument against the excess profits
tax as a whole, but assuming you have complications anyway, what
is the difference in taking this 41/> million out of what may be called
normal earnings this way instead of taking it out by direct taxes?

Mr. TURNER. Well, we think it would be better to allow 100 per-
cent credit, and leave the chips fall where they may.

Senator TAFr. Even if you have to increase the normal tax 5 per-
cent?

Mr. TURNER. Well, either that or increase your rate, one or the
other.

There is no justification in contending that corporation profits were
actually excessive during the years 1946-49 in view of the expanded
economy in that period with its sustained high-level employment, pro-
duction, price levels and national income.

Moreover, normal and surtax should be deducted in determining
excess profits. And that is what was done in the 1940 act.

III. Deduction of normal tax and surtax under the invested capital
method: While the House bill increases the invested capital credit
over that provided in the prior law, a minimum rate of 8 percent of
invested capital as a credit base before deducting income taxes would
be inadequate. With income taxes at the rate of 45 percent all profits
after such taxes over 4.40 percent of invested capital will be considered
excess profits. Therefore, the normal and surtaxes should be deducted
before any excess profits tax is computed.

I think one of the inequities is the fact that the difference in the
dollar applied to capital invested in the base period of prior periods
is compared with the dollar of today. I realize that what has been
done here was boosting this rate from 5 to 8, the minimum rate; and
the maximum rate to 12 is to give effect to that. But unfortunately
it takes care of corporations who invested their capital in the last few
years, but corporations who have had their capital invested for years,
when the dollar was a dollar instead of what it is today, naturally do
not get the same benefit from it, and they are not treated the same as
those who are investing their capital during this high period.

I have discussed with some of the Treasury folks, and some of Mr.
Stain's staff the posibility of using the construction indices and apply
it to the invested capital December 31, 1939, taking that as a base,
and then apply it to each addition thereafter up to December 31, 1949.
That may sound complicated, but if the particular industry is named
and specified in the law, I do not believe it is any more complicated
that some of the other provisions of the act, and I think it would be
equitable, and would help offset the comparison and analogy between
corporations who have installed their plant and equipment and made
heavy additions during these high prices, and are getting depreciation
at a commensurate rate, with those who have plants that were erected
long years ago, and are still taking depreciation at historical bases.
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IV. Borrowed invested capital: The provisions of the House bill
would unduly limit the allowances for borrowed capital in computing
the invested capital credit. We think that full credit should be given
for bororwed capital with corresponding disallowance of deductions
for interest on such capital.

We do not believe the provisions as they now are treat the borowed
capital as well as the provisions in the old law, not considering, how-
ever, the increased allowance in the rate.

V. Retained earnings: The provisions of the House bill that rein-
vstment of earnings should be recognized under the average earnings
method as well as under the invested capital method is certainly merin-
torious. The earning of a corporation which are retained are identi-
cal, for this purpose, with new capital contributions and therefore
should receive similar treatment.

VI. Taxation of public utilities: We submit that in any excess-profits
tax that may be adopted, consideration should be given to the peculiar
problems of regulated public utilities. I personally believe that sec-
tion 446 of H. R. 9827, granting special treatment of public utilities,
is a step in the right direction. However, with respect to electric, gas,
telephone, water, and certain intrastate transportation companies, this
section permits a 6-percent return on assets valued for tax purposes;
whereas the Pennsylvania Public Utility Commission recognizes the
fair value of utility assets. Possibly some increase in the 6-percent
rate specified in section 446 might be considered to compensate for
this difference.

VII. Relief provisions: We commend the House Ways and Means
Committee on its endeavors to provide equitable relief in the case
of businesses for which no practical standards are available to measure
normal earnings and in other hardship and unusual cases. However,
we have not had enough time to really study them to make sure that
they are enough to take care of all situations.

VIII. Effective date: We strongly recommend that the excess profits
tax should not be made retroactive to any portion of the year 1950 and
that it not become effective before January 1, 1951.

IX. Procedural matters: We understand that it is contemplated to
include a provision in the act--I couldn't say whether it was in there
yet or not-that will consolidate the income and excess profits taxes
for the purposes of the statute of limitations, credits and refunds,
interest computations and all other administrative provisions. We
recommend that such a provision be adopted in order to facilitate the
administration of collection and payment of these taxes.

These, gentlemen of the Senate Finance Committee, are our views
on corporate and excess profits taxation. In closing, I wish to state
that we wholeheartedly endorse the statement submitted so ably to
you by Mr. Clarence L. Laylin, of Columbus, Ohio, on behalf of the
Council of State Chambers of Commerce, an organization with which
the Pennsylvania State Chamber of Commerce is happily affiliated.

Thank you.
The CHAIRMAN. Thank you very much, Mr. Turner.
Mr. Harold Wright?
Mr. Wright is not present, apparently. So we will recess now until

2 o'clock.
(Whereupon, at 12: 30 p. m., the committee recessed, to reconvene at

2 p. m., of the same day.)
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AFTERNOON SESSION

(The committee reconvened at 2 p. m., upon the expiration of the
recess.)

The CHAIRMAN. The committee will come to order.
Please enter into the record a statement submitted by the Hawaiian

Sugar Planters Association, relating to the proposed excess profits
tax. The statement is submitted by Mr. Ernest W. Greene, vice
president of the association.

And, also, a statement on behalf of the King Broadcasting Co.,
May Broadcasting Co., and Meredith Syracuse Television Corp., on
this bill, which statement is submitted for the three organizations by
Mr. Andrew G. Haley.

And, also, a statement submitted by Mr. William B. Stafford, for
the American and Foreign Power Co., Inc., New York, on the pending
bill.

Also a statement on the present bill, submitted by the National Small
Business Men's Association of Evanston, Ill. This statement is pre-
sented by the president, Mr. DeWitt Emery.

All of these statements are submitted in lieu of personal appear-
ances.

(The statements referred to are as follows:)
HAWAIIAN SUGAR PLANTERS' AsSOCIATION,

Washington 5, D. C., December 5, 1950.
Ren. WALTER F. GEORGE,

Chairman, Senate Finance Committee,
United States Senate, Washington 25, D. C.

DEAR SIR: This statement is filed on behalf of the Hawaiian Sugar Planters'
Association which represents the entire sugar-producing industry of Hawaii.
The Territory of Hawaii is one of the principal sugar-producing areas of the
United States. Production of sugar has, for three-quarters of a century, con-
stituted the basic industry of the Territory and is the principal source of income
and employment of the peoples of Hawaii.

The sugar industry is regulated by the Sugar Act of 1948, and is dependent
upon the type of protection afforded by this act from the competition of sugar-
producing areas of foreign countries where wages, taxes, and other important
costs are far below those of the Hawaiian sugar producers. The Hawaiian sugar
industry, having suffered extensively during World War II, partially as a result
of the military taking over huge areas of Hawaii and the loss of a great part
of their labor supply to the armed services and defense work, is keenly aware of
the need of increased revenue for the defense program, and does not oppose a
tax which would bear heavily on extraordinary profits arising from defense
expenditures.

The period since World War II has been for the sugar industry in Hawaii one
of unsettled conditions, lengthy strikes, a tidal wave, changes in methods of
production and in general, meager profits or, in many cases, losses.

The amount of capital invested in the typical sugar plantation, while large
in comparison with other agricultural industries, is not large when measured by
standards applicable to other types of industries.

The Hawaiian sugar industry operates under a quota system which is admin-
istered by the Secretary of Agriculture who, as a result of the powers delegated
to him by the Sugar Act of 1948, is in effect, able to greatly influence sugar
prices. It is also a fact that there is a traditional ceiling to sugar prices which
is deeply ingrained in the mores of the American people.

The Hawaiian sugar planters, as a part of the domestic industry subject to the
Sugar Act of 1948, must maintain high standards relative to wages and hours,
and payments to sugarcane growers.

All of these factors combine to require the ablest and most vigorous manage-
ment, and uninterrupted production to show reasonably profitable operations.

In view of the foregoing considerations and in the belief that our suggestions
will be applicable to other industries which have similar problems and in the
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belief that these suggestions will not result in any appreciable loss of revenue,
we recommend the following for your consideration:

SUGGESTIONS

Average earnings method
1. We recommend that under the average earnings method of computing the

excess profits credit that the base period years be 2 of any of the 4 years, 1946-
49. Pawaiian sugar crops are harvested in 2-year cycles so that, in general,
a 3-year base period would not properly reflect average earnings. We do not
believe that this average should be reduced by any percentage since this would in
effect tax a portion of normal earnings at the excess profits tax rate.

2. In the alternative, a company should be allowed to use the base period
1936-39 in determining normal earnings. Since this was the base period under
World War II law, it has the advantage of being an ascertained figure and would
eliminate much administration\ e detail which would arise if a new average earn-
ings figure were developed. There are undoubtedly many companies for whom
the years 1946-49 do not represent a period of normal operations and whose
earnings during this period can, in no way be construed as normal or average.
Conversely the period 1936-39 might more properly reflect normal earnings, par-
ticularly in war dislocated areas and in industries where a readjustment to peace-
time conditions is a lengthy and arduous undertaking.

3. An additional credit for new capital, regardless of source, invested after
the base period should be allowed to companies using the average earnings
method of determining the excess profits tax credit. This credit should be at
least 12 percent on new capital of any type.

4. An earnings credit should be allowed for additions to capital during the
base period. This credit should be equal to the new additions made to capital in
1948 and 1949, regardless of the source or type of additions. This provision
will benefit those industries which have expanded during the base period and
those which have made a belated recovery from World War II.

Invested capital method
1. The graduated rates for excess profits credit based on invested capital

should be eliminated. Such graduation has a tendency to be regressive. It would
bear most heavily on the dividends of the small-stock holders who make up the
overwhelming percentage of stockholders in large corporations.

2. The rate allowed on invested capital as a credit should be 12 percent.
3. The credit allowed for new capital invested during the period in which the

excess profits tax will be applicable, should be at least 12 percent. This rate
should apply to all types of capital whether it be equity capital, retained earnings,
or borrowed capital.

4. We believe that the credit for borrowed capital should be 100 percent in-
stead of the 50 percent allowed in the last excess profits tax law. All interest
on borrowed capital should be included. We believe that it is unfair to penalize
an industry, which, typically finances its operations in large measure through
borrowed capital. This is true in the I-Iawaiian sugar industry, for example,
where a 2-year crop cycle in many cases requires long-term, self-liquidating
financing, of a permanent or semipermanent nature. We believe that the total
capital applied by an economic entity should be considered in determining the
rate of return on such capital.

Specific exemption
A specific annual exemption rather than a credit of $25,000 in computing

adjusted excess profits net income should be allowed. This exemption will be
sufficient to relieve the very small corporations from this form of tax. It will
also protect an industry which, through no fault of its own, finds itself in the
position of being a marginal producer.

General recommendations
1. The election to file a return based on either average-earnings method or

invested-capital method, should not be binding.
2. Any portion of an excess profits tax credit not fully used in 1 year should

be available for carry-back or carry-forward, without time limitation, to be used
in any other year in which the excess profits tax applies.

3. Section 711 of the previous excess profits tax law, providing for equitable
adjustment in arriving at the net income in the base period should be enacted.
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4. We believe that any excess profits tax law should include general relief
provisions. These provisions should provide for automatic relief insofar as
possible. No matter how carefully legislation is drawn, it would be impossible
to draft a law which would be applicable to every foreseeable situation. We feel
that the lack of such relief provisions in H. R. 9827 should be remedied, in
spite of the careful attempt made by the drafters of the bill to obviate the
need for general relief provisions.

5. We do not believe that an excess profits tax should be retroactive. It would
interfere with orderly fiscal planning by business and create confusion. In the
case of the Hawaiian sugar planters, where a 2-year crop cycle obtains, the tax
could be confiscatory if it so happened that the sugar were harvested and sold
in that particular 6-month period.

SUMMARY

We believe that these suggestions will eliminate many hardship cases and
thus reduce the administrative burden of considering relief claims. These pro-
visions will not impair the revenue, will bear equitably on most taxpayers, tend
to be anti-inflationary, and will encourage expansion. They will enable the
Hawaiian sugar industry to produce the quantity of sugar which will be required
and without stifling enterprise will permit the Hawaiian sugar industry to
bear its proper share of the tax burden.

Respectfully submitted.
ERNEST W. GREENE,

Vice President, Hawaiian Sugar Planters' Association.

STATEMENT OF ANDREW G. IHALEY, IN BEHALF OF KING BROADCASTING Co., MAY
BROADCASTING Co., AND MEREDITH SYRACUE TELEVISION CORP.

King Broadcasting Co. is the licensee of television station KING-TV, amplitude
modulation station KING, and frequency modulation station KING-FM, Seattle,
Wash. May Broadcasting Co. is the owner of television station KMTV, Omaha,
Nebr., and AM station KMA, Shenandoah, Iowa. Meredith Syracuse Television
Corp. is the owner of television station WHEN, Syracuse, N. Y. These three
companies are not appearing in opposition to increased taxes. They realize that
additional taxes must be levied to meet the heavy costs of the defense program.
They do desire, however, to bring to the committee's attention certain unique
facts in connection with the television broadcasting industry which, in their
opinion, point to the desirability of according telecasters special treatment in any
excess profits tax legislation enacted at this time.

The philosophy of excess profits taxes is that business profits resulting from
wartime buying should be leveled off to the normal economy. In other words,
excess profits tax legislation seeks to preserve a normal level of profits and to pre-
vent wartime profiteering. The new television broadcasting industry, developed
since World War II, cannot be grouped with many industries which, by the nature
of their products, will increase their volume and profits as a result of the defense
program. Instead of augmenting profits in the telecasting industry, defense
preparations will curtail profits which this rapidly growing industry could have
expected to realize in a normal peacetime economy in the years immediately ahead.

The channeling into the preparedness program of cobalt, copper, and other
materials essential to television receiver production will curtail set production.
This in turn will affect the continuing growth of TV as an advertising medium
since a telecaster's revenues depend on the size of the audience he reaches. Fur-
thermore, advertising as such becomes of less importance in a wartime than in a
peacetime economy because of the inevitable shortage of goods and merchandise
available for consumer consumption. Therefore, the preparedness program, in-
stead of producing greater profits which the tax legislation of the character here
under consideration is designed to siphon off, will jeopardize and constrict profits
which normally could have been expected in a peacetime economy as television sets
became more numerous.

In an infant industry like television, where most licensees had not even
reached a break-even point in 1949 in their pioneering of this new medium of
mass communication and entertainment, recourse to a base period of 1946-49
would work a patent hardship on telecasters and would not reflect the "normal"
profits of this industry. At the end of World War II only one television station
was on the air, operating a few hours a week. Because of the very large capital
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costs involved in constructing new television stations and the heavy operational
losses which then seemed inevitable for an undetermined number of years (with
only a few television receivers on the market), television applications filed dur-
ing World War II and immediately thereafter were being withdrawn more
rapidly than new applications were being filed. The risks involved seemed too
great to attract the required capital. As late as 1948 several television-construc-
tion permits for large cities were voluntarily surrendered. And as recently as
the summer of 1950, one large television-manufacturing company requested per-
mission from the Federal Communications Commission to conduct experiments
with a subscription system of television whereby the cost of operating television
stations, instead of being borne solely by the advertiser, would be augmented by
payments from the viewer. While this pessimism regarding the ability of tele-
casters to furnish program service with expenses borne entirely by the sponsor,
as in the case of AM broadcasting, is not now generally shared by the industry
as a whole, it nevertheless highlights the fact that persons who pioneered tele-
vision in 1947, 1948, and 1949, incurring huge losses during that period, assumed
tremendous risks and should not now be confronted with an excess profits statute
where the base period embraces the very years when television was struggling
to emerge from the laboratory stage.

It is also to be borne in mind that half of the 10,000,000 television sets, which
it is expected will be in the hands of the public by the end of this year, will have
been produced in 1950. Before the developments in Korea, it was confidently
predicted that the number of outstanding sets would be doubled by the end of
1051 (another 10,000,000 or 20,000,000 in all). It was this recent rapid expan-
sion and prospective further expansion in the number of receivers in the hands
of the public which gave telecasters some hope to amortize their large capital
investments and to recoup losses suffered in the period 1946-50. However, with
a wartime economy and attendant drastic curtailment in the production of tele-
vision receivers now in sight, telecasters will be forced to provide a broadcasting
service with a limited "circulation" until a peacetime economy again prevails.
In this connection, the problem of the telecaster is not to be confused with that
of the television-set manufacturer. In a national-preparedness economy, the set
manufacturer can divert his plant to the production of electronic equipment
urgently needed by the Government. The telecaster has no such escape. His
plant has only one utility-the providing of television programs to the public
supported by the advertisers' dollar.

Still other problems are looming on the horizon for television broadcasters.
On October 1(0, 1950, the Federal Communications Commission authorized color
television under a system not compatible with the present black and white. In
order to televise in color, broadcasters will be required to incur additional capital
outlays. Since the present receivers in the hands of the public will not even
receive color pictures in black and white without the addition of adapters prob-
ably costing in excess of $50, this means that the telecaster cannot rely upon
current "circulation" but must again build up an audience as it did for black
and white between 1946 and 1950.

Furthermore, during the past 2 years the Federal Communications Commission
has imposed a "freeze" on the construction of new television stations. As a re-
sult, all sets produced to date have been channeled into 64 communities where
television stations are now in operation. With the prospect of the freeze on
new grants being lifted early in 1951, we can expect television stations to be
placed in operation in many large metropolitan areas not now provided with
television service. This will mean that the limited number of sets manufactured
in the next few years will be channeled in part into these new television centers,
thus reducing the number of sets available in areas served by existing telecasters.
Such will be the result of the wartime curtailment on receivers unless the pro-
posed excess profits legislation and a ban on the production of new television
sets make it impossible to attract capital willing to run the risk of attempting
to provide television service with dim prospects of receivers being available in
scores of markets not now served. Because of the great potentialities which
television has for civilian defense purposes, in educating the public on what
to do and what not to do in case of enemy air attacks, such cities should not be
deprived of a potential television service by the impact of tax legislation using
a nonrepresentative base period of 1946-49.

With an excess profits formula on the books similar to that used in World
War II, with the base period 1946 to 1949, neither existing telecasters nor persons
desiring to provide television service in new communities could ever hope to
recover initial and possible long-time operating losses, nor could they hope to
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amortize their original capital investment. Such a tax policy would be unfair
to existing telecasters and would deprive many large cities (like Portland and
Denver) of their first television service for some years to come.
That the proposed excess profits legislation, with no special provisions for a

new industry like television, would operate unjustly is borne out by the capital
investment and profit and loss figures for the television licensees presenting this
statement.

The operating deficit for King Broadcasting Co.. and the predecessor licensee
of KING-TV was $51,565.16 for that portion of 194S it was on the air, $122,166.98
for 1949, and $10,852.95 for the first nine months of 1950. Its capital investment
is $442,554.22.

The operating deficits for May Broadcasting Co. were $45,269.94 during that
portion of 1949 it was on the air and $62,832.67 for the first 9 months of 1950
with losses being progressively reduced each month. Its capital investment
exceeds $400,000.

Likewise Meredith Syracuse Television Corp. lost $198,663 during the fiscal
year ending June 30, 1949, $204,423 during the fiscal year ending June 30, 1950,
and $41,329 from July through September 1950. Television Station WHEN has
$617,776 in fixed assets. It is now barely approaching the break-even point.

In the light of the foregoing factors, the committee is respectfully urged to
include in any excess profits tax legislation special provisions governing tax pay-
ments by telecasters. It is suggested by way of illustration that such legislation,
in the case of television broadcasters:

(a) Provide for the continuation of the recently increased corporate tax
through 1950.

(b) Allow a 5-year growth period starting with the tax year 1951, finally ar-
riving at an excess tax base computed on net gains year by year.

(c) Permit corporations to include losses for 3 years prior to 1951 in arriving
at excess profits figure.

(d) Include special provision for 3-year carry-back and 5-year carry-forward
for the television broadcasting industry.

AMERICAN & FOREIGN POWER CO., INC.,
New York 6, N. Y., December 5, 1950.

Re: Elimination of Western Hemisphere trade corporations from consolidated
excess profits tax returns.

Hon. WALTER F. GEORGE,
Chairman, Finance Committee,

United States Senate,
Washington, D. C.

DEAR SENATOR: In connection with the pending excess profits tax bill, may we
respectfully request your consideration of the position of Western Hemisphere
trade corporations.

The obvious inequity of imposing an excess profits tax on American organized
operating companies wholly engaged in business outside of the United States
was recognized in the Second Revenue Act of 1940. Such corporations were de-
clared exempt from excess profits tax (code sec. 727 (g)). Similar exemption is
provided in section 452 of the new subchapter D of the code proposed by
H. R. 9827.

The 1942 act gave further recognition to the difficulties of meeting foreign
capital competition in developing Western Hemisphere trade by subjecting West-
ern Hemisphere trade corporations (as defined in code sec. 109) solely to the
corporate normal tax but not the surtax (code sec. 15 (b)). However, the same
act in substantial degree nullified the effect of such relief by requiring that such
corporations when included in a consolidated return for income tax purposes
must also be included in a consolidated excess profits tax return and their
income taxed at excess profits rates. The asserted necessity for this require-
ment is stated in the report of the Committee on Finance, United States Senate,
relating to the revenue bill of 1942 (S. Rept. 1631, 77th Cong., 2d sess.) :

"Your committee, however, believes it desirable that the affiliated group of
corporations be identical both for consolidated income and for consolidated excess
profits tax return purposes. It has therefore amended sections 141, 725, and 727
of the code so as to provide that any corporation which has joined in a con-
solidated income tax return shall not be exempt from excess profits tax. Con-
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sequently, an includible corporation as defined in section 141 (e) which is a
member of a group filing a consolidated income tax return will be required
to join in the filing of the consolidated excess profits tax return. This is adminis-
tratively expedient both from the standpoint of the Government and the tax-
payer. In addition, it prevents the disqualification for consolidated excess
profits tax return purposes of groups which are eligible for consolidated income
tax return purposes in those cases where the common parent corporation would
otherwise be exempt from excess profits taxes under sections 725 and 727 of
the code."

Thus Western Hemisphere trade corporations under the World War II excess
profits tax law found themselves in the anomalous position of receiving the
benefit of exemption from surtax upon their net income as a necessary alleviation
of their tax burden, and having the same income subjected to a high excess
profits tax if such corporations were a part of an affiliated group filing a con-
solidated income tax return.

Many American corporations operated wholly in foreign countries are subsid-
iaries of parent American corporations doing business in the United States, but
under the law the excess-profits tax exemption accorded such companies could not
be availed of unless each company of the entire group, whether operating within
or without the United States, filed a separate income-tax return. This virtually
denied the consolidation privilege to and was a very real discrimination against
American enterprises with substantial capital risks in foreign countries. An
example in point can be cited.

American & Foreign Power Co., Inc., is an American corporation engaged in
the business of owning and financing operating utility companies located in for-
ei=n countries. Its principal investments are in subsidiaries operating in Mexico,
Guatemala, Costa Rica, Cuba, Panama, Colombia, Ecuador, Brazil, Argentina,
and Chile. American & Foreign Power Co., Inc., was organized 27 years ago and
has contributed greatly to the economy of Central and South American countries
in the development of electric and other types of utility business in the localities
named. It and its subholding companies operate largely through wholly owned
and financed operating subsidiaries :and in five of the countries, to wit: Mexico,
Cuba, Colombia, Ecuador, and Panama, these subsidiaries qualify as Western
H ,misphere trade corporations within the meaning of section 109 of the Internal
Revenue Code.

American & Foreign Power Co., Inc., and its affiliated companies file a con-
solidated return for income-tax purposes. Approximately $6,000,010 or one-
third of the consolidated net income for the year 1949 was attributable to the
Western Hemisphere trade corporation affiliates. Thus, if this affiliated group
were to file a consolidated excess-profits-tax return, a very substantial portion
of the consolidated net income would be considered as excess-profits net income
entirely contrary to the purpose of the excess-profits tax exemption accorded the
Western Hemisphere trade corporations under code section 727 (g) and section
4.2 of H. R. 9827.

While the excess-profits-tax exemption as to such net income could be obtained
by the filing of separate returns, each company in the group would have to file
a separate return and this would mean the denial to the group of a substantial
part of the credit for foreign income taxes otherwise allowable with respect to
the income derived from sources in the various foreign countries. For example,
Cuban Electric Co., the largest Western Hemisphere trade corporation in the
American & Foreign group, had net income in 1940 of approximately $3,300000
with respect to which it paid Cuban income tax of approximately $2,100,000. The
Cuban income tax is levied at graduated rates, the top rate of which is 35 percent,
but the amount of net income of Cuban Electric Co. upon which the Cuban tax
is levied is considerably higher than that of Cuban Electric under the United
States income-tax law. This is due largely to the fact that the interest deduction
allowed under Cuban law is limited to a maximum rate of 4 percent upon its
indebtedness. Actually Cuban Electric paid 6 percent on its indebtedness. Most
of this interest was paid to American & Foreign Power Co., Inc., or its subholding
company, and a further Cuban income tax of 6 percent was withheld upon such
payment. This interest income is subject to United States income tax in the
hands of American & Foreign at normal and surtax rates as well as excess-profits
tax if enacted as under the prior law.

When a consolidated return is filed the total net income derived from each
foreign country is determined and the foreign income taxes paid thereon are
allowed as a credit against the United States taxes limited to an amount not
in excess of the rate at which such income is taxed under the United States law.
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Under this procedure the allowable credit for foreign inconne taxes is deter-
mined with reference to all tihe net income of a given country in relation to tilhe
total foreign income taxes paid thereon in that country. Tis is an equitable
rule, but it is defeated where a consolidated return of a closely aiiiliated group is
not made since a foreign-income-tax credit would be denied to the parent, filing a
separate income-tax return, as to any foreign income tax paid on the net income
of its subsidiary, even though, as in the case of the Cuban Electric Co., net
effect of the foreign income tax is a levy upon the parent. Tile Cuban situation
described operates thus:

1949--Separate return

Net income United United
iom States taxIs Forei n States tax

Cuban (before credit (after
sources foreign tax credit foreign

tsues ax credit)
1  

tax credit)

American & Foreign Power Co., Inr ... .. _ $1,927, 000 $732, 260 $145, 000 $587, 260
Havana Electric & Utilities Co. (snbholdince company) _ 919, 000 340, 220 5, 000 291, 220
Ebasco International Corporation (service subsidiary) . 115, 000 43 700 ..- 43, 700
Cuban Electric Co. (operating company-Western

Hemisphere trade corporation) --.... ............ . 3, 317. 000 796,080 2,125,000 None
Havana & Insular Real Estate Co --.-.. ............ 2-1,000 _-----_ __-- - ---- ---

Total.............------------------------------------6. 277. 000 1,921,260 2,331,000 922,180

American & Foreign Power Co., Inc....-----------------... 6,277,000 1, 91, 000 2,331,000 None

ITax shown at rates effective for 1949.
2 Red figure.
e The amount of the consolidated tax allocable to total net income from Cuban sources, i. e., net income

from interest and operations.

As the above tabulation shows, the total Cuban income tax on net income
derived by the American anti Foreign group in Cuba on a consolidated return
basis exceeds the United States income tax levied on the same income, and,
therefore, there is no United States income tax payable upon such income and
this is an equitable result correct under existing United States income tax law.
However, as the tabulation shows, were separate returns filed in order to obtain
excess profits tax exemption for Cuban Electric Co.'s substantial net income,
the United States income tax liability on Cuban net income would be an
aggregate of $922,000. The effect would be to impose a substantial United States
tax liability so that the excess profits exemption for the Western Hemisphere
trade corporation, Cuban Electric Co., could be made operative.

A similar situation as to income derived in Mexico would result in increased
United States tax liability of $185,000 or a total "penalty" of over a million
dollars in order to secure to the Western Hemisphere trade corporation in the
American and Foreign group the exemption due them if section 727 (g) or
section 452 of H. R. 9827 and the excess profits tax had been in effect for 1949.

It is respectfully submitted that the exemption from excess profits tax accorded
American corporations wholly engaged in active operations in foreign countries
should not be denied by requiring them to be included in a consolidated excess
profits tax return merely because the affiliated group of which they are a part
files a consolidated income tax return.

This matter was referred to in statements submitted by Messrs. Mitchell
Carroll and Ellsworth Alvord and by the Controllers Institute of America when
the Revenue Act of 1943 was under consideration by the Committee on Ways
and Means of the House and the Committee on Finance of the Senate. (See
pp. 615, 745, and 831 of the report of the hearing before the Committee on Finance,
U. S. Senate, 78th Cong., 1st sess., on H. R. 3687, and pp. 685 and 1331 of the report
on hearings before the Committee on Ways and Means of the House of Represent-
atives, 78th Cong., 1st sess., on revenue revision of 1943.) However, it does not
appear that any amendment was made to the law on this subject at that time.

The remedies correcting the inequity described are quite simple. Any one of
the following alternatives is suggested:

(a) Eliminate the net income and the excess profits credits of American
)rporations operating entirely in foreign countries from the affiliated group for

excess profits tax purposes; or

75900-50- 19
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(b) Exclude such corporations from the consolidated excess profits tax
return and treat the investments of the affiliated group in such corporations as
inadmissible assets; or

(c) Give the affiliated group the opinion of either including or excluding the
net income of such corporations and, if excluded, treat the investment as an
inadmissible asset. This follows the pattern with respect to excess profits tax
treatment of income from United States Government securities under code sec-
tion 711 (a) (2) (G); or

(d) Provide an arrangement similar to that relating to corporations engaged in
the mining of certain strategic metals as provided in section 721 of thle code and
paragraph (c) of section 33.30 of regulations 110. (This method would he the
same as that now applied in the computation of the surtax exemption of Western
Hemisphere trade corporations where the latter are included in a consolidated
income tax return.)

This matter has been discussed informally with members of the staff of the
Joint Committee and also members of the Treasury legislative staff.

If an excess profits tax law is enacted, it is respectfully requested that appro-
priate provisions be included therein to meet the situation herein described.

Very truly yours,
W. B. STAFFORD, Vice President.

STATEMENT OF DE WITT EMERY, PRESIDENT, NATIONAL SMALL BUSINESS MEN'S

ASSOCIATION, EVANSTON, ILL.

Our present national policy contemplates the building of our economy to suc-
cessfully combat the Communist threat. We are informed that this will be a
long hard pull in contradistinction to the situation which existed at the start
of World War II when it was necessary to produce now regardless of any
resulting maladjustments and frictions. Because economic strength is necessary,
the basic needs of the civilian and industrial groups must be in part satisfied as
well as making adequate provision for the military. Presently it is contemplated
that some 15 to 20 percent of our national output will be required for the military
as compared with some 40 or 50 percent which was allocated to them during World
War II. It is evident that we will have to have an expanding industrial machine
for some time, to come if this task is to be successfully completed. Obviously,
industry will require additional capital investment to take care of these needs and
this can be derived from borrowings, new equity investments or by retention
of earnings. By their very nature, the small business enterprise will, generally,
be unable to obtain such capital from the first two sources and will largely be
compelled to depend upon retained earnings.

Under partial mobilization plans as presently formulated, the enactment of an
excess profits tax at this time seems unnecessary. Such a tax would he imposed
upon all corporations regardless of the nature of their activity and would result
in taxing as excess profits, profits derived in large part from civilian production.
Such a state of affairs is contrary to the avowed purpose of the excess profits
tax enacted at the start of World War II when we were informed that no
excess profits shall accrue to those engaged in war work. It may well be that
an excess profits tax at this time would prevent or retard the growth of our
industrial machine. This is particularly true of those businesses having small
capital.

Moreover, by reducing executive branch nondefense expenses to the 1941 level
a total of $6,000,000,000 could be eliminated from the budget. This, we are
informed, would roughly approximate the amount realizable by the imposition
of the proposed excess tax. However, since whether or not an excess profits
tax is necessary is a closed issue so far as your committee is at present concerned
we are glad to suggest some of the things which we believe should be carefully
considered in drafting such a bill.

The proper base for determining normal profits
The alternative bases provided by the excess profits tax law of World War II

should be used, except as qualified in the following. The following comments
assume that the specific exemption be at least $40,000.

Earnings method of computing excess profits tax credit
The base period should be the calendar years 1946 through 1949, inclusive, with

respect to calendar-year corporations and the tax years commencing in 1946 and
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ending in 1950 for fiscal-year corporations. In general, the impact of the Korean
incident has not appreciably caused corporate income increases arising from war
orders because of the limited demands made by the military to date and un-
doubtedly in some cases war orders have actually decreased earnings because of
plant conversion, and things of that nature. As a consequence, cut-off dates such
as December 31, 1939, or May 31. 1940, contained in the Id law are not dlesirable.
Any new law should provide for the election by the taxpayer of any 3 of the 4
years in computing net income which should also be used as the excess profits
tax credit. In the event 3 years are used as the base, the average net income
should be determined by dividing by three. In general, the adjustments in arriv-
ing at the taxable excess profits and income contained in the old law are satis-
factory. Growth formulas contained in the old law should apply under new law
where appropriate.

Invested capital method of computing excess profits credit
Invested capital should be computed as under the old law except that all ad-

justments of Federal taxes on income, and so on, whether refunds or deficiencies
should be recognized and related back to the year in which they arose. The tax-
payer should be placed on equal footing with the Government in this regard. Bor-
rowed capital should be recognized in total. Earnings accumulated after July 1,
1950, should he permitted to increase the invested capital base.

The following rates of return, we believe, should he allowed in computing the
excess profits credit and the excess profits tax should be computed before normal
and surtaxes:

Equity invested capital
Percent

Up to $500,000-- - ------------ - 175
$500,000 to $2,000,000------------------------------------------------ 12/ 2
Over $2,000,000 ______------------------------- 10

Borrowed money should be considered as capital with interest disallowed.
Our principal concern is the credit allowable to corporations whose equity

invested capital is $500,000 or less. It is this group which feels recessions more
severely than large corporations and this is particularly true during the years
1946-49. If the 8-percent allowance in the old law was adequate-a dubious
assumption that does not appear to be borne out by the facts-then 15 percent
is entirely reasonable as a credit for any new law. Corporate earnin'rs before
Federal taxes on income were approximately 10 percent during the base-period
years 1936 through 1939 whereas during the proposed base years they were in
excess of 20 percent. During this period, that is 1946 through 1949, small busi-
ness concerns generally experienced much lower earnings than the national
average.

The invested capital method is the only method available to newly formed
corporations. The excess profits tax imposed on them was extremely burden-
some when under the old law a maximum of 8 percent was allowed. As an al-
ternate, newly formed corporations might be allowed credits computed at higher
rates than for other concerns which have alternate methods available. The re-
lief provision contained in section 722, (c) does not afford relief to such newly
formed corporations. The technical requirements of the old law are quite com-
plicated and often, in the case of small concerns, desiring the use of the invested
capital method necessary data cannot be obtained. As an alternate, invested capi-
tal as disclosed by the tax return might be used, adjusted of course, to known tax
bases of assets, viz, depreciable assets and so forth. In small corporations, it
would be rare indeed where such a method of determination would overstate
equity invested capital and it is believed that substantial justice would result.
Such corporations should be permitted to prove if they can, higher values of
assets.

Relief provisions
At the outset it is submitted that the provisions of relief sections are too

complicated to the proper administering of the law. The substantive provisions
are on the whole adequate but it is apparent that effective directives to govern-
mental agencies administering the law are necessary if the relief intended is to
be secured. In numerous instances, administration of the law largely nullified
the intent of Congress to grant relief. In this connection reference is made to the
innumerable statements contained in the Treasury bulletin on excess profits tax.
It is believed that this criticism is entirely justified and the inadequacy of the
aforesaid bulletin is borne out by the fact that the Excess Profits Tax Council
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has deemed it necessary to publish numerous interpretive EPC's to rescind and
explain the bulletin.

The burden of proof placed upon the taxpayer seeking relief was unduly
burdensome, particularly when a field agent, if the resulting relief to his mind
was too high, "administratively determined" that a different approach granting
little or no relief was the proper one. This would be offered without the
slightest proof. Often an intelligent approach to the problem is beyond the
average agent's ability to understand and the attitude has been noticed that
things beyond the comprehension of the agent are incorrect per se. Undoubtedly
there are many agents handling claims that are well qualified but such agents
are not assigned to cases developed by small business concerns.

The development and presentation of claims is a costly process and open
only to taxpayers who have adequate funds to prosecute them. Moreover, the
cost of administering the law by Government is correspondingly high. As a
result, relief provisions for the many small business concerns who had "good"
claims is a myth.

The best form of relief for the small business concern that could be adopted
would be based upon the principle that would require mandatory reduction in
taxes in the event the taxpayer can establish his right to relief.

If determination of relief on the industry basis is used the question of what
constitutes an industry raises numerous problems. For instance, 10 percent of
the companies in a given industry may account for over 70 percent of the income
realized. In addition, such companies may also be members of more than one
industry and without departmental statements of profit and loss a tremendous
distortion could obtain. This could work to the detriment or benefit of the
taxpayer and conversely, the Government.

If the provisions are based entirely upon the base-period facts one can
generalize that no small corporation would obtain relief since the tax rates of
smaller businesses were generally lower than those of large corporations. This
would not be an insurmountable objection if some adjustment was made. Of
course, the easiest solution would be to increase the specific exemption, so as to
,eliminate most if not all of small business claims.

Any classification of corporations by industry would necessarily have to be
based upon activities during the base period rather than an excess profits tax
year. We believe this an essential since during periods of war economy many
companies engage in activities entirely unrelated to their civilian production.

If relief is based upon war-year data using civilian industry classifications
relief might be granted or denied by reason of activities unrelated to the basic
civilian business of the taxpayer. We have observed as mentioned above, the
marked tendency of corporations to engage in activities unrelated to their
civilian business. This may well result in profits at rates which vary materially
from those experienced in civilian pursuits.

The insurmountable problem as we see it is how would the Treasury Depart-
ment classify such businesses as General Motors Corp., Radio Corporation of
America, and Philco Corp. In these three companies such diverse products as
automobiles, trucks and busses, radios, phonographs, records, and household
appliances are produced and yet the latter two companies are generally regarded
as being members of the same industry. In addition, in certain areas GM and
Philco are competitive and 3et one would be classified in the automobile industry
and the other in the radio industry. In the absence of divisional or departmental
profit-and-loss statements it is not seen how a true industry norm can be
established that would afford adequate relief to any business and particularly
to small business.

Reference is now made to the data published for the years 1947 through 1949
by the Federal Trade Commission and Securities and Exchange Commission
under the tit'e of "Quarterly Industrial Financial Report Series for All United
States Manufacturing Corporations."

We make the dubious assumption that all large corporations regardless of
their industrial classification experienced during the years 1947 through 1949
the same high level of earnings as large corporations did in the aggregate. By
doing this we may regard the national total ot this series as being data for one
industry. If your committee is unwilling to grant this assumption it is then
pointed out that if there are areas in which large corporations earned le's than
such national average it necessarily follows tbat otbol members of this group
realized earnings in excess of the national average. Small blusinles eo!urerns who
would be classified with this latter group as members of the same industry would



EXCESS PROFITS TAX ON CORPORATIONS, 1950 285
effectively be denied relief regardless of any reasonable adjustments to the dala
that could be made.

In the race to produce consumer goods after World War II tihe large corpora-
tion had a distinct advantage over the small corporation after complete con-
version was made. In 1947 corporations having assets of $5,000,000 and over
(hereinafter sometimes referred to as large corporations) owned over 80 percent
of the manufacturing facilities. By 1949 this increased to alhumost 84 percent.
During the same period their plant and equipment increased by 31 percent after
allowance for depreciation. Such data does not include fully amortized facilities
acquired under certificates of necessity during World Warn II. The inclusion of
these items after allowance for normal depreciation would further increase the
amount owned by large corporations.

It should be remembered that during this period the consumer public showed
a preference for products of large corporations-consumer durables-which were
unavailable during the war. Such a list includes automobiles, major household
appliances, radios, and new products such as television sets and the like over
other items.

This is borne out by the fact that in 1949 large corporations accounted for 75
percent of the sales made by all manufacturing corporations as compared with
70 percent in 1947. During the same period the large corporations' profits before
taxes increased from 75 percent of the national total in 1947 to 85 percent in 1949.

In the case of small business there is observed a downward trend in production
assets, earnings, and stockholders' equities.

In view of this evidence relief would be automatically denied small business if
the industry norm included data of large corporations in each industry.

As a group small manufacturers did not compete successfully in the postwar
period and such tendencies would be more marked in a war economy since most
of the manufacturing facilities are owned by large corporations.

In the case of the newly formed small corporation the problem is even more
acute. No relief would be forthcoming if based upon data for the years 1946
through 1949. Moreover, if the excess profits years are used as a norm, an
income at a rate substantially over that experienced by the large corporation
would be needed before relief was granted to the small corporation.

Relief provisions based upon such industry-wide data would put small business
in direct competition with large business in this area and there is an abundance
of evidence that this is tantamount to discrimination against the small
corporation.

To provide the necessary revenue it has been suggested that base period earn-
ings of the years 1946 through 1949 be reduced by a percentage to arrive at the
excess profits credit. Some political sources have indicated that 80 percent be
allowed. In view of the high corporate earnings experienced by the large corpo-
ration since the war (for example, one large Midwest corporation has increased
its sales by 50 percent over peak war-years sales and is presently paying more
income taxes than it did during the war) it is readily seen that little or no
excess profits tax on a relative basis would be collected from such corporations,
and a disproportionate amount would be borne by the small corporation.

It is therefore recommended that if the proposed excess profits tax is to be
regarded (with the resulting tax being borne according to ability to pay) as a
revenue-producing measure that the following be considered:

Amount of excess profits credit
Base period income: Percent

Up to $50,000------------------------------------------------- - 100
From $50,001 to $100,000__------------------------------------------- 95
From $100,001 to $500,000------------------------------- 90
$500,001 to $1,000,000------------------------- 85
Over $1.00,000------------------------------------------------ 80

In a partial mobilization situation no excess profits tax law should be considered
without a review of the impact of controls on the business community. Without
regard to priorities given to war business, allocations of remaining critical and
other materials for the civilian economy would probably be based upon consump-
tion during the years 1046 through 1949. Again the large corporation would have
an advantage over the small corporation as it has been shown that in the aggre-
gate they produced on a percentage basis more in each successive year from 1947
through 1949.
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We think that the major fallacy, regardless of the form any relief provision
night take, lies in including of all members of an industry, regardless of size, in
the norm.

For instance, it has been recognized that in big business there is a growing
tendency to increase the investment of plant and equipment in relation to each
worker directly employed on production. The investment is made by manage-
ment with the purpose of reducing costs. Three examples will suffice to demon.
state. Assume that the manufacture of tobacco products is regarded as one
industry. There is no relationship between the production methods used by a
large cigarette manufacturer and those employed by a cigar manufacturer em-
ploying very little or no production machinery. Yet for this purpose both are
members of the same industry. Nor is it seen how du Pont with its automatic
processes can be classified with a small manufacturing chemist who employs
manual processes.

And finally, United States Steel and other large steel companies have continu-
ous strip mills a half mile long controlled by one person. Should the producer
of pig iron having one converter be placed in the same category?

And granting the necessity of recognizing these differences in production
methods as actually requiring a breakdown of major industry classifications into
component parts, we create an administrative problem of classification that has
no equitable solution. Moreover, the problem is further complicated by the
fact that a large portion of our manufacturing companies are members of more
than one industry.

And finally, in the Government's effort to step up production for both civilian
and military consumption, the most modern and efficient production tools that
our economy possesses will be utilized first to their full capacity. As a nation,
we are thankful that we have them since they represent one of the most valuable
weapons our country owns. Under our American system the owners of these
tools are entitled to a profit for their use and the ownership thereof is largely
vested in the large corporations.

We do not raise the question of how a du Pont or General Motors would obtain
relief under the proposed provisions. This is not our problem. We are interested
in small business.

Capital gains
Capital gains should not be included in determining excess profits net income.

Normal and surtax colmputation
In the event that the invested capital credit rate is 15 percent or thereabouts,

the excess profits tax and normal and surtax should be computed as under the 1945
law. If the rate of return allowed is 8 percent or thereabouts-a truly unreal-
istic rate under 1946 through 1949 conditions-tax computations should be made
as under the 1940 law. During the old base period net return on stockholders'
equities before income taxes was approximately 1012 percent. Such rate is
based upon the Security and Exchange Commission series of registered corpora-
tions. Comparable data for the proposed base period are not available since this
series was discontinued at the close of 1947. As a substitute, the Security and
Ex-hange Commission joined with the Federal Trade Commission in 1947 and
commenced publishing the industrial financial report series which covers all
manufacturing concerns in the United States. A review of this new series dis-
closes that from January 1, 1947, to the end of 1949, net return on stockholders'
equities before income taxes is in excess of 20 percent.

An intelligent answer as to this computation lies in the two variables-the
normal and surtax and the excess profits tax rates during the excess profits tax
years and the amount of the specific exemption. It is therefore recommended
that in view of these unknown factors taxpayers be granted an election so that
a change in method of computation or specific exemption will not result in an
increased tax fr invested capital corporations as resulted when the law was
amended in 1941.

This is particularly true of new corporations who are compelled to use the
invested capital method in computing their excess profits and income credit.

Tax conccpt--one or many
The excess profits tax, normal and surtax, should be treated as one tax for all

purposes.
A number of injustices arose under the old law by treating each tax separately.

It is recalled that in applying the carry-backs provisions the Commissioner col-
lecting interest on potential deficiencies from due date of return, while disallow-
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ing interest on potential overassessments prior to the d(late of claims. We are in-
formed that the Bureau's attiude hals not changed although laxpayecrs are now
granted the right to object to the method of interest computation. It would seem
desirable to redraft sections 292 and 3771 since this issue appears to be unsettled.

Moreover, it would seem desirable to give the Tax Court jurisdiction over all
matters involved including interest computations. There seems to be no compel-
ling reason why internal revenue agents could not settle the interest question
when they are settling income tax issues. Such a change would undoubtedly ex-
pedite settlements and do away with the costly remedy of taking a matter before
a court of record as is required by tihe present laws.

Binding election
The taxpayer should not be bound by his election. So many changes can be

made by Congress that substantial justice can only be obtained when taxpayer
has a right to elect. Therefore we recommend that each taxpayer each year be
permitted to elect the invested capital or earnings method of figuring excess
profits tax credit.

By the adoption of our proposals, namely:

Specific exemption ________________________________________ $40, 000
Excess profits credit:

Based upon income, 1946-49, to be used as base period with
election to select any 3 of the 4 years.

Based upon invested capital (and inclusion of all borrowed
capital with disallowance of interest in total) :

Percent

Up to $500,000- ------------------- 15
$500,000 to $2.000,000___----- --------- 121/
Over $2,000,000 -- --------------------- 10

Exclusion of capital gains from excess profits income.

An effective relief provision based upon old 722 with a congressional di-
rective to administering agency directing them to administer the law in
accord with the intent of Congress.

the small business concerns would be afforded necessary relief which was denied
them under section 722 at very little loss in revenue, any excess profits tax would
be borne by those concerns having the ability to pay and finally the increasing
discrimination against the snmall-business firm would not be present-at least in
this area.

The further we have gotten into this question, the more firmly we have be-
come convinced that an excess profits tax is not the right answer to the present
revenue raising problem. It is almost impossible to draw a fair and equitable
excess profits tax bill, and then no matter how good the bill might be, the admin-
istrative burden would be tremendous.

A number of the members of our association have suggested as an alternative
an emergency defense tax, this tax being a flat percentage of te corporation
income tax due as computed at the present normal surtax rates.

The application of this suggestion would be that if under the present rates a
corporation owed 520.0(:0 and the emergency defense tax rate was 10 percent the
total bill then would lie $22,000, or 525,000 if the emergency defense tax rate was
25 percent.

The CHAIRMAN. We will next hear from Mr. Haley, of the National
Coal Association.

Mr. Haley, will you come forward, please, and identify yourself for
the record?

STATEMENT OF JAMES W. HALEY, SECRETARY, SPECIAL TAX
COMMITTEE, NATIONAL COAL ASSOCIATION, WASHINGTON,
D. C.

Mr. HALEY. Mr. Chairman and gentlemen of the committee, my
name is James W. Haley. I am secretary of the special tax committee
of the National Coal Association, and I am accompanied here today
by Mr. L. H. Parker, who is chairman of the committee. I am also
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vice president of Jewell Ridge Coal Corp., operating coal mines in the
States of Virginia and Kentucky, and vice president of Virginia
Smokeless Coal Co., which is engaged in the sale of bituminous coal
in the eastern, southern, and midwestern markets. Prior to my affilia-
tion with the Jewell Ridge Coal Corp. and Virginia Smokeless Coal
Co., I was secretary and general counsel of the National Coal
Association.

The National Coal Association is the trade association of bituminous-
coal-mine owners and operators of the United States and has in its
membership coal producers in every major coal-producing State in
the Nation, and represents approximately 75 percent of the total com-
mercial production of bituminous coal in the Nation.

We are aware of the need of the Government for revenue, and are
not opposing a tax which would bear heavily on extraordinary profits
clue to the present defense program. However, such a tax should not
be designed so as to dry up the net income upon the volume of which
approximately 75 percent of the Government's revenue depends. If we
discourage the creation of income, the revenues of the Government will
be seriously affected.

We feel the Ways and Means Committee did a good job in producing
H. R. 9S27, in view of the extremely limited time which that committee
considered available. There are, however, several of the features of
that bill which we feel should be changed, and I shall deal specifically
with the more important of the provisions we feel should be amended.

1. Determination of base period years: H. R. 9827 provides for
the selection by the taxpayer of the best 3 out of 4 years of the period
1946-49, inclusive. We feel quite strongly that the taxpayer should
be allowed to select the earnings of any one of these 4 years as repre-
senting his normal earnings. In other words, the taxpayer's normal
peacetime earnings should be represented by his best peacetime year
rather than an average of all or three or two of the base period years.
The taxpayer should have the right to change his selection at any
time up to the time the tax is finally determined; if he is not given this
right, then at least a taxpayer who has given waivers should be ac-
corded that right.

The 1-year yardstick will eliminate that great majority of cases
which require special relief. It is true that the House bill is a great
improvement over the World War II excess profits tax law, which
contained in section 722 general relief provisions most difficult of
administration. However, there are numerous cases in the House bill
where relief provisions have been inserted. An examination of these
provisions shows that many of them could be eliminated if the 1-year
yardstick were adopted.

An examination of the record of the bituminous-coal-mining indus-
try for the period 1946 through 1949 will, I believe, demonstrate be-
yond question that it would be inappropriate to consider the average
of any 3 years or even any 2 years within the period as a fair measure
for taxpayers within the industry.

In 1946, production of bituminous coal was 534 million tons. It
will be recalled that early in the year there was a lengthy strike which
resulted in seizure of the mines by the United States Government and
negotiation of the Krug-Lewis agreement. According to the Bureau
of Internal Revenue, 627 companies in the bituminous-coal-mining
industry had no net income in 1946.
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Production in 1947 was 631 million tons. But even in this year of
high production there were 415 strikes in the industry. While 1947 is
generally considered a good year from an earnings standpoint, there
were, nevertheless, 466 companies in the bituminous-coal-mining in-
dustry that reported no net income for the year, according to the
Bureau of Internal Revenue.

1948 was generally considered to be a fairly good year in the bitumi-
nous-coal-mining industry. Production in 1948 was almost 600 mil-
lion tons. But even in this year there were 561 separate strikes,
resulting in a loss of almost 60 million tons of coal.

In 1949 the miners' union unilaterally imposed on the bituminous-
coal industry the 3-day week and the so-called stabilizing period of
inaction. As a matter of fact, there was very little regular production
during the entire year of 1949. Production for 1949 was 438 million
tons, almost 200 million tons less than the production for 1947.

In sumary on the point, we may say with respect to the suggested
base period as applied to the bituminous-coal-mining industry that
for a good part of 1946 and 1947 the mines were in possession of the
Government and that in 1949 there was little if any regular sustained
production due to the widespread national strikes. Even in 1948 I
am sure there were a number of companies in the coal industry which
operated at a loss.

I might say that 1947 is the latest year for which the Bureau has
published statistics of income on corporations.

Certainly, as to the bituminous-coal-mining industry, taxpayers
should be permitted to select any one year as the base period year.

The House Ways and Means Committee apparently realized that
many taxpayers suffered so-called abnormalities during the base
period. According to the House bill, if the year or years in which
the abnormality occurs is included in the three highest years, the tax-
payer may substitute for his actual income in the year or years in
which there was an abnormality an amount determined by reference
to an index based on the base period yearly rate of return for the in-
dustry to which the taxpayer belonged in the year of the abnormality.

It is submitted that for reasons stated the proposed treatment of
abnormalities contained in the House bill would not be fair to the
bituminous-coal-mining industry. The difficulty in such an approach
as applied to the bituminous-coal-mining industry is that in the years
of obvious gross abnormality in the base period, 1946 and 1949, the
entire industry was subjected to unusual conditions as the result of
national strikes. This, of course, would be reflected in any industry
classification for such years which might be proclaimed by the Secre-
tary of the Treasury.

2. Alternative basis for growing corporations: It is noted with
interest and gratification that the House bill provides an alternative
credit basis for growing corporations. This credit is computed from
the income of the last 24 or the last 12 months in the taxpayer's base
period, whichever is higher.

Justifying the position taken in the House bill, the Ways and Means
Committee in its report states:

The theory upon which the alternative credit for growing business is based
is that by the end of the base period the taxpayer will have reached or will be
approaching maturity so that its income for the last months of the base period
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will be reasonably representative of its normal earnings. This logic would
lead to the exclusive use of the final year in the base period, 1949. However,
in many industries, 1949 earnings were substantially less than those of 1948,
and in these industries a growing corporation might receive a larger credit based
upon the experience of the last 2 years than one based on the single year 1949.

This theory would not apply appropriately to the bituminous-coal-
mining industry for the reason that 1949, the last year of the base
period, was the year of most serious strikes in the bituminous indus-
try. For example, there were a number of growing corporations in
the bituminous-co l-mining industry which had developed extensive
properties to be brought into operation in the latter part of 1948 or
the first part of 1949. Thus, the growth factor would not be reflected
in 1948 and could not be reflected in 1949 due to the strike period. It
is suggested that this situation be corrected in the House bill by the
simple solution of changing the credit to be computed from the income
of any 12 consecutive months of the last 24 months of the base period
instead of the last 24 or the last 12 months in the taxpayer's base period.

Of course, the problem of the growing corporations, as well as most
of the other unusual cases, would be adequately taken care of if the
Congress would see fit to permit the 1-year base period standard.

3. Earnings credit: H. R. 9827 would provide an earnings credit
of 85 percent of the base period average earnings. The World War II
law provided 95 percent. We see no reason why the credit should not
be 100 percent. The stated intent of Congress, as expressed in the
Revenue Act of 1950, is to tax excess profits accruing to corporations
as the result of the national-defense program in which the United
States is now engaged. Giving less than 100-percent credit for base
period profits results in an additional tax on normal income, contrary
to the stated intent of Congress.

4. Minimum credit in lieu of specific exemption: H. R. 9827 pro.
vides no specific exemption, but provides a minimum credit of $25,000.
We believe this should be changed to a specific exemption of $25,000.
Doing so would be in accord with the principle recently adopted by
Congress in the interim tax bill, which provided a $25,000 exemption
in the computation of the surtax. The stated purpose of the Secre-
tary of the Treasury in advocating the $25,000 minimum credit was
to help small corporations. A $25,000 specific exemption would do
much more for relatively small corporations than would a $25,000
minimum credit.

We are opposed to the graduated point. We see no point in the
graduation whatsoever.

5. Graduated rates of invested capital credit: H. R. 9827 would
allow an invested capital credit of 12 percent on the first $5,000,000, 10
percent on the second $5,000,000, and 8 percent on all over $10,000,000.
We believe this graduation of rates is based on unsound principles.
Obviously, the intention of this graduation is to extract higher taxes
from large corporations. Attention should be given to the fact that
the stock in large corporations, to a much greater extent than is the
case in small corporations, is held by individuals with relatively small
ownership interests.

The modest savings of the average American are. tied up in the
stock of large corporations, not in the stock of small corporations.
The owners of the huge corporations are not, generally speaking, the
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very wealthy but those whose few hundred dollars of savings are tied
up in stock, along with the insurance proceeds left to the widows and
orphans of this country. The graduation of invested-capital credit
strikes at these people.

6. Borrowed capital: We recommend that borrowed capital under
the invested-capital method be included at 100 percent, with disallow-
ance of the interest deduction.

7. Retroactivity: We urge that the effective date of this tax be made
January 1, 1951, instead of July 1, 1950. If this retroactive feature is
contained, corporations will be in a dilemma with respect to closing
their books and determining their year-end dividend policy. Such
dividends will be substantially less because a retroactive tax is con-
templated. The loss of tax from individuals because of such reduced
dividends would largely offset the excess profits tax secured from
corporations applying to only a 6 months' period.

8. Expiration date: We feel that H. R. 9827 should contain a defi-
nite expiration date, certainly not more than 3 years from the effective
date.

9. Natural resource industries: We are pleased to note that H. R.
9827 continues in effect section 735 of the World War II law. That
section recognizes the peculiar position of the natural-resources in-
dustries, with wasting assets, by providing certain credits for produc-
tion in excess of normal production.

There are some very important changes which we feel are necessary
in this section. However, the Ways and Means Committee decided to
continue the section without change until there is time, after the end
of this year, to give more complete study to the problem. In view
of that decision, we will not now take time to explain our proposed
revisions of the section. As an appendix to my statement, I am,
however, for the information of the committee, filing the text of our
proposed revision of the section.

Any tax similar to an excess profits tax is based on net income.
Obviously, any inequities which exist in the computation of net income
are magnified by the impact of an excess profits tax. It is unfortunate
that a general tax-revision law removing inequities could not be passed
before adding an excess profits tax.

As to the coal industry, the revenue bill of 1950, as passed by the
House, corrected an inequity which had long existed as to the depletion
rate allowed our competitors, the oil and natural-gas industries, and
the depletion rate allowed the coal industry. That bill contained a
10-percent depletion rate for coal in lieu of the present 5 percent. We
recognize the fact the Congress is acting under great pressure at this
time, but we do feel this inequity should be corrected at the earliest
possible opportunity.

We are grateful to this committee for the opportunity to be heard.
That concludes the statement which I have on behalf of the coal

producers of the United States. I should like permission now to file
for the record an additional statement which is submitted on behalf
of the coal exporters of the United States. This statement centers
around the fluctuations in the coal export business in the base period.
I point out in my statement that in the peak year of 1947 coal exports
were almost 47,000,000 tons, and then in 1949 they were down to
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something under 13,000,000 tons. In 1950 they will be less than
2,000,000 tons, but there is much interest being evidenced now in the
European countries in the importation of American coal. And.
certainly, our allies across the Atlantic need much coal, and the only
place they can get it is from the United States.

The CHAIRMAN. You may file your additional statement in the
record.

(The statements referred to are as follows:)

STATEMENT OF JAMES W. HALEY, GENERAL COUNSEL, COAL EXPORTERS
ASSOCIATION OF TIlE UNITED STATES, INC.

The Coal Exporters Association of the United States, Inc., is, as its name im-
plies, an incorporated voluntary association of coal exporters. The association,
as presently constituted, was incorporated in 1945 as successor to a similar
unincorporated organization which had its inception back in the years imme-
diately following World War I.

Purposes of the association is to promote and encourage the increased expor-
tation of the products and byproducts of the coal and coke industries in the
"United States; to promote and encourage the consumption of United States coal
and coke in any and all foreign countries; to cooperate with members of the coal
and coke industries and the public on problems affecting the exportation of coal
and coke: to prepare, develop, compile, issue, and distribute such written or
other information and materials as may be deemed advisable to carry out these
purposes; to use all lawful means of promoting the general welfare of the
exporters of United States coal and coke.

The association's membership exports more than 90 percent of all the coal
exported from the United States.

The coal-producing industry of the United States is highly competitive, not
only within the industry itself but with the oil, gas, and hydroelectric industries,
all seeking constantly a larger part of the over-all fuel and energy market. The
export of United States coal has a healthy and stabilizing effect upon the entire
coal industry, and the general economy of our country. To the quantitative
extent that our coals are shipped abroad, running time is improved and equalized
In the United States mines, labor given more employment, railroad revenues
increased, railroad employees benefited, and competition created for gearing pro-
duction within a reasonable range of peak wartime requirements.

Notwithstanding the fact that the United States is the largest coal-producing
country in the world, our coal and coke exports (not including Canada) through-
out the years have varied from a few thousand tons a year to the peak export of
47,758,443 net tons in 1947. Due to the fact that Canada is a contiguous country,
and the related fact that shipments to Canada are handled differently from our
oversea movement, that market has never been looked upon as an export market
in the true sense: therefore, any figures cited herein, or in the accompanying
table. will :^t include our coal shipments to Canada, although they are indeed
sizable, varying between fifteen ,and thirty million tons annually.

The attached table shows exports of solid fuels (coal and coke) 'for the years
1946 to 1949, inclusive, to oversea destinations. The four columns on the right
show the tremendous variation in those 4 years. It will he noted that the ton-
nage shipped in 1949 was only 50.4 percent of the 4-year average, while 1947
tonnage was 182.2 percent of the 4-year average, and 1946 and 1948 were about
80 percent of the 4-year average.

Of all American industries, it is doubted that there is another one which shows
the fluctuations in business activity reflected in the record of the American coal-
export business. Naturally, the coal-export business is subject to the same dif-
ficulties which beset the coal-producing industry in the United States, such as
national strikes, governmental regulations, car shortages, etc. But over and
above the many outside influences which bear directly on the coal-producing in-
dustry of the United States, and with equal force upon the coal-export industry,
the coal exporters of the United States are subject to serious problems of demand
within the foreign consuming areas, hazards of ocean shipping, monetary ex-
change, import licensing, and political considerations in foreign countries, with
which the members of the committee are no doubt familiar.

292



EXCESS PROFITS TAX ON CORPORATIONS, 1950 293

The table appended to my statement and a realization of the factors which led:
to the wide variation in the figures shown thereon, is conclusive proof that it
will be grossly unfair to the coal export industry of the United States to measure
normal earnings on the basis of an average of 3 years in the base period 1948
through 1949, as is provided in H. R. 9827.

It is submitted that beyond question so far as the coal-export industry of the
United States is concerned, the nearest thing to a fair standard for measuring
profits would be on a 1-year base period basis.

Moreover, it should be kept in mind that due to the nature of the business the
coal exporters as a general rule would have little or no basis for credits under
the invested capital method.

From our 1947 peak export tonnage overseas of nearly 48,000,000 net tons, we
dropped in 1949 to 13.341,841 net tons. Exports in 1950 will total less than
2,000,000 tons. This demonstrates conclusively that there are no combined 3
years in the industry that could be considered normal. The United States has
been able to export its coal in large quantities only in those periods when the
European production was insufficient to meet consumer demand. Our high
vessel rates, contrasted with Britain's willingness to move her coal in ballast, in
order to gain and retain markets, have contributed in no small degree to the
inability of the United States coal exporters to sell their product abroad. Eng-
land even made sizable inroads into our coal markets in neighboring South
America due to her advantage in ocean freight rates and her return purchases of
beef and other products from the Southern Hemisphere.

The fluctuations in the coal-export industry are further demonstrated by the
record of the industry antedating 1946. In the year 1926 we shipped approxi-
mately 22,000.000 tons of coal overseas, over 12.000.000 of which was shipped to
the United Kingdom by reason of the coal strike in England that year. Nine-
teen twenty was another year of sizable coal exports overseas, when some
22.000.000 tons were shipped out of the country.

In recent weeks what has been expected for several months has materialized.
Notwithstanding our low exports of 1950, practically every country in Europe
today is crying for American coals, including England. Boat rates have jumped
more than $3 per ton, and efforts are being made to take some of our merchant
vessels out of the laid-up fleet to meet the increasing demand for ships.

Why this sudden turn?
Let us look at the European coal production.
In September 1950 Great Britain produced 18,226000 metric tons, or 715,000

tons less than in September 1949. IHer monthly average production in 1937 was
20,354,000 tons. Between September 1949 and September 1950 the number of
men so employed in Britain's mines declined 23.000.

During the first 9 months of 1950 France produced 37,678,000 metric tons, or
469.000 tons less than in the corresponding period of 1949.

Belgium's production during the first 9 months of 1950 was 20,141,000 metric
tons, or 381,000 tons under the same period of 1949.

Italy's production likewise is down.
Western Germany's production is running about 6,000,000 tons above 1949, an,

increase of about 8 percent. However, the sharp increases in industrial activity
has not been accompanied by a corresponding rise of coal output. A recent
survey shows average industrial coal consumption in Western Germany is now
about 30 percent higher than before the war, and for some industries, such as-
electric plants, consumption has risen by 95 percent. If Germany meets her
export obligations for the fourth quarter of 1950, the remaining tonnage avail-
able for her own economy during the quarter will be short more than 2,000,000"
tons. Cut-backs in her essential production industries seem inescapable.

The situation in every country on the continent is the same as it is in Germany..
in greater or lesser degree.

Great Britain, the second largest coal producer in the world, is buying more-
than 1,000,000 tons of the United States coal for delivery between now and
April 1, 1951.

Diagnosis is simple. Coal production in England has nowhere near kept pace
with increased industrial activity, and the fact that in England and elsewhere
in Europe, miners are leaving the pits for above-ground work in defense and
other industrial plants portends that the situation will worsen long before it
improves.

In sum, all this means that the United States is the only great reservoir for
supplying coal, as well as other goods and defense materiel, in times of shortage.
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and we must remember and never forget that unless we maintain our production
and our "know-how" we will surely find ourselves in the position of needing to
import the very things we are now in position to export.

We have plenty of coal, but it is of no use to anyone in its indigenous posture
in the earth. It must be produced and marketed to be of value. It can only be
produced and marketed under the free enterprise system if there remains suf-
ficient incentive for American businessmen to risk their capital and devote their
time and acumen thereto.

The coal-export business is a unique and risky business. It experiences more
lean years than so-called fat ones. Some coal exporters tie their business in
with other export business. Some try to coast through lean years on whatever
profits they may have made in the years of profits. To unduly tax profits of
coal exporters, which have always been ephemeral, and which over any sustained
period show a very low average, would be to strike at the very heart of the
industry, and thus eliminate from our economic arena this group of specialized
American businessmen. This could not help but pull the lever, so to speak, and
throw into reverse the beneficial effects that the production and export of United
States coals has upon our whole economy, and hasten the day when we ourselves
would be seeking to import the very products of which we now have a plethora,
and as above pointed out, no country would have them for sale. We would like
to see the United States remain an exporter. This can be done only if there
remains a reasonable profit incentive.

APPENDIX A-Principal oversaw exports of solid fuels (coal and coke)' years
1916 through 19149

(Net tons

Annual Per- Per- Per- Per-
average cent cent cent cent

Destination 1946 1947 1948 1949 ship- 1946 1947 1948 1949
ments to of of of of
each de;- aver- aver- aver, aver.
tination age age age age

All South America -... 1,742,039 2,975,623 1,899,282 829,263 1,861,552 93.6 159.8 102.0 44.5
Europe'

Sweden............... 1,115,043 2,709,083 585,280 437,012 1,214,105 91. 223.1 49.0 36.0
Norway ---- 753, 376 995,295 46,598 246 448,879 167.6 221.7 10.4 .1
Denmark and Faroe

Islands - . -.... 1,060,464 2,418,165 52,141 10 882,695 120.1 274.0 5.9 (2)
U nited K ingdom . -... -. . 675. 057 -.. ...... .. --.. .. 168, 7 4 ..- . 400.0 .......... . .
E ire- . - . 11 1,022.149 29 . .. . 255,547 () 400.0 (')
Netherlands .. ..... 1,700,830 2,745,208 775,600 466,419 1,422,014 119.6 193.1 54.5 32.
Belgium and Luxem-

burg......-------------- 1,665,329 4, 860,766 840,004 -...- . 1,841,525 90.4 264.0 45.6 .....
France - - - ---- 5,850, 831 13, 958,133 9,884,590 4,691,584 8,596,285 68.1 162.4 115.0 54.6
G e r m a n y . . - .. . . . . . ..-. 5 4 , 2 0 2 7 0 , 7 7 7 _ _ . -.. 3 1 , 2 4 5 1 7 3 . 5 2 2 6 . 5 . .
A u stria . .... .. -- . 102,029 58, 447 -..--...-. 4 0.119 .. .. . 254.3 145.7 ... .
Switzerland .... ...... 333,523 805,439 420, 621 186, 655 436. 560 76.4 184.5 96.3 42.8
Finland----------------265,370 637,271 6,273 ---------- 227, 229 116.8 280.5 2.8 ..
Azores .....---------------- 1,608 6, 966-------------------- 2,144 75.0 324. ......
Spain ..---------------.----------- 20,117 ..... 5,029 ------------... 400. 0 ....
Portugal ------ 464.251 849,402 257,230 184,275 438,790 105.8 193.6 58.6 42.0
Gibraltar___ ___ 9,330 156.884 -. . -- --.. . 41,554 22.5 377. - ....------
Italy x ---- 4,935,962 8,996,437 4,689,416 3,941,911 5,640,932 87.5 159.6 83.1 69.9
Free Territory of Tri-

este.......--------------------.--.--..-. 60,385 11,226 17,903 ------------ 337.3 62.7
Yugoslavia--.. --... 59, 906 6.548 16,614 360.6 -1 - 39.4
G reece ---------------- 91,676 34,056 62,830 .......... 47,141 194.5 72. 133.3 -... .

Total Europe -...---
All Africa
Japan .... . . . . . . ..
Other Asia -__

18, 307,510 41,026, 542 1, 7840, 337 9, 925,886 21, 775,069 84.1 188.4 81.9 45.6
877,747 2,082,907 963.601 611,751 1,134,002 77.4 183.7 85.0 53.9

00 .719.596 1,443,329 540,731 ...... 133.1 266.9
207,040 353.116 79,207 45.084 171,112 121.0 206.4 46.3 26.3

TotalAsia----------- 207,040 353,116 798,803 1,488.413 711,843 29. 49.6 112.2 209.1
Total-----------...21, 134, 336 46, 438, 188 21,502,024 12, 855, 313 25, 482, 465 82.9 182.2 84.4 50.4

I Includes all coal and coke, hut not briquets.
f Less than one-tenth of 1 percent.
S Figures through 1947 include shipments to Trieste.

Source: Reports of the Bureau of Mines.
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RECOMMENDED REVISION OF SECTION 735

(Appendix to statement of James W. IIaley)

In the new excess profits tax bill, insert a section correspondingg to section 735
of the old law) as follows:
"SEC. -. NONTAXABLE INCOME FROM CERTAIN MINING AND TIMBER OPERATIONS,

AND FROM NATURAL GAS PROPERTIES

"(a) DEFINITIONS.-For the purposes of this section, section 711 (a) (1) (I)
and section 711 (a) (2) (k)--

"(1) PRODUCER; LESSOR: NATURAL GAS COMIPANY.-Tlle term 'producer'
means a corporation which extracts minerals from a mineral property, or
which cuts logs from a timber block, in which an economic interest is owned
by such corporation. The term 'lessor' means a corporation which owns
an economic interest in a mineral property or a timber block, and is paid
in accordance with the number of mineral units or timber units recovered
therefrom by the person to which such property or block is leased. The term
'natural gas company' means a corporation engaged in the withdrawal, or
transportation by pipeline, of natural gas.

"(2) MINERAL UNIT, NATURAL GAS UNIT, AND TIMBER UNIT.-The term 'min-

eral unit' means a unit of metal, coal, or nonmetallic substance in the min-
erals recovered from the operation of a mineral property. The term 'nat-
ural gas unit' means a unit of natural gas sold by a natural gas company.
The term 'timber unit' means a unit of timber recovered from the operation
of a timber block.

"(3) ExCEss OUTPUT.--The term 'excess output' means the excess of the
mineral units, natural gas units, or timber units for the taxable year over
the normal output.

"(4) NORMAL OUTPUT.-The term 'normal output' means the average an-
nual mineral units, or the average annual timber units, as the case may be,
recovered in the taxable years beginning after December 31, 1945, and not
beginning after December 31, 1949 (hereinafter called 'base period'), of
the person owning the mineral property or the timber block (if such person
is the taxpayer or a corporation which is a component corporation of the
taxpayer under Supplement A). The term 'normal output', in the case of a
natural gas company, means the average annual natural gas units sold in
the taxable years beginning after December 31, 1945, and not beginning after
December 31, 1949 (hereinafter called 'base period'), of the person owning
the natural gas property (if such person is the taxpayer or a corporation
which is a component corporation of the taxpayer under Supplement A).
The average annual mineral units, natural gas units, or timber units shall
be computed by dividing the aggregate of such mineral units, natural gas
units, or timber units for the base period by the number of months for which
the mineral property, natural gas property, or timber block was in operation
by the taxpayer (or by a corporation which is a component corporation of
the taxpayer under Supplement A) during the base period and by multiply-
ing the amount so ascertained by twelve. In any case in which the taxpayer
establishes, under regulations prescribed by the Commissioner with the
approval of the Secretary, that the operation of any mineral property, natural
gas property, or timber block is normally prevented for a specified period
each year by events outside the control of the taxpayer, the number of months
during which such mineral property, natural gas property, or timber block
is regularly in operation during a taxable year shall be used in computing
the average annual mineral units, natural gas units, or timber units, instead
of twelve. Any mineral property, natural gas property, or timber block, which
was in operation by the taxpayer (or by a corporation which is a component
corporation of the taxpayer under Supplement A) for less than six months
during the base period, shall, for the purposes of this section, be deemed not
to have been in operation during the base period.

"(5) NATURAL GAS PROPERTY.- * *

"(6) MINERAL PROPERTY.-The term 'mineral property' means a mineral
deposit (a mineral deposit to include tailings, ponds and basins, and slush or
culm banks), the development and plant necessary for the extraction of
the deposit, and so much of the surface of the land as is necessary for pur-
poses of such extraction. The taxpayer at its election (such election to be
a continuing election and subject to change at any time by the taxpayer) may
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group properties operated as a unit in a 'mine' or 'mineral property' for the
purposes of this section.

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

"(8) TIMBER BLOCK.- * * *

"(9) NORMAL UNIT PROFIT.-The term 'normal unit profit' means the aver-
age profit for the base period per mineral unit for such period, determined
by dividing the net income with respect to minerals recovered from the
mineral property (computed with the allowance for depletion computed in
accordance with the basis for depletion applicable to the current taxable
year) during the base period by the number of mineral units recovered from
the mineral property during the base period.

"(10) UNIT NET INCOE.-The term 'unit net income' means the amount
ascertained by dividing the net income (computed with the allowance for de-
pletion) from the coal or iron ore or the timber recovered from the coal
mining property, iron mining property, or timber block, as the case may be,
during the taxable year by the number of units of coal or iron ore, or timber,
recovered from such property in such year. In respect of a natural gas
property, the term 'unit net income' means the amount ascertained by divid-
ing the net income, computed in accordance with regulations prescribed by
the Commissioner with the approval of the Secretary, from such property
during the taxable year by the number of natural gas units sold in such year.

"(b) NONTAXABLr E INCOME FR'M lxriPTr Exc: s (OITTPUr.-
"(1) GENERAL RULE.--For any taxable year, the nontaxable income from

exempt excess output for such year shall be an amount equal to the excess
output for such year multiplied by the normal unit profit, but such amount
shall not exceed the net income (computed with the allowance for depletion)
attributable to the excess output for such year.

"(2) COAL AND IRON MINES.--For any taxable year, the nontaxable income
from exempt excess output of a coal mining or iron mining property which
was in operation during the base period shall be an amount equal to the
excess output of such property for such year multiplied by one-half of the
unit net income from such property for such year, or an amount determined
under paragraph (1), whichever amount is the greater.

"(3) TIMBER PROPERTIES.- * * *
"(4) COAL AND IRON MINES AND TIMBER PROPERTIES NOT IN OPERATION DURING

BASE PERIOD.-For any taxable year, the nontaxable income from exempt
excess output of a coal mining or iron mining property or a timber block,
which was not in operation during the base period, shall be an amount
equal to one-third of the net income for such taxable year (computed with
the allowance for depletion) from the coal mining or iron mining property
or from the timber block as the case may be.

"(5) NATURAL GAS COMPANIES.- * * *

"(C) NONTAXALE BONUS INCOME.--The term 'nontaxable bonus income' means
the amount of the income derived from bonus payments made by any agency of
the United States Government on account of the production in excess of a specified
quota of-

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

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

"(d) RULE IN CASE INCOME FROM ENCErSS OITTPUT INCLUDES BOND'S PAYMENT.-
In any case in which the income attributable to the excess output includes bonus
payments (as provided in subsection (c)). the taxpayer may elect, under regula-
tions prescribed by the Commissioner with the approval of the Secretary, to
receive either the benefits of subsection (b) or subsection (c) with respect to
such income as is attributable to excess output above the specified quota.

The CHAIRMAN. Is there anything further?
Mr. HALEY. That is all I have, Mr. Chairman.
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Senator CONNALLY. IS it your idea to increase or decrease the export
of coal? Is that what your idea is designed to do?

Mr. HALEY. Designed to increase.
Senator CONNALLY. You do not want any excess profits tax?
Mr. HALEY. We are not opposing the excess profits tax.
Senator CONNALLY. Are you for it?
Mr. HALEY. Well, we recognize that the Government needs addi-

tional revenue and I personally do not see any particular objection to
the excess profits tax. I am suggesting changes in the House bill.

Senator CONNALLY. All right.
The CHAIRMAN. Very well, we thank you very much.
Mr. HALEY. Thank you.
The CHAIRMAN. Mr. Carroll, you are appearing for the National

Foreign Trade Council?

STATEMENT OF MITCHELL B. CARROLL, SPECIAL COUNSEL, NA-
TIONAL FOREIGN TRADE COUNCIL, INC., NEW YORK, N. Y.

Mr. CARROLL. Yes. My address is 66 Broad Street, New York. My
name is Mitchell B. Carroll.

I should like, with your permission, to submit for the record my
statement.

The CHAIRMAN. You may do so.
(The statement referred to is as follows:)

STATEMENT OF I\IITCHIELL B. CARROLL, SPECIAL COTTNCIL, TAX COMMAIITTEE, NATIONAL

FOREIGN TRADE COUNCIL, INC., NEW YORK, N. Y.

lr. Chairman, and members of the Committee on Finance: The National
Foreign Trade Council has studied H. R. 9827 and is glad to note that it contains
a number of provisions that accord with its recommendations presented to the
Ways and Means Committee of the House. However, on behalf of its member-
ship which includes most American companies with investment or business inter-
ests abroad I ask leave to call your attention to certain facts relating to income
from foreign sources in the hope that various provisions in the hurriedly framed
House bill may be liberalized so as to facilitate the realization of the Govern-
ment's declared policy of aiding in the economic development of foreign countries.

The first question is, What should be the criterion for determining excess
profits from foreign sources? For the purposes of the World War II excess
profits tax, the excess profits were measured, briefly, by the excess over an
assumed normal income, computed by either (a) applying a certain rate of
return to invested capital, or (b) averaging the income of certain previous years
called a base period. Essentially the same criteria are embodied in the House
bill.

Regardless of how well these criteria may have served in computing excess
profits from domestic sources, let us consider how either of these criteria would
be applied in determining whether there have been excess profits from foreign-
sources. In the first place, it must be kept in mind that a minority of domestic
corporations derive profits from operating abroad through direct branches. On
the contrary, a majority of domestic corporations derive income from foreign
sources in the form of dividends from subsidiaries operating abroad, interest
on loans to subsidiaries, royalties from patents and similar rights, and manage-
ment fees or service charges received from foreign corporations for furnishing
technical data and "know how."

WAR LOSSES

Companies which had property in enemy or enemy occupied countries were
deemed by section 127 of the Internal Revenue Code to have lost the property in
enemy countries when war was declared on , o"ember 7, 1941, or a later date, and
those in areas overrun by the enemy were d (eed to have lost their property
when the area was occupied.

759000--- 20
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Because of the abnormal situation that exists in Germany and Japan some
companies have not, from a tax viewpoint, yet declared their properties as re-
covered. In cases where the owners have retaken possession they cannot trans-
fer profits out of either country. Those who wrote off properties in eastern
European countries which fell under Russian domination have as a rule not
been able to take them back. Corporations which recovered their properties in
China have in fact lost them again.

Obviously such unrecovered property could not be included in invested capital,
and if recovery takes place in 1950 or a later year the presumed income should
not be considered as excess profits net income.

BLOCKED INCOME

Since 1945 most of the countries of Europe, Asia, and even South America
have resorted to exchange controls to protect their dwindling foreign exchange
reserves, and income derived by nonresidents has been blocked. The situation
has been so general and so serious that the Treasury, after 2 years of study,
finally issued on March 1, 1950, mimeograph 6475, which allows domestic tax-
payers to elect to defer for United States tax purposes that portion of their
income as long as it is not convertible into dollars.

Even where profits have in principle been remittable, limitations have been
placed on the amount of income that may be transmitted.

If income of past years should become convertible into dollars in 1950 or a
later year, obviously it would be unfair to include it in the excess profits tax net
income of the year of conversion. Where the blocked income consists of dividends
from a foreign subsidiary, under provisions in H. R. 9827 such dividends would
be exempted.

However, other classes of swollen income might be subject to excess profits
tax in the year of receipt unless such income could be allocated to prior years
under relief provisions in new section 454, Internal Revenue Code, as embodied
in H. R. 9827. Obviously such released income is not excess profits and should
also be covered by the credit.

HOUSE BILL-CRITERIA OF EXCESS PROFITS INAPPLICABLE

In view of the generally abnormal situation abroad, if the House bill criteria
for determining excess profits were applied only with regard to foreign income
what would be the result? What would be the foreign invested capital to which
a prescribed percentage could be applied to measure excess profits?

Are the years selected in the House bill to be considered sufficiently normal
to serve as a base period in computing the excess profits credit on an income basis?
There are no reliable or acceptable answers to these questions.

In short, due to world conditions and circumstances over which the taxpayers
have had no control, real income may have been accumulated over a long period
and when released from blocking or restriction in a single tax period such income
would appear to be excessive. This might occur under whichever system the
taxpayer elects for the determination of excess profits tax liability. Obviously
this would produce a highly inequitable result.

SUMMARY BY ALLEVIATIONS IN WORLD WAR II LAW AND H. R. 9827

In framing the World War II legislation, Congress acknowledged the in-
appropriateness of subjecting certain foreign income to the excess profits tax
and these provisions offer a partial basis for dealing with the present situation.
In the first place, Congress, for obvious reasons, exempted from excess profits
tax a foreign corporation not engaged in trade or business in the United States,
under old section 727 (f), Internal Revenue Code. This same provision has
been incorporated in H. R. 9827, as new section 452 (e), Internal Revenue Code,

Secondly, World War II legislation similarly exempted a domestic corporation
which was tantamount to a foreign corporation, because it derived 95 percent
of its gross income for a prescribed period from sources outside the United
States and 50 percent from the active conduct of a trade or business (old sec.
727 (g), I. R. C.). This provision has been incorporated in H. R. 9827 as new
section 452 (f), Internal Revenue Code.

Thirdly, World War II legislation granted a credit without limitations against
excess profits net income for dividends from foreign subsidiary corporations if
the domestic parent corporation took its excess profits credit on an invested
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capital basis (old sec. 711 (a) (2) (A), I. R. C.). In H. R. 9827, this adjustment
is provided by new section 433 (a) (1) (A), Internal Revenue Code, whether the
excess profits credit is computed under the invested capital method or the income
method. NFTC recommended this change to the Committee on Ways and Means.
Correspondingly, the investments in stock of such foreign corporations were
inadmissible assets (old secs. 715 and 720 (a) (1) (A), I. R. C.). The correspond-
ing section in H. R. 9827 is new section 410 Internal Revenue Code.

All of these provisions taken together do not relieve the inequity particularly
with respect to income of foreign branches of domestic corporations and with
respect to income other than dividends from foreign subsidiaries.

SUMMARY OF PROPOSED AMENDMENTS

In behalf of our members we respectfully urge the Congress to enact in H. R.
9827 the provisions referred to above, and broaden their application.

1. May we suggest that your committee recognize, as has been done in numerous
tax treaties, that the permanent establishment abroad of a domestic corporation
is economically equivalent to a foreign corporation and should be treated in
the same manner as a foreign corporation, or a domestic corporation, within
the scope of old section 727 (g), Internal Revenue Code, or new section 452 (f),
Internal Revenue Code, as embodied in H. R. 9827.

As may be seen in our presently applicable tax conventions with France,
Canada, the United Kingdom, Sweden, Denmark, and the Netherlands, and in
the tax conventions and supplementary protocols, awaiting ratification, which
have been concluded with Canada, Belgium, the Union of South Africa, New
Zealand, Norway, and Greece, a permanent establishment is taxable in the
country where situated on the basis of a separate accounting which reflects the
income properly allocable to it from transactions effected on an arm's length
basis with the other establishments of the enterprise, just as if the permanent
establishment were an independent foreign corporation.

The term "permanent establishment" includes, inter alia, an oil well, planta-
tion, assembly plant, factory, sales office, and also an installation with substan-
tial equipment of a construction enterprise engaged in building a harbor, dam
or road. Such construction enterprises often operate under contracts the per-
formance of which takes more than 12 months and if this proposal were not
adopted they should be allowed to report fees received at the completion of
their services on a percentage of completion basis as was allowed under section
736 (b), Internal Revenue Code, which has been incorporated in H. R. 9827 as
section 453 (b), Internal Revenue Code.

The Commissioner of Internal Revenue should be authorized to define the term
permanent establishment along the lines of definitions in our tax conventions.
Obviously, the treatment provided in new sections 452 (e) and (f), Internal
Revenue Code, as embodied in the House bill, could readily be applied to such
a permanent establishment. If this provision were adopted it would be neces-
sary to exclude from invested capital that portion of such capital which per-
tains to the foreign establishment, when the excess profit credit is computed
on the invested capital basis, and to exclude the foreign establishment's income
from the base period years when the excess profits credit is computed under
the average income method.

Collaterally, we urge that just as a foreign corporation would not as a rule
be included in a consolidated return under section 141, Internal Revenue Code,
so corporations qualifying under new section 452 (f) and permanent establish-
ments abroad as described above should be excludible from a consolidated return
for purposes of the excess profits tax if the taxpayer so elects. We note that
in section 201 of H. R. 9827 the provisions of section 141 (e) (7), permitting
an election for a corporation qualifying under new section 452 (f), relate to
both income and excess profits taxes and require inclusion of such corporations
which have consented to be included in a consolidated return for a taxable year
beginning after December 31, 1943.

The date of December 31, 1943, seems to have been copied inadvertently from
section 141 (e) (7), Internal Revenue Code, and should be changed to allow
a new election after December 31, 1949.

2. Congress recognized in the World War II law the fairness of allowing an
unlimited credit for dividends from foreign subsidiary corporations, provided
the domestic recipient computed the excess profits credit under the invested
capital method. As previously stated, H. R. 9827 amends this credit to cover
dividends from foreign corporations even if the domestic corporation takes its
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excess profits credit on an income basis and we recommend the adoption of
this amendment.

3. Domestic corporations often finance their foreign subsidiaries in part by
means of loans, or contribute to their operations by way of licensing patents,
secret processes, or similar rights, or supplying technical knowledge or admin-
istrative services. Such technical know-how is frequently supplied to foreign
corporations which gave the licensor a block of stock to assure the latter's assist-
ance in using the ri-:hts. We therefore urge that the unlimited credit for foreign
dividends should also cover other types of income, including interest, royalties,
management and service fees, from a foreign corporation in which the domestic
corporation has a substantial interest. Such income would also be excluded
from the base period income.

CONCLUSION

In closing, let me stress that the foregoing proposals are made in the light
of the continuous state of abnormality abroad over the last 10 years during
which period the amount of foreign income, for a variety of reasons, has been
excessively low rather than excessively high.

Furthermore, we must assume that while engaged in military action against
the enemy in certain areas, the Government intends to continue its economic
action to build up resistance to the enemy in other areas. This job will have to
be done in a large measure by American corporations operating abroad through
permanent establishments, foreign subsidiaries, or by foreign corporations to
which capital has been supplied by American corporations in the form of equity
investment or loans, or to which patents have been licensed, or technical or
administrative know-how has been supplied.

As the corporate rate for 1951 of 45 percent is already higher than the rates in
many foreign countries, American corporations operating therein already suffer
a serious competitive disadvantage, measured by the excess of the American rate
over the credit allowed for the lower foreign tax. If liability to the excess profits
tax is piled on top of existing high Amnerican rates, it will tend to destroy what-
ever disposition remains to go abroad and incur all the risks, expenses, and other
burdens that are not encountered in the United States. Foreign business in-
volves greater risks and costs than does domestic business. The superimposition
of a United States excess profits tax on income from foreign sources seems
definitely unwise. S'u'h a tax would inevitably tend to block the flow of capital
and enterprise to other areas whose economy should be built up in order to with-
stand the inroads of communism.

The importance of giving favorable consideration to private investments abroad
is stated in the summary and recommendations of the Report to the President on
Foreign Economic Policies, of Mr. Gordon Gray, and particularly in the following
paragraphs:

"Private investment should be considered as the most desirable means of pro-
viding capital and its scope should be widened as far as possible. * * *

"Further study should be given to the desirability and possibility of promot-
ing private investment through tax incentives, in areas where economic develop-
ment will promote mutual interests, but where political uncertainty now handi-
caps United States private investment."

Obviously the amendments to give effect to the foregoing suggestions raise
technical problems which can be discussed with the technical staff of the Joint
Committee on Internal Revenue Taxation and we trust that you would have no
objection to our doing so.

Mr. CARROLL. And then I will, in order to save time, simply empha-
size some of the points that are contained herein.

The ChAIRMN.AN. Yes, sir; you may do so.
Mlr. CARROLL. Contrary to what the others have done this morning,

we are asking you to simply look at the income from foreign sources
as if it were a separate problem from that of income from domestic
sources.

Our first point is this: that when you look at income from foreign
sources, per se, you realize that the criteria that have been adopted for
determining what is excess profits, domestically, does not apply readily
-when related to foreign income.
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In the first place, the reason is that in Germany, for example, and in
Japan, and it can well be in other areas, east of the iron curtain, Ameri-
can companies that had investments, so to speak, prior to World War
II, have lost those investments and have not actually recovered them.
And those that have recovered their investments in China have again
lost them.

So that your invested capital basis, to a large degree, is shot.
In the second place, even if you had recovered your prol)erties in

Germany and Japan, or in China, you could not get the income out.
As a matter of fact, the situation as regards income from foreign
sources has been so serious because of the general application of ex-
change restrictions and blocking, that the Treasury last spring issued
a general ruling, Mimeograph 6745, permitting the taxpayer to defer
for tax purposes blocked income. The reason being that if you could
not get your income in, you could not pay the tax on that income unless
you used other income or capital.

The CHAIRMAN. What treatment did we give the foreign income?
Mr. CARROLL. You permit the American corporation with blocked

income for, say, a country like Argentina, to attach to his return a
special return of deferrable income, it is called.

The CHAIRMAN. I was speaking of the World War II Act.

Mr. CARROLL. Well, you remember apropos of that you permitted
in section 127, you deemed property situated in enemy countries to be
lost as of the day that war was declared. And, if it was in occupied
,countries, it was deemed lost as of the time the enemy moved in and
took over your properties. So that, generally speaking, you have a
chaotic situation all over the world in regard to your income from
foreign properties.

Because of the general inapplicability of these criteria we urged
certain amendments before the Committee on Ways and Means, one
of which was adopted. We pointed out that in World War II Con-
gress had exempted, in the first place, from excess profits tax a for-
eign corporation that is not engaged in trade or business in the United
States.

The CHAIRMAN. That is my recollection of it; yes.
Mr. CARROLL. Then, because it is in a similar situation to such a for-

eign corporation, you exempted a domestic corporation that derived
95 percent of its income from sources outside of the United States and
5 percent from the active conduct of a trader business.

We are glad to see that that provision has been embodied in the
House bill. We heartily applaud that and hope that you will go
along with it.

There are many corporations that have branches abroad, direct-
owned, permanent establishments with a separate accounting, and
from an economic viewpoint they are just in the same situation as a
foreign corporation, or one of these old 727 (G) corporations, and we
asked in the House that this same treatment be extended to them. We
understand that some consideration was given to this proposal, but
there was not enough time to deal with it and we hope, if you do have
a spare moment, that possibly Mr. Stain and his associates can look at
it again.

However, the great majority of American corporations operate
abroad through subsidiary companies. And as a part of this gen-
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eral program of economic development abroad, our corporations are
encouraged to give their know-how and administrative experience, and
all of that, to foreign corporations so that they can build up their
plants abroad and be more efficient in production.

Our corporations derive their income from foreign corporations,
and I am speaking mainly of foreign subsidiary corporations, through
various ways. In the first place, dividends; secondly, interest; thirdly,
royalties on patents licensed. And then also on management fees and
fees for supplying know-how. That is not patented. And we are very
glad to note that in the House bill they extended an exemption or a
credit that had been granted for dividends received from foreign corpo-
rations where the domestic corporation was on an increased capital
basis, to cover also the case where the dividends from a foreign corpo-
ration are received by domestic corporations which takes its excess
profits credit on an income basis.

That is a net gain. It is very important. But we advocated that
this credit be enlarged to cover these other items of foreign income
which do not loom large from the viewpoint of national revenue but
are very important to the industries concerned, namely, to extend this
credit to cover interest or royalties or management fees, and the like,
that are derived from foreign corporations in which the domestic
corporation has substantial interest.

If that were done it would certainly take care of most of the
Problems.

There are several minor considerations that I wish to bring to your
attention.

The first is, if you adopt this idea of treating a foreign establishment
with an independent accounting like a foreign corporation, the problem
would be solved, but if you do not you have the situation of construc-
tion companies that enter into contracts with foreign governments for
installing a harbor or building a dam or a road. And frequently it
happens that they do not get paid until the end of the contract after,
perhaps, they have been on the job for 2 or 3 years.

In 1942 vou listened to our plea and put in section 736 (b) which
permits the corporation deriving this income at the end of the con-
tract to apportion it back over the years on a percentage of completion
basis of accounting. I am very glad to see that that amendment has
been included in the House bill. I hope that you will give your en-
dorsement to it, because that would certainly be helpful in any event.

Another question is this: If a corporation qualifies for 727 (g)
treatment or the new section, and I forget the number of it, it is in the
act-I have it here some place-but if it happens to come within the
definition of an affiliated corporation, it would have to be included in
the consolidated return.

In World War II they were excluded unless they elected to be in-
cluded in the consolidated return. By some inadvertence the old pro-
vision was incorporated, but there needs to be permission for a new
election, and I have spoken to Mr. Stai about that, and he will prob-
ably be able to take care of it.

Then there is a third point that regards blocked income in general.
Of course, if you adopt these provisions, a great part that I have
proposed; that is, a great part of this problem will be disposed of.

I understand that in the House this morning an amendment was
adopted which would permit a corporation that received in 1950 or
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1951 a big block of income that has been accumulating in, say, Argen-
tina, over a period of 4 or 5 years and is suddenly released, this new
amendment would permit that income to be apportioned back over the
years that it was earned abroad, for the purposes of the excess profits
tax.

But it seems there is some question as to whether income that night
be related to the base years would be included. I pointed that out to
Mr. Stain and he will probably take care of that.

Those are essential points. They are very important to the corpora-
tions that are engaged in foreign business.

At the end of the report we quote from the report of Mr. Gordon
Gray, who takes cognizance of these difficulties in saying,

Further study should be given to the desirability and possibility of promoting
private investments through tax incentives, in areas where economic develop-
ment will promote mutual interests, but where political uncertainty now handi-
caps United States private investment.

Mr. Gray talks of tax incentives. We are asking you to abstain from
imposing an additional burden. Tax incentives implies giving some-
thing from what they bear now. Under the 1951 rates, as you know,
the top rate for corporations will be 45 percent, which is already higher
than most companies have to bear in other areas where our corpora-
tions have to compete, so that our corporations suffer a competitive
disadvantage of the difference between the foreign rate and our rate,
the foreign rate being allowed as a credit against our tax.

So we entreat you not to add to this competitive disadvantage by
piling on top of the domestic tax the excess profits tax liability.

I think that covers my principal points. They are covered in
greater detail in the memorandum.

The CHAIRMAN. Did you notice this language as it appears in the
record of yesterday, in speaking of this amendment which deals with
the treatment for excess profits tax purposes of blocked foreign
income ?

Mr. CARROLL. Mr. Stain told me about it verbally. I have not seen
the actual language, sir.

The CHAIRMAN. They say that this amendment provides that the
excess profits tax shall not apply to income which, but for monetary
restrictions imposed by a foreign country, would have been reported
for tax purposes for a period prior to the excess profits tax years.

Mr. CARROLL. Yes.
The CHAIRMAN. It does not give the exact language here.
Mr. CARROLL. That will be a great help. That will certainly be a

great help.
The ( HAIRMAN. They seem tohave dealt with the subject.
Mr. CARROLL. We can look at the language more closely to see if it

needs touching up.
The CHAIRMAN. Are there any questions of Mr. Carroll ?
If not, we thank you very much.
Mr. CARROLL. Thank you.
The CHAIRMAN. We will next hear from Mr. John S. Dawson,

secretary and general counsel of the Bridgeport Brass Co.
You may be seated, and please identify yourself for the record.
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STATEMENT OF JOHN S. DAWSON, SECRETARY AND GENERAL
COUNSEL, BRIDGEPORT BRASS CO., BRIDGEPORT, CONN.

Mr. DAwsoN. My name is John S. Dawson, and I am secretary and
general counsel of the Bridgeport Brass Co.

I want to thank you, Mr. George, and the members of the committee
for this opportunity to tell the story of this company.

The CHAIRMrAN. We will be glad to hear from you.
Mr. D.\wsoN. We are a long-established Connecticut company, with

our main offices in Bridgeport, Conn. We have been going on for
some 85 years, and we make a complete line of brass mill products.
We have some fabricated business. We make plumbing goods, tire
Salves, and aerosol products. We are the largest independent com-

pany in the brass mill industry, but we want to tell primarily our story
as a growth company rather than to speak for the whole industry,
although many of the things that are true of us are likewise true of
others in our industry.

We employ about 5,200 people. Over a period of years we have had
a fairly steady growth, unlike the television companies and others
whose positions were stated to you earlier today. So we would simply
like to point out to you how excess profits tax worked in our case in
World War II and how we may be affected by the House proposals.

As I say, we have grown steadily in the 85 years that we have been
in business, but until the last 15 or 20 years it was a fairly slow growth.

During the last 15 years our sales and assets have grown about
six times. So during the last 15 years we have had a position more
analogous to the rapidly growing companies.

In the prior base period, in the years 1936 to 1939, we expanded our
facilities by over $5,000,000, which was a very great deal of money to
us in coml)arison with our total assets at that time. And we built the
first continuous rolling mill in the brass industry. Previously, they
had haid continuous methods used in the steel industry. And we tried
to adapt those ideas to our own industry and we built this mill in 1937
and 1938.

You see, that knocked our earnings in the 1936-through-1939 period
into a cocked hat, because our manufacturing facilities were all upset
during those 2 years. So our average earnings during that 1936-39
base period did not represent what our ordinary normal situation
would have been from those additional facilities.

I would like to point out that the experience we got in building that
mill in 1937 and 1938, which was available for work for the Govern-
nment in World War II, the plans and designs were made available to
the Government for the building of the five brass mills that were built
by the Defense Plant Corporation in 1941-as a matter of fact, it was
as a result of a study which Mr. Steinkraus, president of our company,
made in 1940 to increase brass-strip capacity for Mr. Patterson, who
was then, I believe, the Under Secretary of War, that these five plants
were begun. And during the war the brass strip that we made was
available in much larger quantities because of our own expansion for
making the cartridge cases, small-arms cups. and the assorted other
products that can be made from brass mill products.

During World War II excess-profits taxes invested capital did not
help us, as I suppose it did not help most other manufacturing com-
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panies very much, particularly where they are independent, because
we have to make our capital turn over more rapidly than the rates
allowed.

And, again, the provisions in the World War II excess profits tax
law for growth did not apply to us because our earnings toward the
middle and end of the period did not increase above what they were in
the early part of the period, because our plants were disrupted during
this period while we were building these new facilities. The result
of that all was, as you can glean from the tabulation on page 3 of our
statement, and I would like to have the whole statement made a part
of the record--

The CHAIRDIAN. You may do so. You may offer it for the record
after you are through.

Mr. DAWsoN. The result of our whole efforts during those war years
resulted, at least taxwise, in our paying out some $25,000,000 in taxes
and renegotiation, which were more than our total assets at the end of
the war.

The significance of that was that we were not in a strong position
at the end of the war to continue our growth and to meet the postwar
inflation.

As you can gather, our military products are made from copper
and zinc and I think all of the members of the committee know what
has happened to the price of copper since the end of the war.

The result was when we continued to expand during the 1946 to
1949 period we repeated almost the same pattern that we had earlier,
that we acquired new plants in the years 1946, 1947, and 1948, which
we had to go into debt to pay for. We borrowed about $13,000,000 to
pay for the plants that we bought and to give us the additional work-
ing capital required in running them.

Senator KERR. What form of indebtedness was that?
Mr. DAwsoN. It was a long-term debt, Senator.
Senator KERR. Direct or debenture ?
Mr. DAwsoN. It was a combination. The $10,000,000 part of it was

a combination bank credit arrangement and debentures held by some
institutions. I have set it all forth in exhibit 2 attached to the state-
ment. And in addition to the $10,000,000 that we borrowed from
those sources, we borrowed another $3,119,000 when we bought a plant
from the Government and gave a mortgage as part of the purchase
price. So we had a total debt of $13,000,000.

As applied to this company, after that second period of expansion,
during the postwar period, the House proposals are not suited to our
type of growth at all because it has been an uneven kind of growth.
Our growth has not been steady, so that we wind up, in the last 2 years
of the base period a given percentage ahead of the early years in the
base period.

And we have found, too, that in our type of industry it takes a long
time to train people and to build up an organization to get new facil-
ities working. As a matter of fact, we believe that the people in our
organization, their work and efforts, are much more important than
our plants, although they have to have the facilities to work with. We
believe that the people are the things that turn our profits.

I have listed in the statement, on page 6, a few statistics to show
that our profit percentage in normal times has tended to be around
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5 percent, or a little higher, on sales, and that during these periods of
expansion our experience has been that the disruption caused by ac-
quiring new facilities and putting them into operations results in a
very substantial decrease in the percentages, apart from excess profits
tax periods.

We set all of that out in exhibit 1 in my statement, which shows that
during the 1936 to 1939 period our profits went from 6.2 percent down
to 3.5 percent, down to a loss of 1.9, to a profit of 2.3; and during the
whole war period, because of the taxes that we had to pay, our average
percentage went from 2.6 to 1.5. And we returned again in 1946 to
our more normal percentage of 5.5, but then we got back into expand-
ing again and the percentage went right down again.

So in our case, we have had growth during the two base periods,
and our growth penalized us in the application of the World War II
excess profits tax law. And the House proposals give us a good deal
of difficulty, too.

Senator MILULIN. What do you propose?
Mr. DAwsoN. I listened with a good deal of interest to the proposals

as made this morning, Senator, by Mr. Sprague. It seems to us, and
we have set forth at the end of our statement some recommendations
which are just some thoughts, that we know when we come here and
try to point out a specific case like ours, where we would like to remain
strong so that we can do a long-range job-and I think everybody
recognizes that we are in a long-range problem here, rather than one
of just a few years-so we have just offered these suggestions by way
of illustration, and one of them was that we have the right to elect
as a base period any two of the years, 1946 through 1950, but Mr.
Sprague's proposal, in which he suggested that we annualize 6 months'
earnings of 1950 would work in the case of our company as it would
in the case of some of the companies that he was talking about.

Senator MILLIKIN. Do yOU agree that your plant expansion during
the base period proposed was an extraordinary plant expansion?

Mr. DAwsoN. It was for us.
Senator MILLIKIN. Most all businesses had plant expansion during

the base period; did they not?
Mr. DAwsoN. Some of them had a little and some of them had a lot.
Senator MILLIKIN. How can we distinguish? What is bothering

me is, how can we distinguish between companies that have had some
plant expansion and extraordinary plant expansion, and companies
that have not had that? That is why I am asking you what you are
proposing.

Mr. DAwsoN. Well, in our case, let me just relate it to that, because
that is what I know most about:

We acquired plants and equipped them in 1946, 1947, and 1948, and
we had a tremendous loss year in 1949, which was applicable to our
whole industry, because the price of copper fell right out of bed, as
one of the charts here shows. It went from 231/ cents down to 16
cents in less than 90 days. And anybody who has to have large inven-
tories of copper on hand was hit by that experience. So 1949 was a
bad year for us, and for our whole industry.

In 1950 we just got our plants to running-I mean, our additional
plants, as well as our old plants-on a basis that we would consider
more normal.
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You inquired this morning of Mr. Sprague what percentage of the
industry he was talking about, what percentage of the sales was Gov-
ernment business. I can tell you that not only through the first 6
months, but right up to date in our company, even though we have
stand-by arrangements, and arrangements to get into Government
work upon request, our total sales to the Government have been less
than one-tenth of 1 percent.

Senator MILLIKIN. Are you talking about contracts or actual con-
summated delivery ?

Mr. DAwsoN. I am talking about actual shipments. Our contracts
have not amounted to anything substantial, either, so that our sales
up to date have been a minimum of Government work. And, surely,
during the first 6 months of 1950 our business was not affected by
the war, by the Korean War.

Senator MILLIKIN. Let us take since the Korean War; have you
received a lot of orders, an extraordinary amount of Government
orders since that time?

Mr. DAWSON. We have not yet, and perhaps the reason, Senator,
is this : That we turn out brass sheet, and rod and tube, and the brass
sheet is used for making small arms cups and cartridge cases of
various sizes, of which we made a tremendous number during World
War II, but they still have a lot of that material left which they
are using now, and they are just starting to consider plans for the
making of additional small arms and cartridge cases.

In the main plant that we acquired during this postwar period,
which was one in which me made brass strip and cartridge cases for
the Government during the war, we have kept all of the original
equipment on the site in a warehouse, so that we can get back into
rapid service whenever the Army needs us again.

Senator MILIKIN. What is your principal Army supply, brass
for cartridges ?

Mr. DAwsoN. During the war, the principal fabricated product
was cartridge cases. We made as much, I think, as 50 percent of
the Navy's requirement of certain antiaircraft shells, and we made
a very large number of different sizes of cases available to the Army.
And in addition, our brass rod, tube, and sheet were made available
to various other munitions manufacturers for other munitions pur-
poses. Our wire, naturally, was used for electrical and electronic
use. That is why I pointed out in our brief here that we furnished
something over 2,000,000,000 pounds of that type of stuff to the
services.

Senator MLLKIN. Your business should reflect very substantially
war orders, if the war goes on; should it not?

Mr. DAwsoN. It has alway been that way, and we have tried to
build up in between wars to be in shape to carry on and do a better
job for the Government, but my main point is that these plants have
been converted to civilian use, and we would get a benefit from them
in 1950. We are just starting to get the benefits from these new and
additional plants.

The CHAIRMAN. Would you not have a more favorable credit under
the old base period of 1936 to 1939 than you will have now ?

Mr. DAwsoN. Percentagewise, we may.
The CHAIRMAN. Percentagewise, yes.
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Mr. D .twsos. Yes. And the relief provisions, of course, have not
lbetn spelled out as carefully in the House bill as they were in the old
law, and we could not qualify for the growth provisions of the House
proposal, because our asset; are somewhat more than $20,000.000. We
did not have the big increase in sales and payroll during the second
half of the base period, because we expanded unevenly.

The CIIAIRrAN. I see.
Mr. DAWSON. It is difficult for a small company like us to be specific

and tell you what to do. All we can do is say, "This is our case. We
think that our earnings during the first half of 1950 would be normal
earnings. If we were allowed to build a base period by annualizing
the first half of 1950, that might give us a much fairer treatment
than the one we would have under the House proposal as now written."

Senator MIILLIKIN. May I ask Mr. Stai: What is in the bill to
relieve a situation like the one we have heard about here?

Ir. ST'r . Your figures here are given after taxes.
Mr. DA.wsoN. They are.
Mr. STA. We cannot tell too much about what they were before

taxes. I notice that in 1949 you have a loss. Of course, that would
be thrown out.

Mr. DawsoN. That is right, Mr. Stam.
Mr. STA. I cannot say on these figures, because they are after the

taxes. It must be much higher than this figure which you have now.
Mr. DAWSON. What chart are you looking at? No. 1?
Mr. ST.I. At exhibit 1.
The CHAIR-MAN. It is exhibit 1.
Mr. DAWSON. I would be glad to give you those figures. As a mat-

ter of fact, I could tell you what our total profits were for those 3
years, if you wo-ld like to know.

Mr. STAMr. It is hard to tell, until we see the figures before taxes.
You see, these are after taxes, but looking at this table that you have
on a comparative basis, it looks like you would have had a higher credit
under 1936 to 1939 than you do now, because when you had that loss
in 1938 of a million nine--

Mir. DAwsoN. Percentagewise that would be true. It would not be
true in dollars.

Mr. STAIr. You throw that out.
Mr. DAWSON. Yes.
Mr. STAMI. And take 75 percent of the average of the other 3 years.
Mr. DAwSON. I can give that to you right here, the actual figures

before Federal income taxes, in dollars, for the years 1946 through
1949. They were five million nine, approximately, for 1946; three
million eight for 1947; four million one for 1948; and a loss of three
million eight for 1949. That is all before the application of Federal
income taxes. And in the case of 1949. a carry-back claim.

DMr. STAL. That would give you about 16 million, would it not?
Mr. DAWSON. Well, if you just take the 3 years, yes; about 14 million.
Mr. STAr. That is about right. We cannot tell, generally speaking,

Senator Millikin, about this until we have a picture of their whole net
profits before taxes, so that we can see what'their experience has been
in the World War and in the growth period, and after the period. If
we had those figures, we could tell.
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Senator MILLIKIN. Is the law so constructed that if they produced
the set of figures that would coincide with what appears on the surface
to have an equity in it, at least, would there be relief for a situation
of that kind?

Mr. DAWSON. Not so far as the House bill is concerned.
Senator MILLIKIN. Is there an avenue for relief?
Mr. STA M. Some of these provisions might help them. I am not

sure about that. I cannot tell. If we had the figures, we could tell.
If you can submit those for the record, that information, then we will
have them and talk about them in the committee.

Mr. DAWSON. What figures in addition to the ones that I have given ?
Mr. STAIM. What I think is important that you might put down

would be your net profits before taxes, covering this period from, say,
1946 through 1949, so that we can get a pretty good picture of the
whole trend.

Mr. DAWSON. I see.
Mr. STAU. And then we can tell about whether some of those pro-

visions cover.
Mr. DAWsoN. To save the committee's time, I have the figures here,

but it would, probably, be better to make an exhibit which I could send
in later on this afternoon, giving you those figures.

The CHAIRMAN. You may do so, and they will go into the record.
Mr. DAwsoN. I would like to point out, Senator, one further thing,

that we had to finance this expansion by debt, as did most medium and
small-sized companies that did not have capital available to them
after the end of the war. We did not have any debt during World
War II. We got a debt of, approximately $10,000,000, now, that we
incurred in order to buy these facilities, and we have to meet the
service requirements of this debt. It would be extremely difficult for
us to do that on the basis of the proposals we have seen placed before
the House.

Senator KERR. What is the average rate of interest on that debt?
Mr. DAWSON. I would say it is between 31/4 and 31/2, as an average.
Senator KERR. Then if you are permitted to earn 1331/3 percent of

the interest requirement, that would mean you would wind up with
about a net of 1 percent on that part of your capital that is borrowed;
would you not?

Mr. DAWSON. Well, I do not think it is the interest provisions that
would bother us.

Senator KERR. Will you please answer my question at this point?
That is all you would have with reference to that part of your in-
vestment; is it not?

Mr. DAWSON. If I understand you correctly, I think you would.
Senator KERR. DO yOU think your company would go out and borrow

ten to fiteen million dollars to expand, either for civilian or military
production, if it knew ahead of time that the ceiling on what it could
earn was 55 percent of 1 percent or a little over half of 1 percent on
the amount of money it borrowed; there would not be much incentive
in that to get you to borrow ten or fifteen million dollars to expand,
would there?

Mr. DAWsoN. You say if the ceiling of what it could earn was 55
percent of what?
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Senator KERR. I started to say 55 percent of 1 percent. If it is 1
percent and the normal tax rate on it is 45 percent, that reduces
it to where it is just a little over half of 1 percent. Do you follow mel

Mr. DAwsoN. I do not think I do.
Senator MILLIKIN. The Senator is trying to develop what your pos-

sibilities of profit are out of that part of your business represented by
debt, and he is pointing out that it is practically nothing, and that
therefore people will not be running businesses to make practically
nothing.

Senator KERR. I was trying to find out whether this gentleman would
have any inclination to borrow 10 or 15 or 20 million dollars to expand
his business, if all that he was permitted to make on it was one-half
of 1 percent.

Mr. DAWSON. Even if I had the inclination, Senator, I would have
some difficulty finding a source of capital like that.

Senator KERR. I understand, but you could not fail until you started.
Mr. DAwsoN. That is true.
Senator KERR. NO matter how certain the failure might be upon

starting, would there be any incentive for you to start?
Mr. DAwSON. NO, there certainly would not, Senator.
What I started to mention in answer to your earlier question, too,

was something along the same line, that you have payments, usually,
in this type of debt, payments on account of the principal, under
which you have to pay the debt back.

Senator KERR. I understand that. That would enter into the mat-
ter of difficulty in getting your money. But the point of my question
was, whether or not there would be any attitude or incentive on your
part to try to get the money.

Mr. DAwsoN. I think that our incentive would be practically
demolished.

Senator KERR. You were talking about the volume of your business
for 1950, and that thus far it had been less than 1 percent that had gone
to the Government, I think.

Mr. DAWsoN. Less than one-tenth of 1 percent; yes, sir.
Senator KERR. In the figures on your 1950 report of business, or

calculations of profit, the only thing that would affect that would be
deliveries in 1950, would it not ?

Mr. DAWSON. Yes, sir.
Senator KERR. If yOU had $100,000,000 worth of war contracts, and

had processed and delivered, and either had paid or had the obligation
to pay for only a million dollars in 1950, that is all of that order that
would be reflected in your statements for 1950?

Mr. DAwsoN. That is right. And that is why I agreed.
Senator KERR. I believe that is the reason that you suggested the

inclusion of the year 1950 along with one or two of the other years in
the calculation in fixing the base?

Mr. DAWsoN. I noticed in your questioning of a witness this morn-
ing-I believe Senator Milligin was doing the questioning-he in-
quired what share of the business of the electronic industry was defense
business during 1950, and I think the figure given was something like
5 percent, in that case. What I wanted to point out was that in our
case, even though we are ready, we have, in fact, made negligible ship-
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ments for Government purposes. And up to the moment any con-
tractual arrangements with the Government are, likewise, negligible.

So we have not had defense business during 1950.
Senator KERR. IS it not a fact that actually a part of your source of

supply, if not in your particular instance, in your industry, has been
taken from you, due to its being set aside for war work, but that, actu-
ally, you have not had that implemented by the processing and deliv-
ery of any war contractual operations?

I do not know whether that would apply to your particular com-
pany, but is that not true with reference to your industry ?

Mr. DAwsoN. Our industry uses copper, Senator, and as you know,
copper has been stockpiled.

Senator KERR. Yes. I understand.
Mr. DAWSON. Copper has been, that is, domestic copper, in short

supply in our industry. You know a good deal more about the situa-
tion with respect to the import duty on copper than I do, but over all
the total copper supplies available in the country are limited, and
they are below those which could during 1950 be used for commercial
purposes, so that what you say is true, that the stockpiling, the tak-
ing of some of that copper for stockpiling, has made less available to
the general civilian economy.

Senator KERR. As I understand it, it has actually reduced the
amount of operation that you would have had in the civilian economy,
and the situation has not yet been affected by increased military pro-
duction with that same amount of copper which is being saved for mili-
tary production, but not being used, but which would have been used
in the civilian economy had it not been set aside for the other.

Mr. DAWSON. Yes, so that during the last 3 months in our industry
and in our company, specifically, our volume of business has been less.

Senator KERR. And actually has been curtailed rather than ex-
panded?

Mr. DAWSON. That is right.
Senator M1ERS. Do you know whether or not you have been selling

sheets or rods to other fabricators who may be engaged in Govern-
ment contracts ?

Mr. DAwsoN. Senator, we have a set-up for the identification of
military orders, whether they are on subcontract or otherwise, and
the reason I have given you that figure of less than one-tenth of 1 per-
cent is because we analyzed the subcontracts.

Senator MYERS. That includes not only yourselves as fabricators,
but other fabricators?

Mr. DAWSON. That is right.
Senator MYERS. To whom you sold sheets?
Mr. DAwsoN. Our customers who are Government suppliers, that

is right.
Senator MYERS. I think that clarifies the situation.
Mr. DAwsoN. Thank you, sir.
The CHAIRMAN. Your paper will be included in the record at this

point. And you will furnish the additional information that Mr. Stam
suggested for the record?

Mr. DAwsoN. Yes, sir; we will do so. Thank you very much.
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(The information requested is as follows:)

EXHIBIT A

1. Average earnings before taxes, 1936-39 and 1946-49:

Per published Per revenue
statement agent's report

1936- - ---...-. - - - --. . . . . $1, 444.000 $1, 020, 506
1937 - --.-. . . . . . . . . . . . . . . . . . ..- - - -- ---- 895. 000 942, 999
1939- --- -- - - - - --.------------ (207.000) (259.,023)
1939 -. ----------- ---- - -- - -- - ----------- ---------- ---- 782, 000 866, 002

Tar return

1946 . ... 0---... . . . . . . . . . . . . . . . . . . . . . . . . 5 893. 000 5, 070.079
1947 - - - -... .. . ... ... ... ... ... ... ... ... ...--.-- ---- - - 3,834,.000 3,811.012
1948 --------- -------- ------- ---- - 4,133. 000 4,050,120
1949 - -. . . .. . .. . . .. . .. . . .. . .. . .. . . . ..- ---- (3,805, 000) (3,778,130)

Figures in parentheses denote loss.

2. Retained earnings for 1948 and 1949 as per tax returns:

1948---- ....----------------- $2, 299,442
1949..------------------------------------------------ (2,579,561)

3. Equity capital investment of base period and 1950 at each year end:

1946_ - - - - - - - - - ------ - $19,020,000
1947----- -------------------------------------------- 20,285,000
1948 --------- 22,573,000
1949------------------------------------------------------- 19,743,000
1950 (estimated)-------------------------------------------- 23, 000, 000

4. Amount of capital borrowed during last 2 years of base period, i. e., 1948
and 1949, and interest rates thereon:

(a) Long-term debt.-$3,119,500 was borrowed on June 1, 1948, from RFC for
15 years. Interest rate 4 percent; $10,000,000 of long-term bank debt and deben-
tures borrowed in February 1947 and payable over 15 years was serviced during
1948 and 1949 as shown in exhibit 2 attached to my statement to Senate Finance
Committee of December 6, 1950.

(b) Short-term debt outstanding at end of month and interest rate thereon:

1948 1949 1948 1949

Per- Amount e- Aon F
Amount e Amount mount Per- Amount Per-

ent cent cent cent

January- - - -- $1,000,000 24 July---- - - -- - $1,000,000 24
February -___ -___ 1,425,.000 251 August .. ... $1,000,000 2 825,000 2
March - - - - -..........- 2.425,000 21$ September... 1,000,000 234 1,325,000 2
April -...... . $1,500,000 2 3,425,000 2 4 October -..-. . 1,000,000 2, 1,825,000 2
May -......... 1,500,000 2 2,775.000 2 November_ _ -.___._.. . . 2,325,000 2
June-- --- -. . 1,500,000 2 December- -- -.-.... ...... --- 1,800,000 2

5. It is estimated that net profits before Federal income taxes for 1950 will be
$7,275,000.

6. It is estimated that retained earnings for 1950 will be approximately $3,000,-
000, at present tax rates.

7. Equity capital increase during 1950 will be approximately $2,900,000, at
present tax rates.

8. Increased borrowing for 195(0:
(a) Long-term--none. It was, in fact, reduced in accordance with exhibit 2

of my statement to Senate Finance Committee of December 6, 1950.
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(b) Short-term balances during 1950 at end of various months and rates of
interest thereon:

Amount Percent

January---.--------------------------------------------------------- $1,800, 000 2A
February -------------------------------------------------------- 2, 300, 000 2
March--......------.----------------------------------------------------- 1,750,000 2
April-... ..------------------------------------------------------------ 1,950,000 24
May..------------------------------------------------------------- (1) (I)

1 None--and none after May 31.

The CHAIRMAN. Thank you for your appearance here today, sir.
Mr. DAwsoN. Thank you.
(The paper referred to is as follows:)

BRIDGEPORT BRAss Co.,

Bridgeport 2, Cont., December 6, 1950.

The Honorable WALTER F. GEORGE,
Chairman, Finance Committee, the Senate,

Washington, D. C.

DEAR SIR. GEORGE: Thank you for according us an opportunity to be heard by
this committee.

The Eridgel:ort Brass Co. is a long-established Connecticut corporation with

its main offices located at 30 Grand Street, Bridgeport, Conn. It manufactures
and sells a complete line of brass mill products in the form of sheet, rod, wire,

and tubes, as well as fabricated products such as plumbing goods, tire valves,
and aerosol pressure-packaged products. It is the largest independent com-

pany in the brass mill industry. We do not purport to speak for our industry

although many of our observations may voice the opinions held by others in

our industry.
Our manufacturing plants are located at Bridgeport, Conn., Indianapolis, Ind.,

and Exeter, N. H. The company provides employment for 5,200 with current
payrolls at the rate of $19,000,000 annually.

This company is in full accord with the fact that the expanded defense program
will require the raising of substantial additional revenue, of which a fair share
must come from increased income taxes on corporations.

However, it would like to call your attention to how excess profits taxes

worked out for us in World War II and how we may be affected by the House
proposals.

WORLD WAR II TAXES WERE BURDENSOME

During the period from 1936 through 1939, used as a base period for World

War II excess profits taxes, this company expanded its facilities by over $5,000,-

000. In 1938 it completed the first continuous process rolling mill in the brass

industry. By reason of this expansion it was ready to make available to the

Government increased facilities in World War II.
However, the company received little benefit in net earnings from these new

facilities during the 1936 through 1939 base period, since the company's experi-

ence has shown that it takes several years to get new facilities into really

efficient operation. What is more, the disruption in the company's operations

caused by the new construction in 1937 and 1938 tended to reduce the profits it

would have obtained from its old facilities.
Yet, the plans, designs, experience, and know-how from this new mill were

incorporated in the five defense plants patterned after our mill and built by

the Government during the war period. During World War II the company

went all out to build up production needed by the Government. It produced a

total of over 2,000,000,000 pounds of brass mill products as well as approximately

500,000,000 cartridge cases, 71,000,000 pounds of small arms cups, and 285,-

000,000 pounds of cartridge case disks for Government end use, all at abnormally
low profits.

The invested capital credit allowable to this company during World War II

was entirely inadequate, since independent companies such as ours are required

75900-50-21
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to make their capital turn over more rapidly than the rates stipulated in the
World War II law.

The growth provisions in the World War II excess-profits-tax law did not
cover our type of growth, but were designed to apply to a steady growth in which
earnings in the latter part of the base period were higher than those in the
early years.

World War II taxes and renegotiation left the company an extremely small
profit as a percentage of sales compared with all manufacturing. It averaged
approximately 2.3 percent for the 4 years, as compared with approximately 4.3
percent for the nonferrous metal industry, and approximately 4 percent for all
manufacturing. The yearly averages are shown in exhibit 1.

The net profits retained left the company with an extremely small profit as
shown in the following table:

Summnnary of earnings before and after provisions for renegotiation and Federal
income taxes, years 1941-45

[Parentheses indicate red figures. 000 omitted]

Profits be-

Sales e- forerenego- Provision Percent ofe e- tiation and Percent Renegotia- for Federal Net profits sales as
iatiYear forerenego- Federal of sales tion income Netprots salsas

income taxes shown
taxes

1941____ -___ 47, 951 7,075 14.8 - -. .- (4, 876) 2,199 4.8
1942 65, 674 11, 691 17.8 (4, 700) (5, 406) 1,585 2.4
1943. 70, 281 9, 132 13.0 (1, 574) (5, 837) 1,721 2.4
1944... ......... 63,039 6, 612 10.5 ---. . . (5,004) I,608 2.6
1945_ .. .. 53, 162 3, 110 5.9 ------------ (2, 300) 810 1.

NOTE.-Profits include management fees for operating defense plant at Indianapolis. This company paid
in Federal income taxes 72 percent of its taxable income for the years 1942 through 1944, inclusive, and 69
percent in 1945.

POSTWAR EXPANSION WAS FINANCED BY DEBT

As a result of World War II taxes and renegotiation, the company was in a
weakened position to continue its growth in the postwar period and to meet the
postwar inflation.

Since the end of the war the company has purchased and turned to peacetime
purposes certain plants and equipment which it operated for the Government
during World War II. At the same time it has endeavored to retain the basic
characteristics of these facilities as national defense assets. We have been
informed by the National Military Establishment that the company's action in
preserving these facilities will be of material benefit to the national security
effort.

In order to preserve its competitive position as an independent in the industry,
this company invested in the period 1946 through 1949 approximately $10,000,000
in these plants and equipment. The more than $13,000,000 debt incurred by the
company to acquire these facilities and obtain the additional working capital
needed is shown in exhibit 2.

HOUSE PROPOSALS ARE UNSUITED TO THIS COMPANY

The House proposals would not develop adequate excess profits credits for this
company on either an average earnings basis or on the invested capital basis.
In addition, the provision for growth of companies is so restricted that it would
not apply to cases such as ours.

A. House average earnings niethod does not permit us a proper base
The average income for the best 3 years out of the years 1946 through 1949

In the case of this company does not reflect its earnings potential under normal
economic conditions for the following reasons:

1. Its $10,000,000 investment in modernization and expansion of facilities dur-
ing 1946-49 was not reflected in the company's earnings in the suggested base
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period years. A large part of these facilities was acquired toward the end of
the suggested base period as shown by the following tabulation:

Year: Amount
1946-----------------------------------------.------------- $2, 850,000
1947 ------------------------------------------------------ 2,450, 000
1948------------------------------------------------------ 4,025,000
1949------------------------------------------------------- 400,000

Total---------------------------------------------------- 9,725,000

Efficient use of these facilities required conversion from a military to a civilian
type of production and the building and training of the necessary organization
Consequently, earnings realized during the proposed base period will not reflect
the return which our stockholders had a right to expect from these facilities.
In fact, the potential increase in earnings from these facilities through increased
output and reduced unit costs has not yet been fully realized.

2. The company recognized that the development of efficient operations in these
facilities would take a number of years.

As a result of all-out efforts to obtain maximum production during World War
II, production was stressed at the expense of other considerations, and break-
even points were high at the beginning of the postwar period. Progressive im-
provement in efficiency has occurred in subsequent years. However, for our
program to become fully effective will take an extended period beyond 1949. If
this were to be followed by normal peacetimes, we could reasonably expect to
obtain the full profits from our expanded facilities and organizations. In fact.
1950 operating results substantiate this conclusion, even though Government work
has been less than one-tenth of 1 percent of our sales.

The company's profits as a percentage of sales were below normal during its
postwar expansion as well as during its growth in the base years 1936 through
1939. It will be noted by reference to exhibit 1 that prior to 1937 this company's
profits as a percentage of sales exceeded 5 percent and compared favorably with
the average for other industries.

However, as a result of plant expansion programs in 1937 through 1939 and
1946 through 1949, the return on sales in these periods was subnormal in com-
parison with other industries as well as our own previous experience. Although
the percentage of profit returned to 5.5 percent in 1946, by reason of the com-
pany's expansion program it was reduced to 2 percent in 1947 and 2.6 percent in
1948, and as a result of adverse industry-wide conditions was reduced to a 2.2
percent loss in 1949.
Obviously, therefore, the proposed base years 1946 through 1949 would be in-

appropriate for the determination of excessive profits in 1950 or subsequent
years.

Nevertheless, the employment opportunities resulting from our growth have
more than doubled since the year 1933, and payrolls have increased many times
as illustrated by exhibit 3.

3. Depressed business conditions in our industry contributed to subnormal
earnings for our company during the postwar period.

In 1947 and 1949 the business level in the brass industry was considerably
lower than for business in general, which naturally affected our earnings for
those years. (See exhibit 4.)

This industry is a highly competitive one, in which a sustained high volume
of output is necessary to compensate for the low unit profit margins obtainable, in
order that a fair return may be made on the efforts involved.

4. Inventory losses adversely affected our results.
Due to the drastic decline in the prices of copper and zinc in the second quarter

of 1949 (see exhibit 5 and exhibit 6), this company sustained a metal loss of
$4,000,000 in that year.

B. House invested capital method does not develop an appropriate credit

Applying the invested capital credit, proposed in the House, to this company
would not accomplish the legislative purpose. The credit would be even less
than that developed under the proposed average earnings method.

This company is the largest independent producing a substantially complete
line of brass and copper mill products. It doe snot have large amounts of capital
available to it as do the leaders in the industry, and for that reason has had to
make its capital turn over more rapidly. The company has had to depend on
its organization rather than on its capital alone to accomplish effective results.
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We have always felt that the thinking and planning and teamwork of our people
have contributed more to our results than the bricks and mortar involved in
our fixed assets, and that these factors should be considered and rewarded.

By reason of having limited access to capital during the postwar period, this
company has had to finance its postwar expansion through borrowings. The
present balance of the long-term debt incurred for this purpose amounts to
approximately $10,000,000.

In stiuations such as ours, allowable rates of return on invested capital must
be very much higher than those proposed. In fact, the average rate on invested
capital for all manufacturing industry during the postwar period has been
much higher than those proposed.

HOUSE GROWTH PROVISIONS ARE TOO RESTRICTIVE TO AID THIS GROWING INDEPEN-
DENT.

We have stressed that this company has grown consistently over the years.
However, the growth has been irregular rather than year by year. The expan-
sion in facilities which took place in the base period 1936 through 1939 and also
1946 through 1949 was not immediately accompanied by corresponding increased
sales, profits, and payrolls. The growth in these factors occurred largely after
the 1936-39 period and would naturally be expected to follow the 1946-49 period.
In addition, during the period 1946-49, the brass industry went through a period of
inventory liquidation occuring in 1947, and another more severe inventory
liquidation in 1949. As a result of this, our business volume and profits were
adversely affected.

The House proposals recognize that growth companies are entitled to special
consideration in the development of the tax structure. However, the specific
provisions for growth companies contained in the House proposals fail to cover
our situation for several reasons. In the first place, while not a large company,
we somewhat exceeded the $20,000,000 limitation on assets. Secondly, by reason
of depressed conditions in our industry during 1949, our average monthly re-
ceipts and our average monthly payrolls in the second half of the proposed base
period did not exceed those in the first half of the period by sufficient percent-
ages to meet the House requirements.

SUGGESTIONS

In the light of the above data this company respectfully recommends that the
committee give consideration to the following:

1. Since the determination of what is "normal" and what may be called
"excess" should be particularized to each individual taxpayer, and since taxpayers
had such diverse experience during the base period years proposed by the House,
each taxpayer should be given the right to elect as its base period any 2 of the
5 years 1946 to 1950, inclusive.

2. That special consideration should he accorded growth companies which do
not meet the restricted provisions contained in the House proposals. This is es-
pecially true where the investment behind that growth has relieved the Govern-
ment of the expense of acquiring facilities in an emergency period. An alterna-
tive credit could be developed in such cases which could be worked out to permit
a profit of 5 percent of sales after income and excess profits taxes. We would
expect that such a provision should be appropriately restricted.

3. In view of the fact that the House proposals giving special consideration
to growth companies do not apply to this company, and many others in a similar
condition, we respectfully recommend that this committee schedule specific
hearings to consider appropriate relief provisions for growth companies.

4. The company respectfully suggests that an increase in normal and surtax
rates is more suitable to most growth companies including this company, and is
more practicable to administer than an excess profits tax. It therefore, leads us
to favor this type of measure and to oppose excess profits tax proposals.

Respectfully submitted.
BRIDGEPORT BRAss CO.
JOHNN S. DAWSON,

Secretary and General Counsel.
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EXHIBIT 1.-Comparison of Bridgeport Brass Co. and selected industry groups
net profit after taxes, percent of sales

Bridge- Autos/ Chem- Ironand Nonfer- All man-
port equip- icals steel Rubber Textiles rous ufactur-
brass ment metals ing

Post depression pe-
riod:

1933.....------------- 4.1 2.1 11.4 10.4 0.8 4.1 3.8 1.7
1934------------ 5.9 2.8 8.5 .3 .4 .4 5.9 2.6
1935 -......-- 5.4 5.1 8.1 2.9 2.3 1.4 6.7 3.7

Base period wnr-
time excess profits
tax:

1936-------------....... 6.2 6.7 8.5 5.0 4.0 3.3 7.0 5.2
1937 ---... .- 3.5 6.4 7.7 5.8 2.2 1.5 5.9 4.8
1938- ---- . 11.9 1.2 6.5 1.3 1.6 11.0 2.8 2.3
1939- -- -- 2.3 7.3 9.8 4.2 4.7 3.4 7.7 5.2

War period:
1942- ......... 2.6 3.4 6.5 4.6 5.1 4.3 4.6 4.5
194--3 . . 2.5 3.8 5.8 3.9 3.0 3.7 4.8 4.1
1944 ...... . 2.6 3.8 4.8 3.6 2.7 3.7 4.3 4.0
1945-..-.-..... 1.5 1.6 4.2 2.5 2.3 3.6 3.3 3.1

Postwar period:
1946....---------.... --- 5.5 .4 8.3 4.5 6.0 8.4 5.7 5.2
1947- .. . . - 2.0 6.7 7.9 6.4 3.6 8.2 7.0 5.9
1948- -. . 2.6 7.7 8.0 6.9 3.7 8.2 6.3 6.1
1949-..... ---- 12.2 8.7 7.4 5.8 2.8 4.0 3.8 5.0

I Indicates loss.

Source: Department of Commerce, National Conference Board Business Fact Book.

EXHIBIT 2.-Bridgeport Brass Co. loans from various sources, February 1947-
August 31, 1950

Increase (decrease)

Mortgage
Serial de- payment to

Total Short-term Long.term bentures U.S. Gov-
Total bank loans bank loans 3 . percent erment

to 1962 4 percent
to 1963

Balance prior to refinancing February 1947 $6, 750, 000 $3, 50,000 $3, 250,000 . -----

Net change in refinancing.--------------- 3, 250, 000 (3,500,000) 750, 000 $6,000,000----------

Balances after refinancing Feb. 28,
1947....------------------------- 10,000,000------------ 4,000,000 6,000,000 ------------

Mortgage on acquisition of Indianapolis
plant, July 1,1948 --------------------- 3,119, 500 $--------------------------------$3,119, 500

Payments on above loans ----......... (2, 561,000) ------ (1,800,000) (345, 000) (416, 000)

Balances, Aug. 31, 1950.------------10, 558,500 ------------.. 2, 200,000 5,655,000 2,703,500

EXHIBIT 3.-Bridgeport Brass Co., Bridgeport, Conn., average number employees,
total payrolls

Number of Number of
Year Payrolls employees, Year Payrolls employees,

average average

1933..-............ $2,122,665.41 2,024 1942......---------------. $17,846. 019.42 6,574
1934---------------- 2,706,371.41 2,303 1943.-............. 22, 061,310.56 7,599
1935---------------- 3,909,129.81 2,904 1944................ 19,695,178.77 6,809
1936---------------- 4,357,658.49 3,083 1945 ----------------- 17,439,583.18 6,026
1937----------------- 5,215,481.97 3,312 1946 .....---------------- 16, 917,156.56 5,816
1938---------------- 3, 857,380.80 2,566 1947 .............. 16, 490, 990. 87 5,323
1939---------------- 5,072,948.29 3,062 1948 --------------- 17,751,263.66 5,180
1940 .---------------- 7,043,294.04 3,756 1949 ------...... 15, 650, 209.42 4,391
1941---------------- 11,871, 107.57 5,146 1950 (estimated) -..- 18,896,556.88 5,238

NoTE.--During the years 1942 to 1945, in elusive, we operated the plant at Indianapolis for the Govern-
ment on a management-fee basis. The payrolls and number of employees for that plant during that period
are not included herein.
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BRASS INDUSTRY SHIPMENTS

FEDERAL RESERVE BOARD INDEX
OF INDUSTRIAL PRODUCTION

EXCESS PROFITS TAX ON CORPORATIONS, 1950

EXIIIBIT 4

1946-1949

BRASS INDUSTRY SHIPMENTS

As Compared With

FEDERAL RESERVE INDEX OF INDUSTRIAL PRODUCTION

.9,46 194,.
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EXHIBIT 5

RANGE OF COPPER PRICES 1945-1949

CENTS
PER

POUND ///

24

22
I  ______|_

22

21

20

19

17

16

15

14

13

12

11
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EXHIBIT 6

RANGE OF ZINC PRICES 1945.1949
CENTS
PER

POUND

17.504 NIGH

18 ___19*1949

16

14

12 ____. _

10

The CHAIRMAN. We will next hear from Mr. J. W. Haddock.
You may have a seat, please, and identify yourself for the record.

STATEMENT OF J. W. HADDOCK, PRESIDENT, AMI, INC., GRAND
RAPIDS, MICH.

Mr. HADDOCK. My name is John Haddock, and I am president of
AMI, Inc., a manufacturing concern located at Grand Rapids, Mich.,
where I reside.

We employ about 375 persons.
I am here because it appears that under the House bill our excess

profits tax credit will be only about 10 percent of what we consider
our normal earnings, resulting in 90 percent of such earnings being
subject to excess profits tax, whereas we understand the intent of the
act is that 85 percent of presumed normal earnings shall be free from
this excess profits tax.

We had hoped the House bill would provide some degree of relief
for us.
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I was unable to obtain a copy of the House bill until yesterday
afternoon, and, consequently, I have not had time to prepare a written
statement, but with your permission will submit one as soon as possible.

Our peculiar situation arises out of the following circumstances:
In April 1945 control of this company was acquired by a new group,

with a complete change in management and policy.
Senator MILLIKIN. What do you make'?
Mr. HADDOCK. Phonographs, Senator.
The new management, in effect, started a new business. The new

management was faced with the necessity of recruiting, training, and
developing an engineering and manufacturing and selling organiza-
tion, capable of holding its own against its major competitors, as the
company had sunk to a point where there was only a skeleton
organization.

Completely new equipment, designs, and models were required to
meet postwar conditions.

Obviously no profit could be obtained until all of the preliminary
work was carried through, and production attained sufficient volume
to absorb the steadily increasing overhead.

The time to accomplish this was greatly extended as the result of the
postwar dislocations.

The company was handicapped in the competition for materials
during a period of shortages, due to its relatively small size and lack
of previous channels of supply. The cost of tools, dies, et cetera, was
greatly increased by the rapid postwar rise in wages and prices.

The company's liquidity became impaired, and short-term bank
loans were obtained. When even these proved to be inadequate, large
stockholders, allied with the new management, contributed additional
loans.

Initial postwar production commenced in June of 1946, but it was
the first part of 1947 before sufficient volume and efficiency were ob-
tained to bring operating results to the break-even point. As a result,
substantial loss was suffered in 1946.

In the meantime, trade obligations had become burdensome in
amount, and many were past due. The commercial bank became
panicky, and on April 7, 1947, these loans were called, and the com-
pany's bank account was seized by the bank as an offset against the
indebtedness. This compelled the company to seek the protection
of the Federal Bankruptcy Act. It filed a petition in the Federal
district court in Grand Rapids under chapter 10, asking for the ap-
pointment of a trustee, and freezing of all past obligations.

For a time, the company's operations were severely limited. How-
ever, it became apparent that the business had turned the corner, and
was able to operate profitably.

Eventually arrangements were concluded with creditors to satisfy
their claims in full by the issuance of serial notes to be repaid out of
earnings over a period of several years.

No reorganization of the capital structure was necessary. And the
proceedings were transferred from chapter 10 to chapter 11 of the
Bankruptcy Act, but the bankruptcy court retained control of the
business until all notes were paid in full, together with interest, fees,
and so forth.
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No material changes were made in the production policies or pro-
gram of the management which continued to serve under court juris-
diction and control.

The freezing of past-due obligations until they could be paid out of
earnings provided the necessary time which some of the creditors,
particularly the commercial bank involved, were unwilling volun-
tarily to grant to the company.

The success of a fast-moving, highly competitive business depends on
quick decisions, in many instances, with respect to controversial prob-
lems. In our case these decision were several times delayed to the
point where the ability of the business to continue was jeopardized.

It was necessary, under the conditions in which we operated, not
only to formulate our own conclusions as to what should be done, but
to obtain the permission and approval of the creditors' committee, of
the bank, of the attorneys for each of these, and, finally, the approval
of the referee in bankruptcy.

Gradually as management's efforts bore fruit, and as the obliga-
tions to creditors were reduced by periodic payments, these difficulties
diminished. But the earning power of the business, during 1947,1948,
and 1949, was substantially curtailed, and was well below what might
have been achieved by the same management, operating under normal
corporate procedure.

Receivership expenses alone approximated $200,000, which is about
40 percent of the operating profits from the commencement of the
court proceedings in December 1949, December 31.

Although delayed and limited, progress toward management's ob-
jectives continued, and during 1950 began to bear fruit in the form
of lower costs, greater efficiency, and more aggressive distribution,
all resulting in a normal earnings capacity of about 10 times the 1946
to 1949 average profits.

As a result, the bank and trade creditors' obligations, amounting
to about $1,200,000, have now been repaid in full with interest. Our
profits and costs in round figures are as follows: 1946, loss $650,000;
1947, loss $10,000; 1948, profit $100,000; 1949, profit $200,000; 1950,
profit $850,000.

That is all before taxes, and disregarding loss carry-overs.
Senator MILLIKIN. Disregarding what?
Mr. HADDOCK. Carry-overs.
Senator KERR. Let me ask you if that means that these profits are

in addition to an amount sufficient to take up losses for the previous
years?

Mr. HADDOCK. No, sir.
Senator KERRm. Before applying the losses of previous years to them?
Mr. HADDOCK. Yes, sir.
Senator KEmRR. Thank you.
Mr. HADDOCK. The $850,000 profit for 1950 represents 17 percent

of sales of $5,000,000, a good, but not excessive rate for our kind of
business. In no degree that we can measure does it reflect the effect
of the war or defense program. The volume in numbers of units
produced and sold does not exceed past experience. And our unit
selling prices are nearly 25 percent lower than in 1947. So the greatly
increased profits are, primarily, a measure of increased-and we
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think normal-efficiency which we would have obtained 2 years earlier
had it not been for our enforced operation under court control.

Ours is the type of business in which the results derived from the
brains and energy brought to bear, rather than from the size of the
assets employed. Consequently, the increased capital alternative to
average earnings seems unlikely to improve our excess profits tax
credit. The only possible relief in the House bill seems to lie in section
442, but whether our situation comes within the scope of the language
used, seems uncertain and likely to depend upon an administrative
decision.

Furthermore, section 442 assumes and requires that there be within
the base period one normal year, which, in our case is obviously lack-
ing. It is, therefore, our conclusion that the House bill provides
little or no hope of relief.

Consequently, we propose: That for a corporation which at any
time after December 31, 1945, operated under chapters 10 or 11 of
the National Bankruptcy Act, the average base period net income for
the purpose of computing its excess profits credit shall be the earnings
of the highest taxable year during the base period, or 1 year there-
after-but not including any year ending after December 31, 1950-
while operating under chapter 10 or chapter 11, during all or part of
such year.

Perhaps there is a better way to equalize the effect of this bill upon

our company as compared with others which operated normally dur-
ing the base period years, but we feel that any business which has
overcome the handicaps we have, and honorably paid off its creditors
100 cents on the dollar, deserves a chance to maintain itself against
an uncertain future with no greater handicaps than those facing our
competitors and similar businesses, generally.

The Munitions Board survey made of our facilities states that we
have shown extraordinary ability, and recommends us for the manu-
facture of electronic or highly intricate electro-mechanical devices.

Senator MILLIKIN. YOU are not in any of that yet?
Mr. HADDOCK. NO, sir. We have not yet been able to obtain any

contracts. I anticipate that it will, probably, be several months before
contracts of the size we are prepared to handle will become available.

Senator MILLIKIN. In other words, you do not believe that it will be
reflected in your business this year?

Mr. HADDOCK. We have none. It is divided about evenly between
the first and second half.

Senator KERR. Did you hear the suggestions of Mr. Dawson who
preceded you?

Mr. HADDOCK. I was too busy thinking of my own problems, I think,
to be attentive.

Senator KERR. One of his suggestions was that the taxpayer be
given the right to elect as its base period any 2 of the 5 years, 1946
to 1950, inclusive.

Mr. HADDOCK. Well, sir, that would be of a great deal of help.
Senator KERR. Would that not meet your situation, such a general

provision, the same as the specific suggestion you have made?
Mr. HADDOCK. I have suggested a single year, Senator. Mr. Daw-

son's suggestion, as I understand it, would require that we add to-
gether 1949 and 1950.
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Senator KERR. 1950, and any of the other 4 years that you wanted
to.

Mr. HADDOCK. In our case, it would obviously be 1949 and 1950,
which would give us a total for the 2 years of about $1,050,000, divided
by two, which would give us a yearly figure of $525,000, multiplied by
85 percent, which would give us about $435,000 base. That would be
of a great deal of help, sir, but it would not go quite as far as the
suggestion I propose.

I feel that our circumstances are different.
Senator KERR. I thought your suggestion was two of the years?
Mr. HADDOCK. NO, sir; 1 year.
The CHAIRMAN. Just 1 year of the years.
Senator MILLIKIN. May I ask Mr. Stam whether there is any admin-

istrative reason why in certain cases-let us assume, first, we could not
include the first half of 1950 in the base; is there any administrative
reason why you could not do that?

Mr. STAMz. I do not think it is a question of administrative reason.
Senator MILLIKIN. That is all I am trying to get at, whether split-

ting the year would present a problem.
Mr. STAr. You would have to do it by proration. You would have

to prorate the year to some extent.
Senator MILLIKIN. I was wondering whether it would be practical

to do so.
Mr. STA. It would depend upon how the accounting system em-

ployed by the company was, if they kept their books in such a way
that you could determine the income up to a certain period. If so,
something would be worked out, I imagine.

M[r. HADDOCK. In that connection, Senator, I would like to point out
what occurs to me, from a very casual observation of the bill-that is
all I have had time for since yesterday afternoon-that any corpora-
tion whose fiscal year ends June 30, 1950, will, by the terms of the bill,
reconstruct its base period, so that the 6 months from July 1 to Decem-
ber 31, 1949, will be an average of the experience during the last half
of 1949 and the first half of 1950; and to the extent then that their
1950 business-that is, their first half-may represent improvement
over 1949, they do benefit by the first half of 1950. I think, sir, that
those of us whose fiscal year is on a calendar basis and who feel that
we need relief have some grounds for feeling that we should receive
no less favorable treatment with respect to the inclusion of 1950, or at
least the first half of the year. The mere accident of a fiscal year
which does not correspond to the calendar year is likely to prove of
considerable benefit to some companies.

Senator MLLKIN. It is those accidents that require business judg-
ment.

Mr. HADDOCK. Yes, sir. I have learned that very well, sir.
I am pleading for treatment which will permit us to hold together

our skilled organization and to enable us effectively to do our job,
whatever it may be, during the crisis ahead. If the impact of the
House bill is not softened by some degree of relief, I, frankly, do not
see how we can maintain our financial health after payment of the tax
at the ceiling rate provided for in the House bill.

I want to thank you gentlemen for the opportunty of being present
and telling our story, which may be peculiar to ourselves. And I
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might add that we have in our proposal tried to avoid any loophole
which would permit any great number of companies to come through.
Whether there are any others in the United States who have been
operating under chapter 10 or chapter 11 whose circumstances are
similar to ourselves I do not know.

The CIAIRMA1N. We thank you.
You wish to file an additional statement after you have had time

to read the bill?
Mr. HADDocK. No, silr. With your permission, sir, I would like to

file a statement which will contain approximately what I have given
to you orally here, which I did not have time to have typed up in
advance.

The CHAIRMAN. That is all right; that will be taken as part of the
record. Thank you very much for coming here.

Mr. HADDOCK. Thank you.
(The statement referred to above, when received, will be placed in

the committee files.)
The CHAIRMIAN. We will next hear from Mr. John A. Kennedy.
You may be seated and identify yourself for the record.

STATEMENT OF JOHN A. KENNEDY, CHAIRMAN, TV EXCESS
PROFITS TAX COMMITTEE, HUNTINGTON, W. VA., ACCOMPANIED
BY MORTON P. FISHER, ATTORNEY, BALTIMORE, MD.

Mr. KENNEDY. 2Mr. Chairman and members of the committee, my
name is John A. Kennedy, of WSAZ-TV, Huntington, W. Va.

The TV Excess Profits Tax Committee, of which I am chairman,
was formed by those television broadcasting companies which are not
owned by manufacturing companies or networks to present to the
Congress the serious situation confronting such companies in the
event of the adoption of an excess profits tax law.

Our committee has submitted a formal and detailed statement,
which I would like to file for the record.

The CHAIRMIAN. You may do that.
(The statement referred to is as follows:)

STATEMENT MADE ON BEHALF OF THE TV EXCESS PROFITS TAX COMMITTEE

By: John A. Kennedy, Chairman
To: Committee on Finance of the United States Senate

Mr. Chairman and members of the Committee on Finance, my name is John A.
Kennedy. My address is 2121 Sunset Boulevard, San Diego, Calif. I own 48 per-
cent of the capital stock of television station WSAZ-TV, an independent tele-
vision-broadcasting station operating in Huntington, W. Va.

The TV Excess Profits Tax Committee, of which I am chairman, is an autono-
mous committee appointed by those television-broadcasting companies which are
not owned by manufacturing companies or networks, to present to the Congress
the serious situation confronting these independent television-broadcasting com-
panies in the event of the adoption of an excess profits tax law.

Television broadcasting is a pioneer industry. In 1946, there were only 8 tele-
vision stations in commercial operation; in 1947, there were 17; in 1948, there
were 50, including 10 belonging to the 4 networks; and in 1949, there were 97,
including 13 belonging to the 4 networks.

During the 4 years 1946 to 1949, inclusive, television broadcasting was in the
pioneering and experimental stage. In recognition of this fact, the FCC, as a con-
dition to the granting of a television license, required the applicant to demonstrate
that it had made provision, and was financially able and willing, to invest, not only
the amount of capital required to build and operate its television-broadcasting



326 EXCESS PROFITS TAX ON CORPORATIONS, 1950

station, but also to take care of the inevitable deficits which the station would
suffer for an extended period. The period of anticipated deficit operations was
estimated by the Commission to be for as long as 5 years after the station began
operations.

That the policy of the Commission was sound and proper was demonstrated
by the fact that, in 1949 (when, as of December 31, the average period during
which the 97 stations then doing business were in commercial operation for only
15.48 months), a staggering proportion of the capital invested by such stations
was lost in their operations.

The official figures, on file with the FCC, show that, as of December 31, 1949-
(a) The 4 networks, with their 13 stations, had an aggregate capital invest-

ment, at cost, of 19.1 million dollars. Their aggregate loss was 11.7 million
dollars. The percentage of their aggregate loss to their aggregate capital invest-
ment, at cost, was 61.3.

(b) The 84 independent stations had an aggregate capital investment, at cost,
of 36.8 million dollars. Their aggregate loss was 13.6 million dollars. The
percentage of their aggregate loss to their aggregate capital investment, at cost,
was 36.9.

(c) All 97 stations had an aggregate capital investment, at cost, of 55.9 million
dollars. Their aggregate loss was 25.1 million dollars. The percentage of their
aggregate loss to their aggregate capital investment, at cost, was 45.2.

The 106 television stations, which, according to the official records of the
FCC, were in commercial operation on November 1, 1950, had at that time been
in operation for an average period of only 23.82 months.

Under the circumstances applicable to television broadcasters, the average
earnings credit is patently futile for the obvious reason that there were no net
earningss from television broadcasting during the base period. Operating net
loss carry-overs and unused excess profits tax credits will temporarily delay
the application of the tax until they are exhausted; but, once a television-
broadcasting company is on its feet, the nonexistent earnings credit will afford
no relief from the heavy impact of the excess profits tax. Since television
broadcasting is essentially a matter of service, with invested capital relatively
unimportant in the production of income, the earnings credit is the one to which
such companies would ordinarily look for the establishment of normal earnings,
since the purpose of the law is to tax only excess profits. The complete absence
of earnings experience creates a situation in which these pioneering taxpayers
are wholly deprived of the natural basis for their credit.

,If there is anything in connection with the proposed excess profits tax, about
which everyone is in accord, it is that the law should be so drawn so as not
to tax normal profits. The fundamental purpose of the law is to tax only
excess profits.

In most instances, it is quite difficult to ascertain with any degree of exacti-
tude what are normal profits, as distinguished from excess profits. But there
is no such problem in respect of the television broadcasting industry because
the whole industry has never had the opportunity (and will not have the
opportunity during the period in which the proposed tax is expected to be
operative) to demonstrate what its normal profits may be.

The television-broadcasting industry is an infant industry. The 97 tele-
vision stations in commercial operation on December 31, 1949, had been doing
business for an average period of only 15.38 months. When all these companies
began commercial operations, the industry was still in the experimental stage.
There were rapidly changing technological developments. Transmission facil-
ities were in a state of experimentation. There were comparatively few tel-
vision receivers in the hands of the public. At the present moment, the tech-
nology of the industry is still in the process of development. The transmission
of television in color is one of the serious problems confronting the whole
industry.

Moreover, there is little likelihood that a norm of earnings will he reached
within the next 5 years. Because of the acute national emergency, the Federal
Government has already rationed and will continue to ration essential com-
ponent materials which will result in a substantial curtailment of the production
of television receivers.

The profits of the industry depend entirely on the number of television receiv-
ing set in the hands of the public. Like the newspaper, magazine, and radio
business, the television-broadcasting industry depends for its advertising, which
is the sole source of its profits, upon circulation. And, for the reason stated,
the normal circulation of the industry cannot possibly be reached until there
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are sufficient television receiving sets in the hands of the public to justify the
advertiser in using this medium for the promotion of his product.

That this is true is demonstrated by the staggering losses heretofore suffered
by all of the television-broadcasting companies (according to the official figures,
on file with the FCC).

These figures show that, during any base period that may be adopted by Con-
gress, the television-broadcasting industry lad no profits. They had only losses.
And no single television-broadcasting station has been able to demonstrate
what normal profits in the industry may be.

Accordingly, there is no criterion that can be incorporated in the statute for
determining or estimating normal profits. There is no measuring rod l'or estab-
lishing a reasonable basis for determining what the norm might be.

In other words, with respect to this whole industry, a dletermilnation of excess
profits for the purpose of taxing them under the proposed law would be utterly
impossible. There is no alternative basis for such determination which the
Congress could adopt.

Sections 443 and 444 of H. R. 9827, while no doubt intended to remedy the
problem of lack of base period experience, failed to offer any practical relief for
television broadcasters. It may be said, parenthetically, that no one knows at
this time what the practical effect of the application of industry figures may be,
and any relationship to the problem of the television broadcasters would at best
be fortuitous and unrelated to the applicable facts.

Section 443, by its express language, makes itself inapplicable to the problems
of the television broadcasters. A little over 88 percent of the companies engaged
in television broadcasting on December 31, 1949, were also engaged in activities
other than television broadcasting. Television broadcasting began after January
1, 1946, so that there was a substantial change in the products or services fur-
nished under the provisions of section 443 (a) (1). Nevertheless, section 443 (a)
(2) deprives such companies of relief because relief is allowed only where more
than one-third of the net income of the taxpayer during one or more of the
applicable years is attributable to the changed products or services. As stated
above, there was no net income from television broadcasting during the base
period, and therefore the one-third requirement cannot be met by television
broadcasters.

Moreover, section 443 (a) (3) requires that the net income for one of the taxable
years meeting the requirements of section 443 (a) (2) must exceed 125 percent
of the average net income for the preceding base period years. It is impossible
at this point to state how many, if any, companies engaged in television broad-
casting (together with other activities) could meet even this test. It is reason-
able to assume that television-broadcasting losses would make the later years' net
income less instead of 25 percent more than in the earlier years; so that this
subsection also eliminates any likelihood of relief. This is mentioned for com-
pleteness (because of the possibility of amendment of section 443) since, as
IH. R. 9827 now reads, section 443 (a) (2) alone defeats relief.

Section 444 of H. R. 9827 might fortuitously grant some measure of relief to
the less than 12 percent of companies engaged exclusively in television broad-
casting on December 31, 1949, which commenced business after January 1, 1946.
This would depend solely upon the applicable percentage to be determined upon
the basis of some industry classification which could only by fortunate chance
have some reasonable relationship to television broadcasting. Even if such
data produced a satisfactory result, however, it would apply only to the less
than 12 percent of companies engaged in television broadcasting on Decenmber
31, 1949, which began business after the beginning of the base period.

Thus, a substantial segment of the very type of business for which relief was
intended under section 443 is deprived of relief by the provisions of the section
Itself, leaving such chance measure of relief, if any, as may be afforded to the
more fortunate few (without applicable difference in principle) which began
business on or after January 1, 1946. Those organized with other activities prior
to that date are likewise pioneers in the television field who have suffered very
heavy losses in the television activities of their businesses.

It is hardly necessary to add that since the important source of television
broadcasting income is service, an invested capital credit is fundamentally andl
inherently an inadequate standard of normal earnings. What with the need
to recoup losses, and the subsequent impact of excess profits taxes, a fair return
on capital could be hoped for, if at all, only in the dim and doubtful future.

The reasons above stated demonstrating the inadequacy of the average earnings
basis of credit apply in principle to the application to the television broadcasting
industry of the invested capital basis for credit.
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Business indexes demonstrate that what is a fair return on invested capital
for one industry is not necessarily a fair return for another industry.

When an industry, such as the television broadcasting industry, is primarily
engaged in the business of selling service, invested capital is not significant in
the determination of what a normal profit should be.

Moreover, in one industry, where the capital risk is not great, the reasonably
expected return from the investment would be less than that of an industry in
which the capital risk assumed is greater.

There is no imaginable industry in which the capital risks assumed are or have
been greater than in the television broadcasting industry.

The industry is still in the pioneering and experimental stage. Deficit opera-
tion for a long period of time was not only expe''ted, but the FCC, as a condition
to the granting of a television license, required the applicant to demonstrate that
it had the capital required to take care of the inevitable deficits which would
be suffered.

What incentive would there have been to the existing television broadcasting
companies to take such enormous risks if the ultimately expected norm of its
profits were to be limited to a yield on its capital investment comparable to that
reasonably expected by other industries who were not required to take such
risks?

And what incentive will there be, in the event additional television channels
are allocated, for new corporations to assume such risks so as to make it possible
to secure Nation-wide public coverage for the purpose of disseminating, by this
unparalleled medium of publicity, public information, which is so vital, not
only to public education, enlightenment and culture, but even to public safety and
military operations?

And in this connection, it should be pointed out that the risks assumed are
not merely conjectural or theoretical. The figures for the whole industry, which
are a matter of public record, demonstrate that the losses thus far suffered by
the industry were not only staggering but are probably unparalleled for any
pioneer industry in history.

For the reasons stated, it is clear beyond peradventure that the invested capital
basis for determining the credit on normal profits of the television broadcasting
industry is not only inadequate but eminently unfair.

Moreover, and of paramount importance to the little fellow in the television
broadcasting business, many of the independent television broadcasting com-
panies have borrowed large sums for comparatively short terms. Should the
Federal Government impose on them a confiscatory excess profits tax, with a
credit of a limited percentage of their capital investment (even'if the credit be
allowed in respect to the full amount of these borrowings), or with an in-
adequate average earnings credit, where, and in what manner, will these com-
panies be able to secure the funds with which to repay these loans?

It is apparent that television broadcasters cannot be poured into the general
mold, either on the basis of an earnings credit, an invested capital credit, or a
relief provision of general application.

The reason for this is that the problem of the television broadcaster is sui
generis. In support of this assertion, we submit the following:

(a) There is no foundation in experience, analogy, statistical computation or
other technique (barring the crystal ball) for the determination of normal earn-
ings from television broadcasting.

(b) In the meantime, television broadcasters have suffered enormous losses
which, in fairness and equity they are entitled to recoup, plus a fair return for
the pioneering risks assumed by them, such fair returns to encompass in retro-
spect the period of losses and experimentation as well as the periods of earnings.

(c) Pioneering industries of great importance to the public, and entailing
great financial risk, warrant encouragement at the hands of Congress. Pioneer-
ing and further development losses attributable to color television are in the
offing. Investment for this purpose should be encouraged.

(d) There is no hurry about applying excess profits taxes to television broad-
casting income. Any excess profits tax fortuitously resulting at this time would
be negligible in the over-all picture but harmful and discriminatory to the com-
paratively few taxpayers affected thereby.

(e) In the meantime, any net income from television will be taxed at the not
inconsiderable rate of 45 percent.

(f) In from 3 to 5 years, Congress will have available the basis for a fair and
equitable determination of credit through continuously developing data in the
records of the FCC and the Bureau of Internal Revenue.
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(g) If the suggestion is made that the excess profits tax law is intended only
as a temporary measure, the answer is that there is less reason to subject tele-
vision broadcasting income to its possible application on a hit or miss basis.

We conclude, therefore, that the only logical and practical answer is to defer
the application of the excess profits tax law to net incoine from television
broadcasting until tlin broadcasters hax e developed to a point where tile appli-
cation of the law will be fair, practical, and equitalh,. When that point is
reached, Congress will be able from data in lhe FCC and Bureau olf Internal
Revenue to devise a proper credit in the light of then existing facts, and can
then make the law applicable. It will not then be in the position of trying to
force square pegs into round holes. Draft of the proposed statutory provision
to implement this viewpoint is hereto attached, marked exhibit A.

Special legislative relief is, of course, not without precedent. In the 1917
excess profits tax law, even lartnershilps and sole proprietorshilps were subject
to an excess profits tax. However, in the 101 Revenue Act, not only were part-
nerships and sole proprietorships excluded but also personal service and
eleemosynary corporations. Gold mining companies and maritime companies
were also excluded.

In the excess profits tax laws in effect during World War II. and in II. R.
9827, the same groups were excluded, and, in addition, the following:

Regulated investment companies.
Corporations subject to the Civil Aeronautics Act.
Corporations completing contracts under the Merchant Marine Act.
Companies engaged in the mining of antimony, chromite, manganese,

nickel, platinum, quick-silver, sheet mica tantalum, tin, tungsten, fluor-
spar, flake graphite, and vanadium.

Companies engaged in certain timber operations and in the natural gas
business (within certain limits).

Regulated investment companies were exempted because their assests con-
sisted solely of securities of other corporations, which were subject to the excess
profits tax.

The other corporations to which relief was granted fell into the following
broad categories:

1. Corporations receiving subsidies from the Federal Government; and
2. Corporations that the Congress thought should be encourages to produce,

by offering the incentive of the elimination of the excess profits tax burden.
We respectfully submit that television broadcasting corporations fall within

the second category.
They not only assumed an extraordinary financial risk when they went into

the business, but they are a strictly regulated industry. Their licenses from the
FCC are granted for only 1 year at a time, and these licenses are subject to
forfeiture if the licensees fail to render the public service required of them under
the Federal Communications laws.

Under the Federal Communications Act, it is a recognized responsibility of a
licensee to devote a reasonable portion of its programing time, without cost, to
the public service.

It is well known that broadcasting companies have already been briefed by
defense agencies to carry out vital functions in the event of a war emergency
in the interests of public safety.

In addition, as already indicated, with the uncertainty and confusion attendant
upon the development of color television, the existing stations are far from out of
the woods financially. When a color system is finally adopted by the FCC, addi-
tional capital must be invested by television broadcasting corporations for the
equipment needed to telecast in color. And, until there are a sufficient number
of receivers in the hands of the public to make color programs profitable to the
advertiser, there will be large operating losses just as has been the case in the
initial telecasting of black and white programs.

Again, as indicated above, the FCC has now under consideration the granting
of many additional licenses, when technically feasible, looking toward complete
Nation-wide television coverage. In the event of a war emergency, Nation-wide
public coverage will be a vital public necessity for the purpose of disseminating,
by means of this unparalleled medium of publicity, public information which
would be vital to public safety and indispensible to military operations. If
investment in new stations is to be encouraged in the face of calculated long-term
initial deficits, there must be no emasculation of later profits by application of
excess profits tax rates with inadequate or negligible credits.

75900-50----22
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WVithin a few short years television has established itself as the most powerful
medium for disseminating public information. With the growth of television
throughout the Nation, it can reasonably be predicted that television will rival
newspapers in influencing public thought. As a result, it is fundamentally im-
portant that the control of television stations be placed in the hands of individual
groups to assure the presentation of diverse viewpoints.

Initially the establishment of a television station requires a capital of upward
of $250,000. To the average radio-station owner, this involves a major expendi-
ture; however, to a large newspaper chain or to a group of wealthy industrialists
this outlay would be of relatively minor significance. Unless some tax relief is
afforded to the smaller station licensees and similar relief promised for those who
hope to get into the television business, tile control of these stations will eventu-
ally pass to the people who control the bulk of the most expensive and presently
most influential media of communication.

In conclusion, therefore, we submit that deferment of the application of the
excess profits tax law to net income attributable to television broadcasting
operations is not only warranted, but necessary il tile public interests. Any
other course will be a course of destruction to a vital, and otherwise vigorous
group of hardy and worthy pioneers.

TV ExcEss PROFITS TAX COMMITTEE,
By JOHN A. KENNEDY,

W1SAZ-TV Chairman.
GEORGE B. STORE, WJBK-TV, Treasurer.
HERBERT LEVY, IVAAM-TV, Secretary.
R-IcHAlD A. BiOREL, lIVBNS-TV.
JACK O. GRoss, WFJIB-TV.
MORTON P. FISHER, Tax Counsel.

EXHIBIT A. DRAFT OF PROPOSED PROVIsION DEFERRING NET INCOME FROM TELEVI-

SION BROADCASTING OPERATIONS FROM THE APPLICATION OF EXCESS-PRoFITS

TAXES

In the case of any domestic corporation engaged, in whale or in part, in the
business of television broadcasting, the tax imposed by this subchapter shall not
exceed an amount which bears the same ratio to the tax imposed without regard
to this section as the portion, if any, of the adjusted excess profits net income, not
attributable to the television broadcasting business, bears to the entire adjusted
excess profits net income.

Mr. KENNEDY. I can only hope at this time to high light certain
significant factors.

We are not opposed to an excess-profits tax as we understand its
theory, which is to siphon off excess profits arising from the war.

Likewise we are aware of the most serious condition in which this
country now finds itself. We know that the Government is going to
have to tax heavily.

Our only plea is that Congress recognize our predicament and tax
us at a rate no higher than the tax it places on all corporations, large
or small.

During the 4 years, 1946-49, inclusive, we who have been in tele-
vision broadcasting, have been pioneering and experimenting. The
Federal Communications Commission, before granting a television
license, required the applicant not only to have sufficient initial cap-
ital to build and operate its station but also to have sufficient capital
to absorb the inevitable deficits which the station would necessarily
suffer for an extended period-estimated by the Commission to be as
long as 5 years.

The soundness of the Commission's requirement is demonstrated
by the fact that as of December 31, 1949-the period during which
the 97 stations were in commercial operation was only 15.48 months-
a staggering proportion of the capital invested by such stations was
lost in operations.
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Senator MILLIKIN. Does it include all licensed stations, or those
of a particular category that you describe?

Mr. KENNEDY. No, sir. The stations of that time, as of December
31, 1949. There were 97 on the air.

Senator MILLIKIN. Altogether?
Mr. KENNEDY. Altogether.
Senator MILLIKIN. bwned by everybody?
Mr. KENNEDY. Owned by everybody. Since that time additional

stations have gone on to the extent of 108, which is the present pop-
ulation.

Senator MILLIKIN. How many of your own category?
Mr. KENNEDY. Eighty-five of our own category.
Senator MiERS. Were those authorized before the freeze?
Mr. KENNEDY. All authorized before the freeze, Senator.
Well, now FCC official figures show that, as of December 31, 1949,

the 97 stations had an aggregate capital investment, at cost, of $55,-
900,000. Yet their aggregate loss was $25,100,000, which was 45.2
percent of their aggregate investment.

Again, the 85 independent stations had an aggregate capital invest-
ment, at cost, of $36,800,000. Yet, their aggregate loss was $1 ,600,000.

In 19-46, there were only 8 television stations in commeral oper-
ations; in 1947, 17; in 1948, 50, including 10 belonging to the 4 net-
works, and in 1949, 97, including 13 belonging to the 4 networks, and
now, 108, as I said.

Thus under the circumstances applicable to television broadcasters,
the average earnings credit is patently futile for the obvious reason
that there were no net earnings from television broadcasting during
the base period.

In other words, Mr. Chairman, we have the dubious distinction of
being the only industry in the Nation, all of whose members had a red-
ink average for the base period suggested both in the House bill and
the one presently before your committee.

Senator MILLIKIN. It looks to me that your base should be estab-
lished on your losses instead of your profits.

Mr. KENNEDY. Perhaps so.
Since television broadcasting is essentially a matter of service, with

invested capital relatively unimportant in the production of income,
the earnings credit is the one to which such companies would ordi-
narily look for the establishment of normal earnings, but the complete
absence of the base period earnings has wholly deprived these pioneer-
ing taxpayers of the natural basis for such credit.

Take the case of our Huntington, W. Va., TV station. We first
invested something in excess of $250,000 for buildings and the neces-
sary equipment. Then, the telephone company could not go out to
Huntington, W. Va., with a microwave cable. We had to put up our
own microwave relays from Cincinnati to Huntington to enable us to
connect with the chains. Otherwise, we could not bring our viewers
necessary live shows. That cost us an additional $87,000.

We have been on the air now for 121/2 months. Up to October,
we have been operating in the red. Our operating losses were
$110,221.85. And that, Senators, is made up of good, hard American
dollars.
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Senator TAFT. I did not know there were any.
Mr. KENNEDY. I am not sure, Senator. All I know is that we had

to dig them up.
That is why it is impossible to determine with any degree of exacti-

tude what are normal profits as distinguished from excess profits by
using any average base earnings credit.

Senator MIILLIKIN. Turn back a page or two, the third paragraph.
The aggregate loss of $25,100,000 could be added to the $55,900,000 as
an investment base, could it not ?

Mr. I(KENNEDY. I will have to turn to our counsel. I do not think
it would work out, because our problem is that we have a mixed coin-
pany situation. Some of us have been operating other businesses.
Some are new companies. But I would prefer to refer that to Mr.
Fisher, our tax counsel.

Senator MIILLIKIN. Am I correct in my statement?
Mr. FISHER. No, Senator Millikin. As the statute is drawn, it would

not apply to something over 80 percent of the television broadcasters.
The reason for that being that there must be net losses. You are
speaking of this recent loss section? And with respect to the more
than the 80 percent of the television broadcasters, there were other
activities such as radio or what not, and profits would offset the losses
from television operations. They would suffer the losses, but they
would not get that benefit. If I could give you one brief example,
I think I could make it clear.

Senator M[ILLIKIN. Is that your understanding?
Mr. STAr. I was looking at the total net loss. You say that there

are other activities where you did not have a net loss?
Mr. FIsHR. To the less than 20 percent which operated television

stations only, the recent loss provisions would undoubtedly apply, but
not to the other 80 percent.

Senator MILLIKIN. Thank you very much.
Mir. KENNEDY. We have had no chance to determine what normal

profits might be.
The invested capital basis is likewise clearly inadequate. Television

broadcasting is essentially a matter of service-service of a highly
specialized nature and of a very highly technical and artistic caliber.
Imaginative people-artists and technicians-are the basis of our busi-
ness. They produce our income.

Many of us have borrowed what for us are large sums of money. We
have bought equipment on credit. Our earnings from standard radio
or other activities have been drastically cut and, I know in our case,
have become red ink during the base period by the operation of our
television station-and we still owe $180,000. If you take our earnings
by a tax on what obviously are not war profits, where are we going to
get the money to pay our bank loans and other debts?

Senator KERR. You owe $180,000?
Mr. KENNEDY. Yes, sir.
Senator KERR. What is 1 percent of that?
Mr. KENNEDY. $1,800.
Senator KERR. $1,800?
Mr. KENNEDY. Yes.
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Senator KERR. What is one-half of that?
Mr. KENNEDY. $900.
Senator KERR. $915. If you were permitted to earn $915 a year that

was not subject to taxes, you could eventually pay that $180,000 off.
Mr. KENNEDY. Yes, sir. Only we could not pay the stamps on the

notes.
Senator KERR. I was not talking about that.
Mr. KENNEDY. We have to sign those.
Senator TAET. And that might cut the interest, besides.
Mr. KENNEDY. Yes, sir.
In addition, as already indicated, with the uncertainty and con-

fusion attendant upon the development of color television, the exist-
ing stations are far from out of the woods financially. Additional
capital must be invested for equipment needed to telecast in color.
And, until there are a sufficient number of receivers in the hands of the
public to make color programs profitable to the advertiser, there will
be large operating losses just as there have been in the case of initial
telecasting of black-and-white programs.

There will be many new stations to be built when the FCC lifts the
freeze. If investment in new stations is to be encouraged in the face of
calculated long-term initial deficits, there must be no emasculation
of later profits by application of excess profits tax rates with inade-
quate or negligible credits.

There is only one practical answer. I have listened to all of the
proposals that have been made to both your committee and the House
Ways and Means. Mr. Sprague wants to annualize the first half of
1950. Our business, actually, got started the 1st of September of this
year. Television has been experimenting. But in your own personal
homes, perhaps, if you watch it, you will find the programs are now
becoming more or less of age. So, we are just getting underway; we
are not fully underway yet-and this avalanche hits us. There is
only one practical answer. Defer the application of the excess profits
tax laws to net income from television broadcasting until we have
developed to a point where the application of the law will be fair,
practical, and equitable. Congress will know when that point is
reached because all relevant data will be available in the records of the
FCC and the Bureau of Internal Revenue. When that point is
reached, Congress will be able to devise a proper credit in the light of
then existing facts, and can then make the law applicable.

Special legislative relief is, of course, not without precedent. In
all the earlier excess profits tax laws there were a number of exclusions
such as corporations subject to the Civil Aeronautics Act, the Mer-
chant Marine Act, and certain mining and timber companies.

We respectfully submit that there is a greater justification for spe-
.cial treatment for television broadcasters.

Special treatment has been given railroads and utilities and other
regulated industries in the House bill. Our larger industrial cor-
porations have a tremendous average earnings base period credit. In
many cases, their excess war profits will not be reached by the bill
as now drawn.

Senator MILLIKIN. What cases?
Mr. KENNEDY. I am glad you asked that.
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Senator MIILLIKIN. You are speaking of larger corporations that
have a tremendous average earnings base period credit.

Mr. KENNEDY. Yes, sir. There is a table prepared by an account-
ing firm-Poor's-on the 50 largest corporations of this country, and
the last column gives the percentage of what their base for the three
best years will be as compared with the base they had during World
War II.

Senator MILLIKIN. Assuming the correctness of the figure, is that a
correct comparison?

Mr. KENNEDY. I am not sure. I am only giving an example of
some of the results that they will obtain.

The CHAIRMAN. That may be made a part of the record.
(The table referred to is as follows:)



Net earnings before Federal taxes of 50 largest industrial corporations

[In thousands]

Name of corporation

General Motors...........----------------------------...---
United States Steel -...--- - - - - --.-.. . . . . . . . .
E. I. Dupont------------------------------------
F ord M otor -- - - - - - - - - - - -- - - - - - - - - - - - - -
General Electric .................- - ---.. . . . . .
B ethlehem Steel . . . . . . . . . . . . . . . . . . . . . . . .
Union Carbide .....-.. . . . . . . .
Chrysler Corp --- -- --------
American Tobacco ..........--------------------... - --...
International Harvester .. . . . . . . . . . . . . . . .--. --. .
W estinghouse Electric.. ..... .... . .. .... ...
W estern E lectric -..........................
R . J. Reynolds - - - - - - - - - - - - - - - - - -
Aluminum Co. of America .............
Republic Steel
Swift & Co..........--------------------------..--------------------
G oodyear -- --- - - - - - - - - - - - - - - - - - - - - - -
Armour & Co ......
Liggett & Myers - --- - ----
N ational Steel. . . . . . . . . . . . . . . . . . . .
Jones & Laughlin - - - - - - - - - - - - - - - - - - - - - - - -
Eastm an K odak - - --- -- - - - - - - - - - - - - - - - - -
International Paper.............. ..........
Distillers Corp ......................... .-- -
Schenley Industries - . . . . . . . . . . . . . . . . . . . .
A llied Chem ical --- - - - - - - - - - - - - - - ----- - - - -
National Dairy Products . .........
Dow Chemical .-------------------------- ..--
Youngstown Sheet-Tube -........ ---...
Firestone .........------------------------------------------------
United States Rubber--------------------------------........
A rm co Steel -.. . . . --. . . . . . . . . . . . . . . . . . . .
Inland Steel --.-... - - - - - - - - --..- . . . . . . .-. .
Procter & Gam ble- - - - - - - - - - - - - - - - - - - - - -- -
D eere & C o . . . . . . . . . . . . . . . . . . . . . . . . . .
Am erican Can -- - - - - - - - - - - - - - - - - - -
B. F. Goodrich Co . . . . . . . . . . ..-----.
Celanese Corp . -_- . .

SLoas.

Net earning vere Fa aeof5 lagsinutalcr rtos

Average of
1936-39

(1)

$221,672
58,883
91,807

54, 536
20,444
42,452
51, 752
30,775
29,088
17,956
22,023
33,983
25,171

7, 518
7, 636
13,240

8, 513
25,749
15,487
2,027
24,834

5, 930
8,175
7,456
25. 250
14. 408
4,816
7, 753
9. 637

10. 952
5,377
12,672
25,373
14.522
20.688
4.,692
5,318

1946

(2)

$12,865
121,275
175,807

24, 193
57, 231
92,933
33,089
48, 364
29,052

I 52, 477
12,330
49,309
27,364
25,114
22,868
94,232
57,093
31,266
34,336
15, 474
46,820
55, 269
52. 407

103. 873
45,944
51,829
9,097
23, 538
64, 733
41, 500
30,284
24,732
34. 922
18, 029
14,185
53,491
27,774

$554,052
220,801
207.141

176, 669
84. 988
122,168
118,481

55. 662
75,533
96,480
68,163
56,703
50,250
54,507
55,284
62,594
52,386
38,560
46,108
36,489
69,766

103. 683
74, 521
68,785
57,104
39, 226
21,103
42,941
44,864
35. 614
41.867
48,740
81,858
28. 508
35,857
49, 086
40,336

$801,521
242, 293
252, 470

241.582
152. 952
159, 516
144.687
70, 649
87, 082
97, 772
96, 525
60. 939
67, 141
80,589
53, 904
59, 344
1 1, 935
49, 423
73, 421
51, 207
89,423
100, 472
92, 428
49, 642
57. 549
42. 583
33.644
61, 120
53, 639
35. 084
52, 668
62, 248
108, 238

44, 721
44. 702
53. 853
66, 137

1949

(5)

$1, 124,927
295, 314
333, 856

203,639
171,383
145, 854
213. 170
74, 486
94,347
110,772
69, 211
68. 925
40, 718
81,304
46, 342
42, 125
1,893

49, 324
76, 711
34. 866
75, 770
88,973
59, 146
40,489
63, 118
57, 088
41,213
51,671
35, 389
23. 288
50, 781
41,286
44, 818
70, 384
48, 318
40, 277
34, 336

4 years
average
1946-49

(6)

$623,341
219,921
242,318

161,521
116,638
130,118
127,357
62,290
71,504
63,137
61,557
58,969
46,368
60,379
44,599
64, 574
27,359
42,143
57, 644
34,509
70,445
87,099
69,625
65,697
55, 929
47,682
26, 264
44,817
49,656
33, 879
43. 900
44. 252
67,459
40.,411
35,765
49,177
42,146

Percentage
of column 1
to column 6

(7)

281
373
264

296
570
306
246
202
246
352
279
173
184
803
584
488
321
164
371

1,702
283

1,468
851
888
221
331
545
578
515
309
816
349
265
278
173

1,048
792

Treasury
plan best

3 years
average

(8)

$826, 833
252,803
264,489

207,296
136,441
142, 513
168,779
66.932
85,654
101,674
77, 966
62,189
52, 703
72, 133
51,843
72,056
37.124
45. 769
65,413
40. 854
78,319
97,709
75,365
74,100
59,257
50. 500
31,986
51,911
54. 412
37. 409
48.438
50,758
78,305
47. 871
42. 956
52. 143
46,936

Percentage
of column 1
to column 8 M

(9) M

373
429 i.

288 2
0

380 1T
667 -
336
307
217 y
294 y
566 fr
354
183 0
209 7
959
678 )
544 0
436
177 b
422 O

2, 015
315

1,647
921
993
234 Ct
350
664
669 o
564 cn
341 o
900
400
308
329
207

1,111 W
882 3

ca



Net earnings before Federal taxes of 50 largest industrial corporations- Continued

[In thousands]

Name of corporation

I. B . M - - - - --- - - - - - - - - - - - - - - - - -
B orden C o - --- - - - - - - - - - - - - - - - - - - - - - - - - -
Weyerhaeuser Timber. . . ...--------------------------------
R.C.A ----
Pittsburgh Plate Glass......- -----------
Continental Can --- - - - - - - - - - - - - - - - - - - - - -
Allis-Chalmers...-- --------------------------------- -
General Foods -- --- --------------------------------- -
National Distillers -..-------------------------
Coca-Cola ------------------------------- --
American Cyanamid ----------------------------- ----
American Viscose----------- -------

Average of

Average of
1936-39

(1)

$10,278
8,603

9,420
15,664
9,951
6, 546
15,830
9, 329
30,891

5, 389

1946

(2)

$31, 266
33, 631

14, 316
31,(61
9,762

1 25, 737
34, 827
65,054
38,297
13, 593

1947

(3)

$39, 553
32,041

29, 481
56, 247
20, 559
9,072
29, 846
58,010
54, 044
14,756

1948

(4)

$45,475
29,817

41. 071
53,944
23,711
26, 241
40,031
44,423
59, 376
17, 775

1949

(5)

$53,202
31,761

41, 927
59.435
19,358
33, 210,5
44,913
40,055
63,541
25,749

Percentage
of column 1
to column 6

(7)

412
378

336
320
154
163
236
556
174
333

Tieaury
plan best
3 years
average

(8)

$46, 076
33, 477

-----3|7,493

i. 343
21, 209
22, 831
39. 924
55, 829

19, 427

I Loss.

Source: Moody's 1940 and 1950. p
Source of corporations: Conference Board, Business Record, vol. VII, No. 16, Oct. 19, 1950, published by National Industrial Conference Board. P. 403, item, Fifty Largest

OCorporations.

N

0

t,

z+

Percentage
of column 1
to column 8

N
(9) f]

448
389 bd

- - -- ----
398 O
360 iJ

213
348
252 02
598

190
360 N

O0-
z

4 years
average
1946-49

(6)

$42,374
32,563

-- 31, 706
50, 173
18,348
10,695
37,404
51, 86
53, 814
17,968

I-----~-
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Senator KERR. This would be wonderful if I understood it.
Suppose, on tomorrow, you give me a little time and explain it to.

me.
Mr. KENNEDY. I merely wanted to find out what was the difference

between the basis for this tax bill as now suggested and the basis for
World War II.

Senator KER. That is all I want to find out.
Mr. KENNEDY. On the comparison, if yon will take column 8 and

compare that to column 1, you will find the difference between the
two bases. Column 1 was the base according to these accountants, of
World War II excess profits, and column 8 would be the basis, the
whole basis, of the three best years. Of course, under your bill or the
House bill, you take 85 percent of that.

Senator KERR. I understand that does not change the principle.
Mr. KENNEDY. It does not change the principle.
Senator KERR. Column 9
Mr. KENNEDY. IS the percentage relationship.
Senator KERR. Let me say it in my words. Column 9 gives the

figure in percent; it shows the greater amount or the degree of the
greater amount, or the degree to which the base subject to this law
would be greater than was the base to which the World War II excess-
profits tax applied.

Mr. KENNEDY. That is correct, sir.
Senator KERRm. Thank you.
Senator MILLIKIN. I think, if we assume both cases were fair, the

larger profits base at the present time is readily explainable by more
business.

Mr. KENNEDY. By more business; yes.
Senator MILIKIN. And, possibly, by devaluation of the dollar.
Mr. KENNEDY. There are many explanations for it, and I am not

criticizing it. I am only comparing.
Senator MILLIKIN. In many cases the excess-war profits will not be

reached by the bill as now drawn. That is your statement. That
would only be true if you assume that the 36-39 base is correct, rather
than the 46-49 base.

Mr. KENNEDY. Some of the companies I know a little bit about, and
I think my statement would be true.

Senator KERR. As I understand what he says, Senator Millikin, is
this: In view of the very large earnings shown here for the years that
would constitute the base, he is of the opinion that if they switched
their operation from domestic to war production the profits would
probably be no greater than they were during the base period in which
their profits from the war operations and the production of war
material would not be subject to provisions of this kind.

Senator MILLIKIN. In that case it would hardly be an excess-profits
tax. If the profits are no greater, there is no excess.

The CHAIRMAN. There would be a tax on the 15 percent.
Mr. KENNEDY. Yes. I am only taking those figures to illustrate the

difference, I am not criticizing these figures. Do not misunderstand
me.

The CHAIRMAN. Yes.
Senator MILLIKIN. These corporations that are listed here, if they

are not reached by this law-that is, reached effectively-then there is
nothing effective in it.
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Mr. KENNEDY. I presume the next thousand companies will have
the same ratio. I do not know; I have not seen those figures, sir.

Within a few short years television has established itself as the
most powerful vehicle of public information. With the growth of
television throughout the Nation, it can reasonably be predicted that
television will rival newspapers in influencing public thought. As
a result, it is fundamentally important that the control of television
stations be placed in the hands of individual enterprises to assure the
presentation of diverse viewpoints.

Initially the establishment of a television station requires a capital
of upwards of $250,000. To the average radio station owner, this in-
volves a major expenditure. However, to a large newspaper chain or
to a group of wealthy industrialists this outlay would be of relatively
minor significance. Unless some tax relief is afforded to the smaller
station owners and future small owners, the control of smaller stations
will eventually pass to the people who own the most expensive and the
presently most influential media of mass communications.

If I cannot pay my notes and my equipment bills-and I cannot do
it at one-half of 1 percent, which you are going to give me

Senator KERR. I think that is what the provision of the House bill
would entitle you to. I think that they have been very sure to see to
it that under the provisions of the bill it would be that much.

Mr. KENNEDY. I am glad to get the $900, but I am afraid that I
would have to turn it over to the banks. The banks might operate it
better than we can, but, gentlemen, we would still like to have a chance.

I am sure, Mr. Chairman, that your committee will not, by this bill,
undercut the mandate to foster competition which the Congress already
has affirmatively set up as a principle in guiding the Federal Commun-
ications Commission in determining who are to operate these stations.

Unless television broadcasting can be financed out of reasonably
assured earnings, set ownership and television entertainment will be
concentrated in the great population centers of this country, and the
enjoyment denied rural and agricultural areas.

Local, independent telecasters will need outside capital. It will
not be forthcoming if this tax law passes as presented here.

The House Ways and Means Committee recognized the serious-
ness of our problem-tried to help us and thought they did help us-
but analysis by competent tax counsel demonstrates that that objec-
tive was not accomplished. You will find the detailed reasons why
that objective was not reached in my committee's formal statement.

In conclusion, therefore, we submit that deferment of the applica-
tion of the excess profits tax laws to net income attributable to tele-
vision broadcasting operations is not only warranted, but necessary
in the public interest. Any other course will be a course of destruc-
tion to a vital and otherwise vigorous group of hardy and worthy
pioneers.

American democracy has been revitalized each time it has been
threatened. The forum in America has been the courthouse square,
the town meeting, the service clubs. These forums, where the speaker
faces those who see and hear him, are the testing grounds for sin-
cerity and accuracy as opposed to tyranny and propaganda. Now we
give you television, regardless of transportation and weather, has
brought the greatest force in strengthening democracy into the bosom

338
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of our family life. We should sponsor the growth of this new force
in democracy, for our sake, for democracy's sake, and for the safety
and sanity of the world.

Senator M xJKxIN. It gives a great advantage to handsome poli-
ticians; does it not?

Mr. KENNEDY. It does, sir.
Senator MILIKIN. I am glad I have got 6 years ahead of me.
Senator MYERS. Mr. Chairman, may I ask a question?
The CHAIRMAN. Senator Myers.
Senator MYERs. Could you tell us, Mr. Kennedy, how many of

those 97 stations might have been in the black the first 6 months of
this year wholly from their television operations?

Mr. KENNEDY. I would be guessing, sir. I do not have all the fig-
ures. I would say if there are four or five I would be surprised.

Senator KERR. And they would only be those in the very large
centers and those that had been in operation for a considerable period
of time?

Mr. KENNEDY. Well, I have one in mind that is not in a large
center, that had a rather peculiar circumstance, where the cable went
right through the town. There were all sorts of circumstances by
which they worked out. But, for the most part, our business has
started about the 1st of September, some of them the 1st of August,
some of them the 1st of July. I mean, our black ink.

In our case, in Huntington, we have just started, I hope, in Novem-
ber. I have not seen the figures yet.

Senator MILLIKIN. Are you folks in a position to break your income
down between television and radio ?

Mr. KENNEDY. Yes, sir; we are required to do that by the Federal
Communications Commission.

Senator MILLIKIN. Mr. Chairman, I believe it would be a good thing
if we had those figures in the record.

Mr. KENNEDY. We have the complete breakdown. In every report
we submit to the Federal Communications Commission we are required
to break the figures down.

The CHAIRMAN. IS that in the statement you filed ?
Mr. KENNEDY. It is, SO far as losses; yes, sir.
Senator MLIKIN. I think, Mr. Chairman, it would be a good idea

if we had those figures.
The CHAIRMAN. Yes. If you can break that down and furnish those

figures, we would like to have them.
Mr. KENNEDY. Shall I ask Mr. Stai what he would want?
The CHAIRMAN. Yes.
(The information requested, when received, will be placed in the

committee files.)
Senator MILLIKIN. You say 80 percent is mixed?
Mr. KENNEDY. Yes. Eighty-eight percent, actually.
Senator MILLIKIN. So we cannot judge the television impact of this

thing until we have some general breakdown that gives us the
television significance.

Mr. KENNEDY. I will get those figures just as quick as I can and file
them with the committee.

The CHAIRMAN. If yOU will do that, we will appreciate it.
Are there any further questions ?
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If not, I thank you very much for your appearance, Mr. Kennedy.
Mr. KENNEDY. Thank you, sir.
The CHAIRMAN. Mr. Robert Kerr, Jr.
Senator KERR. Mr. Chairman, I would like to state that I am de-

lighted to see this gentleman coming here. I am looking forward to
his testimony with a great deal of curiosity. As far as I know, there
is no blood relationship between me and him, but I expect somewhere:
back in the line of ancestry there probably is some.

Senator TAFT. It is a good first name, anyway.
The CHAIRMIAN. Identify yourself and proceed, Mr. Kerr.

STATEMENT OF ROBERT KERR, JR., PRESIDENT, KERR
MANUFACTURING CO., DETROIT, MICH.

Mr. KERR. Mr. Chairman and members of the committee, I am
Robert Kerr, Jr., president of the Kerr Manufacturing Co. of Detroit,
Mich., where I reside.

I am submitting a statement for the record, but for the sake of
brevity I will merely summarize it.

The CHAIRMfAN. Your statement will be incorporated in the record.
Mr. KERR. I wish to point out certain inequities that the present base

period we will be allowed will work on our company, and probably
many others. It appears to cut quite across industry lines.

Senator MYERS. You say will or will not work ?
Mr. KERR. Will not work for our company.
Senator MYERS. Will not work.
Mr. KERR. We are a little company. Our volume of business this-

year will be a million and three-quarters, last year $1,700,000.
Senator MILLIKIN. What is your business?
Mr. KERR. We manufacture dental instruments and dental supplies.
The CHAIRMAN. When were you established?
Mr. KERR. We were established in 1891. The business was estab-

lished by my father. We have paid high wages, that is, good wages
for the time since then. We have never shut down for a single week in
almost 60 years.

We have reinvested our profits to the point where no individual,
myself or any stockholder, has grown wealthy from this little business.

Our products were declared essential to health during World War
II. In World War II we made products for the dentists, for the
Army Medical Corps, and at the request of the Army we attempted to
produce, and did produce, a highly secret and specialized radar part
which no one else was able to produce. The development work on that
we paid for ourselves.

We paid excess profits taxes in only 2 years during the war, and
renegotiation took from us nothing. We had to pay no money back.

At the end of the war we tried to carry on this new process we had
developed at the request of the Government and adapt it to civilian
use. We lost a considerable sum of money in 3 years' time trying to
adapt it. It now has been adapted successfully.

Senator MILLIKIN. I missed part of it. What is this process?
Mr. KERR. This process is for production of this radar part.
Senator MILIKIN. I see.
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Mr. KERR. It was entirely outside of our line of business, and the
Army requested we do it, and we did. It now has become a useful
part of our business, but it caused us considerable losses in 3 yeats'
time.

In addition, we obtained by negotiation, from a Swedish company, a
secret process they hlad for the production of a dental drill that cuts
with less pain and is less expensive for the dentist to use. It took us 3
years before we could get that out of the red, but now we are making
thousands of these drills which save the dentist money and produce less
pain. We have this secret Swedish process in the United States of
America now in our plant.

Now, another problem with us has been our wage situation. Our
wages have gone up 200 percent since 1940. Our prices have gone up
125 percent. Our competitors sell for the same prices, or lower than
we do-most of them lower, because most of them pay lower wages
than we do.

Now, for example, the lowest rate we pay to the lowest paid person
in our plant is greater than that paid to 43 percent of the employees,
all the employees in the other dental manufacturing plants. The aver-
age wage that we pay to our employees is higher than that paid to all
but 15 percent of the employees in the other dental firms.

To give you an idea of the type of wage competition we have, there
is a statement here by Mr. Benjamin Weinrack, who is executive secre-
tary of the Dental Manufacturers of America

Senator MILLIKIN. How many employees do you have?
Mr. KERR. We have about 145.
Senator MILLIKIN. Are they organized?
Mr. KERR. No; they are not.
Mr. Weinrack is executive secretary of the Dental Manufacturers of

America. In testimony before the Wages and Hours he makes this
statement :

An investigation which we conducted among our members in December 1949
disclosed that instruments and plastics manufacturers-

those are the type of things we make--
had minimum wages of 60 and 65 cents an hour.

Now, our minimum wage is $1.
So that was another reason for a highly unprofitable operation in

1946,1947,1948, and 1949.
We have solved our problems. We have employed outside manage-

ment consultants, and we have clone internal engineering. So we can
now produce in competition with the low-wage competitors and pro-
duce at a profit, but that took a tremendous amount of work.

Now, under the new law, all that work is made useless and our little
company faces possible extinction while our lower-wage competitors
will operate and prosper.

I have only had a chance to see the bill since yesterday, but appar-
ently the relief provisions do not help us. All of this, of course, is
rather ironical in the face of the fact that we have operated since 1891
in accord with the present-day thinking, and the way the corporation
should operate. We did not get rich in World War II. We have given
full employment for almost 60 years. We have developed new and
useful products. As a result, we had to borrow money, part of it from
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the Government, the RFC, and the new law does not permit us to
have enough profit to pay back and to meet our contractual arrange-
ments with the RFC from the profit.

Senator MILLIKIN. What kind of a provision would give you relief?
Mr. KERR. The provision that would help to solve our problem

would be if we could have a different base. In other words, if we
could use the base that was used for World War II, plus an allowance
for the decreased value of the dollar, we would be in a far better
situation.

As an example, from 1920 through 1941, which is a peacetime era,
our net profits before taxes on our sales were 9.5 percent on the average,
whereas in the base period that has been proposed they were three-
tenths of 1 percent.

Now, pre-World War II was a much more normal operation than
the postwar for us.

Senator MILLIKIN. To make it specific, what base do you want?
Mr. KERR. I would suggest that we be allowed to use the World

War II base.
Senator TAFT. You mean your average for 1936-39 plus 25 percent?
Mr. KERR. That is right, plus 25 percent.
Senator TAFT. That is quite interesting if you get that without

apparently increasing any base of any large corporation listed on
this page. They are all over 125 percent of World War II.

Mr. KERR. Of course, the dollar has depreciated more than that,
but it is a little bit our hard luck we were not succesful in the new
base period. We are being modest in our request.

Senator MILLIKIN. You will have a hard time basing any formula
and getting away with it on the depreciated dollar, because if you
establish a precedent of that kind there is just no limit where you
might carry it. Since the Government itself is somewhat responsible
for the depreciated dollar, I doubt very much whether the Govern-
ment itself would give you much relief.

Mr. KERR. No; but this situation that we have is, of course, serious
for us, and I am sure other companies in various lines of industry
have the same thing.

Senator MILLIKIN. HOW would a later base be, to, say, include the
first half of 1950?

Mr. KERR. In the first place, we are on a fiscal year ending the end
of July.

Senator MILLIKIN. You could still have the first half of '50.
Mr. KERR. The first half of 1950, it really just began to become

profitable about June or May because we got our methods operating,
the consultant work was completed.

Senator MILLIKIN. Is the rearmament program buying anything at
all from you?

Mr. KERR. Ninety-seven percent of our business in 1950 will be for
the civilian dentists, and 3 percent is for the Medical Corps, plus a
very small quantity of these radar things we made before.

Senator MILLIKIN. Suppose the whole calendar year 1950 were
made a part of your base?

Mr. KERR. Well, it is hard to say because of the break at the end
of July.

Senator MILLIKIN. Well, you can estimate your year roughly.

342
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Mr. I(ERR. It would be about 30 percent of what the proposal would
allow us.

The CHAIRMAN. Mr. Kerr, did you give us the invested capital?
Let's see how you stand.

Mr. KERR. Our current and fixed assets, less liabilities, amount to
$1,100,000. Then we have in addition to that $375,000 in loans.

The CHAIRIAN. You borrowed $375,000?
Mr. KERR. Yes.
The CHAIRMAN. So you have about a million and a half dollars

actually in operation; is that right?
Mr. KERR. Our invested capital credit is $100,000 under the pro-

posal.
The CHAIRMAN. That is all it would be?
Mr. KERR. Yes.
The CHAIRMAN. How do you get that?
Senator TA r. Six percent of a million and a half.
Mr. KERR. I have our accountant here, if I could consult with him.
Mr. STAM. It is 12 percent before taxes.
The CHAIRMAN. Twelve percent before taxes?
Mr. STAM. We do not know what he pays on money.
Mr. KERR. We pay 4 percent.
The CHAIRMAN. Well, have you looked at the provision in the House

bill for dealing with new products?
Mr. KERR. Yes; it does not give us relief.
The CHAIRMAN. That does not get you any help there?
Mr. KERR. It will not produce 331/3 percent of the business, which

is one of the provisions.
Here is the comparison: The base under the business from 1946 to

1949 will run between $25,000 and $50,000. The invested capital base
would be $100,000. Our World War II credit was $150,000. And we
have a larger volume of business than we had at any time during
World War II.

The CHAIRMAN. Well, sir, you are filing a full statement?
Mr. KERR. Yes.
The CHAIRMAN. Thank you very much.
Mr. KERR. Thank you.
The CHAIRMAN. We will take a look at your case. That is the best

we can do now.
(The statement submitted by Mr. Kerr reads in full as follows:)

STATEMENT BY ROBERT KERR, JR., PRESIDENT, KERR MANUFACTURING CO.

This statement concerns an injustice in the proposed excess profits tax law
which will affect many small companies and companies in old lines of business.
This injustice will be brought about through selection of the base-profit period.

It has been generally assumed that companies, large and small, have been
making tremendous profits since World War II, so that a base period of 1946-49
for determination of normal profits would, if anything, be overly generous to
business. Therefore no one could have objection to this period as a base and
business would be sufficiently protected so that considerable profits could be
earned to take care of normal expansion needs.

The foregoing assumption that all business has made tremendous profits since
the war is by no means true in many lines of industry. Those industries, such
as the automobile, where prices could be raised and where there was a backlog
of consumer demand, did very well during the 1946-49 period; Ibut Ilmany busi-
nesses, serving specialized markets, did not have the same profit-making expe-
rience. We can best illustrate this point by using our company as an example.
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We were founded in 1891 in the city of Detroit by our present board chair-
man. Our business is the manufacture of dental instruments and supplies, an
essential health service. We have been continuously in business in Detroit since
the founding, have built our own factory, have bought our own machinery, and
have given continuous employment without a single shutdown, even for 1 day,
since 1S91. Our company has grown slowly through reinvestment of our profits
.and no founder or executive of this company has grown rich through its oper-
ation. During World War II we did not make excessive profits and renegotiation
did not require the return of a single cent.

The period since the war has not been profitable for us and it is not a period
indicative of our normal earnings. Our profit before taxes, as a percentage of
sales, averaged 9.5 percent from 1920 through 1945. Our average for 1946-49
was 0.3 percent. The reason for this situation is quite simple.

We have been unable to raise prices in the way that the large consumer in-
dustries have done, whereas our wage rates have gone up in keeping with those
paid in these large industries. To complicate the situation, a sufficient number
of our competitors have managed to keep their wage rates considerably below
ours so that there is little chance of the price structure changing.

The immediate assumption would be that our competitors are better busi-
nessmen than we. They are, if paying a reduced wage is the criteria. On the
other hand, it is the thinking in Government today that labor should be paid a
fair wage. We feel that our wage structure is fair and that anything very much
below what we pay is insufficient. Our starting rate is $1 per hour, and our
average rate is $1.35, about average for most lines of business.

On the other hand, 42.6 percent of the hourly rated employees in our industry
make less than our minimum rate and S3.5 percent make less than our average
rate. This wage differential has been most apparent since the end of the war.
There is nothing that we can do about our price situation, and there is nothing
that we would want to do about attempting to pay lower wages. Because of
paying a fair wage we have been unable to make a profit.

The picture is simply this: Our labor cost has doubled. Our cost of materials
is up 165 percent. Our selling and general expense, on the other hand, has only
increased 2 percent of sales during that period. It is clearly evident that
increased labor cost is principally responsible for our abnormally low profit dur-
ing the 1946-49 period.

Since the war we have been working desperately to put our h(use in order so
as to make our normal profit without reducing wages and without raising prices.
We are just now seeing the results of that work, which involved a streamlining
of methods, the employment of outside management consultants, and a general
overhaul to increase efficiency. An excess profits tax based on 1946-49 will
render this work useless. It will take from our company not only excess profits
but the normal profits that past history shows us we are entitled to. It will
take from us the incentive to carry on as we have done from 1891 to the present
day, building a business, giving employment without a single shutdown, rein-
vesting so that continuous employment could be provided. Meanwhile competi-
tors paying lower wages will be making and retaining substantial profits.

Here is our suggestion: WVe suggest that a company have its choice of two
base periods. During World War II we were allowed to use the period from
1936-39 for determination of normal profit. It would seem to us that if that
period was suitable for World War II, the same period or a slight modification
should be fair and equitable now. We would suggest that a company have its
-choice of the 1946-49 period or the 1936-39 period. If the latter period is taken,
the amount should be increased by 25 percent to make allowance for the reduced
value of the dollar.

As an illustration of how this would work in the case of our own company,
using a base period of 1936-39 plus 2 percent, we would bie allowed $185,000.
Our average profit for the period 1920-45 was 9.5 percent of net sales. During
the year 1950, a year in which 95 percent of our volume will be with civilian
dentists-in other words, a normal year without war profits-our sales will be
between $1,750,000 and $2,000,000. Nine and one-half percent of this expected
volume will approximate the suggested 1936-39 plus 25-percent credit of
$185.000.

When the actual normal, historical profit of our company is determined by
looking over the past, and when this is applied to the 1950 year of the company,
a sales year not colored by military or war orders, it is found that the World
WVar II credit plus 25 percent is the normal expected profit based on past his-
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tory; whereas the 1946-49 period is entirely out of line with our normal
condition.

Furthermore, using the suggested 1936-39 plus 25 percent period, if our vol-
ume should increase through war contracts, the excess profits taxes would im-
mediately come into effect and take away the war-produced excess.

We do not feel that our case is exceptional. We feel that there are many old
established firms, firms that have in many cases been the backbone of the in-
dustrial growth of this country, whose normal profit period is not exemplified
by 1946-49.

Our company, being small, does not have the advantages of a large statistical
department so that we are unable to present a long list of companies confronted
with our same problem, but we list here five in various branches of industry,
which have not enjoyed a postwar boom.

Average profits

1036-39 1946-49

C o y C osm etics.. -........ ..........................- ---.--- - --. . . . . . $741,462 $522,390
Spencer Shoes - - - - - - - - - - - - - - - - - - - - - - - - -- 180,000 50,000
Oar W ood Industries -.... .... .. .. .... .... ..... .... .... .. 500,000 -1,750,000
Grey Manuacturin" Co. (telephones) ..-.............................. 140,000 30,000
F. L. Jarobs (automotive parts) -... __ -__._...... . ... . .. .... ... ... 250, 000 -1,750,000

We suggest, then, that the excess profits tax credit be determined by any of the
following three methods:

The 1936-39 base method, as used during World War II, plus 25 percent.
The 1946-49 period.
The invested capital method.

The CHAIMrMAN. Mr. Horace Ford.
Please identify yourself for the record. You are representing the

American Research & Development Corp. ?
Mr. FouN. That is right.
The CHAIRMIAN. Will you proceed?

STATEMENT OF HORACE FORD, TREASURER, AMERICAN
RESEARCH & DEVELOPMENT CORP.

Mr. FORD. Mr. Chairman and gentlemen of the committee, my name
is Horace Ford. Until recently, I was for many years treasurer of
the Massachusetts Institute of Technology. I am treasurer of Ameri-
can Research & Development Corp., and have been since its incorpora-
tion in 1946, on whose behalf I appear here today.

American Research & Development Corp. was formed in 1946 by a
group of individuals and institutions interested in providing a pool of
venture capital available to finance new enterprises which give promise
of expanded production and employment. It offers financial backing
together with engineering and business guidance to the individuals
who have the vision and ability to bring forth new ideas, processes, and
inventions which extend our industrial frontiers and strengthen our
country.

Senator MILLIKIN. IS this the organization in which Senator
Flanders is much interested?

Mr. FORD. He was the original suggester of the organization,
Senator.

In the 4 years of its existence, American Research & Development
Corp. has backed about 20 new enterprises. Among these are the
following:

75900--50--23
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A company which has developed for use in heating the average-size
borne a furnace using the combustion principles of the jet engines now
used in airplanes.

A company formed by a group of young scientists and engineers to
operate in the field of nuclear physics and tracer chemistry, applying
the new products of atomic energy to peaceful industrial production.

A company which manufactures high-voltage generators for use in
combating cancer, in the sterilization of food and drug products, and
in conducting nuclear research.

These are merely illustrations of the type of new and stimulating
enterprises which American Research & Development Corp. endeavors
to foster.

Generally speaking, after the basic idea for an enterprise has been
formulated, it is our experience, it requires five or more years of hard
effort and at least $100,000 to $500,000 of money to bring the new
enterprise of this type to the point where its eventual success or
failure can be considered adequately established.

New enterprises of this kind formed after 1945 will seldom have
reached an earnings experience in the base period 1946 to 1949 which
will give them a fair excess profits credit if they compute their
tax on the basis of average earnings in the base period. Yet if they
compute their tax on the invested-capital method the rates of return
allowed under that method are still likely to provide an inadequate
credit. Charts presented by Secretary Snyder before the House Ways
and Means Committee showed that in the period 1946 to 1949 manu-
facturing corporations earned on the average some 22 percent of their
net worth before taxes and some 14 percent after taxes. Nevertheless,
H. R. 9827 allows on the invested-capital method a return of only 12
percent on the first $5,000,000 of invested capital, which is equivalent
to slightly more than 6 percent after taxes. It is our suggestion that
if a higher and more realistic rate of return were allowed to new
enterprises on investments up to, say, $500,000, so as to put such
companies on a basis more comparable to well-established companies,
much of the problem of providing relief for new enterprises would be
solved in a relatively simple fashion. New peacetime businesses could
then attract the venture capital which they sorely need, but com-
panies which mushroom in a defense economy would derive no ma-
terial benefit since they typically earn an enormous return on their
original investment.

What the potential investor in a new business wants to judge is how
long it may take the company to recover the money which he is being
asked to invest in the venture. Generally speaking, those who are
interested in providing financial support for new and untried busi-
nesses may be willing to assume the risks involved if there is a reason-
able prospect that the business can earn, after taxes, the amount of
the original investment within a period of 5 years. If that can be
done, the investor will be less concerned about the prospect of taxation
in the subsequent period.

We accordingly suggested before the Ways and Means Committee
that in the case of a new enterprise started after 1945 the excess profits
tax should be limited to an amount which would leave the company
with income, after regular corporate taxes and excess profits taxes,
equal to 20 percent of the capital invested in the enterprise until the
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company has earned after taxes an amount equal to the investment.
This would apply only to investments up to $500,000. It would permit
the companies to earn after taxes over a period of 5 years an amount
equal to the capital invested in them. We feel that such a provision
would be relatively simple, would provide some measure of relief to
new small business, and would result in little revenue to the Govern-
ment.

Senator MrLmKIN. Would you apply it to all new business irrespec-
tive of risk?

Mr. FonnR. I think I would stick to the new business as outlined in
the definition in the act, those who have been started since 1946. I
have had very little chance to see the act.

Senator MILLIKIN. Of course, every business has risks. What I
mean is, there are relative degrees of risk. You could start a business
with a relative degree of risk that would not present the same kind
of problems that you are discussing here.

I know in my part of the country this 5-to-1 formula you are talk-
ing about is the common method of figuring on risk businesses. But
I am quite sure there are many fields of business in which that would
be rather extreme.

Mr. Foi. I would not at this short notice see any great difference
in making a differentiation between the company that had been small
for some time before the given date or was a relatively new company.
The idea was to provide some sort of ceiling on the $500,000, and give
the small investor a chance to come in again.

Section 444 of H. R. 9827 contains a provision which is developed
to a considerable extent along these lines. However, instead of allow-
ing a specified rate of return on the investment, commensurate with
what companies generally were earning in the base period, it allows
a rate of return equal to that which the taxpayer's particular industry
earned in 'those years. This is an interesting approach to the problem
and, though we have not had an opportunity to study the provisions
thoroughly insofar as they affect our companies, we feel it is likely to
go far toward providing a solution. However, it is obvious that uncer-
tainty is bound to exist in determining the industry in which a new
enterprise belongs. For example, our atomic-energy companies do not
seem to fit properly in any prior industry. Further, we understand
that the industry statistics are not likely to be known finally until 1952.

In these circumstances we respectfully urge the committee to pro-
vide some measure of certainty in section 444 by prescribing for new
enterprises some minimum rate of return on capital up to $500,000
which will bear a reasonable relation to what business generally w:s
earning in the years 1946-49 and enable these companies to attract tihe
venture capital which they need. We feel that the provision which
we suggested to the House Ways and Means Committee, and which
I have just outlined, would accomplish Ihis quite simply and could b(e
incorporated without difficulty as an additional provision in section
444. Such a provision would greatly reduce the area of doubt for nlew
companies as to the eventual amount of their excess profits tax liability.
It would be administratively desirable because in the case of inew small
business it would make unnecessary the use of industry statistics unless
tihe industry average exceeded the prescribed minimum. It would
cause little loss of revenue 'to the Treasury.
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There are a few additional matters in the treatment of new corpo-
rations in H. R. 9827 which we should like to call to the attention
of the committee. In section 444 'the industry rate of return is applied
to assets existing in the new business at the end of the third year of
its existence if it is formed after 1946. We have found that it is gen-
erally 5 years before the enterprise has been developed sufficiently to
stand on its feet, and we would earnestly urge the committee to make
this period in section 444 5 years instead of 3.

A further point arises with respect to the definition of "total assets"
provided in section 444 (c). As the committee knows, a new business
frequently expends much of its investment in salaries, development,
and other expenditures which often result in a reduction of total
assets through the accumulation of deficits before the business gets
on its feet. We suggest that adjustment be made to add back to
total assets amounts previously lost in the new business in the same
manner as has been done for invested-capital purposes through the
"Recent loss adjustment" contained in section 437 (f).

In the course of the next several days we shall file with the com-
mittee a memorandum which will discuss the provisions of section
44 in more detail and set forth fully the suggestions which I have
outlined for the treatment of new enterprises.

The CHAIRMAN. Thank you very much, Mr. Ford.
Senator TAFT. If yOU could not get 20 percent net, 12 percent would

be better than 6; would it not?
The CIHAIRMAN. Twelve is always better than six.
The CIIA1RMiAN. Thank you very much for appearing, Mr. Ford.
Mr. FORD. Thank you.
The CHAIRMAN. Mr. Robert Caffee.
Please identify yourself for the record.

STATEMENT OF ROBERT H. CAFFEE, PRESIDENT, PRINTING
INDUSTRY OF AMERICA, PITTSBURGH, PA.

Mr. CAFFEE. Mr. Chairman and Senators, you have before you a
former page. I was telephone page in the House for 6 years.

The CHAIRMAN. We congratulate you on your progress.
Mr. CArFFEE. I escaped.
My name is Robert H. Caffee. I am president of the William G.

Johnston Co., a printing company, of Pittsburgh, Pa., and I am
also president of the Printing Industry of America, in whose behalf
I am appearing before you today.

Printing Industry of America is the largest trade association
in the commercial printing industry, having some 3,800 companies
throughout the United States as members. In order to make clear
to you for whom I am speaking, let me say that we print everything
from your visiting cards to the very largest magazines.

In order to make my point even clearer, the Government Printing
Office, which prints your Congressional Record, your hearings, and
many of your documents, is a commercial printer. The manuals
which are necessary to educate the personnel which operate a tank
are printed by commercial printers. The posters which urge recruit-
ment, or support of civilian defense, are the products of commercial
printers. You cannot sit at your desk for 5 minutes without being
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confronted with one of the products of our industry. It is obvious,
therefore, that you cannot light a war without printing.

This is not the point of my testimony, of course, but I think it may
well be stressed in order to place my testimony in its proper perspective.

The simple burden of my testimony is this: An excess profits tax,
and I quote "excess profits," is a shotgun type of tax which is theoreti-
cally designed to hit those who make an undue gain from war. There
can be no possible argument with such an objective. No one should
make a profit from war. But an excess profits tax is a shotgun tax
which hits all businesses alike, whether or not they actually do make
a profit from war. Therefore, by its very definition it is inequitable.

Neither does this industry take any negative attitude toward the
necessity of raising whatever revenue Congress decides must be raised.
Whatever amount you decide must be raised from corporations should
be raised by an appropriate increase in corporate taxation. However,
as I will explain as I proceed, you should maintain the present exemp-
tion from surtax of the first $25,000 of income, and you perhaps should
consider a graduated scale of taxes which would further protect
the initial earnings of the smaller corporation. Obviously such pro-
tection will be to the benefit of small enterprise, because the exemption
as presently constituted, and even as it might be reasonably extended,
would have no real economic sifinificance to the large corporations
which may be involved in your consideration. We further suggest
that the proportion of the money to be raised from corporations be
influenced by the necessity for maintaining a healthy condition of
small manufacturing business.

The mere fact that a company is labeled "corporation" provides no
basis for inflicting a supertax rate upon it. As you well know, a cor-
poration is a legal entity, and when you tax it the effect is the same
as though it were a proprietorship, because it employs men and pays
wages and salaries just the same.

I want to repeat that the excess profits tax theory is a shotgun
theory. It has no equity in any part of its theory, except the highly
idealistic notion that it will reclaim profits made from war.

Suppose that in 1949, as a printing company, I had acquired an
account which amounted to 60 percent of my business-and this is
not unusual in the printing business, gentlemen. There is movement
at all times. Let us submit that this was a profitable account and that
from it the total earnings of my company would be substantially
increased. Under the present thinking with respect to excess profits
taxes, as I have studied it in the press, those profits would be subject
to excess profits taxation. There is no basis for considering these to
be excess profits. There is no relation whatsoever to the incidence of
the present emergency, and yet that is exactly what would happen if
the theory of excess profits tax were applied in this particular com-
pany's situation.

Or, suppose I were a company-and may I say, gentlemen, whereas
these are suppositions, I am not going to exact figures, but they are
based on actual experience that we do know of.

Or suppose I were a company which in 1950 purchased the physical
assets of a company, which, in one way or another, was in distress.
In purchasing those physical assets, I also undertook to maintain the
business of those assets. I undertook this venture, invested additional
capital, hoped for, and planned to work for an enlarged and more

349
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substantial business. Now should I face the prospect of an excess
profits tax on this imagination and this decision to take additional
risk?

When we look at the American economy and when we regard such
enterprises as General Motors and the United States Steel Corp., we
see in effect economic states. I by no means object to their size. As a
matter of fact, I praise them, because they would not have attained
such size if they were not economically useful. At the same time, I
think we have to recognize that this free-enterprise economy also de-
pends very substantially upon the willingness and upon the absolute
nerve of individuals to risk their savings and their futures toward
enlarging their businesses and their incomes.

If there is any single thing which is fundamental in the free-enter-
prise idea, this is certainly it. Therefore, different from the large and
relatively stable corporation, we find that the small enterprise must be,
so to speak, "on the move." It has not the problem of "maintaining"
itself. It has primarily the problem of "growth," because it is too
small to be stable in the sense of stability in a large corporation.

Senator MYERs. Mr. Chairman, may I interrupt there?
The CHAIRMAN. Senator Myers.
Senator MYERS. I wondered why you mentioned these large cor-

porations. Do you think an excess profits tax should apply to them?
Is that the purpose of your argument? I mean you mentioned them,
and mentioned they are more stable than the smaller corporations, and
I wondered what your purpose migth be in going into that.

Mr. CAFFEE. The base period, sir, applied to a large corporation, in
our estimation, will catch them with what will be fairly near their
normal operating level.

Senator MYERS. Then you mean an excess profits tax would be more
equitable to the larger corporations than the smaller ones?

Mr. CAFFEE. That is right. We are on the move. Some of us may
be way down and others operating at a much higher level.

This impulse toward growth, and the ambition of individual people,
must be preserved and stimulated. Any taxation theory must recog-
nize these human factors.

It is obvious in our estimation that the conditions which require
the raising of additional money for the conduct of the Government
and preparation for war may last for some time, and we assert that the
need for maintaining the economy which we have built, and which
has made our country respected and feared, should be the preeminent
consideration of tax planners.

In effect, an excess profits tax is a punitive tax. It assumes that
any company or individual which or who makes a profit is in some
way doing so in a dastardly manner. There is no more reason to
assume that an increased profit is any more reprehensible than a wage
increase, and this is not suggesting that a wage increase is necessarily
reprehensible, but certainly they are both of the same kind.

Perhaps it is needless to say that we are completely sympathetic
with the problem you have in raising a certain amount of revenue.
This is not the place nor the occasion to testify with respect to the
total amount of revenue which is required, nor with respect to its
proper expenditure. For the purpose of this testimony let us assume
that you have to raise x amount of dollars. There are a few elemental
principles which we urge upon you.



EXCESS PROFITS TAX ON CORPORATIONS, 1950 351

1. The organization, whether it is a corporation or a proprietor-
ship, has to be able to live to pay wages and salaries-and taxes. This
seems perfectly obvious, but somehow or other it seems to be neglected
in some of the thinking about these matters.

2. The maintenance of our system, by whatever name it is known in
this country, rests substantially upon there being many hundreds of
thousands of small competitive enterprises. The very large corpora-
tion can protect itself. As I have indicated before, the large corpora-
tion is, in effect, self-sufficient. I think I can say that these large
economic organisms will be protected, and I do not mean that in any
critical sense. But when you get clown to me, even though I am a large
printer compared to many of them, I have got to have some help. At
least, I have to have a recognition on your part that I am not a large
corporation, and that what you do to me taxwise can destroy me.
Therefore, I would say that point 2 of the policy which I think should
be before you is a very thorough study of the probable impact of any
decision on small enterprise. Once you make the mistake of imposing
any rule or regulation which makes the life of the small enterprise
difficult or unbearable, you will pull out from under the structure of
our system an absolutely essential part of it.

I have deliberately not testified on a statistical basis. If by any
chance you would like to have statistics, I can provide them from
hundreds-literally hundreds-of small companies, particularly in
our industry. Over the past 5 years many small-business men have
pledged their past and future savings to the development of the kind
of enterprises which give you and me pride in our system.

There have been very, very substantial investments in new equip-
ment in the printing industry in the last 5 years, stepping up each
year.

It seems to me that to reduce these ideas to statistics is almost to
destroy the facts. I know the difficulties that face your tax experts.
You tell them to raise x dollars. They look around for who has x
dollars, and generally speaking they will tend to apply a tax formula
to those who have ax dollars. This is not the way. If we were to
become involved even more than now in a great conflict, we shall profit
very little if at the end of it we have not maintained the basic ele-
ments which make this society the kind we like-one of the major
factors being the fact that everyone has an urge to advance and a path
to follow.

There are probably scores of formulas which have been presented to
you to raise x dollars. I am not equipped to discuss these many tech-
nical questions, but I most respectfully submit that your experts should
be definitely instructed to keep foremost in their thinking these ideas.

I should like to make only one basic suggestion. That to the
extent-and I would emphasize and reemphasize "to the extent"-
that money should be raised from corporations, that it be raised by a
general increase in the corporate rate, designated as a defense tax,
with the maintenance of the present exemption from surtax for the
first $25,000 of income.

Gentlemen, I have talked to you as a small-business man. I am
cognizant of the problems that face you. I am eager to participate
and to give everything I can toward meeting the Nation's objectives.
When the present management undertook the development of my
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company, it was almost bankrupt. You have heard that story, I think,
too.

It was most difficult for this management to bring the company to
its present relatively sound position. As the designated official of
this management, you can readily conceive the impact it will have
upon me and upon my colleagues if a taxation theory is imposed upon
us which will destroy what we are trying to do. While I cite the fact
thtt is my own situation, I can say to you that there are many, many
small businesses facing a future which is most difficult, whatever you
may do with respect to taxes. These small enterprisers have attempted
to plan the development and growth of their companies in a relatively
normal society, and now they face a condition which is completely
abnormal Their hopes and dreams may die aborning, no matter what
you do with respect to taxes, but you can literally kill them with a few
inadvertent legalistic phrases in a tax law.

Let us face the extreme. Do we face the prospect of atomic bombing
of the industrial centers of the United States? Let us assume that
we do. When this is all clone, assuming-an assumption which I con-
fidently state-that such invasion will have failed, then the future of
the country will rest in the hands of hundreds of thousands of small-
business men-individual enterprisers. I leave with you the simple
statement that we should not destroy these individual interprisers now.

In our judgment, an excess profits tax would destroy them.
The CHAIRMAN. Are there any questions?
If not, thank you very much, Mr. Caffee.
Mr. CAFFEE. Thank you.
The CHAIRMAN. Mr. Edgar S. Idol.
Will you please identify yourself for the record and proceed?

STATEMENT OF EDGAR S. IDOL, GENERAL COUNSEL, AMERICAN
TRUCKING ASSOCIATIONS, INC., WASHINGTON, D. C.

Mr. IDOL. My name is Edgar S. Idol. I am general counsel for
American Trucking Associations, Inc., with headquarters at 1424 Six-
teenth Street, Washington, D. C.

The for-hire motor-carrier industry was hit harder by the World
War II excess profits tax than any other segment of our economy. For
proof of this statement, I refer the committee to statistics of income
submitted by Secretary Snyder in hearings before the House Ways and
Means Committee on H. R. 9827. In general, these statistics show that
all industries earned better returns, both before and after taxes, during
the war years than they did during the 1936-39 base period. In his
tables 4 and 5, Secretary Snyder shows that earnings for the public-
utilities classification improved during the war years, and that trans-
portation as a whole tripled its earnings before taxes and increased
them by almost 50 percent after taxes under the excess profits tax law.

I direct your attention, Mr. Chairman, to the fact that no separate
data were submitted by the Secretary with respect to the earnings of
motor carriers. We supplied this deficiency in exhibits 1, 2, and 3
of our statement before the House committee. Instead of our earnings
advancing, as was the case with industry generally and with public
utilities generally, the income of the trucking industry was steadily
reduced during the war years to the point where we reached an actual
deficit in 1945.

352
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Mr. Chairman, we had presented to the House Ways and Means
Committee a statement by Mr. H. L. Horton on behalf of the industry
which I would like to have made a part of this record. If I may give
you copies, there are two or three exhibits in the back I would like
to refer to.

The CHAIRMAN. It is already in the House report?
Mr. IDOL. Yes, sir; it is.
The CHAIRrMAN. You may make it a part of the record.
(The statement referred to is as follows:)

STATEMENT OF H. D. HORTON, ON BEHALF OF AMERICAN TRUCKING
ASSOCIATIONS, INC.

My name is H. D. Horton. I am chairman of the board of Associated Trans-
ports, Inc., and my address is 1001 Clarkson Street, Charlotte, N. C.

I appear here as spokesman for the trucking industry, by direction of the board
of directors of American Trucking Associations, Inc. ATA is the industry's
national trade association, and is a federation of State associations, its affairs
being directed by a board composed of seven directors from each State. I have
been closely connected with ATA since its formation, having served as first vice
president from 1934 through 1948, as president during 1949, and as chairman of
the board during 1950.

We in the trucking industry realize, fully as well as the management of
business generally, the necessity of meeting increased costs of defense and of
checking inflationary pressures, and the desirability of eliminating any excessive
profits resulting from participation in the defense program.

I can therefore say that we agree thoroughly with all of the objectives stated
by Secretary Snyder. But, so far as our industry is concerned, the means recom-
mended by the Secretary will not attain those objectives.

On the contrary, taxation of the type proposed will have these effects on the
trucking industry:

1. Instead of increasing tax collections, it will reduce them.
2. Inflationary pressures will be increased, rather than diminished.
3. Instead of taxing high profits resulting from the defense program, even the

normal profits of the trucking industry will be eliminated; and
4. Most important of all, both the defense program and the general industrial

development of the country will be seriously impeded.
In support of my first point, let me describe to you our experience during the

years in which the last excess profits tax was in effect. Exhibit I of my state-
ment sets forth official statistics compiled from tax returns by the Bureau of
Internal Revenue covering the field of highway freight transportation, warehous-
ing, and storage, for the years 1943 through 1947. Total tax collections from the
classified businesses declined from $36,520,000 in 1943, to $24,406,000 in 1945.
Excess profits tax collections declined from $20,364,000 in 1943 to only $8,664,000
in 1945. In 1946, the first year of operation under normal tax laws, collections
jumped by more than 33 percent to $32,709,000, and in 1947 to $43,429,000;
$7,000,000 more than the highest tax collection year under the excess profits tax
law. Nineteen hundred and forty-seven is the last year for which official
Treasury figures are available.

But later information on tax collections is available from official statistics
compiled by the Interstate Commerce Commission, and my exhibit II shows tax
payments for the years 1939 through 1949. These figures are not comparable to
Treasury Department statistics, because they include only data from carriers
regulated by the Interstate Commerce Commission with annual revenues of
$100,000 or more. But they are better figures for the purpose of this investiga-
tion, because all excess profits revenues come from this class of carriers.

The industry wasn't in very good shape in 1939. Revenues were at a relatively
low ebb, and competitive rate wars held income before taxes down to about 17%
millions. W contributed only 2.7 millions of the Government's total income tax
collections. Net was about the same in 1940, hut increased tax rates produced
4.2 millions of Government revenue. Gross revenues jumped 25 percent in 1941,
and so did our net. In that year, we contributed about 7.7 millions in taxes, and
in 1942 the figure went up to 12.5 millions.

From that point on, although we showed small increases in gross revenue for
the balance of the war, both our profits and our tax payments shriveled to the
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vanishing point. In 1913 tax payments went down to 9.3 millions, in 1944 to
7.1 millions and in 1945 to 3.9 millions. In that year, the industry's tax pay-
ments were three times its net income. Neither we nor the United States got
anything out of the business.

I don't want to leave the impression that excess profits taxation was solely
responsible for this picture; it wasn't. W'e had more business than we could
handle, and our great difficulties were shortage of equipment, supplies and
manpower, and the inability to get our rates up fast enough to keep pace with
advancing costs.

Typical of thle cost increases is rubber and maintenance. Tire costs went
up from 1.1 cents per mile in 1941 to 2.5 cents per mile in 1945. Over-all equip-
ment maintenance increased from 10.2 percent of revenue in 1941 to 16.8 percent
in 1945. That increase alone, 6.6 percent of revenue, was more than our entire
profit for our best year, 1942.

But excess taxation played a major part. It was possible to get equipment
on priority ratings. It was possible, although only after painful delays, to
match increased costs by increased rates. But almost all of the carriers who
could do these things had inadequate earnings records for the base period
19)36-39. and therefore had to pay out so much of their earnings in taxes that
they had neither cash nor credit with which to continue the never-ending task
of replacing 15 to 20 percent of their worn-out equipment every year.

Secretary Snyder told you that "in developing a basis for profits taxation it
will be necessary to rely largely on the past earnings experience of corporations
and look to the rate of return on invested capital as a guide for taxation of
those corporations with unsatisfactory earnings experience." For some indus-
tries, it may be that the suggested guide will work out all right. It won't for
the trucking industry.

I would like to cover that point in some detail, because it is basic to our argu-
ment that the trucking industry cannot live under an excess profits tax of the
World War II type, even though it is modified as Secretary Snyder suggested.
It is difficult to understand our situation without knowing the history of the
industry's development and I would like to offer for the record ATA's 1950 edi-
tion of Trends which traces the industry's growth and present development
in terms of statistics and charts.

Most public utilities have :l high ratio of capital investment to annual revenue.
A railroad whose investment is three times annual revenue can, under an 8
percent exemption on that investment, have a net before taxes of 24 cents
out of every revenue dollar without being subject to excess taxation. On the
other hand, the average intercity motor carrier, whose annual revenue is five
times the capital base recognized for excess tax purposes, would be exempt from
excess taxation on only 1.6 cents out of the revenue dollar not protected by an
average earnings record.

The question as to what a motor carrier's operating ratio (the ratio of operat-
ing expense to revenue) should be has been argued before the Interstate Com-
merce Commission on a number of occasions without that body's having taken
a clearly defined position: but the Commission has several times approved
general revenue increases on showings that operating ratios in the low nineties
would result. An operating ratio of 95 is conceded to be high; but under the
invested-capital method of arriving at exemptions, an intercity motor carrier
would have to have an exemption of 25 percent on invested capital to escape
excess taxation on even that narrow margin. So it is obvious that the invested
capital alternative, suggested by Secretary Spyder as the best guide where
a corporation has no average earnings record, is completely unsuited to the
trucking industry.

It might be supposed that an industry which can show a very attractive rate of
return on investment by keeping only a few cents out of every dollar of revenue
would have a relatively simple job of attracting new capital when needed. How-
ever, out of some 22.000 carriers subject to the Commission's jurisdiction, only
four have been able to attract public capital at all. Our poor earnings experience
during the last world war was undoubtedly responsible for the hesitancy of inves-
tors to risk their capital with us, but there are other reasons. As public utilities
go, we are a relatively new service institution. Competition is tough, both within
the industry and between ours and competitive forms of transportation.
The success or failure of any particular operation is so dependent upon the

energy and ability of its management that other factors bearing on the desirabil-
ity of investments generally are relatively unimportant.

Increases in equipment costs make it impossible for a motor carrier to replace
old equipment with new by the usual method of using money from depreciation



EXCESS PROFITS TAX ON CORPORATIONS, 1950 355

reserves. A unit which sold for $4,000 6 to 8 years ago today costs from $7,000
to $8,000. So almost half of replacement cost must be provided from retained
earnings, or credit. Our credit has been strained to the breaking point, as any
banker will tell you after looking at the average balance sheet-see my exhibit
III. We have had so much difficulty in getting reasonable rates and terms, that
ATA has undertaken an extensive advertising campaign designed to acquaint
the financial world with our problems.

As an example, the experience of an Illinois trucking concern with an excellent
credit rating is cited.

During the latter part of 1948 and January of 1949, the management attempted
to borrow approximately $400,000 to finance badly needed terminals. Twelve
different institutions, including banks, insurance companies and private indi-
viduals, were approached. The reaction was about the same in all cases-no
interest. After getting this type of reception from private lending institutions,
the carrier contacted the Reconstruction Finance Corporation. The RFC seemed
to be willing to loan the money, but so many restrictions were attached to the
credit, that it was decided to finance the terminal construction by heavy equip-
ment mortgages, supplemented by retained earnings. However, equipment financ-
ing is comparatively short-term and at best is a stopgag method of providing
capital for the buildings and land required to operate the business.

So, almost without exception, trucking businesses have been started on the
owner's personal savings and credit, and financed from his retained earnings and
gradually expanded credit.

Since capital is required for expansion, our growth during the thirties was
slow, and came to an abrupt stop during the war years.

We came out of the war facing an enormous demand for service, but with
facilities which were completely incapable of meeting that demand. However,
our suppliers were released from their military production requirements and
the return to normal tax policies reestablished the traditional profit motive. With
equipment available and the incentive at hand, the industry rolled up its sleeves
and went to work. In the 4 years which have elapsed since World War II, we
have doubled our volume of business. There are to date twice as many class I
carriers as there were 10 years ago. Between 1946 and 1949, the average class I
carrier's revenue has jumped from $583,000 to over $1,000,000 annually, and his
taxable income increased from about $21,000 to almost $54,000 a year. In 1945,
the last excess profits tax year, we paid the Government less than $4,000,000 in
taxes; that figure sky rocketed to over $35,000,000 in 1948, three times the best
year under excess taxation.

In the first half of 1950, tonnage, gross revenue and profits before taxes were
all running at rates more than 20 percent ahead of 1949, and the country has the
best transportation service it ever saw.

Under normal tax policies, a small operator can, with smart and efficient man-
agement, build and grow to meet the ever expanding demand. I would like
to give you just one example, which could be repeated hundreds of times over
in the industry. Early in 1946, a smart, hard-working young fellow who had
already spent 10 years learning the ropes decided that it was time to strike out
for himself. With capital borrowed from a personal friend, he bought a small
operation which had never shown a profit in excess of $10,000 a year. By
1949, he had quadrupled the volume of business handled in 1946, and showed
a profit of almost $50,000 before taxes on about three-quarters of a million
revenue. But he had only started. In August of this year, after a year and a
half of hard work, he secured a certificate authorizing intrastate operations over
routes where he had formerly been authorized to handle only interstate traffic.
As soon as he put the additional equipment required in service, his volume
doubled and if everything goes well his next year's profits will be doubled.
That is the picture of the industry's growth, but neither the growth nor the
profits are attributable to war or defense production. But if a tax law is
enacted which won't allow that fellow to plough back a reasonable portion of
his earnings into the business, he won't even be able to maintain his present
volume, let alone meet an expanded demand.

The example I have given you is one of which I have personal knowledge, but
it comes so close to fitting the average that I want to carry the illustration a
bit further, and outline the certain effect of excess taxation on both the
carrier and the Government.

In 1951, assuming normal expansion of operations, the average carrier will
have gross revenues of about $1,500,000. If he is able to get rates up as costs
advance without too much delay, he will have a taxable income of about $100,000.
The net assets employed will amount to some $300,000 of which 70 percent will
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be represented by equity capital and 30 percent by equipment obligations and
mortgages on terminal properties. He will be operating about 70 power units,
three-fourths of them owned and one-fourth leased. Ten of the owned units
will have reached the end of their economic life, and must be retired, else he
will have to pay punitive maintenance costs. To replace these units, which cost
about $40,000, the carrier must today find close to $70,000 in cash or credit. He
has used all his available credit already-as indicated by my exhibit III, so he
must either be able to use retained earnings or cut down the size of his operation.

Under a straight 45 percent tax rate, this carrier could absorb $30,000 of
inflation required to maintain his present fleet, and if he paid no dividends
could even expand operations to some extent.

With the tax rate unchanged, the Treasury could expect to increase its total
tax take from this carrier every year. It might increase its tax revenues from
this source very considerably: if a relatively stable tax policy were devised
under which the carrier could count on retaining 40 to 50 percent of added
earnings, new equity capital might be found which would permit expansion at a
rate commensurate with the growing demands of industry for motor transporta-
tion service.

But the tax law proposed by Secretary Snyder would immediately put an end
to expansion ; not only that, it would render the carrier's task of maintaining his
present position difficult in the extreme. An effective rate of tax in excess of
60 percent would mean automatic retrenchment and curtailment of service.
There would be no possibility of inducing an investor to part with new equity
capital, because the maximum possible rate of return (1.6 percent of revenue)
would be completely unattractive even to a gambler.

The average picture I have given you is far from being the worst that could
be presented. Many larger carriers, who, were handling a substantial volume
of business during the war years, were in a deficit position during 1944, 1945,
1946, and 1947. For that class of carriers, the struggle to recover from high
maintenance costs and worn-out fleets lasted well into 1948. Many of them
did not recover their prewar position, with respect to condition of equipment
and facilities, until 1949. In 1949 and 1950, they have good earnings records
and under normal circumstances would have followed the industry's growth
pattern for an indefinite period. Their earnings, their contributions to the Treas-
ury's tax revenues, and their contribution to the country's growth would have
continued indefinitely.

To many of these carriers, Secretary Snyder's proposal will mean an over-all
effective tax rate of 70 percent or better. Such a tax rate will absolutely force
retrenchment and reduction of service at the rate of 10 to 15 percent a year,
and will even encourage liquidation.

Such a development, in the face of a rapidly expanding demand for service,
will be a blow to the defense program.

In support of his proposal, Secretary Snyder submitted for your review
numerous statistics. His table 4 shows rates of return on net worth before
taxes for the year 1936-47 for all public utilities. From the average of 6.1
percent in 1936-39, the rate rose through the war years to a high of 12.8 percent
in 1944. The breakdown of utilities lists transportation, and shows an increase
from the 1938-39 average of 5 percent to a high of 15.8 in 1944. Table 5,
showing the rates of return on net worth after taxes, shows transportation as
increasing from 4.2 percent in 1938-39 to 6 percent in 1944. I find no breakdown,
in figures submitted by the Secretary, of highway transportation data for the
war period, although his table 7 does list income before taxes for our industry
during the postwar years.

I would like to draw your particular attention to my exhibit II which gives
similar data for our industry for the years 1939 through 1949, and estimates
for 1950. Instead of our profits increasing, as did public utilities generally and
the transportation industry as a whole, we actually arrived at a deficit position
in 1945. The Treasury's own statistics support the Interstate Commerce Com-
mission's figures. (See exhibit I.)

I submit to you, Mr. Chairman, that both past experience and lo-ical analysis
of present and future conditions clearly show that adoption of the Treasury's
proposal for motor carriers will tend to defeat every stated objective of the
administration's tax program. It will reduce total tax collections, it will
eliminate needed expansion, and will force entrenchment and reduction of
service in the face of a greatly expanded need.

I have one further point to cover. A prime objective of any excess profits tax
is to eliminate, as nearly as may be, the ability of business to make money out
of war. The trucking industry cannot do that, under any circumstances, because
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its prices are regulated. Not only do we have such thorough price control that
it is impossible to make unreasonable profits, but we have great dificulty ill
keeping our prices in step with advancing costs during any inflationary period.
This Congress recognized that fact when, in enacting the Defense Production
Act of 1950, it provided in section 402 (e) (v) that price and wage controls
shall not apply to "rates charged by any common carrier or other public utility."

In the case of public utilities whose investment is hi-h in relation to rex enue,
added volume normally means an increased rate of profits. That is not true with
the trucking industry.

We have to operate our equipment at capacity at all times, because competition
forces us to be almost 100 percent efficient in order to make money even under
normal circumstances. When expanded demand calls for more service, we have
to add more units and more terminal facilities in order to provide it.

Everyone is familiar with the fact that the Interstate Commerce Commission
has power to control the rates of regulated carriers. But the amount of time
necessarily consumed in increasing general rate levels to offset general cost in-
creases is not so well known.

Two entirely different types of delay are encountered, for entirely different
reasons. First, common carrier rate levels are generally established only
through collective action. While there is intense competition between carriers,
and many individual rates for individual movements are published separately
by carriers, most of the rate publishing job is handled through the bureaus es-
tablished for that purpose. An exception to the antitrust laws, section 5 (a)
of the Interstate Commerce Act, was enacted by the Congress only 2 years past
to expressly authorize such action. Safeguards to prevent monopolistic and
abusive practices were included in the act. To meet these requirements, any
proposal for rate changes to be handled by collective action must be docketed by
the carriers, hearings held, general conclusions reached, and opportunity af-
forded individual carriers to take independent action. These steps take time;
anywhere from 3 to 6 months. Second, the final conclusions reached must be
translated into tariff form, and filed with the ICC 30 days before the proposed
effective date. The Commission may, thereafter, decide that the increases pro-
posed are prima facie unreasonable, and suspend them for investigation. Thus,
increases may be held in abeyance for months and even years.

From the standpoint of excess profits taxation, these delays have two effects:
First, they render the imposition of unreasonable charges an impossibility;
second, they make the calculation of average earnings, based on past operating
results, an unfair and illogical process when applied to motor carriers. I have
prepared an exact illustration of the difference between the profit showing of an
unregulated industry and the profit showing of a regulated motor carrier as a
result of this particular circumstance.

S:nce January 1, 1948, my company has had over-all rate increases totaling
14.11 percent. In seven separate adjustments, during 1948, increases totaling
9.76 percent were made effective; without exception, every one of these changes
was made to compensate for increased costs which we incurred prior to January
1 of that year. Had they been made effective prior to January 1, 1948, simply by
decision of the management, as would have been the case in an unregulated in-
dustry, our revenues for the year would have been increased by 2.7 percent and
our taxable income by 53.5 percent. Our average earnings record for the year
would have been improved by tihe same figure.

To summarize, any proposal for taxation at punitive rates of the future earn-
ings of motor carriers which exceed average taxable income in the years 1946
through 1949 is bad business from the standpoint of Government revenues, an
obstacle both to the country's normal development and to the defense program,
and furthermore is completely unfair to the motor carrier industry for the fol-
lowing reasons:

1. Rehabilitation beginning in 1946 took 3 to 4 years to complete and until
completed, prots were subnormal because of excessive maintenance costs and
inadequate facilities.

2. The entire 4-year period was one of inflation; the general commodity index
went up 45 percent, wages rose 33 percent in our industry, and delays averaging
6 months to 1 year in getting prices up to match cost increases kept the
carrier's average earnings 40 to 50 percent below normal.

3. The normal level of business and taxable income in the trucking industry is
today more than double the 1946 level, and considerably higher than any other
year of the selected base period. It is manifestly unfair to apply punitive tax
rates to normal business profits.
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On this showing, I believe we are fully justified in asking the committee to
completely exempt our industry from excess profits taxation. We ask that you
do so, regardless of the action taken on the proposals before you.

If, in your judgment, it is essential that an excess profits tax be applied to the
entire industry of the country, then we ask that a third alternative be made
available to preserve the industry from a repetition of its World War II experi-
ence. The alternative we seek is application of the best operating ratio attained
by a regulated motor carrier during any of tihe base period years to the volume
of business done during any excess profits tax year.

Mr. Chairman, inclusion in any bill you report of such an alternative will not
permit excess profits to go untaxed. The regulations which surround us make
it simply impossible to earn excess profits. As you can see from our World
War I1 experience, the period on which we are now entering will probably hurt
our in ustry, rather than enable it to earn higher profits. We have never quite
caught up with normal civilian demand since World War II almost put us out of
business; during the past 15 months, every dollar of capital and credit that we
could scrape together has been at work trying to meet the demand for service,
and we have barely kept abreast of the demands of the economy. Not until this
year did we finally reach the profit margin required to keep the industry in a
sound financial condition, and to meet the public demand for service.

In conclusion, I should like to make it clear that we are not seeking more favor-
able tax rates on normal profits than any other segment of the economy. We hope
the Congress will meet the threat of inflation and we realize that increased taxes
are necessary to accomplish that objective. But we also hope that you won't
kill the goose that lays the golden eggs.

EXHIBIT I.--Highway freight transportation, wvarchousing, and storage (net

income corporations only)

[Thousands of dollars]

1943 1944 1945 1946 1947

Cash...... .--------------------------- $'4, 246 $71,920 $69, 952 $9, 320 $104,390
Total assets .-............... 602, 365 624,455 610,891 803,571 985,060
Gross receipts from operation-..-...... 866, 853 880, 247 823,803 1,198,359 1,677,765
N et incom e ......... ..--------------- . . . . 76, 740 74,448 62, 383 109, 949 139,310
Excess profits tax ...-.. .... . .. .. . .. . 20,364 15, 95 8, 664 147 --......... .
Total tax ---. .. -- ... . . .. . .- 36, 5120 33, 183 24, 406 32, 709 43, 429
Dividends-.....-------------------------------- 12,278 12,841 11,462 16,491 17,163

Source: Official statistics of income, Bureau of Internal Revenue.

EXHIBIT II.-lncome statistics, class I intercity motor carriers of property,
1939-50

1939 1940 1941 1942 1943 1944

Number of carriers-.. 957 991 1, 076 1, 083 1,165 1,337
Revenues ............ $378, 473. 829 $431, 042, 674 $560, 166, 612 $587, 869, 631 $645, 673, 297 $710,909,595
Average per carrier 8 .395, 479 $434, 967 $520. 601 $542. 816 $554, 226 $531,729
Taxable income -.. $17, 597, 73 $17, 461, 406 $25, 222, 871 $29, 882, 920 $18, 728, 766 $14,848 , 618
Average per carrier _ $18,388 $17, 62 $23, 441 $27, 593 $16,076 $11,140
Income taxes .. ..... $2,703,649 $4, 199, 879 $7, 685, 547 $12,525, 03 $9, 290,948 $7, 116,329
Average per carrier_ _ $2, 825 $4, 238 $7, 143 $11,565 $7, 980 $5, 323
Operating ratio . _ _ 95. 1 95. 6 95. 2 94.7 96. 9 97. 9
Ratio of net income

to revenue......... 3.9 3. 1 3.1 3.0 1.5 1.1

1945 1946 1947 1948 1949 1950 estimated

Number of carriers___ 1, 441 , ,516 1,603 1,825 1,817 1,817
Revenues -...... $746, 393, 799 $883,806, 3031 $1,232, 546, 162 $1,662, 881,686 $1,857, 919, 516 $2. 322,399,395
Average per carrier $516, 536 $582, 986 $768,900 $922. 542 $1,022,520 $1, 278. 150
Taxable income... $1,655. 801 $30,047,911 $54,428,622 $107, 424, 605 $94, 977,987 $139, 343,964
Average per carrier $1,146 $19, 821 $33,954 $58, 8t3 $52, 272 $76, 689
Income taxes . . $3, 883.092 $9, 027, 803 $17, 416. 594 $35, 240, 906 $31,546, 162 $62, 704,784
Average per carrier $2,687 $5, 955 $10. 865 $19, 551 $17. 362 $34, 510
Operating ratio... 99.8 96.4 95.3 93.4 94.7 94.0
Ratio of net income

to revenue ..--...-- -3. 0 2.4 3.0 4.3 3.4 3.5

Source: 1939-49, Official Reports of Carriers to Interstate Commerce Commission ,1950-estimate based
on trend indicated in first half.
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EXHIBIT III.-Average intercity motor carrier balance sheet, 1915-19

1945 Per- 1946 Per- P1947 cr- 1948 Per - 1949 Per-cent 1946 1947 1948 1949
cent cent cent cent cent

Total current assets-.... $74,745 35.1 $97,496 35. $109, 618 34.0 $123,710 33.7 $154, 968 33.6
Total tangible property .-. 102, 302 4';. 1 137, 513 50. 171, 57 53.2 198,368 54. 1 246, 272 53.4
Other assets 35, 777 16. 36, 967 13.6 41,115 12. 8 44, 888 12.2 59, 764 13.0

Total assets ..---------- 212, 824 100. 0 271, 976 100.0 322, 190 100. 0 366, 966 100.0 461,004 100.0

Total current liabilities----- 71,565 33.0 88,757 32.6 105,419 32.7 114, 566 31.2 133, 398 28.9
Total equipment and other

long term obligations -... 34,749 16.3 52,526 19.3 65,741 20.4 71,351 19.4 84,014 18.2
Other liabilities...--... . 14,642 6.9 18,639 6.9 20,239 6.3 20, 191 5.6 25, 430 5.6
Net worth. -..... __...... , 91,868 43.2 112,05-4 41.2 130, 791 40.6 160,858 43.8 218, 162 47.3

Total liabilities --... 212,824 100.0 271,976 100.0 322,190 100.0 366,966 100.6 461,004 100.0
Gross operating revenue _ 609, 061 ..... 714,007 ...... 927, 714 ..... 1,096,957 ...... 1,322,933 -....
Net income after taxes -- 1 3,061 16,819 _. . 26, 002 47,063 ... 40, 147 ---

Ratio current assets to Percent Percent Percent Percent Percent
liabilities - 104.4 . . 109.8 ... . 104.0 ...... 108.0 11 .2--

Ratio profit to revenue- -- -0.5 ... . 2.4 ..... 2.8 .. 4.3 ...... 3.0 - -

I Loss.

Source: Official reports to ICC by intercity common motor carriers of general freight.

Mr. IDOL. I would like to refer you, Mr. Chairman, and gentlemen
of the committee, to exhibit 2 of our statement before the House com-
mittee. You will note there that in 1940 the net revenues after taxes
of the for-hire industry showed a deficit of 3 percent of our operating
revenues.

Government tax collections suffered likewise. Class I intercity
motor carriers of property paid 121/2 millions in taxes in 1942; in
1945, the figure was reduced to 3.9 millions.

For-hire motor transportation is an essential industry. On this
point, I would like to quote very briefly from a recent address by the
Honorable James K. Knudson, Administrator of Defense Trans-
port:

The transportation problems which we would face in the event of another war
would be even more staggering than any with which we have heretofore been
confronted. We might be faced with fighting and sabotage in our own country.
We might experience the dislocations of crippling aerial attacks. Highway
u'ansport in such circumstances would be called upon, in addition to performing
all of the services performed in World War II, to play a major role in civilian
defense, to transport immense quantities of food and medical supplies, and to
take over land transportation service in areas where other facilities may be
crippled or embargoed. Ultimate success in such circumstances might well
depend upon the way in which highway transport could and would meet this
challenge.

Summarized, our statement to the House committee showed that
1. Rehabilitation of our industry, beginning in 1946, took 3 to 4

years to complete.
Unlike other industries, generally, Mr. Chairman, our facilities

were worn out and were not replaced during the war years.
Profits were subnormal throughout the proposed base period be-

cause of excessive maintenance costs and inadequate facilities.
2. The entire 4-year period was one of inflation; the gelnelral conm-

modity index went up 45 percent, wages rose 33 percent in our indus-
try, and delays averaging 6 months to 1 year in getting prices up to
match cost increases kept average earnings 40 percent to 50 percent
below normal.
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On that point, we are like other utilities required to obtain, in effect,
permission from the regulatory authorities our prices can be in-
(reused, and we show in detail in our statement to the House exactly
what effect that has on our earnings.

3. The normal level of business and taxable income in the truck-
ing industry is today more than double the 1946 level, and 20 percent
to 25 percent over 1949, the highest year of the selected base period.
We took the position that it is manifestly unfair to subject normal
earnings to punitive taxation, and asked the House committee to
either completely exempt our regulated industry from excess taxa-
tion, or to exempt from excess taxation that percentage of revenues
earned by any carrier during tihe best year of his base period.

Our request was ignored by the House committee. Section 446 of
H. R. 9827 purports to grant the exact exemptions requested by other
regulated utilities, but gives us no relief whatever. If the bill is en-
acted as it stands, an essential service will be severely damaged, the
Government's tax revenues will be materially reduced, and a road
block will be thrown in the way of the defense program.

The relief provisions of the bill delegate to the Secretary of the
Treasury the authority to fix our taxes. As this delegation will prob-
ably be construed, we will have no substantial relief at all.

The delegation of authority is accomplished by directing the Secre-
tary of the Treasury to "determine and proclaim a classification of tax-
payers by industry, such classification to be generally in accord with
the classification regularly used by the Treasury Department in com-
piling published statistics from corporation income-tax returns."

In a brief explanation of this directive, the House committee report
indicates, page 18, that "the Nation's industry will be grouped accord-
ing to about 50 major classifications." A quick check indicates that
there are about 75 major classifications now used by the Treasury
Department. There are over 200 subclassifications. It would appear
that the bill grants to the Secretary broad authority to decide how
far lie will go in placing basically different industries in the same
major classification for the purpose of computing tax credits.

Taking our own industry as an example, the primary breakdown is
"Total public utilities." Under that caption are found three of what
may be considered major groupings: "Transportation," "Communi-
cation" and "Other public utilities." In a further breakdown, sta-
tistics an "Transportation." now used by the Treasury, are grouped
as follows: "Railroads," "Highway passenger transportation," "High-
way freight transportation," "Water transportation," and "Air trans-
port ation."

It is to be noted that the classification "Highway freight transpor-
tation" also includes warehousing and storage.

Both the capital structure and the earnings records of these many
different industries are variable in the extreme. Most public utilities
have total assets of from three to five times annual revenues. High-
way freight transportation has annual revenues which average three
times total assets employed, and in individual cases may run as high
as 10 or 15 times total assets. There are extreme variations in indus-
try earnings, all grouped under this same classification "Transporta-
tion."

For example, highway passenger transportation earnings decreased
from 148,000,000 in 1946 to 51,000,000 in 1949, while earnings of high-
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way freight transportation increased from 93,000,000 to 206,000,000
during the same period.

In only 1 year have the for-hire motor carriers of property come
close to the operating ratio found reasonable by the Interstate Com-
merce Commission. That was in 1948, and the ratio of total assets to
earnings was about 4 to 1. The average for all utilities will be much
closer to 10 to 1.

In just what classification will our industry be placed by the Secre-
tary? His decision on this point may make a difference of as much
as 50 percent in the final average earnings credit of a given motor car-
rier. If, as now seems probable, he uses either the general public
utilities grouping or the transportation grouping, our industry will
be greatly penalized. Even if he gets down to the "transportation,
warehousing, and storage" grouping, our ratio of assets to earnings
will be almost double what it should be.

The general theory of the House committee's approach seems sound,
and if the motor carriers of property were allowed to use ratios con-
structed from official Interstate Commerce Commission statistics, we
could get substantial relief from punitive taxation.

A further defect in the relief provisions as now set up in the bill is
that a newly organized company is given a substantial advantage over
a company in operation prior to the base period. Why should a newly
organized company be able to use industry averages in computing its
tax credits, while the same privilege is denied an older organization
which for one reason or another was unable to keep its earnings up to
the industry average during the base period?

Our criticisms point up the difficulties of writing a reasonable excess
profits tax law, and particularly point up the impossibility of doing
such a comprehensive job without careful study. We are sure that
the House committee did not intentionally pass over our problems, so
the haste with which the task was undertaken must be the answer.

I submit that excess taxation of regulated for-hire motor carriers
is basically unsound, because it is impossible for them to earn excess
profits, and impossible for them to furnish the service demanded and
needed by the public under punitive taxation of normal profits.

We do not seek, and cannot use, the type of special exemption
requested by other public utilities; this because of the radical differ-
ence between ratios of assets employed to revenues or earnings.

If the trucking industry is not granted full exemption from puni-
tive taxation, then special provisions should be enacted which will
ensure our ability to retain sufficient earnings to replace worn-out
equipment and finance essential expansion. Full relief can be granted
only by complete exemption, but substantial justice can be done by
granting to for-hire motor carriers the right to determine normal
earnings by applying to gross income of any excess profits tax year
the best operating ratio determined in the base period.

A measure of relief can be extended by opening up the relief provi-
sions to old as well as new companies, provided official statistics of
the Interstate Commerce Commission are used as the basis for deter-
mining the ratio of assets employed to earnings of for-hire class I
motor carriers, instead of the broad functional group statistics main-
tained by the Secretary of the Treasury.

That is our principal objection to those relief provisions, Mr. Chair-
man. They group too many basically different industries in one major

75900--5O--24
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classification with resulting benefit to a portion of them, and disad-
vantage to another. The disadvantage in this case is all on our side.

The CIIAIRMIAN. You have pointed those out to us, and we thank you
very much for your appearance and observations.

Mr. IDOL. Thank you.
The CHAIRMAN. Mr. John K. Holbrook.
Mr. Holbrook, please identify yourself for the record.

STATEMENT OF JOHN K. HOLBROOK, ATTORNEY, NEW YORK, N. Y.

Mlr. HOLnROOI. I am John K. Holbrook, attorney, New York City.
Mr. Chairman, and gentlemen of the committee: To save the time

of the committee, I will limit my comments on the proposed excess
profits tax, to the base period to be used in determining the tax. Spe-
cifically, I am going to speak of smaller corporations which would
have no benefit whatever from a base period calculation employing
3 of the 4 years from 1946 to 1949, inclusive. Notwithstanding an
impression which seems to be rather general that 1946-49 were pros-
perous for all business, I can assure the committee that such companies
do exist and furthermore that their weak position under such an excess
profits tax may have resulted to a large extent from their being so
involved in war work that they could not return to peacetime oper-
ations without sustaining losses in more than 1 year in the period
after 1945. Thie proposed bill seems to imply that there was only
one postwar year of losses since it gives the choice of 3 out of 4
years.

In the course of consideration of this legislation, I have urged
that years after 1945 in which a company was in reorganization under
chapter X of the National Bankruptcy Act be automatically excluded
from any base period used in computing the excess profits tax credit.
This would help those companies which were most seriously affected
in the transition from war to peacetime business. Because 1946 was
probably the most difficult year for even such of those companies
which did not invoke chapter X, I have also urged that 1946 be
omitted completely from any base period computation and that a tax-
payer company be given the choice of 2 of the 3 years 1947, 1948, and
1949. I urge the above suggestions for the consideration of this
committee.

I may illustrate my argument by the example of a company in
the electronics field, of whose experiences I have some knowledge.
It was organized in 1938 primarily for research work, but during
the war its products came to be in such demand for use in such crit-
ical items as radar, gunfire controls, and other war items, that it went
into production in three plants. When its war contracts were prac-
tically 100 percent canceled in September of 1945, its business was
practically 100 percent canceled also, because war business had come
to be its whole business. Its losses in 1946 and 1947 were such that
they could be carried back against the income of 1944 and 1945, and
the remainder carried forward against the incomes of 1948 and 1949,
and still leave the company with a net balance of loss for which it
has no carry forward privileges and no tax benefits at all while, at
the same time, the company is left in a very unfavorable situation as
regards a base period calculation under the proposed excess profits
tax.

362



EXCESS PROFITS TAX ON CORPORATIONS, 1950

It may be that particular attention should be given to companies
such as this one, which converted entirely to war production and is
now practically on 100 percent defense order production with such
pressure upon it for increased shipments of its products that it has
already had to plan on increases of its production facilities. It would
seem to be true that the smaller company which converted most comn-
pletely to war work had proportionately the greater amount of prob-
ems in entering postwar peacetime business and to some extent the

selection of the 4 years 1946 to 1949 as the base period years penalizes
these companies for the thoroughness of their contribution to the war
effort and at the same time to handicap them in their present contribu-
tion to defense in which their services may be again extremely
essential.

At the end of the last war, the companies most likely to prosper in
1946 were large companies with long civilian records of production
which might have conversion problems but adequate capital to meet
them, and time-saving advantages in established products, known out-
lets and a waiting market. Also there are those companies which
through force of circumstances could contribute little to the last war
effort. For example, the men's hat trade was a war producer in the
First World WVar when millions of field campaign hats were needed.
There were few if any required in the Second World War, and the
specialized equipment of the hat industry had probably little or no
conversion possibilities. On the other hand, there was probably an
excellent market for men's hats at the war's end, as several million
young servicemen returned to civilian life. Then there were com-
panies with a specialized product, for example, in the food or pharma-
ceutical line, which operated perhaps in only limited fashion during
the war because of war material shortages, perhaps of sugar or alcohol.
When these materials became readily available at the war's end, the
accumulated demand for the product might have made 1946 a spec-
tacularly profitable year. The smaller war companies which I have
been discussing, are quite unlike any of these examples.

If it is found that few companies exist which had comparatively
large losses in 1946 and 1947, with the result that they entered this new
defense period with depleted assets, then it will not be a tax loss of any
consequence to the Treasury if at least the following suggestion is
adopted for the benefit of such companies. This suggestion is that
the tax carry-forward policy adopted in the 1950 Revenue Act,
namely that of giving a 5-year carry-forward on losses, be applied to
tax years commencing in 1946 so that unused loss credits of 1946 and
1947 may be carried forward against profits at least of 1950-52. The
1950 Revenue Act grants the 5-year carry-forward only in respect to
years commencing with 1950, leaving for prior years only the 2-year
carry-forward which Congress has now recognized to be inadequate.

The administration of such a loss carry-over would not create an ad-
ditional burden on the Treasury Department. To determine the excess
profits tax credits for the years 1946-49, if those base years are adopted,
the Bureau of Internal Revenue will have to examine or reexamine
the returns for these years. It will require only a slight further step
at most to determine the loss which might be carried forward to 1950-
52. In other words, this amplified loss carry-forward and the proposed
excess profits tax are of themselves closely linked in administration
and, in fact, not too far apart in theory. If the profits of selected past
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years are to determine the profits to be retained in future years then
it is natural that the losses of these selected past years be applied to.
give a company a limited benefit in at least the first 2 years of an excess
profits tax period.

I have had a short opportunity to review the House committee's
report. At page 25 it states, "A net operating loss in the base period
may be carried forward to the excess profits tax years."

I suppose this means a loss of the years 1948 and 1949, because if it
does not, it is what I am asking for. But I do not believe it means the
losses of any of those 4 years, 1946-49.

The CHAIRMAN. Thank you very much for your contribution here.
Mr. HOLBROOK. Thank you.
The CIIAIRMIAN. Mr. Robert W. Cleveland.
Please identify yourself for the record, Mr. Cleveland, and proceed.

STATEMENT OF ROBERT W. CLEVELAND, PRESIDENT, CLEVELAND
BROS. EQUIPMENT CO., HARRISBURG, PA.

Mr. CLEVELAND. My name is Robert W. Cleveland. I am president
of the Cleveland Bros. Equipment Co. We are construction-equip-
ment distributors in Harrisburg, Pa.

I would like to submit my statement for the record, and talk ex-
temporaneously.

The CHAIRMAN. You may do so.
Mr. CLEVELAND. Cleveland Bros. are a very small company. We

are only 3 years old. We invested $500,000 in our business. We have
100 people employed, and we have made steady progress.

The excess profits tax law, as I understand it now, although I have
not finished with the House version of it, will practically put us out
of business, although this year we will make a net profit equal to our
original capital investment.

This is mainly so because of a chart that I have here. Our business
is not a business where we keep all our money in cash or anything
else. We have continually increased our plant. We now have two
buildings that we purchased at a cost of $285,000, and we are renting
another, and we have been contemplating two other places to rent,
which at the present time we do not dare do because we are afraid
to make any further commitments.

We own a fleet of trucks and cars which have cost us approximately
$57,000.

We purchased tools and machinery for approximately $80,000, and
we employ now 110 people at an average monthly payroll of over
$40,000.

This, as we can show you, has been a very steady progress since the
first year of our business. This is where we started [indicating], and
we have increased our employment, we have increased our payroll, and
we have increased cash in our business. Our sales have increased
considerably. With these sales we have had to put a lot more money
in inventor. We have had to carry a lot more accounts receivable.

We also have had to borrow a whale of a lot of money. Our banks
tell us if we reduce the money that we have in our business by any
means, such as payment of dividends or anything else, they will no
longer loan us any money, so we will just be absolutely out of the
business.
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This business has been somewhat as good for the tax collector as for
the owners of the business. In our first year we earned $148,000 and
paid $41,000 in taxes. Last year we earned $163,000, because we were
able to reinvest some money, and we paid $61,000 in taxes. This year
we have an anticipated earnings of $500,000, and under the present
tax laws would pay approximately $200,000. Under the law, as I
figure it, it would be so much in excess of that that it would just cause
us to liquidate our assets, lay off some of our employees, and face
virtual bankruptcy.

We committed ourselves for our buildings long before there was
ever any thought of excess profits. The last building we built was
designed and started just a year ago. However, it has been completed
during the past year.

As I say, we have plans for other things that we have had to table
at the present time.

I think that our actual success is going to put us out of business.
I also think that this is true of a number of other small businesses

in this country.
I therefore feel that any excess profits tax that would discriminate

against this group of small growing corporations, one of which we
find ourselves, will not allow them an opportunity to expand and
continue growth, and it will react to a much greater degree than it
does to older, bigger, and better-established companies.

If small growing corporations are given a chance to expand through
reinvesting up to, say 50 percent of their annual earnings, they will
probably pay more Federal profit taxes in the next 10 years than they
will under any excess profits tax program.

The CHAIRMAN. You have all the facts stated in your written state-
ment that you are offering for the record?

Mr. CLEVELAND. Yes, sir.

The CHAIRMAN. That will enable us to look at your picture, then,
Mr. Cleveland, and we will be glad to do so, of course.

Mr. CLEVELAND. Thank you.
The CHAIRMAN. Thank you very much for your appearance.
(The statement submitted by Mr. Cleveland reads in full as fol-

lows:)

STATEMENT OF ROBERT W. CLEVELAND, PRESIDENT OF CLEVELAND BROS.

EQUIPMENT Co., HARRISBURG, PA.

I am grateful for this opportunity to discuss before the Senate Finance
Committee, a matter I feel to be of great importance to ourselves and to all small
growing corporations. Every small growing corporation is faced with an
excess profit tax which is at once unfair and unrealistic, since the basic con-
ception of the tax does not allow for growth and expansion. My purpose
today is to call to your attention one of the phases of the operation of this
proposed excess profits tax which seems to have been overlooked. I propose to
show you how it discriminates against small growing corporations to the ad-
vantage of large well-established corporations.

It is our firm belief that the Senate of the United States is the body repre-
senting conservatism in this country; by this I do not mean conservatism in a
political sense, I mean conservatism stemming from the stake in the community
represented by the Members of the Senate, and in conservation as it relates to
the conservation of the assets that have made this the greatest country in the
world. The Senate is also the body that should halt the inflationary trend that
would be caused by an excess profits tax.

In a small privately owned business such as ours, growth and expansion can
be accomplished only through the time honored method of reinvesting earnings.
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This is necessary because of the impossibility of obtaining equity capital on any
reasonable basis. We cannot sell stock without surrendering at least in part,
control of the management of our business. Any change in management would
change the flexibility of our operation, and could lead to a loss of earning power.

We are a very small and a very young company. Cleveland Bros. Equipment
Co. is only 3 years old. Therefore, we have no reasonable base period upon
which to judge our present earnings. We are engaged in the unspectacular
business of selling and servicing heavy equipment to the construction and coal
mining industry of central Pennsylvania. We have invested a total of $500,000
in our business and employ approximately 110 people.

Our earning power is entirely dependent upon our ability to satisfy our clients
in the sale and service of construction machinery. Our earning power is depend-
ent upon the maintenance of a capital plant which at present consists of three
business locations (two of which are wholly owned and one rented), a fleet of
43 cars and trucks, and adequate tools, machines and equipment to service the
needs of our clients. Our earning power is dependent upon the maintenance
of adequate stocks of machines and parts at all times. From a cash investment
standpoint this has varied from 12.7 to 15.3 percent of our annual gross business.
Our earning power is also dependent upon maintaining sufficient working capital
to carry our accounts and operate successfully.

Our only means of maintaining this working capital is by reinvesting all of
our earnings and continually borrowing substantial sums of money. Unless we
can continue to borrow, our operations would be seriously curtailed. Since this
ability to borrow money is contingent upon our working capital and our net worth,
the reinvesting of earnings is a primary necessity. If an excess profits tax
becomes effective on our 1950 earnings and reduces our working capital con-
siderably, it will seriously limit our borrowing capacity. It could be so great
as to force us to liquidate a large part of our inventory. This would lead to
a reduction in sales, which in turn would lead to a reduction in employment
and in the facilities that we now have in operation. This could lead to a point
where we would be useless to our clients, who in turn would be adversely affected
since they have come to depend upon us to help them maintain efficient opera-
tions. With a smaller gross volume of business, we would have a reduced net
profit and of course a smaller tax bill. If we can keep a substantial part of
our earnings, we will reinvest them, earn more and live to pay bigger taxes
in the years to come.

Right here is the point I have come to explain. It is one phase of the tax
that seems to have been overlooked. The excess profits tax discriminates against
small growing corporations. It does not allow them an opportunity to expand
and continue growing. It reacts against them to a much greater degree than
it does to older, bigger, and better established corporations. If small growing
corporations are given a chance to expand through reinvesting up to 50 percent
of their annual earnings they will probably pay more Federal profits taxes in
the next 10 years than would be possible under the excess profits tax program.
This would he true because of increased profit possibilities with greater capital
and expanded organizations.

We all know that taxation is the source of income of our Government. If
increased revenue is necessary from corporations it should be realized by raising
the present tax rate sufficiently to meet the need.

Straightforward revenue raising taxes should be levied on corporate earnings,
neither discriminatory nor punitive taxes should ever be imposed. Since Con-
gress has the responsibility of raising taxes, it also has the responsibility of
controlling inflation and of assurng the Nation that it will not dry up any sources
of tax income. If the proposed excess profits taxes becomes law, it will seriously
affect many small growing concerns like our own, and make them smaller tax-
payers in the future rather than larger taxpayers. This will become a fact
because it will not leave enough of their earnings for expansion and working
capital, and it will therefore reduce their ability to earn profits.

Certainly in the Senate where we believe the conservatism of the country
lies, there should hlie given consideration to the conservation of the assets of
small business, so that they can continue to help support the Government.

If the presently proposed excess profits tax goes into effect for 1950, we believe
that it would he unfair to all small growing corporations and will be a case of
killing the goose that is laying the golden egg.

The CHAIRMAN. Mr. Simons. You may be seated and identify
yourself.
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STATEMENT OF GUSTAVE SIMONS, ATTORNEY FOR AMERICAN
MANAGEMENT COUNSEL, NEW YORK, N. Y.

Mr. SImIONS. I am Gustave Simons, 60 East Forty-second Street,
New York City. I appear as the attorney for American Management
Counsel.

Mr. Chairman and Senators, I should like to address myself pri-
marily to sections 442, 443, 444, and 445 of H. R. 9827.

In a recent report on the administration of excess profits tax relief
under the prior law, the American Bar Association, after extensive
study, criticized that administration as not having enough room for
discretion, as being too rigid.

The House bill, instead of curing that defect, attempts to make the
law more rigid, and I think renders it entirely unworkable in the light
of the experience of those who have worked with relief matters under
the prior law.

There is a provision permitting adjustment to industry standards if
there is abnormality during the base period. This is unworkable for
several reasons.

First, it is necessary to have I year of normal experience. To this 1
year the reconstruction is tied. But there are many corporations who
suffered abnormal interferences with sales or production during sub-
stantially all of the base period.

Furthermore, 1 year is not generally a statistically significant
period. The Bureau of Internal Revenue has consistently tended to
reject reconstructions of normal income which are based on 1 year's
experience.

Passing to the provision dealing with new companies or new prod-
ucts. In the case of new companies reconstruction is based on the
relation to total assets and an industry comparative is used. In
many cases there is no real connection between invested capital and
earnings. That was recognized in the provisions of section 722 (c) of
the old law.

Secondly, by tying the relief to the industry averages, the cor-
poration itself is tied to the industry. No provision is made for the
company that contributes to the community and thus pulls ahead of its
industry, the only basis for economic progress this country has ever
had.

If every company stayed with its industry, we would never have any
progress.

There is no provision for relief akin to section 721 (a) (2) (C) in
the case of an invention of a new product where the product was per-
fected after the base period. It is provided that the product must be
introduced by December 31, 1949.

There are many very important section 721 cases pending under the
old law where, after years of research the perfection, the fruition of
the research came after 1939, and I imagine that there are many where
new products are developed but do not happen to have been perfected
by December 31, 1949.

There is no adequate provision where an entire industry grows
at one time as in the case of television. But the most serious aspect
of this overly rigid attempted but mythical objective standard is the
very proposition of tying it to an industry. For one thing, many
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companies are in several industries. Warner & Swasey make ma-
chine tools and textile machines. We all know of innumerable exam-
ples. The disentanglement of a corporation that is in various in-
dustries is a well-nigh impossible task.

Secondly, there will be great difficulty about industrial classifica-
tions. The Bureau of Internal Revenue rejected the comment of this
very committee when this committee indicated that the machine-tool
industry might be a depressed industry in connection with its report of
the 1942 act. That rejection was contained in a letter dated June 22,
1944. It used as an industry standard the 32 largest corporations
which had in the years 1936 through 1939 large export sales to Euro-
pean countries that were rearming. It omitted the thousands of small
machine-tool companies that did not have that export business, and we
will just have years of litigation over industry classification if the
law goes through on that basis.

In a recent case having to do with a company manufacturing a
pharmaceutical product, which is the basis of the saving of lives of
hundreds of thousands of people, a proposed industrial comparison
advanced by the Bureau of Internal Revenue included one company
which manufactured and sold perfume, and another company that
manufactured products having to do with hog cholera. And yet the
excess profits tax of this corporation developing one of the most not-
able advances in human medicine is supposed to be predicated on
that kind of a comparison.

Furthermore, within an industry there are variances in the case of
companies that have exporting, those that do not, those that subcon-
tract a lot and those that do not.

The Bureau of Internal Revenue itself has warned against this
kind of relief. In its own bulletin on section 722 in part V (2) (c)
(1) (c) it states:

Since the normal operating conditions of all members of the industry are
likely to be more widely divergent than a selected segment thereof, the same
caution as noted above should be observed in the use of industry data. Indis-
criminate use of such data would serve to give a particular taxpayer merely the
average for the industry instead of earnings which are normal for it. This
would discriminate against the taxpayer which is above the average of its
industry and would favor a taxpayer which is below such average. The reference
to industry data, therefore, is justified only in the case of a well-knit homogeneous
industry where the taxpayer can be demonstrated to be typical of its industry.

And I know, gentlemen, of very few companies that qualify on that
basis.

In some cases, as with the development of frozen orange juice in
Florida, there is apt to be no industry at all. Thus, the efforts to
objectify and make purely mathematical the application of what is
essentially an equitable provision is doomed to failure from the start.
Yet equitable relief is essential since no two companies are alike, and
many of those coming within the province of sections 721 and 722
and are entitled to equitable relief.

The fact that the administration of those sections is broken down
is no reason why the section should be eliminated. It means that
the administration should be changed.

Canada, which had a comparable provision of law, has successfully
administered it. Only one case is unsettled at the present time, 123
claims were denied, 8,166 out of 8.398 have been allowed on a satis-
factory basis. I know many Canadian tax attorneys and have dis-
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covered none who is dissatisfied with the administration of their relief
provision, while I know none in the United States who is satisfied
with the administration here. The law is substantially similar in
both countries.

The reason for the difficulty has been that the administration has
been on a basis of advocacy instead of judicial impartiality. We
have not drafted the kind of men they had up in Canada. They
drafted industry leaders.

Now, the success of the excess-profits tax depends on support of
the public. Support depends on a sense of fairness. The sense of
fairness depends on equitable administration of special relief pro-
visions. That administration is one of the most important jobs in
the economics of this country and demands the services of leaders of
business, finance, labor, and the public.

Therefore, it is recommended that provisions for relief substan-
tially similar to those of sections 721 and 722 be included in this law;
that provision be made that it be administered impartially by the
finest type of administrator. Consideration should be given to giving
this administration to the National Security Resources Board, as was
done with certificates of necessity under the Revenue Act of 1950,
because that Board, is less concerned with the raising of revenue and,
therefore, does not sit as advocate, judge and jury all at the same time.

Finally, a Court of Tax Equity should be established having
equitable jurisdiction phrased in terms of section 722 (a), which is
a broad general grant of equitable power. Any effort to confine
equitable adjustment by limitation such as those contained in the
regulations now in effect in the House bill must fail. Equity must
be done in accordance with the kind of equitable procedure which
has been established through centuries of experience in our courts
of equity, and a very simple provision for that would do the job.

The CHAIRMAN. Thank you.
Mr. SIMONS. May I submit a supplementary statement?
The CHAIRMAN. Yes, sir; you may do so.
(The statement submitted by Mr. Simons is as follows:)

STATEMENT OF GUSTAVE SIMONS, ESQ., OF NEW YORK

I make this statement as attorney for American Management Counsel, an
impartial and fact-finding organization, which has made extended studies of
methods of stimulating capital formation through equitable taxation. The
American people are willing to pay any necessary tax to support their Nation in
its present peril. But, since the Boston Tea Party, the American people have
resisted an inequitable tax. A tax that falls unevenly and unfairly on certain
deserving segments of the community is inequitable and destroys the confidence
of the people in the equity of the tax.

The excess profits tax approved by the Ways and Means Committee of the
House of Representatives is discriminatory. Suppose on December 15, 1949,
a corporation commenced the manufacture of a new drug, so wonderful that its
inventor had won the Nobel prize. Scientific know-how rather than tangible
invested capital creates the income. Obviously, such a corporation would have
no adequate capital or earnings base. This type of corporation would be entitled
to relief under either section 721 or 722 as provided in the Revenue Act of
1942. But, such provisions have been omitted in the House bill to date. The
continued omission would be fatal to a just and equitable excess profits tax law.

But the mere reinstatement of these relief provisions will he insufficient.
Those provisions, under the 1942 act have broken down in practical administra-
tion. This complaint is so widespread that the American Bar Association has
made a special report on the subject. Not only this, but in February 1946 the
Joint Committee on Internal Revenue Taxation held hearings on charges of
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maladministration of section 722. I testified before that committee at that time
on behalf of the Federal Tax Forum. As a result of those hearings, an Excess
Profits Tax Council was formed. As the American Bar Association report points
out, it has failed in its purpose.

It was supposed to expedite consideration of cases. There is not an attorney
in the country who will not tell you that it has delayed the closing of cases.
Thousands of cases closed by agreement in the field are held up in Washington.
The Council was supposed to liberalize the administration of relief. In thou-
sands of cases relief granted in the field has been cut down by the Council and
I know of no case where the Council increased the relief or granted relief where
it had been denied in the field.

Just one example is necessary to demonstrate how the will of Congress has
been thwarted. Section 722 (b) (3) provided relief for corporations which
were members of depressed industries. An example of a depressed industry
given in its report on the 1942 bill by this very committee was the machine-tool
industry, whose financial stability is the very heart and soul of our defense
efforts. On June 22, 1944, the Bureau of Internal Revenue issued a letter stating
that the machine-tool industry was not depressed. This war based on the data foi
the 32 largest corporations in the industry. As pointed out in my testimony
before the joint committee in February 1946, the data for all machine-tool com-
panies creates a very different picture. Yet this situation has not been remedied
in the almost 5 years since that time.

I am not aware of any published ruling by the Bureau or the Council holding
any industry to be depressed and entitled to relief under section 722 (b) (3).
This section might just as well have been omitted from the law and the comments
of this committee in 1942 expunged.

This need not necessarily be the case. Canada, during the last year, had
a similar law. Relief was administered by a board of referees. There were
8,398 claims made; 108 were withdrawn; only 1 is yet undecided; in 123 no
relief was allowed. In 8,166 out of the original 8,398 some relief was allowed.
Dr. Joseph A. Bechman, Assistant Assistant Director of the Tax Advisory Staff
of the Treasury, received these data some weeks ago. This compares with the
thousands upon thousands of undecided cases in this country. True, there were
fewer cases in Canada but their personnel was proportionately fewer as well.
There is not one tax attorney in Canada who does not have confidence in the
equity of tax relief administration in that country and there is not one tax
attorney in the United States who does have confidence in the equitable adminis-
tration of tax relief in this country.

One of the major reasons for the difference between Canadian and American
tax equity administration was that in Canada leaders of the business com-
munity participated in the administration of relief. They have not been enlisted
or drafted in this country for this urgent purpose. Instead the Council is loaded
down with ex-Bureau men thoroughly indoctrinated in the Bureau point of view,
consistently striving for reduction of the amount of relief and not taking a
judicial approach.

In case an excess profits tax bill is recommended by this committee my recom-
mendations are as follows:

1. That it contain relief provisions generally similar to those in the previous
law.

2. That additional provision be made for the administration of these pro-
visions either (a) by the National Security Resource Board, which now admin-
isters certificate of necessity and has the confidence of the business community,
or (b) by a special court of tax equity which, as in the case of the old courts
of equity will have a general mandate to administer equitable relief in tax
matters where the strict letter of the law and administrative regulations creates
a manifest injustice, contrary to the intent of the people in Congress assembled.

These changes should be applied to claims already pending under the 1942 act.

(Mr Simons later submitted the following supplementary state-
ment:)

SUPPLEMENTARY STATEMENT OF GUSTAVE SiMONS BEFORE THE SENATE FINANCE

COMMITTEE, DEEMBER 7, 1950

This document supplements my oral and written statements presented to the

Senate Finance Committee on December 6, 1950, in connection with the Excess
Profits Tax Act of 1950.
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I shall particularly discuss sections 443 and 444 of H. R. 9827 which passed
the House on December 5, 1950.

These two provisions are among the most dangerous and ill considered pieces
of tax legislation in our history. The people and possibly most of the Congress
are unaware of their implications.

Necessity for adequate equitable relief provisions is recognized if we are to
tax war profits without unduly impeding economic progress. Sections 443 and
444 are intended to accomplish this result but will have an exactly opposite
consequence.

SECTION 443-CHANGE IN PRODUCTS OR SERVICES

This section provides relief if there was a change of products or services
within the 3 years ending December 31, 1949. If the new product (or service)
meets certain tests, relief is allowed. The tests are inadequate and the measure
of relief is both impractical and bad.

Inadequacy of qualifying provisions
1. It is required that the product or services be introduced prior to January 1,

1950. Suppose a corporation has been carrying on experiments for many years.
The research is complete and the product introduced in 1950. Its success has
nothing to do with the war. Why should such a corporation be denied relief?
An example of the foregoing is the introduction in 1950 of color television by
the Columbia Broadcasting System. Another possible example is the introduc-
tion of a wonderful, new synthetic yarn, Orlon, by the du Pont Co. There are
innumerable other scientific discoveries which will come to fruition during the
existence of this tax. Section 721 (a) (2) (C) of the old law did not limit
its relief to products introduced prior to January 1, 1940, and the proposed time
limit will put a most serious brake on scientific progress.

2. The requirement that the new product must account for one-third of the
taxpayer's net income is not good. This would mean that with two corporations
similarly situated, one where the new product accounted for 30 percent of its
net income would not obtain relief, whereas one where it accounted for 40
percent of its net income would receive relief. Taxation should not depend on
such accidents. This will discourage the introduction of new products or re-
search by corporations which have many products and may be in the best posi-
tion to do research. It is also unfortunate that no relief is proposed for com-
panies which materially increase their income because of a change in method
of operation.

Impracticality and evil of the measure of relief
1. This section would reconstruct base period income by granting the taxpayer

the same rate of return on its assets as was earned by the taxpayer's industry.
There are many situations in which normal earnings have no relationship to
capital but are dependent on scientific know-how or management ingenuity. This
was recognized under the old law by the provisions of section 722 (c). Suppose
a management engineering corporation was organized on December 1, 1949 (if
organized on January 1, 1950, it would not even qualify for relief), and developed
an excellent form of production incentive which expedited critical production in
this country. Since its "assets" under this bill would be negligible, it would re-
ceive negligible relief. Suppose a corporation developed a patent for an essential
new product which it licensed to other corporations It might have negligible
asset value and receive no relief. Section 721 of the old law properly covers such
cases.

2. It is particularly bad to limit the tax credit to the earnings of the taxpayer's
industry. The very core of American industrial progress lies in the corporation
which pulls ahead of its industry. To tie a corporation to the earnings of this
industry would be to destroy all incentive for the introduction of a new product.

The Tax Court has measured relief under section 721 by the extent to which
the taxpayer's income from a new product exceeded the progress made by its in-
dustry. The greater progress of earnings is taken to be the measure of inventive
income and the measure of relief. Under this proposal a taxpayer would be
penalized for pulling ahead of its industry. This is exactly the opposite of the
solutions worked out by the Tax Court under section 721. (See W. B. Knight
Machinery Co. v. Commissioner 6 T. C. 519, March 19, 1946; William M. Bailey
Company v. Commissioner, 15 T. C. , No. 65 (promulgated October 10,
1950; and Sommerfeld Machine Company v. Commissioner, 15 T. C.
No. 64 (promulgated October 10, 1950)).
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Under section 722 (b) (4), dealing with the introduction of new products
or services, the Bureau of Internal Revenue also measured relief by the extent
to which the taxpayer pulled ahead of its industry in a fashion exactly opposite
to what the House bill proposes. See Bulletin or Section 722, United States
Treasury Department, part V (II) (C) (3) (c), which reads as follows:

"The fact that income had not reached normal by the end of the base period
may be exhibited in the year-by-year progress made by the taxpayer. If no such
progress is observable, there is no indication that the taxpayer was in a stage
of initial development so that an extended period of two years would be expected
to result in an improvement in earnings. It is not sufficient, however, that the
taxpayer's earnings had been increasing, if they were increasing only at the same
rate as comparable mature members of the industry ; this would show only
normal industry growth. A marked upward trend for the taxpayer as compared
with mature concerns is needed to indicate development growth necessitating
the use of the push-back rule." [Emphasis in the original, not supplied by me.]

3. The industry comparative is absurd and unworkable. It will be the source
of complete confusion and much litigation for the following reasons:

(a) Many corporations are in several industries. If CBS color television did
qualify for relief, would it be granted on the basis of CBS being a member of the
radio industry or the television industry? Warner & Swasey makes both machine
tools and textile machinery. What is its industry classification? If du Pont
did qualify for relief on Orion, what industry would it come under?

(b) There are many variants within an industry. Some members of an indus-
try do export work; others do not. The critical nature of this difference was
emphasized in my testimony before the Joint Committee on Internal Revenue
Taxation in February 1946, in connection with the division within the machine
tool industry between companies that did do exporting and those that did not.
Within a given industry many companies subcontract, while others do not, etc.
This danger is recognized by the Treasury in the aforesaid bulletin. The Bureau.
itself states at part V (II) (C) (1) (c) :

"Since the normal operating conditions of all members of the industry are
likely to be more widely divergent than a selected segment thereof, the same
caution as noted above should be observed in the use of industry data. Indis-
criminate use of such data would serve to give a particular taxpayer merely the
average for the industry of earnings which are normal for it. This would dis-
criminate against a taxpayer which is above the average of its industry and would
favor a taxpayer which is below such average. The referee to industry data,
therefore, is justified onl!l in the ease of a well-knit, homogeneous industry, where
the taxpalyer can be demonstrated to be typical of its industry." [Emphasis
supplied.]

In the course of the handling of a great many relief cases under the old law,
I have found very few industries which conform to this requirement. Suppose
the average manufacturer of industrial furnace sells only 2 percent of its product
to the automobile industry but a given taxpayer sells 100 percent of its product
to the automobile industry and can demonstrate that its financial situation has
always depended on that of the automobile industry. Why should its relief
be measured by a comparison with the furnace industry rather than with the
automobile industry?

The recent Tax Court decision in William 31. Bailey Company v. Commissioner
(15 T. C. -, No. 65), promulgated on October 10, 1950, reinforces our position
on this question.

In the Bailey case taxpayer's products were employed in operation of blast
furnaces for the production of pig iron. As to the choice of index which should
be chosen for determining improved business conditions, the Tax Court makes
the following statement:

"The remaining question concerns the choice of an appropriate index to reflect
the portion of net abnormal income due not to research and development but to
improved business conditions (W. B. Knight Machinery Co., 6 T. C. 519 (Dec.
15.035) ; regulations 112, sec. 35, 721.3). We have chosen the factors for pig iron
production. While not themselves pig iron, each of the products in question was
employed exclusively in operation of blast furnices for the production of pig iron.
An increased demand for the iron therefore inevitably accounted for some por-
tion of petitioner's increased sales. It is not shown that application of different
business improvement factors would change the result. See Rochester Button
Co., supra, 554."
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(c) Finally, I fear arbitrary and unfair industry classification by the Com-
missioner. In 1942 this very committee, in connection with section 722, sug-
gested that the machine-tool industry was a depressed one. In my 1946 testi-
mony I demonstrated how this expression of intent had been thwarted by the
Commissioner, when on June 22, 1944, he circularized mlchine-tool industry
data based on the experience of the 32 largest companies, all of whom did an
export business. This ga e an utterly distorted picture for the vast majority
of small machine-tool companies which did not do an export business. A decision
as to whether the textile industry is to be divided into a northern or southern
industry, or treated as one, will have critical results and may be entirely arbi-
trary and unfair. There is a case now pending before the Commissioner, where
relief is claimed by a pharmaceutical manufacturer, manufacturing a drug whose
inventor had won the Nobel prize. It is proposed by the Bureau that relief be
limited by comparing this company to an industry classification which includes
a manufacturer of perfumes and another manufacturer of a hog cholera remedy,
together with many others equally irrelevant.

The industry classification concept is unworkable, unfair, and destroys all
incentives to progress.

SECTION 444-NEW CORPORATIONS

This section provides for relief along the same general lines as the preceding
one. Its relief is limited to corporations organized after the base period. This
is an arbitrary limitation. Corporations organized at the very end of the base
period might not obtain adequate relief under the various complicated growth
provisions in the I-louse bill and should not be deprived of relief under this
section. All of the other evils resulting from measuring relief by the amount of
assets of a corporation (suppose a corporation has huge assets but they are not
involved in the new product or in the novel enterprise) and in the industrial
comparative as mentioned in connection with section 443 apply here.

SECTION 442

This section deals with a corporation which suffered an abnormal interference
with income during the base period. Here relief is measured by an industrial
comparison. All the evils of such industrial comparison mentioned before also
apply here. Furthermore, it would be permitted to reconstruct an entire base
period experience on the basis of only 1 year of actual experience. The Com-
missioner in relief cases now pending is consistently and energetically declaring
that 1 year of experience is not a statistically significant basis for reconstruction
of normal earnings. Yet section 442 would legislate this very proposition now
opposed by the Commissioner.

Solution
The reason for these unwise and unsound proposals in the difficulty of admin-

istering sections 721 and 722 of the old law.
The American Bar Association, in a recent report on section 722, pointed out

that the difficulties of fair administration arose out of the failure to exercise
adequate discretion, flexibility, and liberality. The House bill instead of mak-
ing relief administration less rigid, proposes to make it more rigid. This will
never work.

There is no necessity that provisions such as section' 721 and 722 should
not work. As pointed out in my statement of December 6, 1950, similar pro-
visions have worked spendidly in Canada, where out of 8,398 cases only 1 is
now undecided, only 123 received no relief and 8,166 received relief. Every
one of the many Canadian attorneys and accountants with whom I have spoken
states this was a fair solution of the problem. If Canada can do it, why
cannot this country? There are approximately 700 cases pending before the
Tax Court. Administration should be decentralized and detechnicalized. In
each State of the Union there should function a Federal court of tax equity.
The Senators from each State should propose three members of this court for
each State, with three alternates. One should be selected from business, one
from labor, and one from the public. The President should select from these
12 individuals in each State a 3-man court, with 3 alternates, subject to con-
firmation by the Senate. The members should serve without pay. Their
determination should be subject to review by the circuit court of appeals only
as to errors of law. They should have broad, equitable jurisdiction to administer



374 EXCESS PROFITS TAX ON CORPORATIONS, 1950

the provisions of law which should be substantially similar to the former
sections 721 and 722. Any taxpayer having a case now pending before the
Bureau or before the Tax Court under the old provisions of law should have
an election to transfer his case, prior to the hearing, to the appropriate court
of tax equity. Ultimately, these courts should be vested with jurisditcion to
do equity in any tax case where the letter of the law does an injustice. The
Tax Court has frequently recognized that its hands are bound by the rigid
provisions of law and that it is compelled to do a manifest injustice. The
Supreme Court of the United States itself has recognized that equitable juris-
diction with regard to the tax law does exist (see Bull v. United States, 295
U. S. 247, 55 S. Ct. 695 (1935)), and a specific tribunal for this purpose will
do much to increase the confidence of the people of the United States in the
fairness of the tax laws with consequent substantial increase in tax revenues
annually collected.

Respectfully submitted.
GUSTAVE SIMONS,

Attorney for American Managemcnt Counsel.
DECEMBER 7, 1950.

The CHAIRMAN. We have two additional witnesses, Mr. Schultz and
Mr. Paul.

Mr. Schultz, identify yourself for the record and proceed.

STATEMENT OF RAYMOND H. SCHULTZ, ATTORNEY, CHICAGO, ILL.

Mr. SCHULTz. My name is Raymond H. Schultz. I am an attorney
at law with offices in Chicago, Ill.

Mr. Chairman and members of the committee, I desire to present
the case of debtor corporations subject to debt arrangements con-
firmed under chapter XI of the National Bankruptcy Act prior to
1950. The proposed new excess profits tax does not provide for such
corporations. Such a law without an appropriate provision for the
determination of the normal profits of such debtor corporations will
impose a destructive and inequitable burden on such corporations with
resulting tax loss to the Government and economic loss to the country.
An appropriate and equitable provision for such corporations is
readily at hand which renders such destruction needless and un-
warranted.

A chapter XI proceeding involves only unsecured debts of the debtor
corporation and the creditors involved are not investors in the busi-
ness but are suppliers seeking collection of their trade accounts
receivable as soon as possible. An arrangement with such creditors is
effected only if they, from their exhaustive analysis of the business,
determine that the indebtedness will be paid in a short period of time
through continuation of the business as opposed to payment by liquida-
tion of the business. An arrangement requires payment of the in-
debtedness in definite installments over a short period of time and
such arrangement necessarily involves and is based upon the best judg-
ment obtainable as to the future profits of the business. An arrange-
ment confirmed prior to 1950 is based upon a forecast of normal profits
of the business. The provisions of the excess profits tax law proposed,
however, fail to recognize, or to give any effect to that qualified judg-
ment as to the normal profits of the business. The debtor corporation
necessarily has a poor earnings record during the proposed base-period
years and losses sustained during such period have decreased its in-
vested capital. While its indebtedness must be paid according to the
normal profits of its business as forecast in the arrangement, the pro-
posed excess profits tax law will tax such normal earnings as excess
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profits, thereby preventing the debtor corporation from paying its
indebtedness and forcing it into bankruptcy with resultant tax loss
to the Government and economic loss to the country.

The following is an actual situation which will serve as an example
in this statement. A corporation which has been in business for more
than 50 years was required at the close of 1947 to seek a creditors'
arrangement under chapter XI of the National Bankruptcy Act.
While it had net income of $1,080,000 in 1946, exclusive of capital
losses, it incurred net losses of $600,000 in 1947 and $1,300,000 in each
of the years 1948 and 1949. In October 1949 a plan of arrangement
was accepted by the creditors and confirmed by the court. Under this
arrangement the corporation was required to pay its unsecured debts
at the close of 1947 in the amoimt of $3,100,000 in five equal annual in-
stallments of $620,000 each.

The arrangement clearly reveals that the creditors appraised the
debtor as follows: That the debtor under normal operations should
make profits of not less than $1,000,000 a year, that such profits after
normal and surtaxes would leave a balance of the profits of not less
than $620,000 to pay the installments required under the arrange-
ment. As the arrangement was confirmed in October 1949, this fore-
cast of the profits of the debtor was a forecast of normal profits be-
cause the present defense economy and excess profits could not then
have been foreseen and any mind that could have then forseen such
excess profits would also have foreseen an excess profits tax which
would deny the corporation the benefits of such profits. Clearly such
forecast of normal profits was the basis of such arrangement for with-
out such forecast it would have been realized that the arrangement
could not be performed and the arrangement would not have been
accepted by the creditors and confirmed by the court.

But what will be the position of this corporation under an excess
profits tax law similar 'to the prior law? Obviously the corporation
cannot use its actual experience in the base-period years as a basis for
excess profits credit. Its invested capital has declined through losses
to $4,000,000. On an invested capital basis of 8 percent it would have
an excess profits credit of only $320,000 and its income in excess of
such amount would be deemed excess profits.

Should the normal and surtax rates be 45 percent, the excess profits
tax rate be 80 percent, and its earnings $1,000,000, the amount of its
appraised normal net income, it would retain out of its $1,000,000 of
earnings only $310,000 with an obligation to pay $620,000 under the
plan of arrangement. When the experts determined what should be
normal earnings of the corporation, they undoubtedly considered the
possibility of an increase in normal and surtax rates and concluded that
the earnings of the corporation would be sufficient to absorb any fore-
seeable increase. It was realized that if such combined rates be iii-
creased to take 50 percent of the normal profits, the corporation would
be required to earn only $1,240,000. However, under an excess profits
tax burden of 80 percent the corporation would be required to earn in
excess of $2,500,000 to have sufficient funds to pay the required
$620,000. It is obvious that no increase in earnings of the corporation
would be possible which would enable it to make up the funds neces-
sary to meet the payments required by the arrangement. Such excess
profits taxes would deprive the corporation of its normal profits and
not take just its excess profits. The most thorough examination of this
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particular business has resulted in the best judgment possible that the
normal profits before taxes of this particular business should be not
less than $1,000,000. The law, however, does not recognize this judg-
ment but provides by general standards that do not fit the above situ-
ation that the normal profits of this business are only $320,000.

The same situation exists as to practically every debtor corporation
which sought the benefits of chapter XI of the National Bankruptcy
Act and obtained a plan of arrangement prior to 1950. Its arrange-
ment necessarily is framed upon a forecast of the normal earnings of
its business and the payments required thereunder are specific and
definite.

On the other hand, the debtor corporation in the example, and any
othilier debtor corporation under a chapter XI arrangement confirmed
prior to 1950, is peculiarly amenable to a particular relief provision
which can be inserted into the proposed excess profits tax law and
w-hich will be wholly equitable and relatively easy to apply and admin-
ister with the least possible delay in the granting of the relief. This
relief provision would recognize and utilize the arrangement pro-
ceedings in measuring the normal earnings of the debtor. As pointed
out above the arrangement in our example, and every other arrange-
ment, necessarily involves and is based upon the most qualified fore-
cast of the normal earnings of the debtor corporation. The arrange-
ment therefore furnishes a tailor-made measurement of the normal
profits of the particular business of the debtor and the debtor's excess
profits credit should not be less than the normal profits reflected in
the arrangement.

The debts required to be paid under the arrangement can only be
paid from two sources of funds. These sources are: First, net profits;
and second, proceeds from the liquidation of assets. If the amount
of the total payments on account of principal indebtedness required
of the debtor in each year under the arrangement is first reduced by
the proceeds received from the liquidation of assets, and by the
proceeds which would have been received if assets which should have
been liquidated had been liquidated, and the reduced amount is then
increased so that such reduced amount would remain after the pay-
ment of an income tax at the rate in effect at the time of the confirma-
tion of the arrangement, the resulting amount is the minimum normal
net profits forecast under the arrangement. Such minimum amount
at least is normal profits of the debtor and should not be subject to
excess profits tax as such tax is not intended to be, nor should it be,
a tax imposed on normal profits. The excess profits credit of the
debtor therefore should not be less than such minimum amount. If
it is less, the debtor is being taxed on normal profits and not on
excess profits.

The minimum excess profits credit proposed above is not only the
minimum amount of the debtor's normal profits but it is also the
minimum amount which will permit the debtor to survive. The
debtor is not relieved of any burden imposed by increased normal or
surtax rates, it is merely relieved from an excess profits tax on its
normal profits and certainly it is entitled to such relief. The means
of granting the relief proposed is immediately at hand in the arrange-
ment of the debtor and can be readily and easily applied as illustrated
above. Certainly the destruction of the debtor by an excess profits
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tax with the resulting loss to the Government and the country is
inequitable, needless, and unwarranted.

There is attached hereto a suggested section to be incorporated
into the new excess profits tax statute which it is believed will accom-
plish the relief so necessary to companies having taken advantage
of chapter XI of the National Bankruptcy Act prior to 1950, and
which will fully protect the Government's revenue.

The CIrMAN. Thank you very much. The reporter will place
your proposed provision in the record.

(The proposed provision submitted by Mr. Schultz is as follows:)

PROPOSED PROVISION--ExcEss PROFITS TAX

Add the following at the end of the subsection of the proposed excess profits
tax law which corresponds to section 713 (d) (1) of the Internal Revenue Code
(relating to the average base period net income) :

"In the case of a taxpayer with respect to which an arrangement has been
confirmed under Chapter XI of the National Bankruptcy Act prior to January
1, 1950, the average base period net income of such taxpayer, for the purpose of
determining the tax imposed by this chapter on such taxpayer for any taxable
year, shall be deemed to be not less than an amount of which the aggregate of
all payments, required by the arrangement to be made by the taxpayer during
such taxable year on account of principal indebtedness of the taxpayer provided
for in the arrangement, is 62 per centum. For the purposes of the preceding sen-
tence the aggregate of all payments, required by the arrangement to be made
by the taxpayer during such taxable year on account of principal indebtedness
of the taxpayer provided for in the arrangeent, shall be determined by ex-
cluding therefrom so much of such paymentss as could have been made by the
taxpayer other than from income included in the taxpayer's excess profits net
income for such taxable year (determined at the close of such taxable year as
though such payments were required to be made at the close of such taxable
year) without undue hardship to the taxpayer or its business."

The CIIAIRMAN. Mr. A. Harding Paul.
Mr. PAUL. If it is agreeable, I can come back in the morning, Mr.

Chairman.
The CHAIRMAN. We have a full schedule for tomorrow.
Mr. PAUL. I will enter my name and appearance and file my state-

ment, and simply tell you the things that are in it, without reading it.
The CHAIRMAN. All right, you file it for the record, the full state-

ment. You may proceed.

STATEMENT OF A. HARDING PAUL, ATTORNEY AT LAW,
WASHINGTON, D. C.

Mr. PAUL. I am A. Harding Paul, an attorney practicing law in
Washington, D. C., and represent certain of my firm's corporate
clients, namely: R. B. Davis Co., grocery products manufacturers of
Hoboken, N. J.; Getz Bros. & Co., exporters and importers of San
Francisco, Calif; E. A. Merkle, Inc., printers and publishers of Wash-
ington, D. C.; Mohican Stores, Inc., a chain of food stores in New
York City; and the Locomotive Finished Material Co., manufacturers
of locomotive parts and other materials, of Atchison, Kans. These are
all small to medium-sized corporations and all are vitally concerned
with the problem of excess profits taxation. They would all prefer
that there be no excess profits tax but that the needed revenue to
finance the defense program be raised in some other manner.

I will exclude the rest of my remarks and file them, except that I
would like to say, Senator, that we think that there should be a ter-
mination date to the excess profits tax law.

75900--50--25



378 EXCESS PROFITS TAX ON CORPORATIONS, 1950

I think that the chairman is familiar with the direct advocacy of
the general revenue revisions to correct the inequities of the 1942 act.
It has been almost accomplished but never quite. If there is a ter-
mination date prescribed in this law, it will more certainly reassure
the taxpayers that the matter will be brought up again.

We think that that termination date should be December 31, 1952,
so that at the end of the next Congress they will have a chance to
reexamine the law.

We also think that there should be some provision for using current
earnings in the base to determine the three best years. This could be
accomplished by an index prepared by the Bureau of Internal Revenue
or the Department of Commerce to show the trend of normal earnings,
and with that in view it would cure a lot of these inequitable cases by
permitting 1950 to come into the picture in determining 1951 normal
profits, by having the taxpayer select the year from 1946 through
1950, 1950 to be reconstructed on the basis of this industry index as
to what is normal.

We think that we should have 100 percent of what is normal and not
85 percent or 75 percent.

We think also that there should be some provision in this law to
eliminate the imposition of section 102 tax on corporations during the
year 1950. During World War II, or the operation of that law, the
Commissioner did not enforce that section because corporations were
generally unable to determine what was an unreasonable accumulation.
But if 1950 this statute should provide that there would be no imposi-
tion of a penalty under section 102, it would be very beneficial, because
no board of directors at this date can say what the amount of excess
profits tax is going to be. It is extremely harsh to have to look back
and say, "Well, we accumulated this for a tax," which may be lower
than they expect or may be higher. It is impossible to say.

So, it seems to me suspension of that penalty tax during the imposi-
tion of a retroactive tax would be of very great benefit.

We also believe that this section 117 (j) losses should not be elimi-
nated. You recall in the provision on the Revenue Act of 1950 before,
this committee and the Congress refused to eliminate the benefit of
section 117 (j) losses, in determining the losses subject to the higher
normal and surtax, but there is a provision in the House law, in H. R.
9827, which eliminates that for excess profits tax.

We think that there is no reason for the elimination of that because
there is every reason to encourage the scrapping of old, obsolete equip-
ment and installations for the purpose of making a more effective and
efficient productive facility to carry on the defense program.

The CHARMAN. Yes, sir. Thank you very much for your ap-
pearance.

(The prepared statement of Mr. Paul reads in full as follows:)

STATEMENT OF A. HARDING PAUL, ATTORNEY AT LAW, WASHINGTON, D. C.

I am A. Harding Paul, an attorney practicing law in Washington, D. C., and
represent certain of my firm's corporate clients, namely: R. B. Davis Co., grocery-
products manufacturers of Hoboken, N. J.; Getz Bros. & Co., exporters and im-
porters of San Francisco, Calif.; E. A. Merkle, Inc., printers and publishers of
Washington, D. C.; Mohican Stores, Inc., a chain of food stores of New York
City; and the Locomotive Finished Material Co., manufacturers of locomotive
parts and other materials, of Atchison, Kans. These are all small to medium-
sized corporations and all are vitally concerned with the problem of excess
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profits taxation. They would all prefer that there be no excess profits tax but
that the needed revenue to finance the defense program be raised in some other
manner.

I have presented my clients' and my views on the subject of excess profits
taxes before the Ways and Means Committee, and some of the provisions which
we advocated have been included in H. R. 9827. There are a few provisions,
however, which have not been included in the bill just passed by the House that
we believe should be included in any excess profits tax law to be enacted. I have
no extended statement in the premises, but with permission of the committee
will merely summarize these proposals and ask permission to submit a more
detailed analysis for the record.

One thing we have advocated is that there should be a termination date fixed
for the expiration of any excess profits law. We believe it should be no later
than December 31, 1952. This would permit the next Congress near the end of
its term to reexamine the situation in the light of events at a definite future
date. I am sure the members of the committe are familiar with the fact that
there has been frequent advocacy of a general revenue revision bill, mainly to
correct the inequities of the Revenue Act of 1942. Except for the repealing of
the excess profits tax law in 1946 and the making of a few minor changes, no
general overhauling of the tax structure has taken place. By including a termina-
tion date to the excess profits tax, taxpayers could be reassured that a time for
revision will definitely come before Congress and that outstanding bad provisions
of the law which may be enacted can then be corrected.

We also advocate that a provision be included to permit the use of current
earnings data in determining normal profits which should not be taxed as excess.
Specifically, we recommend that the law provide for the use of an index to be
prepared by the Bureau of Internal Revenue or the Department of Commerce
to measure normal growth of profits by industries so that years subsequent to
1949 can be brought into the period of years a taxpayer may select from in
determining its average base period earnings credit. Based upon data known
to various industry groups and governmental agencies prior to July 1, 1950, a
trend chart by industries of normal profits can be erected. Such index can be
applied to the average earnings of a particular taxpayer for the years 1946 to
1949, inclusive, to reconstruct normal profits for the years 1950 and 1951. The
taxpayer should then be permitted, if it chooses to do so, to use the earnings of
such years so reconstructed, together with other years' actual earnings in the
period 1946 to 1949, inclusive, in making its 3-year selection to determine its
average normal profits for the purpose of credit. The statute should also provide
that a taxpayer could, by following certain standards, prove, if possible, that its
particular earnings trend exceeded the industry average and then should be per-
mitted to determine its credit by selection of years included those so recon-
structed. Furthermore, the credit should be 100 percent of the average for the
3 selected years, not 75 percent as proposed by Secretary Snyder, nor 85 percent as
contained in H. R. 9827.

We very definitely feel that, with respect to any taxable year ending in 1950
at least, a provision should be included in the law which will eliminate any
chance for the imposition of a penalty tax under section 102. This penalty tax,
as you know, is imposed upon a corporation which accumulates earnings and
profits beyond the reasonable needs of the business. In the present situation
wherein it was announced, as was done in section 701 (a) of the Revenue Act of
1950, that Congress intended to enact an excess profits tax retroactively, it seems
harsh indeed to permit the imposition of a penalty for accumulation. A board
of directors of a corporation during 1950 would be derelict of its duty if it did
not accumulate more earnings than it normally would, to be certain of having
sufficient funds at hand to pay any retroactively imposed tax. It could never
know how high such a tax would be. Perhaps it is not the intention of the Com-
missioner of Internal Revenue to impose any section 102 tax in 1950, but it
would be helpful to him and beyond doubt wise to provide in the statute that
such penalty shall not be asserted this year.

While I have not discussed this matter with my clients, I am sure that they
are unanimously opposed to the provision included in H. R. 9827 which would
deny section 117 (j) losses in determining earnings subject to the excess profits
tax.

Section 117 (j), as you know, permits a corporation to deduct in full business
property losses but gives capital-gains treatment to profits realized on the sale
or exchange of such property.
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In the Revenue Act of 1950 this committee and Congress rejected an attempt
on the part of the Treasury to revise this section so as to in effect eliminate
losses as deductible by declaring them to be capital and not operating. The
present proposed change in this section is but another attempt to accomplish the
same thing, viz, make such property losses nondeductible insofar as the excess
profits tax is concerned. The same reasons obtain for not making such a change.

Congress, in devising the war tax law of 1942, recognized that to encourage
industrial efficiency for production, it would be wise to stimulate change-overs
from obsolete to up-to-date machinery, equipment, and buildings by giving tax-
payers making such change-overs at losses or gains favorable tax treatment.
The same reasons which prompted passage of section 117 (j) originally exist
today when the country must eliminate inefficient structures and install the most
up-to-date obtainable to permit the greatest possible contribution to industrial
production. Elimination of the loss deduction in computing excess profits income
and thus exacting an excess profits tax on such loss will retard the discard of
old and installation of new efficient structures. This will hinder, not help the
defense armament program.

The CHAIRMAN. I will ask the reporter to insert in the record at
this point a memorandum in support of exemption of vermiculite
mines from the excess profits tax, submitted by the Board of Trade
Building, Chicago, Ill.

(The memorandum referred to is as follows:)
MEMORANDUM OF JOHN H. BISHOP IN SUPPORT OF EXEMPTION OF VERMICULITE

MIINES FROI EXCESS PROFITS TAX IN BEHALF OF BOARD OF TRADE BUILDING,

CHICAGO, ILL.

I. HISTORY OF EXCESS PROFITS TAX LEGISLATION FOR VERMICULITE

In 1943, the War Production Board classified vermiculite as a mineral neces-
sary for the war effort. Thereafter it was included in the Revenue Act of 1943
with other strategic minerals, and income from the mining of it was exempted
from excess profits taxes. The exemption so granted remained in effect until
the Excess Profits Tax Act was repealed.

II. WAR USES OF VERMICULITE

When vermiculite was classified in 1943 as a mineral essential to the war
effort, it was being used principally for high-temperature cements, insulation, and
sound-deadening for gun compartments in airplanes, ship decking, roof decking,
and for insulation and construction of Government buildings.

Since the end of World War II, it has not only maintained the position which
it had during the war but it has extended its use in many additional and im-
portant phases of the rearmament program. We list below some of the more
important ones:

1. Underground insulation for steam lines
Vermiculite is the principal ingredient for what is known as the Z-Crete system

of insulating underground steam lines. It has been used extensively on all types
of Army and Navy installations. Some of the jobs that have been completed
are the following: The Thirty-sixth Street Airport, Miami, Fla.; Raritan
Arsenal, Metuchen, N. J.; Training Aids Building, Camp Springs, Md.; shop
buildings at the Engineer School, Fort Belvoir, Va.; fire stations at Walter Reed
Hospital, Washington, D. C.; barracks and mess hall, Vint Hall Farms Station,
Warrenton, Va.; Washington National Airport, Gravelly Point, Va.; Veterans'
Administration Hospital, Manchester, N. H.; gymnasium and theater at West-
over Field, Chicopee Falls, Mass.; Pentagon Building, Washington, D. C.; Lime-
stone Army Air Base, Limestone, Maine; Signal Depot, Lexington, Ky.; Navy
work at Treasure Island, San Francisco, Calif.; air bases at Duluth, Minn.;
Fargo, N. Dak., and Riverdale, N. Dak.

Z-Crete insulation has been specified for the Air Force development at Tulla-
homa, Tenn., and for the veterans' hospital at Pittsburgh, Pa.

More than 30,000 feet of underground steam piping are being insulated with
this material at the Army installation at Anchorage, Alaska. A special vermic-
ulite expanding plant has been constructed in Alaska to take care of the present
and future work that is expected from Army installations and from Govern-
ment housing.
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Z-Crete insulation has been installed in approximately 100 housing projects
in the past 3 years and on numerous industrial and utility installations. It is
estimated that the expansion of industrial and utility facilities in the rearma-
ment program and the need for additional Army camps and housing will require
quantities substantially in excess of the amount furnished in the past.
$. Precast chimneys for Army camps, atomic energy installations, and other

Government buildings
Because vermiculite is fireproof and indestructible, it has been used in the

manufacture of chimneys for Army camps, Atomic Energy Commission struc-
tures, and other Government installations in place of steel stacks that were
formerly used.

Chimneys manufactured from vermiculite have been installed in the Atomic
Energy Commission projects in Salt Lake City, Utah; Pocatello, Idaho; An-
chorage, Alaska; Oak Ridge, Tenn.; Fort Leonard Wood, Camp Atterbury,
Camp Edwards, and Camp Pickett. Government contracts for this type of
insulation now existing are DA-23-037-AV-15 and 16.

Fifth Army headquarters in Chicago have advised the manufacturers of
this type chimney that they will be required to furnish vermiculite chimneys
to all camps and forts under Fifth Army jurisdiction. It is expected that First,
Second, and Third Army headquarters will standardize on this type of product.

It is estimated that requirements for this type of installation will far exceed
the vermiculite that has been allocated for this use in the past.

S. Antisieat coating in holds of ships
The Bureau of Ships and Docks, under its release of October 1, 1943, 52-V-19

(Int.) has specified vermiculite as an antisweat coating for naval vessels. This
material is now the recognized standard product for this use.

4. Rail joint packing compound
Railroads are now using substantial quantities of vermiculite compounded with

heavy lubricating oil and inhibitors for rail joint packing. In a period of na-
tional emergency, this is important in maintaining our transportation system.

5. Fireproofing of steel
Vermiculite, in combination with gypsum, is being widely used for the fire-

proofing of steel beams and columns. Underwriters laboratories have given
the material a 4-hour fire rating. This type of fireproofing reduces approxi-
mately 90 percent the weight of the fireproofing material. A 35-story building,
by using vermiculite fireproofing, saved 1,80 tons of structural steel, on approxi-
mately 30 percent of the amount originally estimated.

In addition to the fireproofing qualities, vermiculite is used for plaster, roof
decks, floor fill, and other construction uses. Because of its light weight, it
results in substantial reductions in steel requirements. When is a critical item,
as at present, any reduction in its use is of prime importance to the war effort.
Since vermiculite contributes materially to that reduction, its importance in the
saving of steel cannot be overemphasized.

6. High-temperature cements
Vermiculite is the principal ingredient in high-temperature cements that are

used in the insulation of blast furnices and in oil refineries. In the former, it is
believed to be the only practical material available for the purpose. It is of
particular importance in the oil industry because it can be shipped to distant
points in concentrated form and there converted into the insulation that is re-
quired for refinery construction. The obvious effect is a material saving in
shipping space.

7. Building construction
During the last war vermiculite was used in large quantities for insulated and

fireproofed roof decks on Government buildings. Notable examples are the
Pentagon Building, Washington, D. C., the small arms plant at St. Louis, Mo.,
and the Velox national supply depot at Velox, Wash.

It is presently being used for the same purpose on Government installations.
It is also being manufactured into a roof tile. This tile has gained wide accept-
ance because it combines structural strength, insulation, fireproofing, and
acoustical properties.

Vermiculite is used as a plaster aggregate, for light-weight concrete aggregate
and for insulation for all types of structures. The latter is of prime importance
in that it permits substantial savings on fuel consumption.
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8. Agricultural uses
Vermiculite aggregates and vermiculite insulation are generally the only

materials available in small farm communities where they are used to build
and insulate all types of farm structures. This contributes to the economical
production of food.

It is also being used by practically all large fertilizer manufacturers as a
fertilizer conditioner.

Other uses contributory to the rearmament program might be given. It is
believed unnecessary. The mineral has made for itself a place in the war
economy of this country that cannot be taken over by any other known mineral.
From the mere listing of the uses above, it is apparent that in almost every
instance the use is one which is peculiar to the mineral itself and which would
be wholly lost if an adequate supply were not maintained. There are no known
substitutes for this material in the principal war uses above described.

III. EFFECT OF EXEMPTION PROVISIONS OF THE REVENUE ACT

Under the exemption provisions of the last excess profits tax law, the vermicu-
lite industry was able to supply the war needs of the country. From 1943 to 1946
tonnage mined increased about 90 percent. It is a fair assumption that a sub-
stantial part of this increase was attributable to the excess profits tax exemption.

Since the end of the war, the vermiculite industry has continued to grow.
While we have not been able to compile figures from all the operating mines, we
can illustrate the growth from the records of the principal producer. From
April 1, 1946, to March 31, 1950, this mining company spent over $1,500,000 for
the expansion and improvement of production and operating facilities. This
resulted in increased tonnages and increased earnings. Production increased
from about 86,000 tons in 1946 to approximately 169,000 tons in 1949. Profits
increased from $217,000 in 1946 to $541,000 in 1949. Income taxes paid increased
from $82,000 in 1946 to $203,000 in 1949.
If the earnings over these years had been subjected to a normal tax of 45

percent and an excess profits tax at the rate of 75 percent, it is a safe assumption
that expansion of production and operating facilities could not have gone forward
on the scale that was actually accomplished.

From the records of the past war period, it is believed safe to assume that
there will be a substantial increase in the demand for vermiculite as a result
of the present rearmament program. The mines are now operating at peak
capacity and the economy is absorbing the entire output of the mines. It is
not possible to stockpile any amount of the mineral under present conditions.
If the industry is to keep pace with the war effort and supply the anticipated
increase in demand, it will have to have funds available to procure the needed
additional facilities. This it cannot do if it must face a normal tax of 45
percent and an excess profits tax at the rate of 75 percent.

The loss of revenue from the granting of the exemption will be small. The
principal producers of vermiculite are engaged in two activities-the mining
of ore and the manufacture and sale of finished products. Income from the
two activities is about equally divided-for example, the records of one of the
larger companies show 49 percent of income from mInining in 1949 and 51 percent
from the sale of expanded products and other materials; in 1950 the ratio was
54 percent from mining and 46 percent from the sale of expanded products and
other materials. The exemption would apply then to only about one-half of
the income of the vermiculite miners. Since the total income of all miners is
small, the loss of revenue could not be a material one. It is believed that this
loss of revenue from the exemption would he more than offset by additional
normal taxes that would result from increased production and increased sales
of expanded material and other products that would indroubtedly follow from
continued growth of the industry. Certainly, if the growth equaled that of the
last war, or that of the postwar period, receipts from normal taxes would far
exceed the loss of revenue that would result from exemption of the industry
from excess profits taxes on mining.

Iv. CONCLUSION

In conclusion, we respectfully request that the mining of vermiculite be
granted exenption of excess profits taxes in the revenue act under considera-
tion, because-

(1) It would be in keeping with the precedent established in World
War II.
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(2) It would be in furtherance of the objects of the Strategic Minerals
Act.

(3) It would encourage development and additional production to meet
war needs.

(4) It would follow the recommendation of the American Mining 'Congress.
(5) It would result in substantial savings of critical items, such as steel,

fuel, and transportation facilities.
(6) It would not materially affect revenue collections.

(The following material was submitted for the record:)

STATEMENT BY RALPH W. HARDY, DIRECTOR OF GOVERNMENT RELATIONS, NATIONAL
ASSOCIATION OF BROADCASTERS

The National Association of Broadcasters is a trade association whose mem-
bers are engaged in all forms of broadcasting-amplitude modulation, frequency
modulation, and television. The association has a membership of approximately
1,500.

By the very nature of their service functions, broadcasters are deeply con-
scious of the swift pace of national and world events. They understand the
implications of leadership inherent in this country's role in the family of na-
tions. Being practical businessmen in a highly competitive area, they are urg-
ently aware of the relationship between costs and services. Broadcasters do Inot
oppose necessary procedures on the part of Government to levy taxes to meet
the heavy costs of the defense program. On the contrary, they would prefer to
see their Government achieve as nearly as possible a pay-as-you-go basis of
operation. The factors involved in arriving at an equitable distribution of the
heavy tax load are of great concern to the members of this industry, and it is
with regard to these factors as they pertain to broadcasting in all of its aspects
that we seek to lay before your committee a current and accurate picture.

We do not represent ourselves as being tax experts. However, our own close
review of our industry and its obvious tax problems leads us to express great
sympathy for the joint staff and this committee as they proceed to recommend
to the Congress excess profits tax legislation that will answer the many com-
pelling diversities in American business in a fair manner and at the same time
be serviceable from an administrative point of view and still produce the needed
revenue. We can understand and appreciate the sentiments that have been
expressed by leaders in both Houses of Congress and the Treasury viewing with
concern the many problems that will arise with excess profits taxes.

Broadcasting as an industry offers a prime example of the tremendous diffi-
culties encountered in the application of excess profits tax principles. Presum-
ably the concept of an excess profits tax is that it shall absorb that portion of
business profits which is in excess of the normal level of profits for individual
business units. The underlying assumption is that such excess profits result
from emergency or wartime factors, external to the business unit, rather than
from normal economic conditions and normal management leadership. There-
fore, it becomes essential that a fair and legitimate measurement of "normal
level of profits" be established. Otherwise, such a tax burdens corporate achieve-
ments as based upon management and entrepreneurial ability. There is con-
siderable difficulty-even during ordinary times-in establishing any formula
which accurately and justly measures the normal profits of individual firms. The
plight of the broadcaster arises out of the fact that due to constant technological
development coupled with unusual regulation by the Government, there is, to
all intents and purposes, no "normal time," and, consequently, no "normal profit"
period. To see this, let us examine the make-up of the industry, particularizing
on the three major segments, AM, FM, and TV.

As this country entered World War II there were in operation, licensed by the
Government, 882 standard broadcast (AM) stations. There were 48 FM (fre-
quency modulation) stations on the air, and 1 commercial television station.
During World War II, the Federal Communications Commission, the broadcast
licensing arm of the Government, froze all applications for additional radio
facilities so the growth picture became static. This Government freeze ended
on August 7, 1945, and during the intervening period to December 31, 1949, the
number of AM stations jumped to 2,086, an increase of 137 percent. FM stations
increased from 4, to 732, or 15 times as many as were on the air before the war.

The television picture is even more extreme than sound broadcasting. Whereas
in 1941 there was only 1 commercial TV station in operation, on December 31,
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1949, there were 97. Respecting television and its normal growth picture,
another artificial brake was applied and the natural expansion movement dis-
torted by a freeze order on television licenses issued by the FCO on September
30, 1948. Since that date there have been no further television license applica-
tions processed by the Commission. These, then, are the facts pertaining to
growth. There are additional factors, however, having a bearing on this unusual
state of affairs, and I invite your consideration of them.

Without burdening the committee with technical details, permit me to point
out that frequency modulation presented a new form of sound broadcasting,
designed in the words of its proponents, including members of the Federal Com-
munications Commission, to eventually supplant the standard or amplitude modu-
lation method of sound broadcasting. With the FCC urging them to action,
many broadcasters already operating AM transmitters undertook to pioneer FM,
paying its losses out of their AM earnings. Some indication of the extent of this
joint operation is seen in the fact that of the 732 FM stations on the air as of
December 31, 1949, 614 or 84 percent were functioning in connection with a
standard AM station. The profit picture of these broadcast corporations would
not in any sense be normal during this extended developmental period.

Let us take next the case of the 58 percent of the present standard AM stations
which came into being with the end of the FCC freeze at the termination of
World War II. A substantial number of these new licenses were granted for
communities that previously had not enjoyed a local radio outlet. Others made
it possible to expand into a desirable diversity the number of individual program
services available to a community or region. In the process of the return of the
normal environment of competitive forces in the postwar years and the estab-
lishing of these new broadcast stations, a period of losses or abnormally low
earnings characterized most of the stations in this category. Any base period
selected during the past 5 years would manifestly be discriminatory to this
important part of the industry. It should be borne in mind that the general rule
of procedure for broadcasters having both AM and FM is to continue them under a
common corporate entity.

To bring the broad industry picture into full focus, let us now add the television
problem. As in the case of FM, television transmitting service was undertaken
largely by broadcasters who already were in the AM broadcasting business, and
in many cases were also broadcasting FM. In a few instances television stations
were launched as distinct corporations without any relationship to an AM or FM
operation. During the base period suggested by the Treasury, it was not an
uncommon experience to see television operators together together engaging in
friendly rivalry matching experience to see who could claim the distinction of
losing money at a greater rate than the others. The operating losses were
staggering and they were carried either by siphoning off earnings from sound
broadcasting or by heavy investments of risk capital put forward in the faith
that this new industry could be launched successfully. The problem of applying
excess profits taxes to television operations is perhaps as serious and extreme
as any that you will consider.

There is a tendency to group industries of a somewhat similar functional type
together to arrive at bases for studies showing percentage returns on net worth
and for tax computations. To combine radio and television broadcasting with
the broad field of communications, including tihe vast public utilities operating in
this area, would be completely unrealistic and would not take into account the
many distinguishing conditions and factors already outlined that have a direct
bearing on the equities of taxation pertaining to broadcasters.

There is still another important consideration worthy of your attention. In
petitioning you for review of tihe peculiar problems incident to our industry, we
have in mind the object that no legislation will be recommended by this com-
mittee of the Senate that will in any way impair the maintenance and growth
of a strong and efficient system of communication that has unequalled speed,
power, and effectiveness in reaching the masses of the American citizenry in
peace, in emergency, and in war with messages and directives of the Government
as well as the tremendously vital morale sustaining services. In the report on
American civil defense plans transmitted by the Honorable Stuart Symington,
Chairman of the National Security Resources Board to the President, State and
community planners are told '"The nerve system of civil defense is communica-
tions. * * * Communications plans at the local level should embrace all
forms of communications including * * * AM, FM, and TV. * * * Broad-
casting stations (including television) should be utilized as an important medium
to inform the public of its responsibility in civil defense. Through broadcastng
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stations, timely civil defense informational and educational material can be
quickly presented to a maximum audience with a minimum number of persons
required to prepare arnd disseminate tihe information."

On July 21, 1950, at the outbreak of the Korean troubles, Dr. John R. Steelmanu,
the assistant to the President, requested that imnmediale steps be taken by the
National Association of Broadcasters, "to organize the entire broadcasting in-
dustry in some manner in which it would be instantly available to the Govern-
ment as required." This organization of the broadcasting irldustry has been
accomplished and the broadcasters have pledged thenosel es to render all-out
service to their country in contributing skills and facilities to meet every
challenge.

The period ahead is filled with many uncertainties. For the broadcaster it
does not look like a boom. On the contrary, it has ominous indications of hard-
ships and stresses. Serious problems of equipment maintenance, receiving set
manufacturing and distribution, manpower and material shortages are already
on the horizon. Hanging over all this is the completely baffling influence of con-
stant new inventions in the field of electronics that periodically and unpredictably
shake the structure of the industry to its foundations. To this picture add the
sizable ingredient of Government regulation through decisions and directives
of the Federal Communications Commission, and you have the principle sources
of tensions that plague broadcasters in their view of the present as well as of
things to come.

The earnest hope of the members of this industry is that your committee will
be able to produce an effective tax bill that will meet the urgent needs of the
Government and, being free from administrative snares andt inequities, will
permit radio and television broadcasting to sustain themselves and grow to
fill their great role in our national life in rendering vital public service.

The broadcasters are convinced that their case is not only unique, but is one
of commanding merit.

KENT-COFFEY MANUFACTURING CO.,
Lcnoir, N. C., December 5, 1950.

COMMITTEE ON FINANCE,
United States Senate,

Senate Office Building, Washington, D. C.
GENTLE:MIEN: I Harold F. Coffey, president of the Kent-Coffey Manufacturing

Co. of Lenoir, N. C'.. submit herewith the following facts and figures .setting forth
this company's predicament should there be enacted an excess profits tax using
an average earnings or invested capital credit, without providing relief for such
cases as ours in which plant expansion during tihe base period has resultedl in
loss in production and net earnings.

By way of qualification, I would like to state that I have been with the com-
pany since its organization, beginning as a factory workman and serving in var-
ious capacities, including that of executive vice president and sales manager for
more than 25 years prior to 1943. Since my father's death in 1943, I have served
as president.

GENERAL BusINESS EXPANSION

Believe your committee will find that there was a general expansion of plant
facilities following World War II and that this company, rather than being an
exception, followed the general trend in this particular. Likewise, I believe you
will find that there was considerable equity and borrowed capital employed to
finance this expansion, all of which was employed with the anticipation of real-
izing increased earnings from such expansions to retire these obligations. In our
case, it was largely borrowed capital, and without an adequate credit for earn-
ings for the year 1949, it would have been better to have made no plant expansion.

ORIGIN AND I-HISTORY

This company is a manufacturer of wood bedroom furniture and began bus-
iness in 1907 with a paid capital of $33,800.

By consistently plowing back its profits, after income taxes, into plant expan-
sion to take care of the increased demand for its product, the company is enjoy-
ing an increased volume of sales, which for the 10 mouths ended September 30,
1910, exceeded $4,000,000. As the result of its plant expansion, the company
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estimates its annual volume of sales will exceed $6,000,000. The company's sales
are widely distributed in the United States, Canada, Mexico, and Hawaii. At
September 30, 1950, the company had 596 employees at its factory location, and 27
colmmnlission salesmen, a total personnel of 623.

Although the foregoing sales volume is stated in millions which looks big to
us, when compared with industry as a whole, we are definitely in the small corpor-
ation class. I assume that you have already been furnished figures showing that
it was the small corporation that was hardest hit in the previous excess profits tax
for the reason that they did not have the comparable credit; either by earnings
or invested capital with the large corporations.

THIS COMPANY'S PREDICAMENT

In the light of the enactment of an excess profits tax, using the period 1946-49 as
the basis for a credit, this company finds itself in this predicament:

1. During the base period years 1946-49, and to September 30, 1950, this com-
pany made the following expansion of its plant and equipment:

Fiscal year ended Nov. 30, 1947-------------------------------- $54, 434.10
Fiscal year ended Nov. 30, 1948 -------------------------------- 124, 412.90
Twenty-two months ended Sept. 30, 1950__---------------------- 848, 973.65

Total plant expansion to Sept. 30, 1950-------------------- 1, 027, 820.65
Plant and equipment Nov. 30, 1946------------------------------ 520, 064.47

Total plant and equipment Sept. 30, 1950, as shown exhibit A_ 1, 547, 885.12

You will notice by the foregoing that the major plant expansion extended over a
22-month period to September 30, 1950, and in the event the year 1949 is used as
the last year of the base period, this period of expansion then extended 10 months
beyond the base period. In making this expansion, it was necessary to demolish
a large area of wooden buildings and replace them with modern, standard mill
construction, consisting of brick walls, steel beams, and standard 5-inch factory
flooring. The productive floor space was increased to 383,751 square feet, an
increase of approximately 104,000 square feet. Included in this expansion was
the installation of new and modern machinery, labor-saving devices, conveyor-
ized equipment, and a system of quality control which, together with the in-
creased productive floor area should produce an annual earnings credit consid-
erably in excess of any shown in the base period years.

2. Of the 22-month period of plant construction and renovation, the 13 months
ended May 30. 1950, was the most affected by the interruption of the expansion
program, and in this 13-month period, the company sustained an actual loss of
$30.287.88. The management was confronted with the choice of closing the plant
down completely and concentrating all efforts on building for a period of 6 to 8
months, or of building the plant around the workmen and suffering a consequent
loss in the production of goods during the construction period. The latter course
was chosen, resulting in the dollar loss just stated. To close down completely
for such an extended period would have entailed disruption of the plant organ-
ization and the permanent loss of skilled workmen, requiring years to train new
personnel to the degree of skill and efficiency existing at the time of the inter-
ruption. Likewise, with no product available for sale, contact with the customer
would have been lost and the sales force disbanded, making necessary a long
uphill pull to reactivate a selling organization and regain anything approaching
a normal status in the trade.

3. By referring to exhibit B you will note that the company had net earnings
before income taxes for the proposed base period of years as follows:

Fiscal year ended Nov. 30, 1946_______________________________ $338, 938.41
Fiscal year ended Nov. 30, 1947__-----_________________________ 559, 865.12
Fiscal year ended Nov. 30, 194--------------------------------- 737, 813.97
Fiscal year ended Nov. 30, 1949-----__________________________ 174, 635. 40

Total ------------------------------------------------ 1,811, 253.30
Average ----------------------------------------------- 452,813.32

An average earnings of $452.813.32 would be a severe handicap to this company
as it would not reflect the substantial and consistent growth during the base
period, and above all, it would not reflect the profits that can be earned with the
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new and modern plant with increased productive floor space and improved
facilities.

The plant expansion was practically completed by May 30, 1950. For the 4
months of June, July, August, and September, 1950, the company realized a net
profit of $231,181 which, when placed on an annual basis would result in a net
profit of $693,543. This figure, although an index of tile effect of the plant ex-
pansion, is inadequate, for the reasons that the full effect of the expansion was not
felt in all four of the months stated, and tile production for this period was at a
rising material and labor cost, whereas, the orders were taken several months
previous and at prices in effect on and prior to June 5, 1950.

Since writing the foregoing, H. R. 9827 has become available, and specific
reference is made to section 442, abnormalities during base period, shown at
page 57 of the bill. We have carefully examined this section and have applied
it to our situation anld find that it affords us no relief whatsoever, for the reason
that an industry-wide index of earnings is used instead of that of our own, which
is much more, as can he seen by referring to exhibits A and B attached, where
it will be noted that this company earned an average of approximately 44 percent
on its net worth for the years 1946-48.

The bill proposes a credit on invested capital at 12 percent, which in our case
would produce a credit less than any one of the year's earnings, and, consequently,
the invested-capital method affords us no relief.

CONCLUSION

We strongly urge, first, that the substituted earnings during the construction
period-in our case the year 1949-be based on each corporation's own experience
and not that of the industry-wide average; and, second, that the growth formula
be applied after having substituted such constructive earnings for the period of
construction. Only by these means can companies such as ours, whose earnings
were materially reduced during the period of expansion, be allowed an earnings
credit comparable to those companies whose earnings were not interrupted by
plant expansion. Even such a credit would allow nothing for the increased
capacity as the result of plant expansion.

We hope your committee will see fit to enact into law such provisions as the
foregoing that will afford relief merited by the conditions heretofore outlined.

Respectfully submitted,
KENT-COFFEY MANUFACTURING CO.,

By HAROLD F. COFFEY, President.

ExrmT A.-Kent-Coffey Manufactoring Co., comparative balance sheet

Fiscal year, Fiscal year, Fiscal year, Fiscal year, To Sept. 30,
Nov. 30, 1946 Nov. 30, 1947 Nov. 30, 1948 Nov. 30, 1949 1950

Assets:
Cash..... ......------------------------ $50, 727.37 $56, 813. 68 $192, 830.05 $76, 709. 83 $175, 586. 79
Accounts receivable- ---- - 296, 254.36 373, 375.93 537, 209. 56 390, 387.45 655, 026.31
Notes receivable .. 5,000. 00 - ----- - -461 .- 80 1
Inventories...................... 486,185.41 648,804.14 710,803.46 505,928.10 732, 361.03
Cash value life insurance......... 30, 787.50 36, 013.25 41, 922. 15 48, 071.10 48, 071.10
Plant and equipment.....-----------. 520,064.47 574, 498.57 698, 911.47 1, 219, 330.93 1, 547, 5.12
Prepaid expense 4, 145.49 18, 178.13 14, 775.62 35, 215.16 67, 327.15
Stock in other corporations..... 26, 000. 00 26, 000. 00 26, 000. 00 72, 000. 00 72, 000. 00

Total assets- - - - - -

Liabilities:
Accounts payable--------
Notes payable --- --.-.. .
Accruals-- - - - - -- - - - - -
Reserve for depreciation-----
Preferred stock...................
Common stock- -......... ......
Surplus -...--...- --.. .. . .

Total liabilities_ ---

1,414, 164.60 1,733,683.70 2, 227,452.31 2,347,642.57 3,298,257.50

48,153.22 43, 346. 10 43,785. 31 79,300.38 188,053.78
125, 000. 00 5, 000.00 200, 000.00 735, 000. 00
122, 956.34 288, 401.11 376, 219. 29 146, 709.44 274,006. 73
185, 917.71 202,257.22 225,737.54 259, 981.19 307, 481. 19
30,000.00 -- -

400,000.00 400, 000. 00 400, 000.00 400, 000.00 400, 000.00
502,137.33 799,679.27 1,176,710.17 1,261,651.56 1,393,715.80

1,414,164.60 1,733,683.70 2,227,452.31 2,347,642.57 3,298,257.50
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EXHIBIT B.-Kent-Coffey Manufacturing Co. analysis of net profit and surplus

Fiscal year, Fiscal year, Fiscal year, Fiscal year. To Sept.30,
Nov. 30, 1946 Nov. 30, 1947 Nov. 30, 1948 Nov. 30, 1949 1950

Net profits, 5 months- - - -- - - - - - --........ $209,843.42 ...........
Net loss. 7 months.....---------------- ---------------------------------------- 35, 208.02
Net profits:

6 months........------------------------- ------ ---.-. -...--.............- ---------- $4, 90.14
4 months---938---41 6559.. . .. .8-. 6. 231,181.00
Fiscal years---------------------- $338,938.41 $559,865. 2 $737, 813. ....... ... .......

Net profit for period ...-.. ... 33. 93S. 41 559, 865 62 737, 13.97 174, 635. 4 236,101.14
Less income taxes accrued ...... 150,572. 901 232,815.35 307, 180. 24 66, 511.53 98, 501.40

Net addition to surplus -..-.-. 188, 365. 51 327,050. 27 430, 633.73 108, 123.67 137, 599. 74
Beginning surplus _._.... -_... ..... 344,020.57 502,137.33 799,679.27 1,176,710.17 1,261,651.56
Additions:

Including cash value life insur-
ance ............ .. _ ..._. . . . 6,719.25 5,225.75 5, 908.90 6, 148. 95....... .

Miscellaneous adjustments -..-.-. _.. 1.62 146.52 1,671.77 180.00

Total-------------------------. 539,105.33 834,414.97 1,236,36. 42 1,292,654.76 1,399,431.30
Deductions:

Life-insurance premiums .-...-... 5,468.00 9,610.70 7,094 95 7,003.20 5,715. 50
Preferred stock retired.-...... .. . 1,875. 00 ..... .. ............. .........-- .. ..........
Preferred stock dividend ....... 5, 625. 00 1,125.00 -- - ---- _-------____ _
Common stock dividend.----- 24,000.00 24, 000.0 48,000.00 24,000.00 ---.---- :----
M iscellaneous adjustm ents_ _ _ _ _ _ _ _ - -.-.- ... 4, 563.30 _ _......... ..... ... .. .

End surplus balance .------------ 502, 137. 33 790, 679. 27 1,176, 710. 17 1, 261,651.56 1,393, 715.80

STATISTICAL

Volume of sales......--------------------- $3,303,333.30 $4, 111,755.42 $5, 205,113.72 $3,745, 881.20 $4,111,976.65
Net return on net profit after

taxes ...-------------------. percent 5.7 7. 8. 2. 3.3
Invested capital ...------------- do 20.21 27.26 27.31 6.1 7.67

PARENTS' INSTITUTE, INC.,

New York 17, N. Y., Decenmber 6, 1950.
Senator WALTER F. GEORGE

Senate Finance Committee, Senate Office Building, Washington, D. C.
DEAR SENATOR GEORGE: We are greatly distressed, on studying the excess profits

tax bill (H. R. 9827) to find that, because of circumstance peculiar to our com-
pany, we would have virtually no excess profits tax credit ot the income method
and very little on the invested capital method.

This company is a moderate-sized publishing company which publishes Parents'
Magazine and Varsity (a young man's magazine).

In 1946 we launched Varsity and incurred heavy losses through 1949. In 1947
we liquidated certain publishing subsidiaries and Parents' Institute, Inc., sus-
tained substantial losses from such liquidation. These two things together more
than canceled the profits we made from Parents' Magazine. Therefore, on the
income basis we would have practically no excess profits credit under the pro-
visions of the bill.

On the invested capital basis we would have a negligible credit, because like
most other small publishing firms, we have a low capitalization.

With Varsity now practically at a break-even points and with the results on
Parents' Magazine more profitable (due to increased efficiency and despite de-
creased advertising paging) we apparently face the prospect of having virtually
all our present normal income subject to excess profits taxes.

We sincerely believe that it is not the intent of Congress so to tax normal
income. Since none of our present income can possibly be deemed "defense or
war-swollen" we must respectfully protest the provision in the proposed tax bill
which would cause such an unfair situation.

The practical effect of H. R. 9827 is to subject all our normal earnings to
excess profits tax.

Specifically, we urge that the following provisions be retained from the Excess
Profit Tax Act of World War II, namely-

(a) The growth formula, and
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(b) The definition of base period (so as to allow for the Inclusion of fiscal
periods instead of placing everyone on calendar periods).

We also recommend that-
(a) Losses sustained in development of new products (in our case a new

magazine) be -eliminated from the base period.
(b) Nonrecurring losses sustained in liquidation of subsidiaries be elimi-

nated from the base period.
(c) The relief provisions, replacing old section 722, be amended specifically

to include problems such as ours.
(d) A Special Relief Board be created to handle the unusual type of case,

such as ours, which is certain to be subjected to the maximum over-all tax,
67 percent in H. R. 9827, and where the income is not the result of the defense
or war economy.

We sincerely trust this letter will have your most serious consideration.
Respectfully yours,

GEORGE J. HECHT, President.

RICHMOND, VA., December 7, 1950.
Hon. WALTER F. GEORGE,

Chairman, Senate Finance Committce.
Washington, D. C.

MY DEAR MR. CHAIRMAN : To avoid taking the time of your hard-pressed com-
mittee by personal appearance, I am writing this letter to invite attention to a
defect in H. R. 9827, which I believe resulted from accidental oversight and which
can easily be corrected by the amendment suggested below.

The World War II excess profits law recognized the fact that fire and casualty
insurance companies were required by law to set aside reserves which accounted
for and absorbed a substantial portion of their equity capital, especially in the
case of casualty companies. Accordingly that law included an express provision
(sec. 723-B in the case of mutual companies) which provided that 50 percent of
the average of reserves required by law should be included in equity capital. Of
course, voluntary reserves, not required by law, were not included in equity
capital.

Under the proposed law (due, I believe, to oversight) no distinction is made
between voluntary reserves on the one hand and reserves required by law on the
other hand. To correct this manifest injustice I suggest the following amend-
ment:

Page 42, section 437 (c), line 15, amend the sentence beginning with the words
"in the case of" so as to read as follows :

"In the case of an insurance company, its reserves, other than reserves required
by law, shall be treated as liabilities and not as assets; provided further that
50 per centum of the average of its reserves required by law, computed as of the
beginning and ending of the taxable year, shall be treated as assets and added to,
and treated as part of, its equity capital."

Since I have informally discussed this matter with Mr. Stai and he is familiar
with the situation, I am handing him a copy of this letter. Since this letter is
being dictated and transcribed here in Washington, it is on plain paper rather
than on my regular letterhead.

Respectfully yours,
JOHN J. WICKER, Jr.,

Attorney at law.

BOYLE, WHEELER, GRESHAM & DAVIs,

San Antonio, Tex., December 5, 1950.
In re Heckett Engineering, Inc.
Hon. WALTER F. GEORGE,

Chairman, Finance Committee, United States Senate,
Washington, D. C.

DEAR SENATOR GEORGE: I respectfully urge your thoughtful consideration of an
extremely serious problem which faces the above-named corporation in connec-
tion with the proposed excess profits tax.

In the attached letter to the Office of the Tax Legislative Counsel, Treasury
Department, I have set forth the problem in full, closing with a suggested solu-
tion. Stated very briefly and simply, the problem and suggesed solution are as
follows :
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Heckett Engineering, Inc., recovers clear steel from the past and current slag
and refuse discard of steel mills; its machinery and processes are patented
and it is the only corporation in the United States which renders this unique
service. The company began operations just before World War II, and made the
excellent contribution of saving for the war effort hundreds of thousands of tons
of clear steel. After the war, but lon before the present emergency arose, there
existed not only the opportunity but the urgent demand for broad expansion of the
company's recovery operations. Such demand arose primarily because this source
of scrap steel was new and economical, and the steel companies were consequently
anxious to see it utilized to the fullest. The present preparedness effort, or
armaments program, will not materially increase this demand, simply because
the steel business is already operating at top capacity, and has been for the last
several years. To illustrate the opportunity for expansion which lies before
HIeckett Engineering, Inc., the company now gives full or partial service to 6
mills, while there are over 60 steel concerns in the United States today. The
consequent demand is tremendous.

Heckett Engineering, Inc., started with a relatively small amount of capital,
and has used its profits to bring the company to its present level of activity.
It now has long-range plans for continued expansion, and would like to go for-
ward with these plans. However, the proposed excess profits tax has no provi-
sion which would prevent additional profits from expansion being treated as
excess profits. Obviously these additional profits are not excess profits, but
are normal profits, since they will arise only as a result of normal expansion, and
not as a result of of the preparedness effort. It seems to me that it is wholly
unfair for the new law to contain no provision which would permit this com-
pany (and other corporations similarly situated) to expand normally, without
having all its additional profits classified as excess profits. This places an
extremely heavy burden on precisely those corporations which should be en-
couraged most; namely, the innovators and the growing corporations. Heckett
Engineering, Inc., operates under complicated patents covering a process which
originated in Europe and which was brought to this country by Mr. E. H. Heckett
in 1!:9. ''his recovery process is a great contribution to our economy, and
assuredly it should not be stifled by a deficient or ill-conceived excess profits tax.

Hackett Engineering. Inc., is not asking for special consideration, but merely
seeks some equitable provision in the law which will recognize that its addi-
tional profits from normal expansion are not excess profits and will not be so
treated. The large established corporations of this country, on whom a fair
share of the burden of new taxes should in all justice fall, will not be faced with
this problem. Because they have been operating for the last several years at
top capacity, and will therefore (unless we have uncontrolled inflation) have
average earnings in the future not materially greater than their average earn-
ings for 1946-49, the net effect of H. IR. 9827 on these large established corpora-
tions will be that they will pay a so-called excess profits tax of 75 percent on
only 15 percent of their normal profits, whereas Ieckett Engineering, Inc., and
similar fast-growing corporations will soon find themselves paying the 75 per-
cent excess profits tax on the bulk of their normal profits. Such legislation
as this is not only inequitable but it is distinctly harmful to our economy. There
is no supportable excuse for failing to include in whatever new law is enacted
a provision which will give fair treatment to growing corporations by recogniz-
ing that their additional profits, from normal expansion, are not excess profits.

As a solution to this problem, it is suggested that a growing corporation be
permitted to establish from its actual experience during the years 1946-49 the
average rate of profit earned in relation to its fixed operating assets. This ratio
of profits to assets would then be used as the measure of the corporation's nor-
mal earnings (and consequently its excess profits credit) in any given taxable
year. Thus, if a corporation should grow and develop by increasing its in-
vestment in fixed operating assets, it would be permitted to earn its established
rate of profit thereon. Such a provision would be fair, administratively prac-
tical, and would discourage price inflation.

I have had a good many years of experience, both with the Treasury Depart-
ment and in private tax practice. I realize that the prime purpose of a revenue
bill is to raise that desired revenue. However, I speak with impartial convic-
tion when I say that an excess profits tax bill which taxes the additional earnings
of a growing corporation as excess profits, and fails to recognize and make
allowance for the fact that such additional earnings are normal profits and not
excess profits, not only spreads the tax burden unevenly and unfairly, but operates
as an active deterrent to the normal growth and expansion of those corporations
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which, for the support of our economy in general and the support of the pre-
paredness effort in particular, most deserve congressional encouragement.

Very truly yours,
CLAIBORNE B. GREGORY.

BOYLE, WHEELER, GRESIIAM[ & DAVIS,
Saun Antonlio, 'Tcx., November 9, 1950.

Re Heckett Engineering, Inc.
OFFICE OF TIIE TAX LEGISLATIVE COUNSEL,

United States Treasury Department, Ilashington 25, D. C.
GENTLEMEN: I respectfully urge your thoughtful consideration of an extremely

serious tax problem which faces the nbove-named corporation. The business of
this concern is unique: It consists of recovering free steel from the waste of steel
furnaces through the application of patented processes. There is no other concern
in America operating under these patents. The service rendered by this corpo-
ration is, as we shall see, in addition to its normal economic importance, vital to
the long-range preparedness program on which our country is now embarked.
The problem which I wish to present for your consideration is occasioned by

the probability of a new excess profits tax. Tihe achievement of a fair and
equitable solution constitutes a challenge to the wisdom anid skill of those who
have the responsibility of working out a tax measure which will raise the neces-
sary revenue without crippling the preparedness effort or distributing the tax
burden unevenly.

EARLY HISTORY

In 1927, Mr. Eric H. Heckett, at that time a citizen and resident of Holland,
became interested in the application of the magnetic separating principle to the
recovery of the metallics contained in th'e slag and refuse of steel mills, and shortly
thereafter began constructing and operating recovery plants. By 1938 these
recovery operations had assumed considerable proportions, but it was also at
this time that Hitler began his extension of control over Europe. Thereupon,
Mr. Heckett abandoned his recovery operations in Europe and came to America,
where he immediately undertook an intensive study of the means and methods
whereby the steel-recovery operation conducted in Europe could be adalpted to
the use of the American steel industry. Mr. Heckett came to America on a
visitor's permit, but the potentialities of his contribution to the steel industry in
this country were enormous. By a special act of Congress, dated June 17, 1940,
he became a resident of the United States outside the immigration quota of the
Netherlands, and became a naturalized citizen in June of 1945.

Up to as late as 1940, no serious effort had been made in the United States to
recover free steel from the slag and refuse cast off by steel furnaces. Over the
years, enormous slag pits and refuse dumps had accumulated near our steel mills,
but the potentialities of metallic recovery from the materials that go into these
slag pits had never been really recognized by American steel makers. While this
accumulation represented tremendous waste, the failure to meet the problem lay
specifically in the fact that up to 1940 there had always been, with the possible
exception of the World War I period, a plentiful supply of steel scrap in America.
Though some of the steel mills were conscious of the loss of steel through their
slag and refuse, they did not attempt to recover it since no methods existed for
economical recovery and for preparing it to such quality that it could be utilized
in the furnaces.

It was at this time that Mr. E. H. Heckett came forward with plans and
methods which would mean the recovery of millions of tons of steel from this
waste material, in a quality readily usable in the steel furnaces.

When, with the outbreak of World War II, a desperate need for scrap arose,
Mr. Heckett had his first two plants in operation. These plants lhad not only
been used to iron out all kinks that are unavoidable in new methods, but were
already delivering substantial quantities of steel to two mills and were accord-
ingly ready for the task Mr. Heckett was then called upon by the War Proluc-
tion Board to undertake.

HECIETT ENGINEERING, INC.

(a) Formation of the corporation
To bridge the gap between European hand production and American assembly

line methods, from the standpoint of utilizing the magnetic separating and
cleaning process, was a difficult undertaking. At first the task seemed to pre-
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sent insurmountable problems, but the result of experimental operations at a

midwest plant of one of the country's largest steel concerns demonstrated the

possibilities of the magnetic method. Thereupon, on April 26, 1939, Mr. IIeckett

organized Holland Engineering Co. an Ohio corporation, and on September 9,

1939, he applied for patents on the magnetic separating machinery and process.

Two basic patents were granted to Mr. Ieckett, one on November 25, 1941, and

the other on July 4, 1944. Contracts were let for the construction of the intri-

cate separating machine (see attached drawing marked "Exhibit A"). De-

mand for installation of recovery operations promptly outstripped the ability

of the corporation to comply. Tho first recovery operation began at the South

Chicago plant of Republic Steel Corp. in December 1939.

On August 10, 1940, Mr. lleckett organize(l 114 ck,,t Engineering, Inc. (hrein-

after called Heckett Engineering), an Ohio corporation with principal odices

in Butler, Pa., of which corporation he is now president and principal stock-

holder. Ieckett Engineering conducted parallel activities with Holland Engi-

neering Co., until the latter was dissolved in late 1941 and its assets trans-

ferred to Heckett Engineering. Lleckett Engineering has free use of the pat-

emts issued to Mr. Heckett, but pays no royalties whatsoever.

(b) Nature of the business

Heckett Engineering does not sell or lease its machinery to the steel mills.

Instead, it contracts with the mills to effect a recovery oleration al a given site
within each individual mill. To do this, the corporation brings its own ma-

chinery and its own crew onto the mill property as a semipermanent installa-

tion. To describe these recovery operations in detail in this letter would lead

too far, bit a short outline of the methods might be important. The mill waste

in which most of the steel losses occur are the slag:; and refuse from the steel
making furnaces. The hot slag runs out of the open hearth at the time of tap-
ping the steel flow into the steel ladle and overflows froli this ladle into big slag

thimbles placed alongside the steel ladle. These slag thimbles are taken to the

Heckett Engineering pits while the slag is still molten or at least semimolten.
The refuse is the material that aecumulates on the open h~ltrth floor from spill-

ings during the process of tapping, pouring and filling, and in moving the ingot
molds. This material is brought to the Ieckett Engineering plant in cold stage
and dumped into separate pits at their plant location.

From there on Heckett Engineering takes over, and performs all the duties of
recovery and preparing the usable materials, especially the free steel and the
high manganese bearing slags, and then disposes of the worthless remaining
waste. These useful materials are then loaded by Heckett Engineering into
cars put on their siding by the mill and the materials go back into the furnaces
immediately.

All this work is done partly by very big cranes, draglines, lifting magnets, bull-
dozers, hauling equipment, etc., and partly, or mostly, by the special equipment
designed and patented by Mr. Heckett for this purpose. One of these pieces is
shown on the enclosed drawing; this is called the separator. All slag and steel
which is not big enough to be easily detected visually and which needs no cut-
ting and breaking for use in the furnaces, passes through these separators. Very
strong specially designed magnetic fields are created within this machine and
every single piece passes through this field and is separated from non-steel-
bearing materials. Practically all pieces containing steel, down to pieces of of one-
quarter inch, are thus recovered, screened according to their size and then
removed to huge cleaning installations where all the impurities adhering to the

steel are removed. The loading of the manganese-bearing slag, for use in the
blast furnaces where the manganese is recovered, is a separate, but in these times
of manganese scarcity, a most important operation.

The recovery operations comprise both the handling of slag and refuse from
the current operations of the steel mills and the processing of slag and refuse
which has accumulated over the years in old dump heaps and slag pits.

HISTORY OF OPERATIONS DURING WORLD WAR II

In the spring of 1941, the United States was put on an emergency footing. At
that time Heckert Engineering and Holland Engineering Co. (which was dis-
solved that same year) together had contracts with only two steel companies
for recovery of free steel. In April of 1941 the War Production Board requested
that the recovery operations of Heckett Engineering be expanded to certain
specific mill sites. Heckett Engineering had not sufficient funds with which to
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make this expansion, so consequently the Heckett Corp. was formed in August
1941 and was made the agent of the Defense Plants Corporation (a Government-
owned corporation) for the purpose of purchasing the necessary heavy equip-
ment to expand operations to the mill sites indicated. This equipment was duly
purchased for Defense Plants Corporation anti the latter then retired the equip-
ment to the Heckett Corp. During the war years, Heckett Engineering did
not expand at all. In fact, it had only one recovery operation in 1943, only one
recovery operation in 1944, and only one full recovery operation in 1945. Mean-
while, the Heckett Corp. operated six reco\ ery installations in 11143, six in 1944,
and eight in 1945.

As indicated, the Heckett Corp. was formed largely to carry out recovery
operations as directed by Defense Plants Corporation. The operations produced
sizable recovery of free steel, but resulted ill losses each year. In 1944 anti in
1945 losses were considerable. These losses were mainly clude to the fact that
during the extreme scrap shortage in World War II the plants mostly affected
were those that were not "integrated'; this means they had no blast furnaces
and accordingly nio pig iron of their own. Consequently these plants were de-
pendent on allocation of pig iron and had to use a much higher percentage of
scrap in their charge than integrated mills. It was in these mills that the War
Production Board asked Mr. Heckett to operate and to recover the steel, mostly
from their existing dumps, irrespective of whether this was economical or not.
The steel production of most of these nonintgrated mills was small, in fact too
small to keep Heckett's esuipment occupied, anti the clumps were partly so
situated that a well planned earth moving operation was impossible. At the
end of the war, the recovery operations conductedtl by tih Hockett Corp. were
terminated as soon as possible. Only one of these operations was taken over by
Heckett Engineering when the Heckett Corp. was merged into the former in late
1947. The other operations were not taken over because they were not profitable
and would not have been undertaken at all except for the exigencies of war and
the wishes of Defense Plants Corporation. Such operations were not the type
of operations that Heckett Engineering would have undertaken as a part of
normal growth and expansion. It is thus apparent not only that Heckett
Engineering did not grow or expand at all during tie war years, but that the
expansion and growth of the Heckett Corp. was of such abnormal character that
it was discontinued almost completely as soon as the demands of war ceased.

Prior to World War II, steel scrap had been readily available to the steel mills
in this country. However, at the close of World War 11 this was no longer tlhe
situation. There were several reasons for this. First, there had been a tre-
mendous increase in the productive capacity of steel mills, and at the close of the
war there arose a vast demand for steel products for civilian use. This fact kept
the steel mills producing at capacity. Second, the ordinary source of scrap is
scrapped machinery and other equipment, which, however, in the postwar period
enjoys a much longer life than before the war. This is illustrated by the present
and past average life of the automobile, which always has been a principal
source of scrap metal. Third, since scrap is nothing but used machines, tools,
tanks, guns, etc., into the manufacture of which goes new steel the cycle of
returning scrap was interrupted due to the fact that the bulk of all goods made
from steel during the war had been taken overseas and thus irrevocably lost
to the American economy. In addition to these three reasons indicating why
scrap metal is not as easily available today as it was prior to World War II,
with the result that steel mills are tremendously anxious for all the free. steel
which can be recovered from slag and refuse, there is mother very important
reason why the mills are anxious to have recovery operations installed at their
mills; this is the simple reason that steel recovered by Heckett Engineering is
made available to the steel mills at approximately one-half the price, or less, of
steel scrap from other sources.

THE EXCESS PROFITS TAX PROBLEM

As disclosed by the above hIistory, war in Europe led almost directly to the
appearance of the magnetic recovery process in the United States. Three corpora-
tions were formed to put this process to work: Holland Engineering Co., Heckett
Engineering Inc., and the Heckett Corp. As we have seen, Holland Eingineering
Co. terminated its activities and was absorbed by H-Ieckett Engineering in 1941.
Heckett Engineering itself came into existence in August 1940, but had achieved
little or no growth when it came to a standstill upon the formation of the Heckett
Corp. This latter concern was organized for the purpose of carrying out the
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expansion desired by the Defense Plants Corporation. It is thus apparent that
before Holland Engineering Co., or its successor, Heckett Engineering, could even
get under way with their normal growth and expansion, the Heckett Corp. was
formed to carry out all the expansion that subsequently occurred during the war
years in this specialized field of industrial activity.

During the war years, the activity of Heckett Engineering dwindled down to
only one operation in 1943, only one operation in 1944, and only one operation in
1945. Meanwhile, the activities of the Heckett Corp. were expanding to carry
out the wishes of Defense Plants Corporation. The guiding factor in these ex-
panded activities was, of course, the needs of the war effort. The additional
recovery operations which were undertaken were not considered from the stand-
point of economic soundness. It was simply a case of the Government wanting
the job done, and the corporation doing it. By 1945, the Heckett Corp. had
eight different recovery operations in progress, but with the termination of the
war all these operations, except one, were discontinued as quickly as possible.
They were discontinued because they were not contracts which the corporation
would have entered into as a part of normal growth and development. On the
contrary, they were contracts dictated by the exigencies of the war situation.
They were transient and profitless operations. For each year of wartime opera-
tion, the Heckett Corp. reported losses. It is thus apparent that Heckett Engi-
neering never really began its normal growth and development prior to the end
of World War II, and was therefore, at that time, for all practical purposes, still
a new corporation, with its real growth and development period yet to come.

Since the end of World War II, Heckett Engineering has made big strides in
developing its business; practically all profits have remained in the corporation
:and have been utilized constantly to add additional plants. At the moment of
this writing, Heckett operates plants at 10 American steel mills, having built up
its operations gradually since the end of the war to this figure. Long-range plans
for further expansion have been laid long ago, quite independent of the present
emergency, and the possibility of the expansion is practically unlimited since
there are some 60 odd steel mills in the country, of which at least 40 offer an
opportunity for economical and substantial recovery. In order to accelerate this
expansion, Heckett Engineering will require substantial amounts of additional
borrowed or invested capital, and efforts in this direction are under way. (The
success or failure of these efforts will no doubt turn largely on how such corpora-
tions as Heckett Engineering are treated under the proposed excess profits tax.)
It must be repeated at this point that these recovery operations must be handled
in each individual mill, as it is not possible to transport the material from one
location to another; accordingly, each steel mill requires a separate operating
unit.

The contracts of Hleckett Engineering with the steel mills are practically all
based on fixed prices, independent of the price of scrap in the open market. It is
for this reason that increased profits of Heckett Engineering in the ensuing years
would be solely based on growth and expansion of their operations, and on more
efficient methods, and would be in no way the consequence of increased prices for
its product.

The basic theory of the old excess profits tax was to tax profits which were
"more than usual or normal" for the particular corporation concerned for the
particular year involved. Presumably the new tax will be premised upon the
same theory. This means that in any year for which an excess profits tax
is to be paid the profit taxed will not include the profit which is usual or normal
for the corporation in that year. Heckett Engineering is now in the midst
of a period of normal growth and development. Since the close of World War
II it has made good progress, and it is clear that major expansion and growth
will take place during the next several years. The corporation conducts a
unique and vital activity. To meet the clearly foreseeable demands of
the steel industry, substantial expansion is inevitable. Such expansion would
take place regardless of the present preparedness program, largely because
the corporation provides the steel industry with an article (i. e., free steel)
which has become essential to them whether there is a preparedness program
or not, at a price far below any other source. As a matter of fact, this expan-
sion would probably take place more rapidly in the absence of a prepared-
ness program for the simple reason that the tremendous Quantities of machinery
necessary install additional recovery operations would be more readily avail-
able to HIeckett Engineering if there were no defense program in progress.
Under these circumstances, it would obviously be both inaccurate and inequitable
to say that the usual or normal profits of Heckett Engineering during the
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development years ahead would be no more than its earnings during a past
year, or no more than the average of several past years. In order faithfully
to apply the basic theory of the excess profits tax (i. e., that only profits which
are "more than usual or normal" for the year in question shall be taxed) to the
case of Heckett Engineering, consideration must certainly be given to the fact
that during the immediate years ahead this corporation's usual anld normal
profits, regardless of the preparedness program, will be considerably in excess
of its earnings during past years.

If the old excess profits tax law is not skillfully and thoroughly altered to give
effective and liberal consideration to this problem of a normally growing cor-
poration, Heckett Engineering would be faced with the fact that any expansion
beyond its scale of operations for 1949, even though this expansion were obviously
normal growth and development, would produce profits subject in their entirety
to the excess profits tax. Such a situation is scarcely encouraging to a new
and growing corporation. Instead of going ahead with its plans to borrow the
additional capital necessary to finance the tremendous machinery purchases
required for expansion, the corporation would be bound to hesitate. Moreover,
the financing necessary to the expansion (whether additional borrowed capital
or additional invested capital) would be immeasurably more difficult, perhaps
impossible. And yet there must be expansion. Neither the steel industry nor
the country can afford to do less than see this source of free steel exploited
to the fullest. Thus it is not to the interest of anyone that a corporation
such as Heckett Engineering should be discriminated against under the new
law. On the contrary, it is vitally important that a wise and fair solution
to the problem be found. Heckett Engineering is an innovator, rendering a
unique service. It is a new and growing corporation. As the General Counsel
of the United States Treasury stated in 1943, the newcomers and the innovators
are the very businesses that need encouragement most. They cannot be neg-
lected or forgotten.

I am well aware of the so-called growth formula of the old excess profits tax
law. I am also aware of the so-called 2-year push-back relief provision in sec-
tion 722. These provisions demonstrate that those who prepared the old law
were aware of some of the problems I have discussed in this letter, but the pro-
visions fall far short of providing a fair and adequate solution. Furthermore,
Heckett Engineering would find no relief in resorting to the invested capital
method of computing its excess profits credit, for the fairly obvious reason that
while substantial investment is required to provide necessary operating equip-
ment, the bulk of the corporation's earning power is directly traceable to the
patented separator and separating process.

I am convinced that if there is, on the part of the Treasury Department and
on the part of Congress, a full appreciation and complete understanding of the
serious situation which faces corporations such as Heckett Engineering, a wise,
equitable and workable solution will be forthcoming. Consequently, the prin-
cipal purpose of this letter is to present the full and accurate facts, and to make
the problem as clear as possible. Nevertheless, because specific recommenda-
tions are often helpful to those charged with the responsibility of finding a
solution, I would like to make two brief suggestions which may at least point
the way to a fair and workable answer to the problem I have discussed:

(1) My principal suggestion is to offer, for new and growing corporations, an
alternative to the old average earnings and invested capital methods of com-
puting the excess profits credit. Using Heckett Engineering as an example, I
have demonstrated how both these old methods produce inequitable and stifling
results, the average earnings method because it makes no adequate allowance
for normal growth and the invested capital method because the bulk of Heckett
Engineering's income is derived from patented processes for the use of which
it pays no royalties.

The alternative I suggest is to permit the corporation to establish from its
actual earnings during the years 1946-49 the average rate of profit earned in
relation to its fixed operating assets. This ratio of profits to assets is then
used as the measure of the corporation's normal earnings, and consequently its
excess profits credit, in any given taxable year. Thus, if a corporation should
grow and develop by increasing its investment in fixed operating assets it would
be permitted to earn its established rate of profit thereon, but if it should in-
crease the price of its product, and thereby increase its rate of profit, the re-
sulting excess in profits would be fully subject to the excess profits tax.

Under this alternative, I-Heckett Engineering, and other growing corporations,
could go ahead and expand, and be subject only to the normal tax and surtax
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on additional profits resulting from such expansion; but if the corporation in-
creased the price of its product excess profits would result and would be fully
subject to the excess profits tax. In this way, normal profits are protected
from the tax while excessive profits are clearly subject to the t'x. 1 believe,
if serious reflection is given to this proposed alternative, it will be found to be
a most equitable method and thoroughly workable from an administrative
standpoint. The formula meets the needs of growing (orporaions, nand it also
will fit the case of new corporations. For the latter, the permissible rate of
profit would be computed by reference to the average rate in comparable in-
dustry.

Finally, it should not be overlooked that the proposed formula would, in
the great majority of cases, permit the corporation to compute its full excess
profits tax credit at the time it prepares its tax return and pays its tax, thereby
avoiding the undesirable (both from the standpoint of the taxpayer and the
Government) recourse of postoperative adjustment through some agency such
as the Excess Profits Tax Council.

(2) As stated above, my principal suggestion is the alternative method which
I have described in the foregoing paragraph. However, if there are compelling
reasons why the old excess profits tax law should be followed more closely, I
suggest that in all fairness a corporation which was formed d(luring World
War II or within 3 years prior thereto should be regarded under the new
law as a new corporation; that where a corporation was in a growth and develop-
ment period during 1946-4!, it should be given a minimum of 4 years after
1949 during which the computation of its normal earnings (and consequently
its excess profits credit) should take into consideration the profit it would have
earned as a result of normal growth and development, in the absence of a
preparedness program; and that the measure of yearly increase in earnings
due to normal growth and development should be the average rate of increase
in earnings actually experienced during the years 1946-49, or a specific per-
centage of such average rate.

Respectfully submitted.
CLAIBORNE B. GREGORY.

The CHAIRMbAN. The committee will recess until 10 o'clock to-
morrow.

(Whereupon, at 5:30 p. in., the committee recessed to reconvene
-on Thursday, December 7, 1950, at 10 a. m.)
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THURSDAY, DECEMBER 7, 1950

UNITED STATES SENATE,

COIMMIITEE ON FINANCE,

Washington, D. C.
The committee met at 10 a. m., pursuant to recess, in room 312,

Senate Office Building, Senator Walter F. George (chairman)
presiding.

Present: Senators George, Connally, Hoey, Kerr, Myers, Millikin,
Taft, Butler, Brewster, and Martin.

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

The CHAIRMAN. The committee will please be in order.
Mr. Reporter, please enter in the record of today's proceedings a

statement by Mr. Ralph W. Button representing the National Retail
Dry Goods Association, on the excess-profits tax. This statement is
submitted by Mr. John C. Hazen, of Washington, in lieu of the
appearance of Mr. Button, who is scheduled for tomorrow.

(The statement of Ralph W. Button is as follows:)

STATEMENT OF RALPH WV. BUTTON, REPRESENTING THE NATIONAL RETAIL DRY

GOODS ASSOCIATION

I am Ralph W. Button, assistant secretary, Allied Stores Corp. I am chairman
of the taxation committee of the National Retail Dry Goods Association. The
National Retail Dry Goods Association is a voluntary organization that is regis-
tered under the Lobbying Act. The association's registered agent in Washington
is John C. Hazen. The NRDGA is composed of approximately 7,000 department
and specialty stores throughout the United States. The annual sales of the
members of this association exceed $10,000,000,000.

The present pressure for an excess profits tax is understandable. But the
public demand for such a tax stems from a misunderstanding as to the actual
application of such a tax on profits. It is believed by many that such a tax
siphons off excess profits directly resulting from the national defense program
and that it is a tax on big business. World War II experience proved this premise
to be false. Statistics show that in 1944 three-fifths of the corporations paying
excess profits tax were in the small category.

We are all well aware of the weaknesses inherent in any system of excess
profits taxation. Our objections to an excess profits tax are these:

1. An excess profits tax is inflationary.
It encourages waste and extravagance. It provides no incentive to reduce

expenses. An excess profits tax is an invitation to imprudent spending on
the part of business management. A tax which leaves 15 cents or 20 cents
out of every dollar of profit results in some actions becoming prudent which
under other circumstances would be frowned upon.

2. An excess profits tax discourages growth.
The best curb on inflation is production and more production. Greater

production can only be obtained through expansion of production facilities.
Excess profits taxation provides little incentive or opportunity for a business
to expand. Siphoning off profits, which would otherwise be reinvested in
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plant expansion, especially curtails tihe growth andil expIaision of small and
new businesses.

3. An equitable excess profits ta' law cannot bie written.
It is physically impossible to devise a measurement of normal profits which

would fit every business. An excess profits lax involves the determination of
some kind of a base point as a criterilon for when profis become excessive. The
difficulty of finding an equitable base point applicablle to all industry is evi-
denced by the many and varied Ipropsals which have already been made.

An excess profits tax favors ilhe established onlpany and penalizes the new
and expanding corlpany. It favors the marginal producer as against the effi-
ciently operated producer.

4. An excess protits tax creates administrative burdens on both the Govern-
ment and the taxpayer.

Because .f the inequities directly inherent in excess profits taxation, it Is
necessary to enact relief provisions designed 0to iron out these inequities. The
net result is protracted liti,:ation and prolonged discussions and arguments be-
tween the taxpayer and Giovernient lasting for a great many years. The last
relief case arising under the excess profits law of World Wa'r I was just settled
a few years ago. There are many thousands of relief cases still pending from
World War II and it will be many years before they are finally settled.

Present woirl(l conditions necessitate continuing large military expenditures
for probably many years to come. We should face this fact realistically and
develop a tax program which will produce the amount of revenue needed and
at the same time, in some measure, preserve the economic system that has made
this country great.

Therefore, in lieu of an excess profits tax, we recommend the following
program:

1. (a) The corporate normal income tax rate be set at 20 percent.
(b) The corporate surtax of 18 percent be applicable to all net income

above x°_25,0110.
2. Enact a corporate defense tax, the rate to be varied in accordance with

the need fir revenue.
It is recognized that taxation of corporations cannot produce the revenue to

finance a (00-billion-dollar budget. It becomes necessary to seek additional rev-
enue sources. Therefore, we recommend that the individual income taxes be
increased as follows :

1. The personal exemption of $G00 lbe reduced to $500.
2. The surtax rates on personal income be increased 3 percentage points

in all brackets.
An important element of our tax structure is excise taxes. Financing the

national defense program on a pay-as-we-gi basis may require a revision of the
entire list of excise taxes. Others are proposing a uniform across-the-board
manufacturers' excise tax. W e are opposed to a general manufacturers' excise
tax for the following reasons :

1. It is a hidden tax. We are convinced that all taxes should be exposed.
Our people should know what taxes they are paying.

2. Manufacturers' excise taxes are inflationary. A 5-percent manufac-
turers' excise tax by the time the taxed product passes through all the chan-
nels of distribution becomes a much higher percentage.

If the revenue needs are such as require the imposition of a general uniform
excise tax, then we favor a general sales tax on the end use of products and
services.

Section 701 of the Revenue Act of 1950 provides for the submission of a bill
providing for an excess profits tax. In view of this requirement, and in the
event that an excess profits tax is inevitable, then we recommend that excess
profits be determined in accordance with the following basic principles.

1. The normal profits of a corporation should be determined either by the
use of the average earnings method or the invested capital method, which-
ever method produces the lesser tax. This procedure was followed in the
last excess profits tax law.

2. Average earnings method:
(a) The base period should consist, initially, of the years 1946, 1947, 1948,

and 1949. The taxpayer should be given the right to elect as his base period
either-

(i) The average of any 3 of these 4 years, or
(ii) An average of the 4 years adjusted for price increases between

the base period and the taxable year.
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(b) There should be no percentage reduction of the average base period
net income.

(c) The base period net income should be adjusted for additions or capital
reductions in capital subsequent to the base period. The percentage addi-
tion or reduction of capital to be used by a taxpayer should be the average
rate of earnings on invested capital of the taxpayer during the base period
selected by the taxpayer.

(d) Capital should include capital stock, borrowed capital, capital or
paid-in surplus, and surplus reserves.

(c) The normal tax and surtax should be permitted as a deduction in
determining the excess profits tax net income.

3. Invested capital:
(a) Invested capital should consist of equity capital, 100 percent of the

borrowed capital, capital or paid-in surplus, surplus reserves and accumu-
lated earnings and profits.

(b) Retained earnings subsequent to the base period should be permitted
to increase the capital base.

(c) A deficit in accumulated earnings and profits should be considered as
zero in the determination of invested capital.

(d) The invested capital credit rate should be, initially, the average earn-
ing rate of the taxpayer during the base period on its invested capital. The
rate should be in no event less than 10 percent.

A flat rate of credit should be used for all taxpayers. There should be
no declining scale.

4. Specific exemption: We favor a specific exemption of $10,000 for all
corporations.

5. Excess profits tax rate: There should be one flat rate applied to excess
profits. An over-all ceiling should be provided for the combined normal tax,
surtax, and excess profits tax not in excess of 60 percent.

6. Excess profits adjustments: Section 711, as amended, of the last excess
profits tax law provided for the exclusion of certain types of income. It is
recommended that a like provision be included in any new excess profits
tax law.
7. Excess profits tax relief provisions: Section 722 of the previous excess

profits tax law was designed to cover special situations deserving of relief.
However, the application and administration of this section put an unfair
burden on the taxpayer to prove the measure of relief to which it was en-
titled. It appears highly desirable that objective standards and procedures
under them for determining the amount of relief in most situations be set
forth in detail in the proposed revenue act.

8. We are confident that the remaining provisions of the latest excess
profits tax law will be included in the proposed act with such modifications
as previous experience has shown are necessary.

Involuntary liquidation ant replacement of inen torYl
It is recommended that section 22 (d) (6) of the Internal Revenue Code be

continued as a permanent feature of our tax structure. Unstable world condi-
tions and our own national defense program will undoubtedly cause dislocations
in materiel resources. LIFO users will bie compelled to liquidate involuntarily
their inventories below a normal operating level. Continuation of this provision
appears highly desirable in view of present day conditions.

Economy in Government
It is most essential that we keep our military operating at a high level of

efficiency. This will take a tremendous amount of money. All of us must pull
in our belts another notch, including our Federal Government. All govern-
mental expenditures must be closely strutinized in order to eliminate waste and
extravagance. The elimination of nonessential programs will take courage and
intestinal fortitude. The tax burden in the years ahead will weigh heavily on
the shoulders of the American people. Let us not add to that burden any more
than is absolutely necessary.

Coordination and control of noncombatant military xpelnditurcs
I have said that we must keep our military operating at a high level of efficiency.

I am sure that there are very few, if any, civilians who are in a position to meas-
ure the need of the military for such things as planes, guns, tanks, ammunition,
and the host of other things that may be classified as combat material. But in
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the field of noncombatant material there is an opportunity to coordinate the pur.
chasing and manufacture of materiel in this area with the production of civilian
goods and supplies. Also, I believe, that there can be some control exercised over
the expenditure of taxpayers' money in the purchase of materiel falling into this
classification. Believe me, we want our military to be well supplied with every.
thing they need. We are not trying to be penny wise and pound foolish. War is
wasteful no matter how you figure it.

It is recommended that a civilian committee be appointed to work with and
assist the Defense Department in the coordination and control of noncombatant
military expenditures.

We are well aware of the dangers that lie ahead. Our survival in the field of
economics as well as on the battlefield depends on the policies we adopt now.
The vast amount of revenue to be raised over the next few years require the
adoption of sound taxation policies. A tax policy that will not stifle completely
the incentive to produce, save, and expand. Our opposition to an excess profits
tax is founded on the sincere belief that such a tax will result in economic suicide,
a result much hoped for by peoples holding ideologies foreign to our own.

The CHAIRlAN.. Also for the record the statement of the Tufted
Textile Manufacturers Association submitted by Mr. Henry C. Ball,
the executive vice president, on the excess profits tax.

(The statement of Henry C. Ball, executive vice president of the
Tufted Textile Manufacturers Association, is as follows:)

TUFTED TEXTILE MANUFACTURERS ASSOCIATION,
Dalton, Ga., December 1, 1950.

To: Hon. Walter F. George, Chairman, United States Senate Finance Com-
mittee, Washington, D. C.

From: Tufted Textile Manufacturers Association, Henry C. Ball, executive vice
president, post office box 256. Dalton, Ga.

Subject: Petition on proposed Excess Profits Tax Act.
The tufted textile industry is comparatively a new industry and one which

has only in recent years been converted from a home-and-hand industry to a
machine-and-production-line industry, with expensive and new types of produc-
tion machinery each year being produced which it is necessary for the factories
to install to stay abreast of the times and competitive in their manufacturing
cost.

The tufted industry is composed of approximately 200 manufacturers, the
large majority being located in the Southern States. However, there are tufting
factories in the New England States, Illinois, California, Texas, Oklahoma, and
Indiana. The direct machine employment is approximately 15,000 persons and
approximately 25,000 persons derive their main livelihood directly or indirectly
from the tufted industry. Ninety-eight percent of the production is of cotton
fibers and the industry manufactures principally tufted bedspreads; rugs, small
andl room size; bathmats; tufted robes; housecoats; jackets; and novelties.

Our industry is hopeful that it will not be necessary to impose an excess profits
tax at this time. The industry has had very unprofitable years and in many
cases severe losses during the period from 1947 through 1950.

MIost tufting manufacturing experienced a severe loss during the first 6 months
of the calendar year. This is due to the fact that our products are largely sold
for fall use and Christmas selling and we have practically no spring and sum-
mer season to speak of. In most cases, goods sold during the first 6 months of
the year are sold at a loss in order to keep our labor together so it will be
available when our regular season begins.

Should an excess profits tax have to be imposed, we believe it should become
effective January 1, 1951, so that our industry will be given the opportunity to
recoup the exceedingly severe losses of the first half of 1950.

The tufted textile industry is a very small industry which started about 1925
as a homecraft work. It reached its peak in 1933 as a homecraft industry when
the first chenille tufting machine was invented.

About this time multineedle machines were developed employing from two
to four needles. During the past 3 years loom-type machines using from 120 to
300 needles have been developed which now produce chenille or tufted yard goods
in quantities.

Since 1933 the development of chenille tufting machines has been rapid and
the experience of most manufacturers has been that of continual replacement
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and development of new machines because of the continuous obsoletion which
prevails. This is brought about because of constant style and texture changes
which are required as style trends change. Also from the fact that new designs
and textures can only be created in a good many instances by perfecting different
type machines. This is entirely different than other textile lines where the
same machines can be employed for many years and new patterns can con-
stantly be created without replacing the basic machinery as is true to a great
extent in the chenille tufting industry.

The industry has experienced many growing pains such as-
1. Changing from a homecraft to a factory manufacturing business, which

made it necessary to plow back any profits into newer machines, equipment,
and adequate buildings.

2. Rising cost of plant equipment, labor, and raw materials, which creates
more competitive problems and make it more difficult for our young struggling
tufted industry to survive.

3. The history of practically every plant has been from a homecraft in-
dustry which required practically no investment except inventory, to present-
day needs for factory facilities, and the industry has not been able to establish
large capital investments comparable to other industries.

4. The trend of the industry's products-namely, chenille bedspreads,
chenille house and beach robes and coats, rugs, and bath mats-has been
so variable and unpredictable that even profit or loss periods of operations
have never been obtainable.

5. We have seen many instances in the past where the investment or base
period provisions of excess profits were not applicable for determining fair
tax burdens, and the relief provisions of section 722 offered the tufted
industry practically no relief.

6. The tufted chenille industry is a segment of the cotton textile industry
that uses entirely different equipment and methods of operation. The in-
dustry has had very unprofitable years during the proposed base period
years due to the inventory losses sustained. This was due to the declining
prices of sheetings and yarns from the high of 1946 to the low of June
1950.

Serious and cutthroat competition has plagued the industry since 1947
because of an excessive number of factories created during the OPA period
of the middle '40's.

In view of the above peculiar circumstances we trust that careful consideration
be given the industry in establishing a reasonable tax burden.

The Excess Profits Tax Acts of 1940, 1941, and 1942 recognized the difficulties
of avoiding the creation of many hardships of various types and endeavored to
provide relief through the provisions of section 722 of the Internal Revenue
Code. The rigid base period provisions made necessary the broad relief pro-
visions of section 722. It seemed to promise much, but actually gave little relief
and that only to a few. As a practical matter, it was almost impossible to
administer.

It appears to us that equitable relief in most instances can and should be
given through explicit provisions and these suggestions are made with the
thought that, if they are adopted, there will be relatively few cases that will
come under section 722 and as to those prompt action can be taken.

A relief provision should be provided that can be interpreted more easily
than section 722 of the last excess profits tax law. It should be fair to the tax-
payer. It should not place the hardship that the above-mentioned section did on
all concerned in that it required an unusually long period to administer.

We urge that the following provisions be included in any Excess Profits
Tax Act:

1. A flexible base, giving the taxpayer the right to select (1) average earn-
ings during 3 years, selected by the taxpayer, in the period 1946-49 (including
in the case of fiscal-year taxpayers the first four fiscal years beginning after
August 31, 1945) ; (2) 90 percent of the average of any 2 years of that period;
or (3) 80 percent of any 1 year during that period.

2. To this average earnings base there should be added (as is true in the
invested capital method) a proper percentage of any increase in average
capital and undistributed earnings existing in any taxable year over the
average of the invested capital and accumulated earnings existing in the
selected base period year or years.

3. Many of the former difficulties will be avoided and some of the provi-
sions of the last law can be dropped, including the 75 percent provision in
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section 713 (e), and there would likely be fewer instances requiring the
use of section 711, if the above suggestions are followed.

4. Corporations should have the right to obtain a credit based on invested
capital, the percentage to be on a realistic basis. Recognition should also
be given to the depreciated purchasing power of our present dollar and the-
need of the rate of earnings to attract equity capital.

5. The taxpayer should be given a specific exemption of $25,000, which
can be carried over each year as a part of an unused credit. This will give-
needed relief to small business and to the new struggling enterprise at time
of great need. $25,000 is the amount relieved from the surtax, and for the
same reasons which prompted that exemption this sum should be freed from
the impact of the excess profits tax. This should apply in the use of
either method.

6. The excess profits tax rate should not exceed 60 percent, with an over-all
limitation of a total on all taxable income of 80 percent of the excess profits
tax rate.

7. In calculating the over-all maximum limitation, the tax on long-term
capital gains should be limited to the statutory 25 percent and the maximum
limitation should be applied on other incomes.

8. To section 711 (f) should be added "and refunds of State and other
taxes paid for prior years and interest thereon."

Corporations which suffered losses during the 4 years preceding the enact-
ment of an excess profits tax should be permitted to carry forward the balance
of losses in those preceding years, to the years covered by the new excess profits
tax, in order to recover from such losses sustained and to put such corporations
on a more equitable basis.

A growth formula should be provided to take care of the natural growth
that small corporations in a comparatively new industry usually have, by reason
of the normal increase in sales volume.

The new act should terminate on December 31, 1952, or sooner, by concurrent
resolution of the two Houses of the Congress.

We believe such a law as we suggest will help increase production and lead
to higher tax receipts than would be true under a law fixing too high a tax rate
and subjecting thousands of corporate taxpayers to injustices and inequities. An
excess profits tax so high that it will encourage extravagance and indifference
might well reduce the anticipated normal tax and surtax receipts.

This industry is greatly in need of additional capital to provide for its
change from a homecraft to a machine industry. The Excess Profits Tax Acts
of 1940, 1941, and 1942 took away a great portion of the capital of this industry
which was sorely needed (1) for purchasing new equipment; (2) for working
capital to finance operations in an inflated economy; (3) to cushion losses sus-
tained during the deflation in textile prices from 1947 to June 1950; (4) to pro-
vide for the normal growth of the industry as well as the development of new
products; (5) to maintain employment during the spring and summer off-sea-
sons; and (6) to finance the increasing volume of sales necessary to meet com-
petition and to provide reasonable prices demanded by the consumer for its
products.

This being an industry composed of small manufacturers, it is unable to
obtain new capital in the manner employed by large corporations. It must de-
pend on the retention of its profits as a source of additional capital required to
stay in business and meet the competition within and without the industry.

Respectfully yours,
HENRY C. BALL,

Executive Vice President.

The CIAIRMAN. Also statement from the National Association of
Bank Auditors and Comptrollers on certain aspects of the excess
profits tax in relation to banking.

(The statement submitted by National Association of Bank Audi-
tors and Comptrollers is as follows:)

STATEMENT OF NATIONAL AssOCIATION OF BANK AUDITORS AND COMPTROLLERS

There are several important, well-known, and widely appreciated objections to
an excess profits tax applied to any business or industry. These objections are
fully applicable to the banking industry, yet, if an excess profits tax must be
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adopted, recognition should be given to the fact that the banking industry has
certain characteristics which require special consideration, provided that a
private competitive banking system is to be permitted to exist and to operate in a
sound and conservative manner.

The characteristics of the banking industry which require special considera-
tion in connection with an excess profits tax are: (1) the normally low rate of
earnings on invested capital, (2) the relatively high, but steadily decreasing,
amount of partially tax exempt income included in total earnings, (3) the usual
stability of earnings and dividend payments, and (4) the relative ease of liquidat-
ing or merging banks in order to realize the book value of the stockholders'
equity.

The available statistics compiled by the Federal Reserve Board, although
possibly requiring some adjustments for this purpose in connection with reserves,
recoveries, and profits, indicate that all member banks earned 7.6 percent, after
taxes, on total capital accounts in 1949, country member banks earned S.S percent,
and New York City member banks earned 4.8 percent. Total capital accounts
were highest in relation to total deposits in the New York City banks, amounting
to 10.1 percent of deposits. In all members banks, capital accounts were 7.6
percent of deposits; in country banks they were 7.3 percent of deposits. Dividend
payments were at the rate of 3.5 percent on total capital accounts for all mem-
ber banks and for New York City banks, and were at the rate of 3 percent for
country banks. These figures show that banks with low capital accounts earn a
higher rate of return on capital, but they pay out a smaller proportion of earnings
in dividends in order to strengthen their capital ratio. Obviously, and par-
ticularly if we are facing a national emergency, it is highly desirable that the
capital of the banking system be farther expanded. An excess profits tax would
reduce or eliminate this source of expansion of capital.

An excess profits tax with provisions similar to those in effect in 1940-45 would
not only restrict bank earnings but would bring an actual reduction in earnings
as compared with 1946-50 in a large number of intermediate-size banks. The
principal reason for this latter effect is that the income from partially tax-
exempt Treasury securities (exempt from normal tax and excess profits tax) has
been an important contributor to total net earnings, but this type of income has
been steadily declining and is not replaceable. The amount of partially tax-
exempt bonds outstanding was $24.0 billion on June 30, 1944. Through maturi-
ties, the amount was reduced $18.1 billion by June 30, 1947. During this period,
however, the commercial banks were able to maintain their holdings at about
$13.0 billion by acquiring bonds from other holders and in this manner, obtained
an exempt position from the excess profits tax of 1940-45. Since Juane 30, 1947,
the amount of partially tax-exempt bonds outstanding has fallen to $11.0 billion
and bank holdings are now down to approximately $8.6 billion. By the end of
1951, the amount outstanding will be reduced to $7.5 billion and by March 15, 1955,
to $3.5 billion. There will be a similar sharp contraction in bank holdings of
these bonds, and their income will presumably be replaced with fully taxable
income, subject to high rates of tax.

Because of the record of stability of dividend payments, which stockholders
expect and which banks believe is necessary and appropriate for the industry,
there would be considerable reluctance on the part of banks to decrease dividend
payments if earnings declined as a result of excess profits taxes. The result
would be that smaller additions would be made to capital, but in many cases divi-
dends would have to be reduced or passed. In either event, it would be more
difficult for the banking system to obtain needed new capital-through retained
earnings or sale of stock.

The market prices of actively traded bank stocks, now for the most part at
discounts of 10 to 30 percent from stated book values, would very likely decline
further earnings decreased and especially if dividends are reduced or passed.
Under present circumstances, bank earnings- have been inadequate to bring
market values up to a par with book values. This has made it difficult to ob-
tain new capital through the sale of additional stock. An excess profits tax,
bringing a decline in earnings and dividends, would greatly increase the difficulty
of raising capital in this manner.

A probable effect of a further decline in the market prices of bank stocks in
relation to book values would be an acceleration of the trend of liquidation and
merger, whereby stockholders of the merged bank receive the book value of
their shares, but at the broad social cost of reducing the total capital of the
banking system and at the further cost of diminished competition and service.
If a private competitive banking system is desired, further pressure toward
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mergers should not be brought by an excess profits tax, which would reduce
earnings and thereby give further encouragement to the withdrawal of capital
from the system.

In addition to the foregoing which are of a basic nature, there are two
unusual current circumstances which also require special consideration in an
excess profits tax applying to the banking industry. These are (1) the reserve
for bad debts, established generally on a taxable basis under the Commissioner's
Mimeograph No. 6209 in 1947-49, mainly, which would reduce the base earnings
for excess profits tax purposes; and (2) the reduction in Federal Deposit Insur-
nnce Corporation assessments, which becomes effective in 1950 or 1951. In both
instances, the effect is that earnings in the base years are reduced and are not
comparable, with respect to those important items of expense, with the earnings
of subsequent years. An additional penalty would thereby be imposed on the
banking industry unless special consideration is given to these matters.

To give the banking industry equitable treatment, as required in order to
strengthen or at least maintain the capital investment in the industry, the
fundamental requirement is that the base years' earnings, or the earnings base
on the invested capital alternative, be comparable with the earnings in years
when an excess profits tax is in effect. This is especially essential in the bank-
ing industry because, as previously pointed out, there has been an unavoidable
change in the tax status of a high proportion of bank earnings. If proper
allowance is not made for this circumstance, net earnings after taxes in the
years subject to excess profits taxes would in many cases be lower than net
earnings after taxes in the base period.

The following proposals would overcome this obvious inconsistency and would
establish as fair a base as possible far determining "excess profits."

COMPUTATION OF ExCEss PROFITS TAX NET INCOME

A. Make the following adjustments to net income as defined in section 21 (a)
of the Internal Revenue Code. (This is the same figure as reported on line 34
of Form 1120 for the calendar year 1949.)

1. Reduce the deduction made for reserve for bad debts in the year or
years of the base period to an amount not in excess of the deduction in the
taxable year subject to excess profits tax.

2. Reduce the deduction made for Federal Deposit Insurance Corporation
assessment in the base period by the same proportion by which the assess-
ment is reduced in the taxable year.

3. Eliminate (a) capital gains and (b) dividends received from domestic
corporations, from the base period and from the taxable year.

4. Permit the elimination of abnormal deductions during the base period.
5. Eliminate the deduction for the net operating loss deduction.

B. Deduct applicable normal tax and surtax from the net income of the base
period (as adjusted in A, above) at the tax rate or rates which were then in
effect.

C. Deduct applicable normal tax and surtax from the net income of the taxable
year, after first adjusting this net income for capital gains and for dividends
received from domestic corporations as in A (3), above.

DETERMINATION OF THE AMOUNT OF EXCESS PROFITS TAX

A. Under the average-earnings method. Determine the difference between
net income after normal and surtax in the base period (as adjusted in B, above),
and net income after normal tax and surtax in the taxable year (as adjusted in
C, above). Apply the tax to the excess.

B. Under the invested capital method. Determine the rate or rates of net
income after normal tax and surtax in the base period (as adjusted in B, above)
to the average invested capital in the corresponding year or years of the base
period. Permit the earning of this rate (or a minimum rate of 6 percent) in the
taxable year on the average invested capital of the taxable year. Apply the tax
to the excess.

DETERMINATION OF EXCESs PROFITS TAX BASE

The base period should be any one year, seleted by the taxpayer, from the
years 1946 to 1949, or the years 1947 to 1950, depending on whether the tax
is imposed for 1950. Base period earnings should be allowed 100 percent as a
credit in computing excess profits tax. The full 100 percent of invested capital
should be allowed in computing the base under the invested capital method.
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The CHAIRMAN. Mr. Hardman, have a seat right there, sir. Mr.
Hardman, you are from Commerce, Ga. ?

Mr. HARDMAN. Yes, sir.
The CHAIRMAN. And you are here representing the American Cotton

Manufacturers' Institute ?
Mr. HARDMAN. Yes, sir.
The CHAIRMAN. The committee will be very glad to hear you at

this time.
Mr. HARDMAN. Thank you, sir.
The CHAIRMAN. Do you wish to complete your statement before any

Senator asks you questions?
Mr. HARDMAN. I would like to complete the statement.
The CHAIRMAN. All right.

STATEMENT OF LAMARTINE G. HARDMAN, JR., OF COMMERCE, GA.,
REPRESENTING THE AMERICAN COTTON MANUFACTURERS'
INSTITUTE, INC., ACCOMPANIED BY JAMES L. RANKIN

Mr. HARDMAN. Mr. Chairman and gentlemen of the committee, my
name is Lamartine G. Hardman, Jr. I am president and treasurer
of Harmony Grove Cotton Mills, located in Commerce, Ga. Our com-
pany was organized by my father and others as a community enter-
prise in 1893 and in the same corporate form it has operated in the
same town for 57 years. We employ about 450 persons. The company
is owned by about 100 shareholders. About 95 percent of all of the
stock is owned by the families of the original shareholders.

I am appearing today for the American Cotton Manufacturers In-
stitute, Charlotte, N. C., which is the central trade association for the
entire cotton manufacturing industry and serves as its spokesman
in matters of general and national interest. I desire to file with the
committee a statement.

The CHAIRMAN. You may do so.
Mr. HARDMAN. Mr. James L. Rankin, who has assisted in the

preparation of our statement, is with me and I am asking for permis-
sion to have him sit with me and to assist in answering questions which
might be asked by the committee.

The CHAIRMAN. Yes, sir; that is agreeable.
Mr. HaRDMAN. We believe there is no sound justification for a cor-

poration excess profits tax of the World War II type. We believe the
following criticisms of the former excess profits tax law are generally
recognized as being justified. It hampered growth and expansion,
especially of small companies and new industries; it led to waste and
inefficiency; it encouraged extravagances and indifference; it led to
increased costs, which to a large degree offset the increase in tax
revenue produced by the excess profits tax levies; it proved to be ex-
tremely difficult to administer.

However, in view of the fact that the committee is considering a
corporation excess profits tax law, we are suggesting that if any such
law is to be adopted it should contain the following provisions:

1. Base period earnings credit: The Treasury Department and the
House Ways and Means Committee have agreed that the 4 years
1946-49 are the most acceptable base period, and that each taxpayer
should be allowed to use for credit purposes the average earnings of
the best 3 years.
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Any tax imposed should be limited to war profits as distinguished
from so-called excess profits.

The privilege to use the average of the best 3 years tends to alle-
viate inequities if the taxpayer had one bad year. However, it does
not give equitable treatment if there were two or more poor years out
of the four. In order to take care of these situations and still protect
the tax revenue, we recommend that each taxpayer be given the right
to a credit of 100 percent of the average earnings of any 3 years
during that period, 90 percent of the average earnings of any 2 years,
or 80 percent of the earnings of any 1 year.

We disagree with the provisions in the House bill providing that
the credit shall be only 85 percent of the 3-year average. We fell the
credit should be more than 100 percent of the 3-year average because of
natural growth. If the credit is only 85 percent, it means that an
excess profits tax is to be imposed on 15 percent of the normal earn-
ings in addition to those earnings which may be regarded as excess.

On page 5 of the report filed by the Ways and Means Committee,
we find a statement that certain adjustments under the World War II
Tax Act "were considerably less liberal." In at least one respect, under
the former excess profits tax law, corporations were given more favor-
able form of treatment than would result from a credit limited to 85
percent of the 3-year average. Take the case of a corporation whose
total income for its three lcst years was $300,000 and for the fourth
year $40,000. Under the former law, the fourth-year income would
be reconstructed at $75,000, and this added to the $300,000 earnings for
3 years would give a total of $375,000, or an average yearly earning
of $93,750. On the 95-percent basis of the old law, the credit would
be $89,062.50. On the terms outlined in H. R. 9827, the credit will be
only $85,000. The disparity will be greater if the lowest year in the
four was more than 75 percent of the average of the three best years.

The House bill provides an additional credit of 12 percent on the
increase in equity capital, including accumulated earnings. This will
be helpful to almost all corporations.

The members of the committee are reminded that the additional
specific exemption of $10,000 has been removed, and the only relief
given to allow for normal growth is the 12 percent on the increase in
net worth.

2. Invested-capital credit: We believe that H. R. 9827 makes fair
provisions for many taxpayers who determine their excess profits
credits on the basis of invested capital, and who do not have any
consolidation or acquisition problems.

3. Treatment of capital gains and losses: We think well of the
provisions in H. R. 9827 excluding capital gains and capital losses
from income in both the base-period years and in the excess profits tax
years.

4. Effective date: We believe that the new law should become effec-
tive on January 1, 1951, and not earlier. Business usually is conducted
on the basis of long forward buying, selling, and other commitments.
Many cotton mills sell for periods as long as 6 months ahead and there-
fore to a great degree the influence of the national defense program
will not reflect higher earnings until 1951. A large portion of the
increased earnings of many corporations in the second half of 1950
would have come in any event. By reason of the mathematical form
in which the act is made effective as of July 1, 1950, a tax necessarily
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will be imposed upon those profits which were earned in the first half
of the year, as well as those earned during the second half.

Any retroactive tax is bad. Many companies in 1949 and early in
1950 made plans for capital improvements and a large increase in the
1950 tax bill may hamper those plans and result in need to borrow
funds to carry out those plans and to pay the taxes.

5. Termination date: We feel that any excess profits tax law should
be temporary and should not be in force for longer than those special
conditions which some think justify such a law. Therefore, we urge
that the new act should terminate under its own provisions on Decem-
ber 31, 1952, or sooner, by a concurrent resolution of the two Houses
of Congress.

We believe such a law as we suggest will help increase production
and lead to higher tax receipts than would be true under a law fixing
too high a tax rate and subjecting many corporate taxpayers to
injustices and inequities.

Increased corporate taxes in a real sense are paid by the individuals
who are shareholders. These shareholders are doubly assessed for
income taxes-the normal tax and surtax paid by the companies and
the individual taxes based on dividends. Each of these taxes has been
increased by the Revenue Act of 1950. If an excess profits tax is now
to be added, the individual shareholders are being subjected to "triple
jeopardy."

Thank you, sir.
The CHAIRMAN. Any questions, gentlemen?
Mr. Hardman, in the cotton textile industry, was 1946 a good or a

bad year?
Mr. HARDMAN. 1946 was fairly good.
The CIHAIRMAN. And then 1947 and 1948?
Mr. HARDMAN. Were the better years, better than 1946; 1949 was

not as good.
The CHAIR-MAN. 1949 was not so good?
Mr. HARDMAN. 1949 was lower, I would say.
The CHAIRMAN. You suggest a termination date to the act. I be-

lieve the Secretary of the Treasury in his statement before the House
Ways and Means Committee indicated that he would have no objec-
tion to a reasonable termination date. I think I am correct in that.

Mr. RANKIN. I heard him say that; yes, sir.
The CHAIRMAN. There would, of course, be some additional reason

for a termination date of the act, particularly when the act is framed
under considerable pressure, and hardship situations may arise that
nobody could have contemplated, of course, at this time, so that if
there is some reasonable time at which the act can be reviewed, it might
be reassuring somewhat to general business.

If there are no further questions, Mr. Hardman, we thank you for
your appearance and we will incorporate your supplementary state-
ment in the record.

Mr. HARDMAN. Thank you, sir.
(The statement submitted by Mr. Hardman is as follows:)

STATEMENT OF LAMARTINE G. HARDMAN, JR., OF COMMERCE, GA., REPRESENTING

THE AMERICAN COTTON MANUFACTURERS INSTITUTE, INC.

My name is Lamartine G. Hardman, Jr. I am president and treasurer of
Harmony Grove Cotton Mills, located in Commerce, Ga. Our company was
organized by my father and others as a community enterprise in 1893 and in
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the same corporate form it has operated in the same town for 57 years. We make
cotton sheeting for the bag trade and narrow and wide cotton drills for the
garment and converting trades. We employ about 450 persons. The company
is owned by about 100 shareholders. About 95 percent of all of the stock is owned
by the families of the original shareholders. Our town is 70 miles northeast of
Atlanta and is between Athens and Gainesville.

I am appearing today for the American Cotton Manufacturers Institute, Inc.,
Charlotte, N. C., which is the central trade association for the entire cotton-
manufacturing industry and serves as its spokesman in matters of general and
national interest. The industry is one of the country's largest, providing direct
employment to more than 500,000 people and having a production output valued
in the primary market at more than $6,000,000,000 per year. Its scope of
operations extends over many States in all sections of the Union, and it is
especially important throughout the area extending from Maine to Texas.

The industry units are numerous, being about 1,000 in number. The size
of each unit is small, the largest owning less than 4 percent of the industry's
spindleage. It is, and for a long time has been, distinctive as the most competi-
tive and individualistic of the country's major manufacturing industries, and
for that reason represents to the maximum degree the spirit of free business
enterprise. The member mills of the American Cotton Mlanufacturers Institute,
Inc., are distributed throughout the industry's entire area and operate approxi-
mately 85 percent of the industry's total spindles.

We believe there is no sound justification for a corporation excess profits tax
of the World War II type. We believe the following criticisms of the former
excess profits tax law are generally recognized as being justified. It hampered
growth and expansion, especially of small companies and new industries; it
led to waste and inefficiency; it encouraged extravagances and indifference;
it led to increased costs, which to a large degree offset the increase in tax
revenue produced by the excess profits tax levies; it proved to be extremely
difficult to administer.

However, in view of the fact that the committee is considering a form of a
corporation excess profits tax law, we are suggesting that if any such law is
to be adopted, it should contain the following provisions:
1. Base period earnings credit

The Treasury Department and the House Ways and Means Committee have
agreed that the 4 years 1946-49 are the most acceptable base period, and that
each taxpayer should be allowed to use for credit purposes the average earnings
of the best 3 years.

Any tax imposed should be limited to war profits as distinguished from so-called
excess profits. Each year many companies and also many entire industries show
increases in volume with corresponding increases in net earnings. We wish to
dwell somewhat at length upon one cause for this, namely, the influence of
population changes. Between 1940 and 1950 our national population increased
from 131,669,275 to 150,697,361, or about 141/2 percent. This rise in population
brings increase in the total volume of business to many companies. During
the last decade the increases exceeded 20 percent in 10 States, namely, Cali-
fornia, Arizona, florida, Nevada, Oregon, Washington, Maryland, Virginia,
Michigan, and Texas, the highest being 53.3 percent in California. In each of
these States, and also in sections of many other States where there was large
movement of people from cities to suburban areas, many companies in a normal
and natural way have benefited from very substantial increase in the volume
of business done. Among these are merchants serving local communities; fac-
tories whose output traditionally has been sold in one or in a few States;
dairies; public utility companies; transportation companies; jobbers. The
movement of the population has created the need for new houses with consequent
increase in volume of business to those who build and to those who furnish
materials for new construction and also to those who deal in house furniture
and equipment. Many more similar instances could be detailed.

The privilege to use the average of the best 3 years tends to alleviate inequities
if the taxpayer had one bad year. However, it does not give equitable treatment
if there were two or more poor years out of the four. In order to take care
of these situations and still protect the tax revenue, we recommend that each
taxpayer be given the right to a credit of 100 perePnt of the average earnings
of any three years during that period, 90 percent of the average earnings of any
two years, or 80 percent of the earnings of any one year.



EXCESS PROFITS TAX ON CORPORATIONS, 1950

We disagree with the provisions in the House bill providing that the credit shall
be only 85 percent of the 3-year average. We feel the credit should be more
than 100 percent of the 3-year average because of natural growth. If the credit
is only 85 percent, it means that an excess profits tax is to be imposed on 15
percent of the normal earnings in addition to those earnings which may be
regarded as excess.

On page 5 of the report filed by the Ways and Means Committee, we find a
statement that certain adjustments under the World War II Tax Act "were con-
siderably less liberal." In at least one respect under the former excess profits
tax law, corporations were given more favorable form of treatment than would
result from a credit limited to 85 percent of the 3-year average. Take the case
of a corporation whose total income for its three best years was $300,000 and
for the fourth year $40,000. Under the former law, the fourth year income would
be reconstructed at $75,000, and this added to the $300,000 earnings for 3 years
would give a total of $375,000 or an average yearly earnings of $93,750. On the
95 percent basis of the old law, the credit would be $89,062.50. On the terms
outlined in H. R. 9827, the credit will be only $85,000. The disparity will be
greater if the lowest year in the four was more than 75 percent of the average
of the three best years.

The House bill provides an additional credit of 12 percent on the increase in
equity capital, including accumulated earnings. This will be helpful to almost all
corporations.

The members of the committee are reminded that the additional specific ex-
emption of $10,000 has been removed, and the only relief given to allow for normal
growth is the 12 percent on the increase in net worth.

2. Invested capital credit
We believe tht H. R. 9827 makes fair provisions for many taxpayers who may

elect to procure their excess profits credits on the basis of invested capital, and
who do not have any consolidation or acquisition problems.

3. Treatment of capital gains and losses
We think well of the provisions in H. R. 9827 excluding capital gains and

capital losses from income in both the base period years and in the excess profits
tax years.

4. Effective date
We believe that the new law should become effective on January 1, 1951, and not

earlier. Business usually is conducted on the basis of long forward buying, sell-
ing, and other commitments. Many cotton mills sell for periods as long as
6 month ahead and therefore to a great degree the influence of the national
defense program will not reflect higher earnings until 1951. A large portion
of the increased earnings of many corporations in the second half of 1950 would
have come in any event. By reason of the mathematical form in which the act
is made effective as of July 1, 1950. a tax necessarily will be imposed upon those
profits which were earned in the first half of the year as well as those earned
during the second half.

Any retroactive tax is bad. Many companies in 1949 and early in 1950 made
plans for capital improvements and a large increase in the 1950 tax bill may
hamper those plans and result in need to borrow funds to carry out those plans
and to pay the taxes.

5. Termination date
We feel that any excess profits tax law should be temporary and should not

be in force for longer than those special conditions which some think justify
such a law. Therefore, we urge that the new act should terminate under its
own provisions on December 31, 1952, or sooner, by a concurrent resolution of
the two Houses of Congress. In his testimony before the Ways and Means Com-
mittee, Mr. Snyder testified that he has no objection to fixing a termination
date. Such a provision will give the Congress full opportunity to see how a
difficult act works out in practice, and Congress can then decide by affirmative
action what kind of an excess profits tax, if any, should be enacted.

6. Specific relief provisions
One of the surest lessons taught from the experiences under the former law

was that specific section should provide for relief in deserving cases rather
than require taxpayers to seek relief through anything like section 722 of the
old law. For that reason we are pleased to note those provisions in H. R.
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9827 which try to provide for protection against a number of abnormalities,
growth problems, and the peculiar situations in connection with utilities, rail-
roads, and those industries in which depletion and development are large factors.
However, there are probably still a number of cases for which general relief
should be given through an improved form of section 722.

Specifically, we feel that the provisions of 'the 2-year push-back rule" should
be clarified. In considering problems arising under section 722 (b), in all
pertinent situations, the volume of business and other relevant factors during
the post base period should be considered. A rule of reason should be established
with respect to the problem of agreeing that increased production realized in,
say, the year 1951 could have been sold at least during some portions of the base
period years.

There are probably other specific suggestions which others could make out
of their experiences under the old law.

We believe such a law as we suggest will help increase production and lead
to higher tax receipts than would be true under a law fixing too high a tax
rate and subjecting many corporate taxpayers to injustices and inequities.

Increased corporate taxes in a real sense are paid by the individuals who are
shareholders. These shareholders are doubly assessed for income taxes: The
normal tax and surtax paid by the companies and the individual taxes based on
dividends. Each of these taxes has been increased by the Revenue Act of 1950.
If an e-cess profits tax is now to be added, the individual shareholders are being
subjected to triple jeopardy.

The CHAIRMAN. Robert Ramspeck. Come around, Mr. Ramspeck.
I am advised that Mr. Oakes of the Pennsylvania Power & Light

Co. wished to appear just after the appearance of Mr. Hulcey. I
assume that is correct.

Mr. Ramspeck, we will be very glad to hear you on this excess profits
tax matter.

STATEMENT OF ROBERT RAMSPECK, EXECUTIVE VICE PRESIDENT,
AIR TRANSPORT ASSOCIATION

Mr. RAMsPECK. Thank you, Mr. Chairman.
My name is Robert Ramspeck. I am executive vice president of

the Air Transport Association, which has as its members practically
all of the certificated scheduled airlines of the United States. The
opportunity given to the airlines to study the effect of the excess
profits tax measure now under consideration has, of course, been lim-
ited, but even our brief consideration of the matter has made it clear
that the earnings permitted to the airline industry under that pro-
posal are inadequate to permit the industry to recover its financial
strength and continue its growth in the interest of the commerce
of the United States and the national defense.

Theoretically, H. R. 9827 gives to the industry three alternative
methods of computing the tax, but as a practical matter the industry
only has one. The average earnings base cannot be used by the air-
lines because the airlines lost about $20,000,000 during the prescribed
base period. The ordinary invested capital base cannot be used be-
cause in financing the rebuilding of the industry after the war it
was necessary to finance heavily with debt, which is not adequately
recognized under that method of computation. The only basis on
which the industry can compute the tax is that provided for public
utilities, in which the entire investment is recognized and a return
of 5 percent is provided. A 5 percent return on investment has long
been held by the Civil Aeronautics Board as insufficient to finance
the industry and keep it in a financially sound condition. Thus, the
effect of the law on the industry will be to tax away a large portion
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of income deemed by the regulatory agency as not merely reasonable,
but actually essential to its continued financial health.

The airlines are now and have been under heavy public pressure
to grow-to expand and modernize their fleets. It is well established
in both theory and practice that the military forces rely upon the
airlines to provide air transport capacity for military purposes in
time of emergency. Prior to World War II, military plans were
carefully made for the utilization of airlines in the event of war.
Those plans were carried out, and even more drastic additions were
made to them after the critical need for air transport in that war was
discovered. In May of 1942 the Government requisitioned 168 air-
craft which the airlines then had on order, and took approximately
175 aircraft which were then in operation. The airline fleet was
thus reduced to 183 aircraft during the year 1942. Airline executives,
flight crews, and mechanics were taken in large numbers to provide
air transport service for the Government.

The last war proved the value of air transport to the military. Con-
sequently, attention has been given almost constantly since the war
ended to the provision of air transport capacity for military purposes
in the event of another similar emergency. In all of the studies made
of this subject by Government agencies a large portion of the fleet
of the commercial airlines has been regarded in effect as a part of
the available military transport fleet.

The CHAIRMAN. Have the commercial planes been used in this?
Mr. RAMSPECK. Yes, sir. I mention that later.
These studies have revealed that notwithstanding the anticipated

utilization of a portion of the commercial fleet, a deficit in air trans-
port capacity is to be expected. Those responsible for mobilization
planning for the Government have been, and are now, considering
methods by which this deficit can be made up. For some time it has
been made plain to the airlines that, in order to meet this national
defense problem, they were required to develop their commercial
business and the size of their fleets as rapidly as possible. The air-
lines have made good progress in carrying out this responsibility, the
fleet having increased since the end of the war from about 350 twin-
engine airplanes to over 1,000-a little less than half of which are
four-engine transports. Thus, the fleet was increased not only in
numbers, but also in quality and military usefulness.

Senator KERR. What would you say the capacity has been increased,
Mr. Ramspeck?

Mr. RAMSPECK. It has been increased, I think, 10 times in capacity,
Senator.

Senator KERR. That comes by reason of the larger carrying capacity
on the one hand and the greater speed on the other

Mr. RAMSPECK. That is correct, Senator.
Senator KERR. What part of your expansion was financed by

borrowed capital?
Mr. RAMSPECK. I think slightly over 50 percent, Senator.
Senator KERR. You are aware of the fact that the House bill makes

provision for credit on borrowed money.
Mr. RAMSPECK. Yes, sir.

Senator KIERR. 1331/ percent of whatever the interest charges on the
borrowed capital are.

The CHAIRMAN. The interest rate.
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Mr. RAMSPECK. Senator, that is true, but our interest rates are
pretty low.

Senator KERR. What are the interest rates? What would they be?
Mr. RAWrSPECK. Well, there are some of them as low as 2 percent.
Senator KERR. Would they average about three, do you think?
Mr. RANISPECK. I think so.
Senator I(ERR. Well, if it averaged about 3 and they let you make

133!/3 percent, that would be 1 percent on that investment that they
would let you make; would they not?

Mr. RAMSPECK. I am not too good at mental arithmetic, Senator.
I will take your word for it.

Senator XERR. What do you suppose their indebtedness is?
Mr. RASrPEcx. The indebtedness of the airlines?
Senator KERR. Yes.
Mr. RAMSPECK. I would say somewhere around $350,000,000.
Senator KERR. About $350,000,000, and 1 percent on that would be

three and a half million.
Mr. RAMSPECR. Yes, sir.
Senator KERR. Of course, you would have to pay a normal tax on

that and that would leave about a million and three-quarters a year.
It would not take you over a couple hundred years to retire that
indebtedness.

Mr. RAArsPECK. It would take a good while, Senator.
Senator KERR. How much expansion do you think they would do if

that were the limit of what they were permitted to have as a return
with which to recover losses and retire?

Mr. RAsPEcx. I do not think they would expand any on that,
Senator.

Senator KERR. You do not think that would be sufficient to entice
them?

Mr. RAMSPECK. No, sir.
Senator KERR. All right. I do not think it would be sufficient to

entice anybody, but I am still looking for one that might be an excep-
tion to the rule.

Mr. RAMiSPECK. It is a good thing that this was done. As soon as
the war in Korea began, the military forces called upon the airlines
to provide aircraft for emergency airlift to Korea. Forty-three four-
engine transports were requested, and were promptly provided, with
four crews apiece. That constituted about 10 percent of the four-
engine fleet. After these aircraft had been in military service for
about 3 months a portion of them were returned to the airlines for
reintroduction into their commercial service. Very recently, however,
additional demands have been made on the airlines to return these same
aircraft for use for the same purpose. Thus, the employment of the
civil airline fleet as a direct auxiliary to military operations is not just
talk.

The airlines are being counted upon to expand their fleets further.
They have on order at the present time 168 additional aircraft, for
which they will be required to pay in the neighborhood of $136,000,000.
This bill would require us to attempt to finance this development on
the basis of a 5-percent return on investment. We do not believe it
can be done.
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In making special provision for regulated public utilities the Ways
and Means Committee in its report stated:

Your committee also believes that where industries are regulated by other gov-
ernmental bodies providing only a fair rate of return, it is undesirable to
consider profits allowed by such regulated bodies as excessive for purposes of an
excess profits tax. The 5- and 6-percent rates of return provided for in this
minimum credit will be approximately the average rates of return customarily
allowed for the regulated industries in question.

We think that the principle enunciated by the committee in that
statement is completely sound, but in applying it to the air transport
industry the committee failed to recognize the rates of return which
the Civil Aeronautics Board has considered essential for the industry,
between 8 and 10 percent.

The airlines were not treated as favorably as were the gas and electric
utilities, which obviously involve far less risk to investors than do
airlines. The airlines were given the same treatment as were the rail-
roads, notwithstanding the differences between airline and railroad
operation which require greater returns for airlines in order to main-
tain them in a sound financial position. The railroads are much older.
They do not operate internationally. Experience has shown that their
equipment is not subject to requisition for military purposes. Their
equipment is not subject to such rapid obsolescence. Members of the
committee who are familiar with the two forms of transportation
could undoubtedly state other elements in which the risk to the air
transport investor is greater than that to the investor in railroad
securities.

In addition, the establishment of the same rate of return for rail-
roads and airlines fails to recognize one fundamental difference be-
tween the two industries-that is, the airlines do about three times as
much business with a dollar of investment as do the railroads. For
example, in the case of a railroad and an airline each with an invest-
ment of $1,000,000, the railroad would do $350,000 worth of business
during the year and the airline would do about $1,000,000. Thus, the
railroad would be entitled under this bill to a profit of $50,000 on
$350,000 gross business, while the airline would be entitled to $50,000
of profit on $1,000,000 of gross business. Thus, by treating railroads
and airlines alike, airlines are made the victims of serious discrimina-
tion.

We hope that the committee will give attention to solution of the air-
lines' problems under this bill. Our first recommendation is that the
bill be amended to include a provision to the effect that compensation
received from the United States for the transportation of mail by air-
craft should be excluded from the income subject to the excess profits
tax. We believe this amendment to be the simplest and most effective
way of insuring a proper return to the airlines. We believe it is
proper to exclude mail pay from income subject to the excess profits
tax, since it is the means by which the Board, in the last analysis.
determines the earnings which the airlines will be permitted to make.

In the event that the committee does not adopt this recommenda-
tion, we recommend that the bill be appropriately amended to sub-
stitute for the 5 percent rate of return provided for air transport
regulated by the Civil Aeronautics Board, the percentage of return
recognized by that Board.
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I have a longer statement, Mr. Chariman, which supports in detail
the conclusions I have stated here. I would appreciate it if the com-
mittee would receive this longer statement for the record.

The CHAIRMAN. YOU may file it for the record.
Mr. RAMSPECK. Thank you, sir.
The CHAIRMAN. It will be incorporated.
(The statement submitted by Mr. Ramspeck is as follows:)

STATEMENT OF ROBERT RAMSPECK, EXECUTIVE VICE PRESIDENT, AIR TRANSPORT
ASSOCIATION OF AMERICA

This statement is presented by the Air Transport Association of America
on behalf of its membership, which includes substantially all of the United States
flag airlines certificated by the Civil Aeronautics Board and operating scheduled
services.

I. Summary of airline industry position
The effect of H. R. 9827 would he to limit to 5 percent after normal taxes the

earnings which the airlines would be permitted to make. The imposition of
such a tax upon the air-transport industry of the United States at this time
would be a severe blow to the defense program of this country. It is well
established in both theory and practice that the military forces rely upon the
airlines to provide air-transport capacity for military purposes in time of
emergency. It is well-established military policy that the airlines should be
encour:wed to acquire through private financing the largest fleet of effective
transports that they can justify economically. The airlines have made some
progress in carrying out this policy, notwithstanding a financial history which
is far from attractive for private investors. An excess profits tax which would
permit the airlines to earn only 5 percent would make it impossible, not only for
the airlines to recoup severe losses incurred since the war hut even to make
the return on investment which has been considered by the Government as nec-
essary in order for them to finance the transport relied upon by the military. If
this committee reports an excess profits tax bill, we recommend that special pro-
visions he made to permit the airlines to earn enough money to buy the additional
transports on which the military is relying. These are our conclusions in gen-
eral. It will be the purpose of the remainder of the statement to support them in
detail.

II. The reasons why it is not in the public interest to impose an excess profits
tax on the airline industry at the level prescribed in H. R. 9827
There are three principal reasons why it would be contrary to the public

interest to limit the earnings of the scheduled airlines to 5 percent after normal
income taxes.

1. The airline industry, far from earning excessive profits, has never had a
period of normal earnings, is not yet well-established from a financial viewpoint,
and needs a period of earnings higher than 5 percent to continue the growth
demanded of it by the needs of the national defense and the commerce of the
United States.

The condition of the airline industry during the period from its inception
in 1926 to the enactment of the Civil Aeronautics Act in 1938 can best be de-
scribed as chaotic. Airline companies emerged on the scene and disappeared,
either through bankruptcy or consolidations and mergers with other companies.
The Government had no clearly defined policy with reference to air transporta-
tion, and the provisions and requirements of the statutes covering the carriage of
air mail were constantly changing. As a consequence, by 1938 many of the re-
maining airline companies were on the verge of bankruptcy, and approximately
half of the industry's capital had been lost.

In 1938, Congress passed the Civil Aeronautics Act. This act embodies vir-
tually all of the features of a public utility regulatory statute, but has one very
important addition. It contains a directive to the Civil Aeronautics Board to
fix and determine a mail rate for each individual carrier sufficient, together
with other revenues of the carrier, to enable that carrier, under honest, economi-
cal, and efficient management, "to maintain and continue the development of air
transportation to the extent and of the character and quality required for the
commerce of the United States, the Postal Service, and the national defense."
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As a result of the comprehensive safety and economic regulation provided by
the Civil Aeronautics Act, economic conditions improved in the industry during
the years immediately following. This can be seen from an examination of the
net income, after taxes and fixed charges, of the industry for the years 1933
through 1941. The following table indicates the net income figure (or loss) of
each of the years in question and the approximate net investment on which it
was based:

Year Income Investment Return

Percent
1938....----------------------------------------------------------'$1653000 $36,032,000 --- --
1939.............------------------------------------------------------------... 3.682,000 45. 994.000 . 7
1940-...... -.-... . . . .. . . . . .. . . . . - -- -- -- -- -- -- -- - 4,637,000 71,285,000 7.0
1941------------------------------------------------------------4,183, 000 80, 656,000 4.6

SLoss.

The impact of World War II on the industry was drastic. The war found the
industry in the process of progressing from the 2-engine DC-3 to the 4-engine
DC-4 and Constellation, a process which ordinarily would be expected to take
approximately 5 years. Any such plans had to be abandoned immediately, and
those new airplanes went to the military.

Instead of proceeding to build up the industry, the airlines were required to
tear it down. To mention only a few of the most important results of the war,
it meant loss of approximately 168 aircraft on order; the requisitioning by the
Government of approximately 175 aircraft then in operation (reducing the fleet
operated during the year 1942 to an average of 183 aircraft); and the loss to
the military services of approximately half of the airline executives and half of
the flight crews. The airlines were required by the War Department to suspend
service on routes aggregating about 8,500 route-miles, or about 20 percent of
their total route mileage, and to reduce service on the remainder to the point
where the limited number of remaining aircraft would provide the most essential
service. International operations in tile Atlantic and the Pacific, except on the
basis of contracts with the War and Navy Departments, ceased entirely.

In addition to the above measures, a passenger and cargo priority system was
established to make certain that the reduced airline capacity would be reserved
for the most essential traffic. The airline industry was the only one of the
transport industries which was subjected to this type of control.

In the spring of 1942, all of the airlines entered into contracts with the War
and Navy Departments for the variety of services, including ferrying military
aircraft; the modification, repair, and overhaul of military aircraft, engines, and
other equipment; pilot training; the operation of passenger- and cargo-transport
services over most of the world; the emergency movement of troops; transporta-
tion of wounded for treatment; construction of airports; and the establishment
of airways.

By reason of the intense utilization of existing equipment, the high load factors
experienced, the very heavy mail loads carried, and the wage and price freeze
in effect during the war years, the industry made reasonable profits during the
years 1942 through 1945. The following table shows the net income, after taxes
and fixed charges, and the total investment during that period:

Year Income Investment Return

Percent
1942....------------------------------------------------------ $14,119, 000 $122, 121,000 11. 5
1943------------------------------------------------------- 12, 226, 000 154, 368, 000 7.8
1944....------------------------------------------------------ 17, 489, 000 187, 719, 000 9.0
1945------------------------------------------------------- 21, 194, 000 248, 703, 000 8.4

The average percent of return on investment for the above period was approxi-
mately 9.3 percent, which, as will be seen later, was an inadequate return to
provide for things to come.

All of the forces which stimulate growth in the transportation industry had
been at work during the war years, but they had been forcibly confined by Gov-
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ernment action. With the end of the war, these forces literally burst upon the
air lines. The airlines were faced with the necessity of rebuilding in a short
time an industry which had been 20 years in the development, and this rebuild-
ing had to be done under circumstances which could hardly have been more
unfavorable.

Surplus DC-3's and DC-4's had to be purchased or leased from the Govern-
ment, overhauled and rebuilt to meet Civil Aeronautics Administration spec-
fications, and equipped with passenger interiors before they could be put into
service. This was an expensive way to obtain new aircraft-particularly since
these aircraft were to be used only as stopgaps for several years until the manu-
facturers could fill the airlines' orders for DC-6's and Constellations, and the
two-engine Martins and Convairs, which the airlines needed to replace the obso-
lete DC-3's and DC-4's. A major part of the transition from the DC-3 to the
DC-4, to the DC-6, Constellation, Martin, and Convair was accomplished in the
years 1946 through 1948.

In addition to the tremendous cost of the new aircraft, and of training per-
sonnel to use and service them, the airlines were forced to bear heavy grounding
costs, in connection with this new equipment, as its use on the line showed need
for modification and adjustments.

Moreover, the industry was actively engaged in developing new routes which
the Board had previously certificated, the progress on which had been inter-
rupted by the war. The international services were rebuilt and greatly expanded.

In short, the period 1946-48 was a period of unparalled growth. It was also
a period of unparalleled industry losses. The investment of the domestic trunk
lines grew from approximately $187,000,000 in 1944 to approximately $484,000,000
in 1948. In addition to raising capital for this purpose, the industry had to
finance net losses during the years 1946 through 1948 of approximately $30,-
000,000. In 1946, the domestic airlines lost $5,626,000; in 1947, $20,242,000; and
in 1948, $4,996,000. Consequently, the industry experienced a great increase
in long-term debt, from approximately $147,000 in 1944 to approximately $172,-
000,000 in 1948.1

In the year 1949, the industry finally managed to realize net earnings, the
domestic trunk lines realizing earnings of approximately 2.75 percent, and all
of the certificated airlines, including the international carriers and the feeder
lines, earning approximately 3.5 percent on the total investment. Estimates for
1950 indicate that a slightly larger percentage of profit can be expected.

There you have the airline financial record up to now, consisting as it does of
three abnormal periods: First, the recovery from bankruptcy under the Civil
Aeronautics Act; second, the war years; and, third, the years since the war when
the industry was in the process of rebuilding. Possibly the industry is now enter-
ing a period of financial stability which will permit a consolidation of airline
progress. It s equally possible that the industry is not entering such a period.
The development of new transports, powered with jet engines, has come forward
rapidly since the war, and we hesitate to forecast when it will be necessary for
the United States industry to adopt this advanced type of aircraft and again
go through the throes of a reequipment program.

Our experience with the airlift to Korea makes us wonder whether the next
few years will be stable ones for air transport. As soon as the Korean War broke
out, the military called upon us for 10 percent of our fleet of four-engine aircraft,
and got them-and still has most of them. What similar incidents lie ahead we
cannot anticipate.

But one fact is clear. The industry now is, and will continue to be, under
heavy pressure from the Military Establishment to increase its fleet of aircraft
in order to make up the present serious deficit in air transport for defense pur-
poses. Speaking of the role of the airlines in a national emergency, the Honorable
Dan A. Kimball, Under Secretary of the Navy, stated in a speech on October 17,
1950: "I think there is a clear lesson to be learned in connection with commercial
air transportation as it relates to military emergencies. We have learned to
count upon our airlines as a source of planes for emergency use."

In a speech on September 21, 1950, the Honorable Thomas K. Finletter, Sec-
retary of the Air Force, in speaking of the requirement for air-transport planes
in a time of emergency, stated in part: "When we add these figures together

1 The above figures are from Civil Aeronautics Board reports. A much larger loss for
the period 1946 through 1948 appears in the testimony of Secretary Snyder before the
House ways and Means Committee. The latter figure undoubtedly also includes air car-
riers other than the domestic scheduled airlines, which were used in our computation.
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and take into consideration our capacities as of the present time, including not
only the military planes available but a practicable percentage of the civilian
airlines which might be taken over in the event of war we find a very substantial
deficit."

The Air Coordinating Committee, the top civil aviation committee of the Fed-
eral Government, which includes representatives of the Delpartment of Defense,
has also recognized the reliance placed upon the commercial airlines as a supple-
ment to military aviation and the present deficit in air transport. A release of the
Air Coordinating Committee, dated October 25, 1950, states in part: "Delos W.
Rentzel, Chairman of the Air Coordinating Committee, announced today that
the Air Coordinating Committee had agreed that transport aircraft and replace-
ment of parts for civil aviation should be produced on an equal priority with
similar military equipment."

Thus, it is incumbent on the airlines, in addition to undertaking the special-
ized services and functions performed for the military services during World War
II, to increase as rapidly as possible their fleets and personnel so that they will
be in a position to assist the Department of Defense in meeting the serious deficit
in air-transport capacity and at the same time avoid, as far as possible, the drastic
curtailment of services available to support the civilian economy.

The purchase of new aircraft and the training of the necessary personnel to
operate them are almost incredibly expensive projects. $30,000,000 of losses
suffered, and $172,000,000 of debt acquired, during the postwar years are proof
of that fact. Unless the industry is to be saddled with even greater amounts
of long-term indebtedness., or resort to Government financing, it must be per-
mitted earnings sufficient to build up the necessary reserves of capital and to
attract investors willing to participate as stockholders in the industry. To
apply to the airlines an excess profits tax computed on the basis of H. I. 9827,
would make it impossible for the airlines to retain earnings sufficient to accom-
plish those objectives.

As will be demonstrated below, the general effect of H. R. 9827 is to limit the
airlines to earnings of 5 percent on their investment. There are several reasons
why a return of that amount would be completely inadequate for the air trans-
port industry.

In the first place, as we have seen above, the industry earned approximately
9.3 percent after taxes and fixed charges, during the years 1942-45. However,
this amount was completely inadequate to cover the rebuilding which the indus-
try had to undertake, and the growth which it accomplished, during the postwar
period 1946-48. Because of the unparalleled losses attributable to that rebuilding
and growth, the industry's long-term debt increased from approximately $147,000
in 1944 to approximately $172,000.000 in 1948.

Turning now to the second reason, by the Civil Aeronautics Act of 1938, the
Congress created the Civil Aeronautics Board and made it the Federal agency
responsible to see to it that the airline industry is economically sound and
develops as required to meet the present and future needs of the commerce of
this country and of our national defense. The Board also was directed by that
act to take those needs into account in determining the mail compensation to be
paid to the airlines. In the exercise of its expert judgment, the Board has
consistently held that a return of 8 to 10 percent on airline investment is essential
to the maintenance of a sound industry. The Board's conclusion with respect to
a rate of return are based on an evaluation of profits required in order to attract
sound private investment into the industry.

IThere is nothing in the record of the hearings on H. R. 9827, either before
the House Ways and Means Committee, or this committee, to indicate that the
determination by the Board of the earnings which the airlines should be permitted
is in error. In our opinion, the Board's determination on this subject is correct.
That being the case, it is, on the face of it, unwise and even dangerous from the
viewpoint of our defense effort for the Congress to pass an excess profits tax
statute which would cut substantially in half the amount of earnings which the
Civil Aeronautics Board has determined that the industry must have in order
to maintain its proper growth.

2. The Civil Aeronautics Board has been given the duty by the Congress to
see to it that the airlines earn a reasonable profit. Unless the excess profits tax
law is so drawn as to recognize as normal the rate of return permitted by the
Civil Aeronautics Board, conflict will inevitably result between the Civil Aeronau-
tics Board and the Bureau of Internal Revenue.

Under the Civil Aeronautics Act, the Congress imposed upon the Civil Aeronau-
tics Board the duty of establishing rates for the transportation of persons, prop-
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erty, and mail, which are fair and reasonable and which will enable the individual
airlines to maintain and continue the development of air transportation as
required by the national defense and the commerce of the United States. Under
the administrative machinery established by the Congress in the Civil Aero-
nautics Act, unreasonable profits have not existed and cannot develop.

The Board's control over the airlines is far greater than the control which most
regulatory bodies exercise over the public utilities which they regulate. The
typical regulatory agency establishes the rate which the utility may charge the
public. This may or may not control profits of that utility, due to the fact that
a rate reduction may, because of a great increase in the volume of business, result
in more, rather than less, earnings. The Civil Aeronautics Board not only has
the power to determine the rates charged by the airlines for the transportation
of persons or property, but also to establish the mail revenue which each airline
receives. Generally speaking, this is done on an individual carrier basis and
takes into account all revenues of the carrier from other sources. The determina-
tion of mail pay is the means by which the Board, in the last analysis, determines
the earnings which the carrier will be permitted to make.

The close and continuing scrutiny to which the Board subjects airline profits
is amply illustrated in actions taken by the Board during the years 1942-45 when
the airlines had net income. As the result of such action, the industry's average
mail rate per ton-mile decreased from $1.08 in 1942 to 50.5 cents in 1945. Pas-
senger fares were reduced from approximately 5.3 cents per mile to approximately
5 cents per mile.

As a consequence of the above reductions, the carriers' revenue per revenue
ton-mile showed the following decrease after 1942: 1943, $1.17; 1944, $1.11;
1945, $1.03.

As stated above, the Civil Aeronautics Board has consistently held that a
return of 8 to 10 percent, after taxes, on airline investment is essential to the
maintenance of a sound airline industry and its development to the extent
required by the national defense and the commerce of the United States. How-
ever, if H. R. 9827 is enacted into law, the Bureau of Internal Revenue would
permit the airlines to earn only 5 percent on their investment. Thus, we would
have the anomalous situation wherein two Federal agencies would be in direct
conflict regarding the earnings which an industry would be permitted to retain.

Section 446 of H. R. 9827 is an obvious recognition by the House of Repre-
sentatives that regulated public utilities should have special treatment under
the excess profits tax law. In fact, the report of the Ways and Means Committee
on H. R. 9827 states in part:

"* * * Your committee also believes that where industries are regulated by
other governmental bodies providing only a fair rate of return, it is undesirable
to consider profits allowed by such regulated bodies as excessive for purposes of
an excess profits tax. The 5 and 6 percent rates of return provided for in this
minimum credit will be approximately the average rates of return customarily
allowed for the regulated industries in question."

It is respectfully submitted that the Ways and Means Committee is in error in
its belief that the Civil Aeronautics Board regards earnings of 5 percent as
adequate. As stated above, the Board actually has taken the position that earn-
ings of 8 to 10 percent, after taxes, are necessary.

3. A tax statute which limits airline and railroad earnings to 5 percent on
investment will discriminate against the airlines and in favor of their principal
competitors, the railroads.

Under section 446 of H. R. 9827, the 5-percent limitation applies not only to the
airlines, but also to the railroads. Such a limitation would discriminate against
the airlines and in favor of the railroads. The total assets of the scheduled air-
lines, including the international airlines, is but a fraction of the assets of the
railroads. In 1948, the latest year for which data are available, the class I
railroads had 27.5 billion dollars invested in property and equipment, as depre-
ciated. The scheduled airlines, including the international airlines, had assets
amounting to but 705 million dollars. It is obvious, therefore, that any excess
profits tax credit based on percentage of investment would discriminate against
the airlines.

Airline investments can also be compared with those of the railroads in still
another sense. Before World War II the airlines were able to earn more than $1
in revenues for each $1 of investment. At the same time, class I railroads were
able to earn less than 20 cents for every $1 invested. In the postwar period
this relative position was maintained, and in 1949, for example, the airlines were
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able to earn approximately 97 cents with each $1 of investment, as compared with
the railroads' ability to earn approximately 35 cents for each $1 of investment.

This means that a hypothetical railroad with a total investment of $1,000,000
would gross approximately $350,000, and a hypothetical airline with an invest-
ment of a similar amount, would gross almost $1,000,000. Under the excess
profits tax law, both would be permitted to retain earnings of approximately
$50,000, although the revenues of the airline were almost triple those of the
railroad.

Thus, the airlines would be required to conduct a large and growing business on
a margin of profit which would be dangerously small, while the railroads, due to
their larger investment and slower turn-over, could do business with a com-
fortable margin. Any tax law which produces such a result is obviously unsound.

In this memorandum, it has been stated that the effect of H. R. 9827 would be
to limit airline earnings to 5 percent on investment. This would be the result
of the application to the industry of section 446 of the bill. We are not unmindful
of the fact that the airlines would have two alternative methods of computing
their credit under the excess profits tax, namely, the average earnings method
(section 435) and the invested capital method (section 436). While limitations
of time have not permitted us to conduct extensive research on this subject, pre-
liminary examination indicates that, generally speaking, the credit available to
the airlines under either of these alternative methods would be less than that
produced by section 446 (the regulated public utility credit).

Insofar as the average earnings method is concerned, table 7 submitted to the
Ways and Means Committee by Secretary Snyder, as an attachment to his state-
ment, reveals that of all of the industrial groups listed in that table, air transpor-
tation is unique in that it is the only industry which sustained a loss for the
period 1946-49. According to the Treasury Department's figures, the air trans-
portation industry suffered a loss of $7,000,000 during that period. The figures
for the individual years are as follows: 1946, $23,000,000 (loss) ; 1947, $40,000,-
000 (loss); 1948, $4,000,000 (net income before taxes); 1949, $31,000,000 (net
income before taxes); average for the 4 years, $7,000,000 (loss).

According to table 7, the average for the three best years is $4,000,000 (net
income before taxes). This figure, of course, represents the total income for the
entire air transport industry, not for any one company in the industry. Under
H. R. 9827 only 85 percent of the average of the three best years ($4,000,000) is
taken into account in determining the base period earnings credit. Thus, the
total credit for the entire air transport industry would be $3,400,000.

Obviously, the air transport industry would not use the average earnings base
for computing the excess profits tax.

Insofar as the invested capital method is concerned, the airlines, generally
speaking, have a comparatively small capital investment. Although the rates
of permissible return on investment are larger in H. R. 9827 than under the
former excess profits tax law, the resulting credit would be less, generally
speaking, than the credit computed under section 446.

III. A summary of the provisions which should be incorporated by the Senate
Finance Committee in H. R. 9827 in order to permit the airlines to realize
sufficient earnings to permit the industry to grow as required by the national
defense and the commerce of the United States

It has been demonstrated above that the effect of H. R. 9827 would be to limit
to 5 percent after normal taxes the earnings which the airlines would be per-
mitted to make, and that such a limitation would prevent them from maintaining
the growth required by the national defense and the commerce of the United
States.

We have two alternative suggestions to make as to how this deficiency in the
bill should be remedied.

1. There should be included in the bill a provision to the effect that compensa-
tion received from the United States for the transportation of mail by aircraft
shall be excluded from the income subject to the excess profits tax.

We urge that the bill be amended to provide that compensation received by
the airlines for the transportation of mail by aircraft shall be excluded from
income subject to the excess profits tax. To apply an excess profits tax to mail
pay would be to take away a portion of what the Board considers necessary for
the carrier to retain in the operation of its business, and would seriously
interfere with the administration of the Civil Aeronautics Act. This exclusion
should be incorporated in the section of the bill defining income subject to the
excess profits tax, rather than in a general exemption section, such as section
727 of the former excess profits tax law.
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2. In the alternative, the bill should be appropriately amended to implement
the principle recognized by the Ways and Means Committee of the House that
it is undesirable to consider profits allowed by the regulatory body as excessive
for the purposes of an excess profits tax.

As stated above, the Ways and Means Committee provided for a permissible
return of 5 percent on airline investment on the assumption that a 5-percent rate
of return is approximately the average rate of return customarily allowed the
airlines by the Civil Aeronautics Board. While the principle recognized by the
Ways and Means Committee is correct, the percentage figure which it selected,
unfortunately, is incorrect. It is therefore urged that this committee correctly
implement the principle recognized by the House of Representatives by amending
section 446 of H. R. 9827 to substitute for the 5-percent rate of return provided
thereunder for air transportation regulated by the Civil Aeronautics Board, the
percentage of return recognized by that Board.

Mr. RAMSPECX. If further confirmation is needed with respect to
the utilization of airlines in the national defense we would refer the
committee to the Air Forces, and if additional data with respect to
the financial needs of the industry is required, we would suggest that
the committee consult with the Civil Aeronautics Board.

The CHAIRMAN. Any questions by any member of the committee?
Senator BREWSTER. YOU spoke of the $350,000,000 debt. What is

the amount of the equity investment?
Mr. RAMSPECK. The total investment, including the debt?
Senator BREWSTER. No; outside your equity.
Mr. RAsrEK. It is about the same amount, Senator. The debt

is slightly over 50 percent of the total. That was due, Senator, as I
am sure you realize, having been on the committee that investigated
the financial condition of the airlines, to the fact that we were losing
money and we could not get money through the equity capital.

Senator BREWSTER. What shocks me is this is the first time I realize
the airlines industry was worried about excess profits. All I had
heard about was excess losses.

Mr. RxMrsPEcx. Yes, sir; that is about all we had. We never had
any normal earnings.

Senator BREWSTER. That is why it is very encouraging. The only
difference you do not point out about the railroads and other utilities
is that you are in a different position in that you have a formidable
Government guaranty. We paid you something like over $100,000,-
000 last year, for carrying the mails.

Mr. RAMSPECK. Yes, sir.
Senator BREWSTER. And I do not think you contend that it is all

earned?
Mr. RAMSPECK. It is not all compensatory mail pay. Some of it is

subsidy.
Senator BEWSTER. We are now having quite an expensive investi-

gation as to how to divide your compensation and your subsidy.
Mr. RAMSPECK. Yes, sir.
Senator BREWSTER. Which you are in sympathy with. Does not

the Civil Aeronautics through that medium, the moment that is de-
termined, simply by eliminating your subsidy, solve the problem of
excess profits?

Mr. RAMSPECK. Yes, sir. You will recall, Senator, I am sure, that
during the last war they reduced the pay they provided to the air-
lines in order to reduce that profit.

Senator BREWSTER. Yes, because of the war stimulus.



EXCESS PROFITS TAX ON CORPORATIONS, 1950

Mr. RAMSPECK. We think they went too far, and that brought about
part of our trouble right after the war, but they did drastically reduce
the payments. The mail rate went down from about $1.50, I think
it was, per ton-mile to 50 cents.

Senator BREWSTER. Would it not also help a great deal if we would
stop subsidizing foreign airlines by the indirect method of supplying
them with the capital with which they build our competition?

Mr. RAISPECK. There is certainly a big question there, Senator.
Senator IKERR. You say the airlines have about a thousand planes,

Mr. Ramspeck?
Mr. RAMSPECK. Yes, sir; they are operating now about a thousand

planes.
Senator KERR. And about half of those are twin-engine?
Mr. RAMSPECK. Slightly less than half; about 450.
Senator KERR. No; twin engines.
Mr. RA1MSPECK. 550 twin engines, approximately.
Senator KERR. What is the capacity of those?
Mr. RAMISPECK. They run from 21 seats to 40.
Senator KERR. The twin engines?
Mr. RAMiSPEK. Yes, sir.
Senator KERR. And the four-engined have an average of about 50?
Mr. RAMSPECK. I think they would probably average a little higher

than that. Some of them have as many as 78 seats on them, using
this coach service.

Senator KIERR. In other words, you have got enough, then, if a
situation should develop over here on the right flank of the United
Nations forces where they were unable to extricate themselves, if
there was a place to land you have got the ships that could set down
there and pick up the entire contingent that is there, and bring them
out?

Mr. RAiSrPECK. I think we could, Senator. We could carry a lot
of people in those airplanes.

Senator KERR. If yOU have got a thousand that average about 35
capacity each, you could bring 35,000 out at one load?

Mr. RAMSPECK. Yes, sir.
The CHAIRMAN. No further questions, Mr. Ramspeck. We thank

you.
Mr. RAMISPECGK. Thank you very much, Mr. Chairman.
The CHAIRMAN. Mr. John Hessey. Come forward, Mr. Hessey,

and identify yourself.

STATEMENT OF JOHN H. HESSEY, CHAIRMAN, NATIONAL ASSO-
CIATION OF RAILROAD AND UTILITIES COMMISSIONERS, WASH-
INGTON, D. C.

Mr. HESSEY. My name is John H. Hessey. I am chairman of the
Public Service Commission of Maryland. I am appearing here today
on behalf of the National Association of Railroad and Utilities Com-
missioners with respect to the excess profits tax bill.

We have heretofore passed a resolution with respect to this matter
and adopted a statement which has been filed, and I would like to have
that made a part of the record, as well as the statement which I shall
present this morning.

423
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The CHAIRMAN. Yes, sir; you may file it with the reporter and it
will be incorporated.

(The statement referred to is as follows:)

STATEMENT ON BEHALF OF THE NATIONAL ASSOCIATION OF RAILROAD AND UTILITIES

COMMISSIONERS, WASHINGTON, D. C.-REPORT OF THE SPECIAL COMMITTEE ON

EXCESS PROFITS TAX

The National Association of Railroad and Utilities Commissioners, commonly
referred to as NARUC, is an association of the regulatory commissions of this
country who are empowered to regulate, inter alia, the rates charged to the
public by the gas, electric, communications, steam heating and transportation
public utilities serving the American public. The issuance of securities, the
determination of reasonable earnings and the adequacy of service rendered to
consumers are also among the matters which these commissions are generally
empowered to regulate.

I

Our appearance before Congress is in respect to the proposals to enact an
excess profits tax. We understand the current need which Congress faces to
raise revenues by taxation, and the difficulties of that task; and our viewpoint is
certainly not in opposition to the endeavor of Congress to recover through taxa-
tion any excess profits that arise out of the country's defense program or war
effort.

However, so far as regulated public utilities are concerned, their normal regu-
lated peacetime earnings, and the normal regulated earnings required to attract
and support the large amounts of new capital needed for their vitally essential
expansion programs, are not excess profits and should not be reduced by a tax
designed to siphon away excess profits arising from the defense or war program.
Utilities must have sufficient earnings to maintain their credit. If an excess
profits tax should be adopted that does not recognize this need for adequate
utility earnings, regulation of utilities by the commissions will be seriously handi-
capped and the ability of utilities to meet the demand for service and make their
vital contribution to the defense program may be dangerously impaired.

Our day-to-day work has provided us with an intimate grasp of the facts
concerning this vital segment of the country's economy. We believe that the
proposals to levy an excess profits tax on regulated utilities in any of the forms
so far publicly proposed or as legislated during World War II would interfere
with the functions and obligations of regulatory commissions and would affect
the public interest adversely to a substantial degree.

Spociliclly, the excess profits tax proposals made so far or used heretofore do
not recognize that-

(a) the earnings of utilities are already under constant review and are
closely regulated down to reasonable returns:

(b) the need for those reasonable earnings is vital to the maintenance of
utility credit and the ability to attract capital;

(c) the ability to attract capital is particularly important now because
of the huge construction programs which are currently in progress by nearly
all utilities in their race to meet the Nation's demand for peacetime and also
wartime service;

(d)the excess profits tax proposals (or the law heretofore in effect)
would result in taxing away a substantial part of reasonable and necessary
nonwar earnings of public utilities; and

(e) the remaining earnings would generally be insufficient to support
credit of utilities and attract the vitally needed new capital.

The proposed tax law therefore needs to he so framed that utilities will not be
required to pay excess profits taxes when they are not earning more than the
reasonable return prescribed for them by regulatory comurissions.

Our point is not that excess profits from defense or war business should be
untaxed. Rather we contend that only true defense or wartime excess profits
should he taxed, and that in the case of public utilities the standards followed
under law by the commissions in regulating rates and earnings constitute the
proper measure for distinguishing "normal and reasonable profits" from "excess
profits made during or from war business." In making these points we under-
stand and presume that Congress intends to reach normal earnings with the
normal and surtax rate, and that it does not intend to levy an additional tai
on normal earnings in an effort to recapture war profits.
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Experience with the last excess profits tax law and our knowledge that a

similar new law would have a far more drastic effect upon the industry than
it had during World War II prompts the request that our views be considered.

II

There are fundamental characteristics and facts that govern the public utility
situation; and if an excess profits formula is imposed which does not take into.
account these characteristics, the result is both unjust and unnecessarily
injurious.

(1) The first of these characteristics is that the rates of utilities are regulated
under law so that there should be no excessive earnings on the property devoted
to the public service. One resulting fact is that rates cannot be increased by
utility companies at will as, for instance, when a war boom or other boom
period would permit higher prices. Another is that utility earnings, with
rare exceptions, do not rise in boom periods as do profits in unregulated business.
Nor can utilities amass out of earnings the funds neded to pay for large con-
struction projects.

We hold therefore that only when a utility earns on the applicable rate base
in excess of the rate of return (after income taxes and other expenses) specified
by the regulatory commission having jurisdiction, can it have any excess profits.

We also believe that a standard based upon the average earnings of a preceding
period will not meet the facts (or the needs) of the public utility situation, even
as a matter of theory, particularly when as in recent years there has occurred a
large growth in the amount of property devoted to the public service.

(2) The second of these fundamental characteristics is that utilities must
attract and use large amounts of additional capital to obtain increases in their
business and earnings--much more so in relation to their volume of business
than any other industry of which we have knowledge. From $3 to $5 of capital
is required for every dollar of gross business done, and for reasons of economy,
and lower cost to their customers, the public utilities use borrowed money (bonds,
chiefly) for a large part of their total capitalizations. Approximately 35 to 55
percent is generally in that form, and these proportions are much larger than
in unregulated businesses.

The expansion in the amount of property required to keep up with the public's
need for utility service is several times as large now as it was before or during
World War II, and the need for new investment capital now is tremendous in
comparison with the previous periods. To illustrate, one example may be drawn
from the regulated electric power business, which is now spending for new facil-
ities about $3,0110000.000 a year. This is nearly six times the prewar rate, and
is twice as much per year as was spent in all the war years 1942-45 together.
A broader example may be drawn from the record of securities sold for "new
money" purposes las distinguished from refunding) by all utilities, excluding
railroads. The present rate of securities sold is over 40 times the rate for 1939,
and 8 times the defense years 1940-41, and almost 5 times per year the entire
amount raised in that manner for the entire war period. The greater need for
new stock financing is evidenced by the fact that, in 1949, 129 times as much was
sold as in 1939, and 25 times as much as in the defense years 1940-41, and nearly
8 times as much in 1 year as in all the 4 war years. We must bear in mind in
1940 there were substantially greater plant reserves and, hence, not as great
a need for plant expansion.

The additional capital needed to expand utility facilities in the years imme-
diately ahead to serve increasing demands including those of the defense pro-
gram will probably be as large and possibly larger than the new capital require-
ments of the recent postwar years. Any tax law which redefines a part of closely
controlled normal earnings as excess profits and taxes them away, tends to
cripple the utility industry's ability to raise the huge sums of new capital
required to finish construction programs now under way and to undertake the
necessary new construction. It is this point which concerns us so much.

Therefore any standard for differentiating between normal earnings and excess
war profits based upon invested capital will not meet the needs of the utility
situation if it fails to meet two tests:

(a) If the invested capital permitted by the tax law is less than the total
actual invested capital utilized (for instance, if there is a disallowance of
50 percent of the debt capitalization as heretofore), and

(b) If the rate of return permitted on rate base will not provide earnings
after all taxes which are adequate to maintain the utility's credit and enable
it to attract large amounts of new investment capital.

75900-50-----28
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III

We believe that the general forms of excess profits tax laws so far proposed or
hitherto used would have the effect of confiscating substantial portions of neces-
sary normal or reasonable profits, with the resulting adverse effects mentioned.

We believe that normal or reasonable earnings of public utilities should, for
the purposes of a war or defense period excess profits tax law, be synonymous
with the term "allowable" or "fair" earnings used by the regulatory commissions
in the exercise of their supervision under law. The points at which the regulated
reasonable earnings of utilities differ from the general formulas of the excess
profits tax law previously in effect or so far proposed, and which cause the
discrimination against regulated utilities are these in the main:

(1) A reasonable price (i. e., rate) for utility service has repeatedly been held
to include a reasonable return upon the property devoted to the public service
after all expenses (other than interest) including income taxes. On the other
hand, the return on invested capital provided under the excess profits tax law
(in the form proposed or heretofore in effect) is before allowing for income taxes
and the cost or value of the capital employed in rendering service to the public
for regulatory purposes is not synonymous with the tax basis of the taxpayer's
capital investment.

(2) Utility regulation allows for the changes from time to time in the amount
of the investment and the amount of earnings constituting a fair or necessary
return thereon. Consequently any wartime excess profits tax formula which
seeks to define normal earnings in terms of an average of several previous years
(still less, only 75 to 85 percent thereof) is irreconcilable with the facts upon
which regulatory commissions are required by law to, and actually do, regulate
the reasonableness of utility rates and utility earnings to meet actual current
conditions.

(3) Utility regulation provides for a reasonable return on all capital expendi-
tures of the utility whereas the excess profits law previously in effect or proposed
requires elimination of a portion of the capital invested (such as 50 percent of bor-
rowed capital, or additions during the taxable year, or so-called inadmissible
assets) arll allows a rate of return so low that resulting earning after taxes will
not in fact maintain credit or attract necessary capital. The 5 percent return
before normal and surtaxes of 45 percent, which has been proposed before Con-
gress, would be disastrous; and even a 5 percent return after taxes would be
inadequate to support the credit of the utility industry.

Our calculations show that with the standards of the 1945 law (and proposed
in the recent O'Mahoney-Connally amendment) the point at which an excess
profits tax becomes payable under the invested capital method for the typically
sized utility is at about 31/ to 3%4 percent rate of return on its property devoted
to public service. We believe that the same general level would be produced by
the recent proposals. We are quite certain that such returns are so much below
what is necessary to keep utilities functioning properly that only severe damage
can result. The currently huge needs for new capital is the factor which would
crystallize the harm, a factor which was not operative in anything like the same
degree when the previous excess profits tax law was in force.

The future results under the average earnings method cannot be summarized so
succinctly; but the earnings record in what would now he a base period (the
postwar years) is a subnormal one for utilities in that much growth of their
capital investment has taken (and is taking) place from the levels on which those
earnings were derived. The facts and needs of the utility situation actually
compelled us to grant many rate increases during the postwar years. A redefini-
tion of a part of those earnings as being excess profits would indeed be
anomalous.

IV

It is our belief, and judgment, that there should not be excess profits in the
utility industry at any time; that regulatory bodies are generally charged with,
and seek to secure, the prevention of excessive profits; that in fact they do
accomplish the prevention of such excessive profits. We therefore believe that
any tax law which seeks to distinguish normal earnings from excess profits
should take into account the fact that an existing and competent machinery of
regulatory commissions is, and for many years has been, in operation for the
identical purpose (among others) of making such measurements and further to
order preventive adjustments in the selling prices of utility services when
necessary.
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The regulatory bodies have ninny guides enunciated by the courts, such as the
opinion of the Supreme Court in the Bluefield Water Works & Improvement Co.
case, in their determination of reasonable earnings:S"What annual rate will constitute just compensation depends upon many cir-
cumstances and must be determined by the exercise of a fair and enlightened
judgment, having regard to all relevant facts. A public utility is entitled to such
rates as will premit it to earn a return on the value of the property which it
employs for the convenience of the public equal to that generally being made at
the same time and in the same general part of the country on investments in
other business undertakings which are attended by corresponding risks and
uncertainties; but it has no constitutional right to profits such as are realized
or anticipated in highly profitable enterprises or speculative ventures. The return
should be reasonably sufficient to assure confidence in the financial soundness of
the utility, and should be adequate, under efficient and economical management,
to maintain and support its credit and enable it to raise the money necessary for
the proper discharge of its public duties."

We submit the fact that regulatory bodies are competent to so regulate utility
selling prices, and in fact they do so regulate them, as to prevent excess profits
under the Bluefield or other applicable court decisions which are the law of the
land.

Persuasive evidence of the result is the following record of prices charged
in the electric and gas industries:

The average price paid for all electric power served by the electric
utilities was 2.16 cents per kilowatt-hour in 1939; it was 1.86 cents lper
kilowatt-hour in 1949. (Source: Edison Electric Institute Statistical Bulle-
tin No. 17, p. 29.)

The Bureau of Labor index for retail prices of electricity was 96.3 in
1939 and 90.1 in 1949.

The average price paid for manufactured gas was 99.3 cents per million
cubic feet in 1939, and 113.1 cents per million cubic feet in 1949. The average
price of natural gas was 33.2 cents in 1939 and 35.1 cents in 1949, per million
cubic feet. (Source: Computed from American Gas Association's Gas
Facts, 1949; tables 72 and 88, pp. 104, 122.)

The Bureau of Labor index for retail price of gas was 101.1 in 1939 and
103.1 in 1949.

These price trends are in sharp variance with the prices of nearly al unregu-
lated products and services, particularly since the beginning or end of World
War II, when sharply increased levels of wage rates and material costs devel-
oped. The articles and services comprising the Bureau of Labor's Cost of Living
Index were 70 percent higher in 1949 than 1939; the Bureau's Wholesale Com-
modity Price Index is 100 percent higher. This is positive indication that
public utilities have through regulation been held to profits that in no way could
be termed excess profits.

V

We respectfully urge that the concept of excess profits for public utilities
is essentially inimical to the concept of regulation by statutory commissions;
and that assuming Congress does not intend to levy a tax on normal earnings
except through the normal and surtax rate, the applicability of a wartime excess
profits tax to public utilities is open to serious question. Regulatory commis-
sions should be continued in their duty and their right to determine what con-
stitutes excessive profits in each case, and have conclusively proven that they
may be relied upon to discharge their duty to prevent excessive profits by regu-
lating the selling prices of public utility services.

Acceptance of this proposition would be desirable both as a matter of equity
and as a matter of practicality in regulatory administration. Nor, as we under-
stand it, would recognition of the unique characteristics of the utility industry
involve departure from the principle of recognizing unique circumstances which
Congress has followed for many years--in some cases since 1913. Insurance
companies, mutual savings banks, commercial banks (as to capital gains and
losses), shipping companies, companies affected by depletion allowances (mining
and as a matter of practically in regulatory administration. Nor, as we under-
characteristics recognized in our income tax laws.

Most importantly, this proposition would avoid a most difficult regulatory
problem. Both the need and the requirement under the law to allow reasonable
earnings after taxes, will remain if a war or defense excess profits tax is levied.
The large increases in rates which are involved under a tax formula which
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requires $6 to $7 of additional revenue to be collected from the public in order to
produce $1 of earnings to the utility after tax would obviously present our com-
missions with unmanageable problems. It would make it mandatory from a legal
standpoint for the regulatory commissions to increase the rates charged by almost
every public utility in this Nation, which would mean increases in gas rates,
water rates, electric rates, bus and railroad fares, and many other rates, which
will certainly tend to increase the already dangerous inflationary trend, a trend
which has thus far been resisted to a greater degree by the public utilities than
by any other group.

VI

If Congress nevertheless decides to apply a war or defense excess profits tax
to public utilities, we urge that it is necessary in the public interest that Con-
gress endeavor to bring the definition of normal reasonable earnings for purposes
of the excess profits tax law into practical conformity with the basis by which
those earnings are judged by the regulatory commissions. In other words, the
point at which an excess profits tax becomes payable must be sufficiently high
to preserve the ability of public utilities to secure the capital they need to render
services vital to the public and the defense effort.

We recognize the practical difficulties of introducing into tax legislation the
regulatory concepts of "rate base," "rate of return," and "reasonable operating
expenses" as such, and we recognize that no other formula in lieu thereof will
produce exact equality. The following suggestions are, however, pragmatic
substitutes:

(a) Some help can be achieved if the definitions themselves are altered.
"Invested capital" should recognize all capital, including capital added during
the taxable year, as contrasted with the former exclusion of 50 percent of debt
capital and the exclusion of "inadmissible assets." The definition of "average
earnings" might be altered from the form hitherto used to that of the earnings
in a selected base year plus 6 to 7 percent after taxes of the additional capital
employed since the close of the base year. The selection of a base year or years
under the average-earnings formula should recognize that the years 1946-49
inclusive were years of subnormal earnings in relation to the present investment
in utility properties. The average earnings of those years would not be sufficient
to pay the interest on the presently outstanding bonds and a reasonable dividend
on the presently outstanding stocks. Higher earnings than the average of
1946-49 are required because of the large increase in capitalization in each of
the years 1946, 1947, 1948, 1949, and the lag of such capitalization becoming fully
productive. As said, further large capital investments are required. In our
judgment the calendar year 1950 constitutes the most representative and equitable
year. It has as yet been little affected by war business, particularly so for pub-
lic utilities. The pre-Korean period in any event is no earlier than the year
ending June 30, 1950. We would therefore recommend 1950 as the base year.
Even the use of the year 1950 must provide for specific relief in those cases where
earnings were subnormal.

For both the invested-capital and the average-earnings approach, normal and
surtaxes should be deducted before determining excess war profits; and the
percentage returns on capital should be taken to mean "after all taxes includ-
ing income and excess profits taxes." The percentage return should be related
to the approximate cost of acquiring large amounts of new capital. Variance
in the rate of return arises from the differences in the rate base adopted by a
commission, as well as for the character of the utility for which the rate is
fixed. In some States there is of necessity a variance in required rate of return
because of legal provisions with respect to rate base.

These suggestions would apply the same definitions to both regulated and un-
regulated forms of business.

(b) Congress might prefer, however, to avoid the difficulties of drafting defini-
tions applying to both regulated and unregulated businesses, and could do so by
including in the proposed law a provision designed specifically to cover the utili-
ties. In such event, we urge that the law provide that the excess profits tax not
impinge upon the level of utility earnings prevailing in the year 1950, which is
the period immediately prior to the time at which war or defense activity began
to affect business returns. Further, the law should give adequate recognition
to the normal regulated earnings necessary to support the large amounts of
additional capital the utilities will have to attract and use in expanding their
properties to take care of the public demands for their services and for defense
production in the years ahead.
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These suggestions have varying merits and shortcomings, and at best they
bridge only imperfectly the differences between lax formulas and the formulas
of commission regulation. We therefore incline to the conviction that an excess
profit stax is by its nature not fitted to the facts of the public utility situation.

A RESOLUTION OF THE NATIONAL ASSOCIATION OF RAILROAD AND UTILITIES COM-
MISSIONERS RELATIN TO EXCvSS PROFITS TAXES

Whereas the executive committee of this association established a special com-
mittee on excess profits taxes under the chairmanship of the Honorable Justus
F. Craemer, of California; and

Whereas that committee and a subcommittee of that committee under the
chairmanship of the Honorable John IHI. Hessey of the Marylandl commission has
made a comprehensive study of the effect of excess profits taxation upon regu-
lated utilities and has prepared a report on this matter which has been sub-
mitted herewith at this convention; and

Whereas the special excess profits tax committee has unanimously adopted
this report: Now, therefore, be it

Resolved, That the National Association of Railroad and Utilities Commis-
sioners adopts this report and authorizes the Honorable John H. Hessey, the
Honorable H. Lester Hooker, a:nd the legal representatives of this association to
appear on behalf of the association before any committee of Congress at any
hearings which may be hereafter held upon legislation pertaining to excess
profits taxes for the purpose of presenting the views of the association as con-
tained in the committee report.

This the 15th clay of November 1950.

Mr. HESSEY. Now, our main points are these, sir. First, the earn-
ings of utilities are already under constant review by competent regu-
latory commissions operating under law. There should not be excess
profits in the regulated utility industry at any time. We are charged
with and seek to secure the prevention of excess profits, and we be-
lieve, of course, that in the main we do that which we are required
to do.

Now, of course, I would say there could not be any more persuasive
evidence than if we take and analyze one or two industries and we
look and see that the price of gas in 1949 is only 2 percent more than
that in 1939, and that the price of electricity in 1949 is 6 percent less
than it was in 1939.

All we have to do is to compare that with the Bureau of Labor index
for the over-all cost of living, and we find that that was 70 percent
higher in 1949 than in 1939, and the wholesale commodity price index
was 100 percent higher. Therefore, we feel that we endeavor, in the
main, to do a good job.

Now, secondly, on the other hand, when earnings are so closely reg-
ulated as to prevent unreasonable earnings at any time, it becomes a
vital matter in the interest of adequate service to the public that utili-
ties be permitted to earn the amounts to which they are entitled under
regulation.

This vital need is not merely a matter of logic or justice; it is a
matter of supporting the credit of the utilities so that they can obtain
the new capital they need to support these service-producing facilities
demanded of them by public needs, and by the needs of the defense
program.

Thirdly, it is necessary for them to maintain proper earnings. They
are expending today tremendously great amounts of capital. Their
capital improvements are considerably higher, many times higher than
they were in prewar years, and the same thing applies for the amount
of the security sold. It is so tremendously in excess of what it was at
any previous time that it is almost unbelievable, and it is necessary if
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they are to do the work that they have to do, that the commissions
allow them to earn a rate of return which will support the money that
they have to secure either by way of debt capital or equity capital.

Fourth, the various proposals so far made in respect to an excess
profits tax, or the laws enforced during World War II, will not permit
the utilities to earn the requisite amounts required by the practical
needs of the case unless their present rates are increased appreciably.
The proposals in question redefine substantial portions of existing
normal and necessary earnings as being excessive, and tax them away.
Our calculations show that the excess profits tax formulas heretofore
used produce returns which are so much below what is now necessary
to keep utilities functioning properly that only severe damage can
result.

With the facts and needs of the utility situation actually compelling
us to grant many rate increases during the postwar years, then we
find ourselves again confronted with the same thing that we have
already had.

Fifth, our viewpoint is not that excess profits from defense or war
business should go untaxed. But we contend that for the regulated
utility industries, which we know intimately, a utility makes excess
profits only when its earns, after all taxes, more than the allowable
rate of return upon the rate base as specified by the regulatory com-
mission having jurisdiction. We believe that the customary forms
of "average earnings" or "invested capital" measurements heretofore
used or proposed will not meet the needs of the case.

Senator MILLIKIN. Would you mind repeating that last sentence?
Mr. HESSEY. We believe that the customary forms of "average earn-

ings" or "invested capital" measurements heretofore used or proposed
will not meet the needs of the case.

Senator MILLIIIN. Used by whom?
Mr. HEssEY. In the law, and as to how the law was. The rate of

return, for instance, where you would have 50 percent rate of return
under the old law, that they would not meet the needs of the case.
We have a different situation here.

We respectfully urge that the concept of excess profits for public
utilities is inimical to the concept of regulation by statutory commis-
sions, and that the applicability of an excess profits tax to regulated
utilities at all is seriously open to question.

The association's statement urges that if Congress nevertheless
decides to apply a war or defense excess profits tax to public utilities,
then Congress should endeavor to bring the definition of normal rea-
sonable earnings for purposes of an excess profits tax law into prac-
tical conformity with the basis by which those earnings are judged
by the regulatory commissions. In other words, the point of entry
at which an excess profits tax becomes payable must be sufficient to
preserve the ability of the utilities to secure the capital they need
to render services vital to the public and the defense effort (see NARUC
committee report, pp. 11 and 12).

Since my appearance before the House Ways and Means Committee,
a proposal has been made by that body, in the form of House bill 9827.
This proposal makes progress in giving recognition to the practical
problems about which I have been speaking. But that recognition,
in section 446, contains one proposition which may substantially

430
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vitiate the intended solution, and if adopted may make a possibly
insoluble muddle of regulation by the various State and Federal
regulatory commissions.

Section 446 would define the point of entry of the excess profits tax,
that is, the "excess profits credit," as the sum of the normal and sur-
tax plus 6 percent of the following: (a) borrowed capital, and (b)
"adjusted equity capital." It is the definition of adjusted equity cap-
ital that concerns the commissions.

Now, "adjusted equity capital" is defined not as the actual equity
capital in use by the utility. If that were done, then I would say it
would probably be all right. I have read the comments of Secretary
Snyder on the bill which was presented, and I read this statement
where he says:

It would permit them-

that is, the utilities-
to receive before the application of any profits tax a net return after income
taxes of 6 percent on their total investment including capital stock, reinvested
earnings and borrowed capital.

That, in my judgment, is not what the bill provides. If that is
what the bill provides, I think I would be satisfied from the com-
missions' standpoint, but it does not so provide.

The CHAIRMAN. What does the commission consider when it fixes
its rates ?

Mr. HEssEY. Of course, the commissions have to determine a rate
base which is the fair value of the property which is used and useful
in the public service.

The CHAIRMAN. Under this House bill they do not take that deter-
mination?

Mr. HESSEY. NO, they do not take that determination. They tie it
in with the income tax law, which means we are not going to have to
revalue. We do not do that.

It means that the Treasury Department would have to take every
physical facility that every utility has and revalue it in accordance
with the terms set forth in here, which is a colossal task.

The CHAIRMAN. I suspect, and I pointed out the first day of the
hearing, that what would be taken was simply your tax reports, rather
than the book values or rather than the values which you, as a regu-
latory body, fix the rates.

Mr. HESSEY. We now come to the fact that we suggest a definition
or suggest a statement to be included in lieu of the equity capital
that is defined in the bill.

Senator KERR. There is a provision in the bill that fixes it so that the
tax valuation figure would be the one used rather than either the
fair value or the book value.

Mr. HESsEY. I am afraid I did not get the very first part of that
question. I heard the last of it.

Senator KERR. Would it be possible to interpret this bill to mean
that the base would have to be computed in terms of the assessed
valuation of the properties in part instead of either the fair value or
the book value as determined by the books of the utility?

Mr. HEssEY. I do not think that that is in this bill. I cannot find
it in any way, shape, or form.
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It seems to me that this leaves this matter right with the Treasury
Department, and I was going to comment that if the Treasury Depart-
ment takes the same position that it has taken with respect to section
722 of the previous law under which there are perhaps 15,000 open
claims today involving perhaps $4,500,000,000 we would find ourselves
in somewhat of a similar position with the utilities.

The utilities have all had, when they appeared before the commis-
sions-of course, their properties are valued and appraised, and there
the fair value is determined, that is, from the commission's standpoint,
and we must allow a rate of return based upon the fair value of their
property used and useful by and to the public. They are entitled to
that.

They are using it for the public, and if you take any of it away, then
what does it mean? If you take it away in taxes, we have got to give
them back an amount which would be sufficient to put into their coffers
a rate of return which we would allow.

The CHAIRMAN. What is the provision which you suggest?
Mr. HESSEY. The phrase in section 446, page 73, with which you are

familiar, should read this way:
(A) The average outstanding common and preferred capital stock accounts

and the capital and surplus accounts for such taxable year, as recorded on the
corporate books of account if maintained in accordance with systems of accounts
prescribed by an appropriate regulatory body.

In other words, we do not have to allow it to their whim as to what
they put on, but it must be as prescribed by a regulatory body. Now,
that is what we suggest.

Senator MILLIKIN. Taking the whole field of controlled utilities,
there are all kinds of utilities. What is the range of fair return, from
what percent to what percent?

Mr. HrssEY. That varies according to different commissions in
different States.

Senator MILLIKIN. I understand that.
Mr. HESSEY. It varies, of course, in industries, it varies as to whether

the industry is a large or small industry.
Senator MILLIKIN. I understand that. What is the range, from

what to what?
Mr. HESSEY. I would say from 51/2 to 71/2.
Senator MILLIKIN. Thank you very much.
Senator BREWSTER. What is the proportion of debt to equity in the

whole structure?
Mr. HESSEY. That depends. Of course, in the telephone industry,

that is all capital, I mean equity capital. Understand, I can only talk
about those companies which are under my jurisdiction and which I
know somewhat intimately.

All of the structure of our Chesapeake & Potomac Telephone Co.
of Baltimore City is represented by capital stock, all of which, of
course, is owned by the A. T. & T.

Senator TAFT. The Bell Co. is 50-
Mr. HEssEY. Yes, but our local company has 100 percent equity

capital. When it comes to our Consolidated Gas, Electric Light &
Power Co., there is a ratio there. I do not know that I can give you
it exactly, but it is somewhere between 45 and 55 percent.

Senator BREwsTER. Does it generally run about 50-50?
Mr. HEssEY. I would say so, in that neighborhood, 45 to 50.

432
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Senator MILLIKIN. How fast has that increased in recent years?
Did it not used to be about 30?

Mr. HESSEY. I think it has gone up slightly. It has not increased
with us too much.

Now, of course, I cannot give you the whole national picture at
once when you come over here on such short notice, you understand,
but it has increased slightly.

Now, I would like to make one further comment with respect to it.
The House bill passed Tuesday results in taking away from certain
utilities earnings which State commissions have already adjudged,
after thorough investigation, to be both reasonable and necessary.
Also, it allows no flexibility, so that utilities cannot, under the bill,
be allowed to earn a greater return even though such return is, in
the opinion of the regulatory body, absolutely essential to enable the
utility to attract future capital needed in the interest of the public and
the defense program.

Now, I say that because the bill limits it to 6 percent. I am not
quarreling about percentage, do not misunderstand me. I am not
here to quarrel about the excess tax bill, as such. I am not here to
quarrel about percentage. I am here to say that when a regulatory
body allows them a return and is required by law to allow that return,
that the utility ought to be permitted to earn it before it starts to pay
its excess profits tax.

I do not want you to misunderstand my position at all, sir. I would
like to emphasize by saying it is the duty of all the members of our
association to regulate rates charged by the public utilities under our
jurisdiction; and necessarily we are interested in any law which
would apparently make it necessary for us to increase the rates to
our citizens.

Under the previous bill as proposed by Secretary Snyder, I had
a calculation made of only our two companies as to what we would
have to pay, what additional rates would have to be granted if they
were permitted to earn a 6-percent return, and I found that in our
State alone it exceeded $20,000,000.

We have one sixty-fifth of the population. If you use that as a
basis over the Nation, it would be $1,324,000,000. If you used the
48 States, that is slightly less than a billion. That is only two com-
panies. We have other companies operating in Maryland, and I think
that rate increases would be tremendously higher, and I, for one, would
hate to think of the unfair and unjust criticism that would be heaped
upon the heads of the commissioners if they have to raise the rates any
more.

They have had to do it a couple of times for most companies since
the war, to keep pace with what has been going on, and I hate to think
what would be heaped upon our heads if we now have to increase this
rate because of an excess profits tax bill.

Senator MILLIKIN. Are there any cases where the utility exceeds
the allowed fair rate of return?

Mr. HESSEY. I would say that we have-
Senator MILLIKIN. There are bound to be some.
Mr. HESSEY. Once in a while; yes. Not as a general rule. You see,

they are all required to file annual reports with us. Those reports are
examined very carefully after the first of the year as soon as they are
presented, and if there is any indication that there is going to be a
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greater rate of return than what we consider a fair rate of return, then
we either set the matter clown for hearing or enter into negotiations
where the rates are sometimes voluntarily reduced.

Senator MIILLIKIN. Taking all utilities, you do not believe there is
any substantial overrun on the allowed rate of return ?

Mr. HESSE'. No, sir. I want you to understand I am speaking, of
course, for the State regulatory bodies. I am not here in behalf of
Federal bodies, railroads, or anything of that kind. I do not think
that I would have that power.

I am speaking about the State regulatory bodies.
Senator KERR. The calculation you gave us there bf $1 billion in-

crease in rates, as I understand it, is based on the bill that was not
introduced and is not before us ?

Mr. HESSEY. That is correct.
Senator KERR. What estimate, if any, do you have with reference to

increases that would be required under the terms of the bill which is
before us ?

Mr. HESSEY. If the income-tax department would accept the previ-
ous returns which have been accepted for proper rates of depreciation,
and would not attempt to determine the value of their property based
on a sale of the property or gain in the sale of it as they propose to
do, there would not be, probably not have to be any increases except
very slight ones, but it is this provision which leaves the door wide open
so that at any time the Internal Revenue Bureau or Department can
come in and question any and every figure that they have and revalue
their own property in spite of what the commissions have done and in
spite of the fact also that depreciation has been charged for years.
They can still question it.

Senator IKERR. If they were permitted to do that, would that not
result in interminable confusion?

Mr. HESSEY. That is what I say, sir. That is the reason I used that
word "muddle." I do not know what else you would call it. It is
confused and a muddle, whatever it may be.

Senator MILLIKIN. As a practical matter, would not the tax-collec-
tion authorities, except if there were some flagrant cases, have to accept
the judgment of the commissioners? In other words, I have some
vague memory that the Congress at one time authorized a valuation
of the railroads. TWhen they finally got through with that valuation,
it was of utterly no use because the whole picture changed.

Now, the Bureau of Internal Revenue is not set up, and I doubt
whether the Congress will set it up, to revalue every regulated business
in this country, although there are fellows who like to overreach their
power, and I cannot say that this would not pop into someone's head
to build up that kind of a bureau, but at the present time as a practical
matter would they not be compelled to accept the views of the various
regulatory bodies ?

:[r. HESSEY. The answer to that is this: As a legal matter the an-
swer would be "No." As a practical matter, they might in many cases
accept it; yes.

However, let me just take this illustration. On March 1, 1913, they
had property which cost them $500,000. It is now 37 years later.

Under the rule of the Treasury Department, we would have to depre-
ciate that property by a certain percentage over that period of years.

434



EXCESS PROFITS TAX ON CORPORATIONS, 1950 435

Assuming we depreciated it 2 percent a year, that has depreciated 74
percent, so we carry it on our books at $125,000. Anybody with a grain
of sense knows today that you could not reproduce that facility for
$125,000.

Senator MILrIUNi. You mean as depreciated ?
Mr. HESSEY. Even as depreciated.
Senator MILLIKIN. I mean as depreciated in fact.
Mr. HESSEY. As depreciated in fact, and we must allow on the fair

value of that property if it is $250,000, so you have taken off $125,000
on that item alone.

I want to avoid any semblance of confusion. I am not here object-
ing to anything in the way of the excess profits tax law as such. I do
say that all we want them to do is to earn a rate of return which we
have to give them, no matter what you do.

You can put all the excess profits tax on you want to, but as soon as
you put it on, then we have got to give them a fair return even if it is
necessary to raise the rates to pay that excess profits tax. That is
what I am saying.

Senator BREWSTER. YOU made quite a study of this situation, did
you not?

Mr. HESSEY. Well, I do not know. I do not like to claim I made
any great study on it.

Senator BREWSTER. IS there an estimate of what this bill would cost
on the 1950 earnings ?

Mr. HESSEY. Oh, there is no possible way to figure out what that
would be, no possible way.

Senator BREWSTER. If there is not, how do you know it is going to
hurt you ?

Mr. HESSEY. I did not say it would hurt me. All I said is the possi-
bilities are here for the Department to make it hurt if they choose to
come in and revalue all of their property on the basis for determining
gain upon sale or exchange. That is what I am saying.

Senator BREWSTER. YOU fear, then, the administrative actions?
Mr. HIEsEY. The possibilities are there; yes, sir.
Senator BREWSTER. If we are going to deny them all the power, we

will have to stop Government. There is always the possibility of
administrative abuse or lack of discretion.

In your own case, you could ruin every utility in this country by
your regulations. We have to trust you. Why will you not trust the
Bureau ?

Mr. HESSEY. I do have, Senator, some instances where up to now
some of the companies are still having some open questions with the
Bureau over the very thing that I am talking about.

Senator BREWSTER. I hold no brief for any branch of the adminis-
tration-you do come down to a question of exercise of honest dis-
cretion.

Mr. HESSEY. I agree with you. What we say with respect to that--
Senator MiLInIN. Have you not proposed that you shall accept the

valuations of the Commissions?
Mr. HESSEY. No, I do not use it in that language.
Senator MILLIKIN. Does it come to that?
Mr. HESSEY. No. If you say that, of course not that any commis-

sions would, but there are 48 commissions and they look at it in differ-
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ent lights, but we all have to establish a rate base. Some allow it o
the fair value of the property, some allow it on the capital invested
in the company.

Senator MILLIKIN. What is your proposal?
Mr. IESSEY. I will read it again:
The average outstanding common and preferred capital stock accounts and the

capital and surplus accounts for such taxable year, as recorded on the corporate
books of account if maintained in accordance with system of accounts prescribed
by an appropriate regulatory body.

Senator MILLIKIN. Does that meet the usual practice among the-
regulating bodies?

Mr. HEssEY. Yes. You see in all their national reports the com-
missions usually-

Senator MILLIKIN. In what respect, if any, does that differ from
the usual method of the utility commission in establishing fair rates?

Mr. HESSEY. It does not differ very much. We talk about the value
of capital, thle value of property is almost the same thing. The amount
of capital and the value of property may sometimes be different.
There are certain times you will refuse to allow things that the
companies want to allow.

In our last telephone company case, they wanted us to allow them
$2,000,000 for capital, working capital, and we refused to do it on the
theory, of course, that they had considerable more than that of the
Government's tax money at all times which they were using as working
capital. We were not going to make rate payers pay a greater return
on something they were not required to put up themselves but just are
holding from the Government. Many other little things come into it
that we consider when we determine a national rate base.

Senator TAFT. The fundamental difference, of course, is the ques-
tion of excess profits tax is supposed to get the excess profits of cor-
porations, and in the case of utilities it does not get the excess profits,.
it is passed on by definition, by law, to the consumers themselves.
Therefore it does not carry out the purpose of an excess profits tax on
other corporations.

Mr. HESSEY. Provided the point of entry of that excess profits tax
comes before the allowance of a reasonable return.

Senator TAFT. Yes.
Mr. HESSEY. If it comes after that then, of course, I believe that,

the company should pay it.
Senator TAFT. I see.
The CHAIRMAN. Are there any further questions of the commis-

sioner?
If not, we thank you for your contribution.
Senator CONNALLY. Mr. Chairman, I have a constituent here who,

was here all day yesterday and who has got to leave today. He will
only take 3 or 4 minutes. I will be glad if the committee would hear
him at this time so that he can fill his other appointments. He is Mr.
J. B. Thomas.

The CHAIRMAN. Come forward, Mr. Thomas. We will be glad to
hear you now. Just have a seat, Mr. Thomas, and identify yourself
for the record.
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STATEMENT OF 3. B. THOMAS, PRESIDENT AND GENERAL MAN-
AGER OF TEXAS ELECTRIC SERVICE CO., FORT WORTH, TEX.

Mr. THOMAS. My name is J. B. Thomas, of Fort Worth, Tex. I
am president and general manager of Texas Electric Service Co.

The CHAIRMIAN. All right, Mr. Thomas, you may proceed.
Mr. THOMAS. I very much appreciate that and am grateful.
My company, by reason of a rapid increase in its capital the last

-4 years----
Senator CONNALLY. Let's have order, Mr. Chairman, in the room.

We cannot hear.
The CHAIRMAN. Please let us have order in the room.
Mr. THOMJAS. My company, by reason of a rapid increase in its

capital in the last 4 years, namely, 130 percent, or $40,000,000, and the
prospect of a continuing growth of the same order, will be hard put
to be able to attract under the provisions of the bill as presented, the
additional capital required for necessary expansion. We are very
hopeful that section 446, which is so necessary to utilities, particu-
larly those with a growth factor, will be so amended that the adjusted
equity capital will, where the books of a utility are kept in accordance
with proper and uniform systems of accounts, be defined to include the
sum of the capital-stock accounts, both common and preferred, and
the surplus accounts, as compared to the definitions now contained in
section 437 and 446.

An amendment is to be presented by Mr. Whiting later, in which
I wholly concur and a copy of which I will attach.

We realize the necessity of additional taxation and expect to bear
our fair proportion, but must be able to attract the additional capital
which we must have for keeping up with the requirements of the
defense effort and of natural growth.

In my company's service area there is produced over 14 percent
of all the crude oil of the United States, and I have to reach to pur-
chase it and to send it to market. We are deeply concerned and the
results of the proposed legislation do not indicate that we can keep
that necessary amount to attract capital.

My statement before the Ways and Means Committee of the House,
presented on November 22, and in the record of that hearing, sets
out the crippling effect of the Treasury proposal as applied to our
company, namely, a rate of additional earnings on required capital
far too low to attract such capital, or else to require extremely large
rate increases, which may be of the order of $6,000,000 a year in the
case of my company initially and to grow.

The House bill, as passed, is more realistic and may be made tenable
with the amendments suggested, although fundamentally the 6 per-
cent return on total capital which might be reached is not an adequate
one in the hazards of my growing territory.

There is one particular thing not intended, I am sure, in which
the act as passed by the House will likely be construed to discriminate
in section 446, the section relating to the excess profits tax credit for
regulated public utilities, against the utilities in the States of Texas,
Iowa, Minnesoa, Florida, Mississippi, and South Dakota; this by
reason of the fact that in these States regulation has been delegated
by their legislatures to the various cities and towns instead of to a
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State commission. Much of our income lies outside the area of such
towns exercising regulation.

Such regulation is practical and effective as to the over-all opera-
tions of the utility but does not in many cases fall precisely within
the requirements of the language of section 446 of H. R. 9827.

Senator CONNALLY. Let me ask you right there. Your complaint
is that with regard to these particular States which do not have a
State regulatory body but delegate the authority to the municipalities,
that they would be discriminated against in this bill?

Mr. THOMAs. And not have the advantages of section 446.
Senator TAFT. Why is that? There is some language about State

political subdivisions, and so forth.
Mr. THOMAS. There is some language but not such, sir, as assure

that we would get that credit.
May I go along a moment and suggest an amendment which will

bring out the discussion.
A similar situation existed some 8 years ago with respect to tax

credits on certain classes of utility preferred stock, and was effectively
met by regulation of the Internal Revenue Department. We feel that
section 446 should be amended to use virtually identical language as
used in the Internal Revenue Bureau regulation, section 29.26-5, to
avoid similar discriminations here. We suggest that-section 446 be so
amended.

The electric utilities in the State of Texas and the other States do
not seek to avoid their fair and proportionate share of necessary taxes
under this Act, but rightfully insist they be allowed the full credits
as expressed in section 446 and as allowed such utilties in the other
42 States.

The suggested amendment is brief and is attached hereto. I read
as follows:

Subsection (d) of section 446 was amended to read as follows:
For the purposes of this subchapter the term "regulated public utility" means

a corporatoin described in subsection (c) substantially all of whose excess profits
net income for the taxable year is derived from sources described in sub-
section (c).

We propose to amend that by striking out the subection (c) and
inserting-
as described in subparagraphs (1) (A), (1) (B), (2), (3) (A), and (3) (B)
of subsection (c) and such terms shall include the corporation part of the gross
income of which is derived from such sources at rates which are not so regulated
if such corporation establishes to the satisfaction of the Commissioner (a) that
the revenue from regulated rates and the revenue from unregulated rates are
derived from the operation of a single interconnected and coordinated system
within a single area or region, in one or more States, and (b) that the regula-
tion to which it is subject in part of its operating territory is effective to control
rates within the unregulated territory so that the rates within the unregulated
territory have been and are substantially as favorable to users and consumers
as are the rates within the regulated territory.

Senator MILLIKIN. Is there a difference between the charges you
make in unregulated areas as contrasted with regulated areas? Do
you charge more in the unregulated areas?

Mr. THoMAS. No, sir, for they are the same throughout. We have
our scale of rates for sizes of towns, and our power rates are general
across the territory, and the rate level is the same. Its character is
determined by the cities that exercise their regulatory privileges.

Senator MILLIKIN. I see.
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Mr. THOMAS. But as the act is written in 446, my tax counsel and
others tell me that we would not technically be entitled to the advan-
tages of section 446, which is very necessary. We therefore suggest
this language which the Internal Revenue Bureau itself used in con-
nection with the preferred-stock credit I referred to, and which has
been interpreted to fit our various situations for some 8 years.

Senator CONNALLY. Your tax counsel advises that you would not be
eligible to 446 because all of the companies in that area are not
regulated ?

Mr. THOMAS. That is right. And all of our business, each com-
pany's business, is not regulated. Therefore, it does not meet the
technical qualifications.

Senator TAFT. Is it not the fact that where municipalities regulate
instead of the State, part of the territory is not covered by any regula-
tion and that rules out 446?

Mr. THOMAS. That, I think, is the principal thing. Of course, the
method of legislation inherently leaves gaps. Some cities may noL
elect-although the rates will be filed with them and satisfactory,
they may not elect to take any formal action, in some cases have not,
which again would prevent us from having the advantages of 446.

Senator MILLIKIN. Mr. Chairman, may I ask Mr. Stam a question?
The CHAIRMAN. Yes.
Senator MILLIKIN. Has this matter been considered, Mr. Stam?
Mr. STAM. I do not think it was the intention to exclude the type

of utility that this gentleman has in mind. I think the reason that
amendment was made on the floor was mainly in connection with the
transportation by pipeline of these oil and gas companies, and the
thought was that substantially all of their income had to come from
that activity.

Senator MILLIKIN. Would there be any objection to a clarifying
amendment?

Mr. STAM. I do not think so, and we are working on that problem
now.

Senator TAFT. Mr. Stam, has this bill been reprinted with the
amendments made on the floor? This does not have that amendment
in it. It is different from what was read.

Mr. THOMAS. The print of December 5 does not contain it.
Mr. STAM. Yes, we have it with the amendments made on the floor.
Senator TAFT. May we have those distributed rather than the orig-

inal House bill?
The CHAIRMAN. I do not think we have them.
Mr. STAM. Yes, they just came in.
The CHAIRMAN. Suppose you have the clerk distribute them.
Mr. STAM. We have sent for them now.
Senator CONNALLY. Let me ask you, Mr. Stai, are you familiar

with the internal revenue regulation of 8 years ago which the wit-
ness refers to, which he says he is satisfied now if that is put into
practice?

Mr. STAM. Not too familiar. We have been looking up this par-
ticular problem. It has been brought to our attention and we are
working on it now.

Mr. THOMAS. We do not think it is intentional, sir, but it would be
tragic to have it go through without it, and the language I suggested
has been used in connection with the preferred stock.
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The CHAIRMAN. Thank you very much.
Mr. THOMAS. Thank you for the opportunity of appearing.
(The suggested amendments submitted by Mr. Thomas are as fol-

lows :)
SUGGESTED AMENDMENTS TO H. R. 9827

Subsection (d) of section 446 of H. R. 9827 (printing of December 1, 1950),
was amended in the House to read as follows:

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

We suggest subsection (d) be further amended to avoid discrimination against
utilities in the States of Texas, Iowa, Minnesota, Florida, Mississippi, and South
Dakota.

In this subsection (d) strike out the word "subsection c" at the end thereof
and insert "subparagraphs (1) (A), 1 (B), 2, 3 (A) and 3 (B) of subsection
(c) and such term shall include a corporation part of the gross income of which
is derived from such sources at rates which are not so regulated if such corpora.
tion establishes to the satisfaction of the Commissioner (a) that the revenue
from regulated rates and the revenue from unregulated rates are derived from
the operation of a single interconnected and coordinated system within a single
area or region, in one or more states, and (b) that the regulation to which it is
subject in part of its operating territory is effective to control rates within the
unregulated territory so that the rates within the unregulated territory have
been and are substantially as favorable to users and consumers as are the rates
within the regulated territory."

"(A) The adjusted equity capital for such taxable year (as defined in
Section 437 (b), or where regulated corporate books of account are main-
tained the sum of the capital stock accounts (both common capital stock
and preferred capital stock) and surplus accounts (both capital surplus and
earned surplus), and

(Italicized portion is amendment proposed to section 446 (b) (2) (A) H. R.
9827.)

New subsection to section 446:
"(e) As used in this section the term 'regulated corporate books of account'

means the books of the regulated utility when kept under a uniform system of
accounts which confirms with the accounting principles contained in the Uniform
System of Accounts prescribed for Public Utilities and Licensees and for Natural
Gas Conmpanies by the Federal Power Commission.

The CHAIRMAN. Mr. Justin Whiting. Please identify yourself for
the record.

STATEMENT OF JUSTIN R. WHITING, PRESIDENT, CONSUMERS
POWER CO., JACKSON, MICH.

Mr. WHITING. My name is Justin R. Whiting.
I have filed a statement with the clerk of the committee, but in order

to save time, if I may, I would like to have that understood as going
in the record and I will brief my remarks and follow the general line
of the statement.

The CHAIRMIAN. You may proceed. The reporter will place the
full brief in the record.

Mr. WHITING. I reside at Jackson, Mich. I am president of the
Consumers Power Co., and electric and gas utility that operates in
the State of Michigan, and chairman of the tax committee of the board
of directors of the Edison Electric Institute. The Edison Institute
is a trade organization representing some 80 percent of the electric
utilities in this country.

We have filed certain recommendations with your legislative ex-
perts, and later with the Ways and Means Committee, in combina-
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tion with the American Gas Association, which will be given by the
succeeding witness.

In view of the questions asked Mr. Hessey this morning, I am going
to go over my first four points rather briefly. They are all in the
statement. Then I will come to matters under discussion with Mr.
Hessey.

My statement at first points out the importance of this industry.
Let me say that in 1954, or at present rather, this industry from point
of investment is the third largest industry in the United States, only
exceeded by agriculture and the railroads.

Senator KERR. Now in that reference do you include only the electric
industry, Mr. Whiting, or do you refer both to electric and gas ?

Mr. WHITING. I am confining my remarks, Senator Kerr, principally
to the electric industry. Mr. Hulcey from Texas will deal with the
gas.

We think we are pretty vital to the national economy and the defense
effort because in 1944 this country manufactured 50 percent more
munitions than the Axis nations. This country manufactured 45
percent of the munitions of all belligerent nations. It is interesting
to note at that same time the electric industry of this country repre-
sented 42.2 percent of the world production of electric energy.

Senator KERR. That is in terms of output?
Mr. WHITING. Yes, sir.
I point that out to show you that we believe we are essential to the

war effort and to the national economy.
I have indicated our large investment. But when you come to our

net earnings, we are small. In 1940-45, the income after taxes of the
electric utilities of this country only amounted to 4.9 percent of the
income of all other corporations.

Senator CONNALLY. HOW is that?
Mr. WHITING. 4.9 percent, Senator, net income left after taxes of

all the utilities, excluding transportation and communications.
Senator KERR. You mean of all corporations, utility and otherwise?
Mr. WHITING. That is right.
I mention that because when we talk about this tax problem it does

not bulk as large from our income as it does from our investment.
Another thing. In order to build all this plant, we only turn our

capital once in 31/2 or 4 years, and in order to build it, our capital
structure is necessarily large in debt.

I have some graphs attached to my statement. I am going to put
them up here.

There is one there now you can see. The stock and surplus is 51
percent. The long-term debt of the utilities is 49, almost 50 percent.
Whereas when you come to the manufacturing industry, they are 88
percent stock and 12 percent debt.

I mention that because it has a very profound influence in the
equitable dealing with debt under invested capital.

If you turn to the
Senator MILLIKIN. The difference you have stated perhaps repre-

sents a difference in the degree of risk.
Mr. WIHITING. Yes. And let me say, Senator Millikin, on that,

because I am going to come down to talk about common equity, these
companies are set up roughly on this basis: 50 percent debt; let us

75900-50-29
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say 20 to 25 percent preferred, and the balance equity capital, or
what you call risk capital.

Senator MILLIKIN. Yes.
Mr. WHITING. That is historic in the development of the utilities

of this country. So when I say "risk" I mean risk because you have
got bonds ahead of it and you have got preferred ahead of it, and the
market on the risk capital which we are all trying to build up is very
sensitive. I do not know anything more timid in the face of an
excess profits tax than the investment in risk capital of a utility.

Senator MILLIKIN. I think it should also be mentioned that you also
have a monopoly, which decreases risk.

Mr. WHITING. That is right.
Senator TAFT. Your point is that the risk for the whole company

is less but the risk for the stockholders balancing against that is larger
because of having put debt ahead of it?

Mr. WHITING. That is precisely right, Senator Taft.
Senator MARTIN. Mr. Chairman, I am not just quite sure about this.

In this 50-50 division, in the debt side, does that include the preferred
stock?

Mr. WHITING. No; we include preferred stock in the equity.
Senator MARTIN. Then we still have about 25 percent common stock,

25 percent preferred, and then 50 percent bonds, is that right?
Mr. WIITING. That is right. But I would say that of recent years,

under the pressure of regulation, that we have increased the common
equity and reduced the preferred. In my own company our com-
mon is now something in the neighborhood of 34 percent.

Senator MARTIN. Then that 34 percent is really the risk capital?
Mr. WHITING. That is real risk.
Senator MARTIN. Yes; that is the real risk.
Mr. WITING. Yes, sir.
Senator MILLIKIN. How much dividends do you pay on your pre-

ferred ?
Mr. WHITrrING. $4.50 and $4.52.
Senator MIILLIKIN. And what price is your preferred carried at

on the market?
Mr. WHITING. It is selling currently at about 110.
Senator MARTIN. That makes a yield of about 3.
Mr. WHITING. No; it is a yield of more than that I think. It is

closer to 4, Senator.
Senator MARTIN. The dividend is 41/2. I see. It would be closer

to 4.
Mr. WHITING. Yes.
Senator MARTIN. Now what dividend have you been paying on the

common?
Mr. WIING. We paid a $2 dividend on the common stock since

the day the excess profits tax went off, and I hope to goodness we do not
have to reduce it.

Senator MARTIN. What percentage would that be on the risk capital?
You say $2 a share. What percentage is that on risk capital?

Senator MILLIKIN. What is your market?
Mr. WHITING. The yield basis at present, if that is what you

mean-
Senator MARTIN. Yes.
Mr. WHITING (continuing). Is about 7.15. Let me say to you that

we had 500,000 shares of stock in the works that we would have sold for
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$33, and when Korea happened and the threat of the excess profits tax
occurred, we sold it at 28, or $2,000,000 less. That is a very concrete
illustration of what this thing does to us in the way of finance.

Senator MILLIIKIN. How widely spread is your stock?
Mr. WHITING. We have 28,000 shareholders, Senator Millikin, and

we have acquired 12,000 of them since 1946.
Senator MILLIKIN. What is the average holding?
Mr. WHITING. Well, I do not know that I can answer that. It is

small. We undertake to do that.
I want to say to you, and I am going to come to it, that all of these

stocks are sold on prospectuses under the regulation of the Securities
and Exchange Commission, in which the value of our assets and our
earnings are reflected in accordance with the accounts kept as pre-
scribed by the Federal Power Commission. That is the vital thing
that I want to get to, but I will have a few words of explanation.

Senator MARTIN. Mr. Chairman, before he leaves that. Do you have
any group of what we would call extremely large stockholders in your
equity capital?

Mr. WHITING. Yes. The educational institutions from the colleges
of Massachusetts across the Nation to the colleges of California have
invested in our stocks. The insurance companies also.

Senator MARTIN. Then how about individuals? Do you have any
individuals who have large holdings ?

Mr. WHITING. Not too large. We do have, I think I would say, four
or five, but none of them hold 1 percent of the business. We have many
individual stockholders, and like all corporations we have more women
than we do men.

Senator MARTIN. Yes.
Now what percentage is owned in your own individual company

by colleges and other institutions where they are holding it for their
endowment?

Mr. WHITING. I hate to give you that percentage because I just do
not know. If it is important to you, I will be glad to mail it to you.

Senator MIARTIN. NO; it is not important. What I am getting at is
so many people think that these corporations and utilities are owned
by rich individuals. What I am trying to get at is that is not the case.

Mr. WHITTING. Let me say this to you: That the utilities, including
the telephone companies and the railroads, so far as the best estimate
I can get, have about 5,000,000 stockholders. But if you will take the
indirect ownership through everybody that has a life insurance policy,
or the people who buy these present-dclay investment trusts, and the like
of that, I suspect that figure would go up very much.

Senator MARTIN. What I am trying to get at, Mr. Chairman, a few
years ago, 30 or 40 years ago, our large railroads had individuals with
several million dollar holdings in the equity capital, but that has
changed in the years considerably.

Mr. WHITING. Well, when our stock came out from under the hold-
ing company, we had 16,000 shareholders, and subsequent selling to
little fellows has brought that figure up to 28,000.

Senator MARTIN. Thank you.
Mr. WHITING. That [indicating] shows what Commissioner Hessey

said to you on the witness stand. You can see how the price of elec-
tricity has gone down, gas only slightly up, and the other index is as
much as over 200 percent.
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Now I think that is a very graphic demonstration of what the regu-
latory commissions of this country have done.

We do not have excess profits. And to refer to my own company,
if you will excuse me, we have had one electric rate increase in 28
years, and it took me 21/2 years to get it, and it will only be reflected in
10 months of this year, and that is not in the base period.

Senator MILLIKIN. HOW much of your distributable earnings do you
keep for plant?

Mr. WHITING. We like to distribute, Senator Millikin, 75 percent.
The industry has gone up on that basis.

I would like to take a minute to tell you why that is so.
You know this utility business is not a static business, and if we

are going to keep it virile, it has to grow. And the only way we can
keep abreast of it is to take the pitcher to the well. I have sold
$30,000,000 worth of stock this year because I wanted to improve our
equity capital. But we cannot do it unless we have earnings, and if
we do not have earnings, we will pay an unreasonable price for our
stock, and then we will stop selling stock, and we will do the thing
we should not do; we will go to bonds, if we keep up with the efforts.
Gas and electric utility companies have spent nine billion two in the
last 3 years, and it looks as though we ought to spend more than that in
the next 3.

Senator MILLIKIN. Mr. Chairman, may I ask Mr. Stam a question?
The CHAIRMAN. Yes.
Senator MILLIKIN. A while ago, Mr. Stam, I asked a question de-

signed to find out how much revenue it is intended to get from all of
these utility people of all kinds. Have you any figure on that?

Mr. STAM. We do not have the figure, Senator Millikin. If you ac-
cept the House bill, that was adopted with 6 percent minimum. Of
course, some of-the revenue from the utilities would be very small under
the House bill, but if you did not have that 6 percent minimum, of
course, you would get much more revenue than you would otherwise.

Senator MILLIKIN. If you exempted all utilities, would there be a lot
of horror cases of companies that might be called utilities that would
be put in position to gouge, make excessive profits?

Mr. STAM. Well, there might be some situations where the return
was up to 8 or 9 percent in some cases. You see, you do not have a uni-
form system throughout the country. The rates range anywhere from
5 or 4 up to about 9, the return.

Senator MmLIKIN. You do not have uniform rates of interest
throughout the country, either. I can remember when in Colorado
12 percent was the normal banking rate of interest. It is not true now.
In New England 6 percent was the top, and New England banks
got rich by sending deposits out to Colorado and getting 12 percent.

All I am trying to say is I imagine there has been some flattening-
out in interest over the country, but there is still a difference in interest
rates over the country.

Mr. STAM. That is right, but I think when the utilities came before
our technical group and discussed this problem, I believe they indi-
cated that about the average rate was around 6 percent.

Mr. WHITING. You just have the chart up there, Mr. Stam. The
average rate for the base period is 6.33 percent. That does not mean
they are all that amount. Some of them may be a little over, and
some of them run as low as 41/ to 5 percent.
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Senator MILLIKIN. What I am getting at, Mr. Stain, I am just
tossing a speculative idea around in my head: Would there be a lot
of horror cases of utilities earning too much in walrtime if you exempt
them all completely?

Mr. STAM. I think you have got to divide your utility groups. I
mean you have got your electric group, and I do not think you would
find too much problem there, but you might have some in these other
groups. You got your railroad groups, and you got these other groups
that might earn a lot more than they have been in the past, and the
question is, if it gets up beyond what you might feel to be a normal
return, should it be subject to the excess profits tax. I mean that is
the problem that you are faced with.

See, some of these companies, quite a few of them, have not been
earning very much, particularly in the base period. If because of
the stimulation of the war, the rates go up beyond what you might
feel to be a reasonable return, why, then there might be some question
as to whether or not you would want to impose an excess profits tax on
that excess. I think that is the approach that the House bill took,
although the question of the rate, of course, is still a matter of con-
sideration.

The CHAIRMAN. Is there a Treasury representative here? I am
sure there is.

Please have the Treasury supply the estimated revenues under the
House bill from the utilities as a whole and broken down in separate
classifications.

Senator TAFT. They must have made those calculations when they
figured the yield of the tax.

The CHAIRMAN. They must have figured them. Please furnish
those to the committee so they may go into the record.

(The information referred to is as follows:)

Public utilities-estimated excess profits tax liabilities' under general rule and
sec. 146 of H. R. 9827

[Millions of dollars]

Estimated tax

Decrease due
Under gen- Under sec. to sec. 446

eral rule 446

Transportation:
Railroads, airlines, street railways and busses, pipelines,

etc. (regulated)
3 
- -- .. . . . . . .. . . . . . .. . . . . . .

105.0  45.0  60.0

Other.......------------------------------------------------ 15.0 15.0

Total transportation .......---------------------------------- 120.0 60.0 60.0

Communications:
Telephone, telegraph, etc. (regulated) ... ............ 5.0 2.5 2.5
Other.......------------------------------------------------ 5.0 5.0 --

Total communications ...---------- ----------- 10.0 7.5 2.5
Other public utilities: Gas, electric, water, etc. (regulated) __ 65.0 25.0 40.0

Grand total:
Regulated.....------ - - - - - -- - - - - - - - - - - - - 175.0 72.5 102.6
Not regulated ... - -- --..--.. . . .. . --------- 20.0 20.0 - ------

Total ....---------------------------------------------- 195.0 92.5 102.5

I At levels of income estimated for the calendar year 1951. (The level of corporation profits in 1951 is esti-
mated to be $40,000,000,000, Department of Commerce basis.)

2 As passed by the House of Representatives.
3 As defined in H. R. 9827.

Source: Office of the Secretary of the Treasury, Office of the Technical Staff, Dec. 11, 1950.
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Mr. WHIITING. May I proceed, Mr. Chairman?
The CHAIRMAN. Yes.
Mr. WHITING. The witness Ramspeck read from the report of the

Ways and Means Committee on this section 446, which is fresh in your
minds, and I will not take time to refer to it.

Mr. Hessey referred to the statement of Secretary Snyder to the
same subject. A reading of those shows that the Ways and Means
Committee report and Mr. Snyder indicate that the utilities will be
exempted, and thus permitted to earn what the regulatory bodies
give them. But I can assure you that is not the case.

I want to take just a little time to get the record straight. If any-
body wants to interrupt me at any point in the discussion, do not hesi-
tate to do so, but I want to be just as understanding as I know how. It
is a complicated situation, and I would like to make it clear if it is
possible for me to do so.

Now let me say to you at the outset, and I think you have to under-
stand this, that the utilities of this country are regulated on several
different bases. The one that Commissioner Hessey referred to was
present fair value. That is what they use in Maryland. There are
numerous States that use present fair value, and that is a judgment
figure when they get all through considering all the elements.

Other States use original cost, and original cost is defined in the
Federal Power Act that adopted this uniform system of accounts as
the cost of the property to the person first devoting it to public use.
WVe in the industry have come to call that the aboriginal costs, because
it takes us back to the Indians, but it goes way back to when a lot of
these small companies were begun, a lot less than we could buy them
for. But we did buy them, and there is always three things that
happen when these large companies took over the smaller companies
andl paid a larger price.

My own observation has been this: They always improved the
service, they reduced the rates, and they increased the wages. I think
that is another good commentary on our regulation in this country.

Another one: Your own State, Senator Taft, of Ohio, uses repro-
duction costs new less depreciation. Some other States use that.

Senator KERRm. Do you have a tabulation of the formula used in the
various States?

Mr. WVHITING. NO. It is the Federal Power Commission report,
and I will send it to the committee. Shall I send it to the clerk of the
committee?

Senator KERR. I think it would be very helpful if that were in the
record, Mr. Chairman.

The CHAIRMAN. All right. Please supply that to the clerk.
Mr. WHITING. We will supply that.
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(The information referred to is as follows:)

TABLE B.-Method of rate base dctermit ion gc'cratlly applied, electric andt gas
utilities

[Statement reflects method given greatest wveight or preference as p standard for measuring fair value and
is not necessarily the method Unix sally applied]

State or Territory

Alabama ---. - ---... . .
Arizona-- -
Arkansas -............
California -----....
Colorado -

Connecticut ._..........
District of Columbia .-
Georgia-- - - - - - - -
Idaho -------------------
Illinois -......-----.

Indiana ................
K ansas ----------------
Kentucky ...... .....
Louisiana ..........-.-
M aine --- - - - - - -

Maryland-.. -......
Massachusetts ..........
M ichigan .............- .

M issouri -..............

Montana --..-.--.....

N evada . -..............

New Hampshire --.
New Jersey ..... ......
New lMexico-.........
New York .-....

North Carolina -.. --__. .
North Dakota -__._....
O hio ----------.- ---- -
Oklahoma ...........
Oregon ---- ---------

Pennsylvania----------.
Rhode Island -...
South Carolina ...
Tennessee .... ........
Texas n -.----..-......

Utah--------------------

V
T

ermont .-..........-.
Virginia_ ...............
Washington -_____

West \ irginia.........

Wisconsin .-..-.......-
Wyoming --..--------

Hawaii- - - - - - - -
Puerto Rico .-. ......

M ethod applied

Prudent investment -............ -..

d o - . . . . . . . . . . . .
- d o . . . . . . . . .--. . . . . .

Reasonable historical cost i .-..
All elements considered -..-

Original cost - - -- - - - - - - -
All elements considered.......
Original cost . - -- - - - - - - - -

........................................

F air value -... ... ... .... ... ..

Prudent investment----

Fair value, 1923 plus net additions r_
Prudent investment.........
O riginal cost .........................

- -d o -- - - - - - - - - - -
Fair value . . . . . . . . . . . . . .

Prudent investment ........
All elements considered .......
S do - - - - --- - - - - - - -

Original cost adjusted 9 . .... ..
O original cost .......- - --....... .....

All elements considered.....- ..
Prudent investment 0 -..... -..

Reproduction cost 10 - - .
Original cost -- --.. . . . . . . . ..

do----- do -------------------------------

Fair value . . . . . . . . .. . . .

Fair value - . . . . . . . . .
Prudent investment..... ...

Prudent investment.. -......--

Fair value -.. . -.---. . . . . . .
Original cost - - -- - --
All elements considered ...........

Fair value . . . . . . . . . . . . .

Prudent investment ..........
. . do.-

13

Trc:tment of deprecial ion in
determining rate base

Balance in reserve deducted.

Not deducted. Sinking fund applied.
2

Balance in reserve deducted.

Do.
2

Straight line deducted.

Deducted.
4

Balance in reserve deducted.$

Not deducted.
5

Increase over 1923 deducted.
Balance in reserve deducted.
Balance in reserve deducted if reason-

able.
Nut deducted.

8

Straight line deducted.

Balance in reserve deducted.
Reserve requirement deducted.
Straight line deducted.

Do.
Do.

Do.
Balance in reserve deducted.
Observed depreciation deducted.
Straight line deducted.
Straight line deducted. Sinking fund

not deducted.

Balance in reserve deducted.

Straight line deducted. Sinking fund
not deducted.

Balance in reserve deducted.
Straight line deducted.
Reserve requirement deductedit

Straight line deducted.

Do.
Deducted.

4

I Land at present market value.
2 If depreciated rate base is use1, prime consideration is given to the balance in the reserve.
3 Tested by reserve requirement study.
SBalance in reserve or amount determined hby inspection.
3 When book value or original cost is used to determine the rate base.
B Treated as a trust fund with earnings deductred from allowable gross earnings.
r Applied in rate case decided Dec. 3'1, 1946.
s Annual charge to operation reduced by an amount determined by computing interest at 3 percent on

all balances in the depreciation reserve account.
9Five to 10 percent is added for reproduction value.
10 Prescribed by statute.
11 Commission regulation of gas utilities only.
12 Based on inspection and company's experience.
1i Original cost or reasonable historical cost.
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Mir. 'I IIITIxG. Now, the Federal Power Commision sitting here in
Washington fixes certain rates, and it does it on original costs, and
allows rates, dependent on the case, all the way from 51/2 up to 7
percent. But that original cost is reflected in the books of account,
and it is reflected because the books of account have to be kept in
accordance with the uniform system of accounts that was adopted by
the Federal Power Comlnission. Most of the States have adopted
the same uniform system of accounts.

So we get lown in our accounting in the utility business today, in
the electric utility business, where our books reflect the original cost,
less a percentage of 1 percent. We have amortized it out since 1937
when this uniform system of accounts was adopted.

So let me say to you that when we talk about our books of account,
do not get the idea that we have got some books that are not regulated,
and do not get the idea that you have to leave it to someone else as
was suggested when we were talking about the Bureau. These ac-
counts are regulated. They are kept in accordance with the uniform
system, and the Federal Power Commission uses them pretty gener-
ally in establishing its rate base to allow this rate of return.

They are also accepted by the Securities and Exchange Commis-
sion when we prepare a prospectus that goes out to the public, upon
the faith and credit of which all our securities are acquired.

Now, when you look at the present bill-well, before I leave that,
I want to just take time to read you a quotation by Justice Douglas
in the Hope Gas case, because while you have all these different theories
of rate-making, you have one concept upon which they all agree, and
that is the cirux of the recomlnendation that we make here.

I want to read it to you. This may be found at the top of page 5
of my statement, and it is quoted from 320 United States Code 590.
It reads:

The rate-making process under the act-

and he was referring to the Federal Power Act-
i. e., the fixing of just and reasonable rates-involves a balancing of the in-
vestor and tile consumer interests.

From the investor or company point of view it is important that there be
enough revenue not only for operating expenses but also for the capital costs of
the business. These include service on the debt and dividends on the stock
(citing cases). By that standard the return to the equity owner should be
commensurate with returns on investments in other enterprises having cor-
responding risks. That return, moreover, should be sufficient to assure confi-
dence in the financial integrity of the enterprise so as to maintain its credit and
to attract capital.

Now that is the vital thing that we are concerned with in the for-
mulation of an equitable tax as applied to utilities. We made this
recommendation before the Ways and Means Committee. They
adopted it as to the 6 percent, but when they came to establish the base
upon which they would compute the 6 percent, that is where I think
there is confusion.

I want to address myself to that for a few moments, because under
the terms of this act you have to take the income tax cost of the prop-
erty to arrive at that base. Now, that income tax cost was put in by
the Congress for the purpose of establishing costs to be used in the
event you sold the property so as to determine what your capital gain
was. I want to tell you that it is not an easy thing to determine, and
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that, I think, is what Commissioner Hesey meant when he said you
would get into a muddle or confusion.

I have had the experience of having the determination of costs in
the sale of property drag on for several years, and I will say to you
frankly no one knows what it is until the Commissioners agree to it.

But there are a few things that I want to just point out briefly, and
I cannot take the time to go into detail. I do not believe I am qualified
to go into all the ramifications of it anyway, but I want to hit the
high spots of one or two things.

For instance, there are different methods of depreciation as applied
in the income tax law, and as applied in our regulatory regulations. I
will say to you that so far as getting close to the depreciation as it af-
fects values, that the regulatory regulation is more practical, and the
one in the income tax law is theoretical because that is a group of
straightline depreciations allowed on certain properties.

Now, another thing. In the last World War, the utilities and busi-
ness were given the right to accelerate depreciation. I want to tell you,
it was a port in a storm for us to build the plant that we needed. It
permitted us to write the depreciation off' over 60 months, or 5 years,
and I think it was given to us for the precise purpose of enabling us to
build the plant. But if you take this tax cost, we have got to take that
all out, and all those plants that we built during the war would go out
and would not be in this base. But they are in the base in the State
regulation, and they are good plants, and we knew when we built them
they would be good for 25 years, they were not good for only 5 years.

So, under the regulation we have depreciated them in the normal
course.

Senator KERRm. They were needed in the defense effort, too, were
they not?

Mr. WHITING. They sure were. That is why 42.2 percent of the
world production of electric energy was here.

Senator KERR. And you are going to have to provide a similar ex-
pansion now, are you not?

Mr. WHITING. I have never seen the necessity more great.
Senator IKERR. IS it possible that such a provision now with ref-

erence to the expansion that is necessary before you in the months
and years ahead would meet a part of the needs that you have in this
matter ?

Mr. WHITING. It helps, Senator Millikin. It is in the bill you
adopted.

Senator KERR. I hope now you and I will understand each other.
We are pretty close together here in reference to many of the things
you are talking about, but you could not be further away with ref-
erence to the identity. I am sure I am highly complimented, but
neither the distinguished Senator from Colorado nor I-

Mr. WHITING. I remember now; it is Senator Kerr.
Senator KERR. Yes.
Mr. WHITING. I am just naturally complimentary.
Did I answer your question?
Senator KERR. You not only did, but you identified the viewpoint.
Mr. WHITING. Thank you
Another item that goes into this tax cost is tax-free reorganization.

You know when you go out to buy a small utility plant, and the people
that own it want to sell it, they do not want to pay taxes on it. They
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do no want to pay capital gains taxes on it. So Congress, when taxes
used to be 11 percent, and we thought they really amounted to some-
thing, put in these tax-free reorganizations. That allowed the man
to take securities in the new enterprise without paying the tax, and
he could hold it. But under this definition, we have got to go back
to the predecessor costs in all those tax-free reorganizations.

Then we have indirect costs of capital, which used to be different
in our State regulations than they are under the income tax law. Of
recent years, we have had a rule under our accounting that brings
them pretty close together, but the sum total of those different items
that I have referred to materially reduces tax cost.

Now, no one would object to that for the purpose for which it was
intended, to arrive at tax cost to impose capital gains tax; but when
you undertake to take that as a criteria upon which this industry shall
be entitled to earn 6 percent, there may be some companies of recent
organization, mostly cash, that have not gone through these different
transactions that I have spoken of that might come out pretty well.
But the rank and file of the utilties, electric utility companies, I
believe would be materially hurt. I would be very much interested if
the Treasury Department can give you a report, as the chairman has
requested, that will show with any degree of accuracy what the utili-
ties of this country will have to pay on the excess profits tax in this
bill as written. I would be very curious to have included in that the
Consumers Power Co., because I do not know myself.

Senator MmLnIiiN. What is your solution?
Mr. WHrrINo. My solution is that you go back to the recommenda-

tion that we talked about before the Ways and Means Committee,
and what I expect they had in mind when they wrote the report, be-
cause it reads that way. It is attached to my statement, and I am
going to read it because it is pretty simple. It is:

The adjusted equity capital for such taxable year, as defined in section 437
(b), or where regulated corporate hooks of account are maintained the sum
of the capital stock accounts (both common capital stock and preferred capital
stock) and surplus accounts (both capital surplus and earned surplus).

Then, in section 446, would be this definition:

As used in this section, the term "regulated corporate hooks of account"
means the books of the regulated utility when kept under a uniform system
of accounts which conforms with the accounting principles contained in the
IUniform System of Accounts prescribed for public utilities and licensees and
for natural gas companies by the Federal Power Commission.

That, Senator, is just one department of the Government accept-
ing the regulation and the vigilance of the other part.

It has this great advantage: It is the thing that I said a minute ago
is the base for our sale of securities, that we go to our citizens with
the request to put their savings in our industry. I do not see how it
could be said to be prejudicial. All it does is to preserve the ability
of these companies that are such an essential necessity, and a part
of our defense effort.

I had in my statement a reference to the possibility of increasing
the allowance for debt because of our high debt structure. That I
pass over with a word, and leave with the statement.

It is simply that if the allowance that you have given for a com-
pany that has not only 12 percent debt is reasonable, then one that has
got 49 perhaps ought to have more.
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Then the other one that I speak of. I noticed the committee says
that they have given only 85 percent of the average earnings during
the base period because we are in an unusually high state of business,
and it will not be retained. Well, I would like to tell you--of course,
I am not a prophet, but I do not believe the business we have had in
the Consumers Power Co. from 1946 to 1949 is going to recede. We
have been trying to keep up with the growth in population in this
country. We have added twenty-odd-thousand electric customers
every year, and they are in homes, and they are not going to go oil the
line. My company is 39 percent residential.

So when it comes to industry, why, high labor costs have just forced
mechanization so that every utility man that will come before you
will tell you that ever since 1946 we have been working at the draft-
ing board, and with engineers, to build to keep pace with this great
requirement in this country. I do not believe it is going off. We have
built the plants to take care of it. Other departments of the Gov-
ernment think we are behind the eight ball in what we are building
now. We think we are coming along all right, and we will if you give
us an equitable excess profits tax.

Senator TAFT. How does this amendment differ from that proposed
by Mr. Hessey? You referred to the Federal Power Commission.
That is only applicable to utilities, to begin with, is it not?

Mr. WHITING. Yes.
Senator TAFT. To electric utilities?
Mr. WHITING. It is applicable to electric and gas utilities.
Senator KERR. Natural gas.
Mr. WHITING. Natural gas.
Senator TAFTr. And this refers to that, whereas I think his commit-

tee had a system of accounts prescribed by the State commission.
Mr. WHITING. Well, mine includes those.
The way that happened was this: The Federal Power Commission

established these uniform systems of accounts. Then the association,
represented by Mr. Hessey, the National Association of Railroad
Utility Commissioners, collaborated with them, and they went back to
the States and substantially all the States

Senator TAFT. All the States have adopted this uniform system?
Mr. WHITING. Yes. So when I speak of one, I speak of all.
Senator TAFT. I see.
Mr. WHITING. In closing, let me say that I realize this bill was put

together in a hurry. As a matter of fact, I marvel at how well it is
done in the short time it took to do it. But it does seem to me there was
an oversight, if I can believe the statement of the committee, in the
way the bill was drawn-and I am not criticizing anybody on that,
because I think it was a splendid job to do it as fast as they did it.

Another thing, I want to leave with you just a word of appreciation
of the public duty that members of this committee have. We, of the
industry, are sensible of that. We do not want to do anything that is
going to, in any way, hamper you in doing the right job. But I do
want to plead with you, in closing: If you do the right job, please be
equitable to the utilities, so that we can do the job in the effort, what-
ever may come, of doing what you expect us to do, and which we would
like to do.
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Senator TAFT. Mr. Whiting, is it not also true that this change
would prevent discrimination between utilities?

In other words, the rule in the present House bill would not hurt
some utilities at all?

Mr. WHITING. That is right.
Senator TAFT. Others, it would put on a substantially different

basis from the first group?
Mr. WHITING. I think that is a clear comment.
We, in the industry, had a great deal of discussion as to how we

could formulate some criteria to make the point of inception of an
excess profits tax. I, for myself, thought if we maintained the divi-
dends that we have maintained the last 4 years, that that was vital;
but the more we discussed it, the more it seemed to us that if we
anchored it to the books of account as kept under a strict regulation
and limited it to the historic percentage of 6, that that was about a
fair solution of the problem as we could see.

I would like to say, in conclusion, that if you do that, you are still
going to get some excess profit taxes from the utilities, in my judg-
ment.

The CHAIRIAN. Thank you very much, Mr. Whiting, for your ap-
pearance and your contribution.

Mr. WHITING. Thank you.
(The prepared statements submitted by Mr. Whiting read in full,

as follows:)

STATEMENT OF JUSTIN R. WHITING, PRESIDENT OF CONSUMERS POWER CO. AND
CHAIRMAN OF TAX COMMITTEE OF BOARD OF DIRECTORS OF THE EDISON ELEcTRIC
INSTITUTE

My name is Justin R. Whiting. I reside at Jackson, Mich. I am president of
Consumers Power Co., an electric and gas utility operating in Michigan. Edison
Electric Institute is a trade organization representing some 80 percent of the
investor-owned, taxpaying electric utilities of this country. Our original recom-
mendations first made to your legislative experts and representatives of the
Treasury and later presented to the Ways and Means Committee were joined in
by the American Gas Association.

There are four fundamental facts in regard to this industry which cannot be
disputed.

First, as to the importance of the industry. In money invested, these electric
and gas utilities are our third largest industry being exceeded only by agricul-
ture, first, and railroads, second. Aside from contributing to our high standard
of living, tl, y are a vital necessity to national defense.

For instance, in 1944, the peak year of our war effort, the United States was
producing 50 percent more munitions than the combined axis countries and
accounted by itself for nearly 45 percent of the total armament output of all
the belligerent nations.

It is estimated that during the same year, the United States produced 42.2 per-
cent of the world production of electric energy.

Since the war, during 1946-49 we have expended for new plants 9.2 billions
of dollars, 5/2 billions of which came from new capital sold to the public. In the
next 3 years we must spend larger sums.

From an income point of view, this industry is relatively of much lesser im-
portance because of the slow turn-over of capital and limited earnings under
regulations. In the period of 1940-45, the net income after taxes of all utili-
ties, excluding transportation and communications, was less than 4.9 percent
of such net income of all corporations. The level of utility earnings declined,
while the earnings of other corporations increased as shown on chart 2. This
demonstrates that 85 percent of base period earnings is inequitable as applied to
utilities.

Our mass production in this country is essential. It is dependent on electric
power. If an inequitable tax so far as these companies are concerned is adopted

452
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and their earnings depleted then their ability to finance at reasonable cost would
be lost and their essential construction severely hampered. This would be tragic.
We must keep these companies able to perform their necessary part in the
national defense.

Second, the electric utility industry differs from manufacturing industries In
general by the fact that it has long-term debt of nearly 50 percent of its capital,
whereas manufacturing industry has a debt of only 12 percent. This is shown
graphically on chart 3. The result is that the treatment of debt capital which
may be equitable for manufacturing industry, is not equitable for utility
companies.

Third, the price of electricity has gone down from 1939, whereas the price of
practically everything else has gone up, in some cases over 200 percent. This is
graphically shown on chart 4

Fourth, the electric utility industry is a regulated industry not making any
abnormal or excess earnings and it never will owing to the vigilance of the State
and Federal regulatory commissions. This is shown graphically on chart 1,
showing that in the base period of 1946-49 the average earnings were only
6.3 percent of invested capital as shown by the books of account. This does not
mean 6.3 percent on a tax cost basis of assets. It is 6.3 percent on all capital
represented by indebtedness, capital stock and surplus, all as shown on the cor-
porate books of account kept in accordance wtih the uniform system of accounts
established by the Federal Power Commission, and numerous State authorities
and recognized by the SEC in the sale of securities.

We do not ask the right to make or retain any excess or abnormal profits.
We ask that we be allowed to keep enough earnings to preserve our credit
and enable us to raise the necessary new capital, if possible, by common stock.
Everyone familiar with the investment market knows that this industry pays
out about 75 percent of its earnings in dividends. This established practice
is vital for the sale of our securities. Any decrease in earnings which would
affect our ability to pay the conservative dividends we have maintained since
World War II and the repeal of the last excess profits tax, would be a deadly
blow to our credit.

Many witnesses testified to all this before the Ways and Means Committee.
The committee decided to include a special provision for regulated utilities that
specified the 6 percent rate which we had requested. However, section 446 of
H. R. 9827, as written, does not accomplish what the committee evidently intended
by their report on the bill.

The following quotation is from page 26 of the report.
"The effect of this minimum credit for certain public utilities is to give assur-

ance that an excess profits tax will not be imposed until after the regulated
industries earn a rate of return of 5 percent or 6 percent after paying corporate
normal taxes and surtaxes. Your committee believes that this is appropriate
in view of the fact that the profits of these industries in the base period years
were held down well below the profits earned by unregulated industries. More-
over, there is considerable evidence that rate adjustments for these industries
lagged considerably behind increases in their costs of doing business. Your
committee also believes that where industries are regulated by other govern-
mental bodies providing only a fair rate of return, it is undesirable to consider
profits allowed by such regulated bodies as excessive for purposes of an excess
profits tax. The 5 and 6 percent rates of return provided for in this minimum
credit will be approximately the average rates of return customarily allowed
for the regulated industries in question."

Secretary Snyder labors under the same misapprehension, as to the effect of the
bill as written, because he said to you at page 6 of his written statement as
follows :

"This bill would allow public utilities regulated by State authorities an alterna-
tive credit. It would permit them to receive (before the application of any
profits tax) a net return after income taxes of 6 percent of their total invest-
ment, including capital stock, reinvested earnings and borrowed capital. In
the case of utilities subject to Federal regulation, notably railroads and other
interstate carriers, the corresponding tax-free return is set at 5 percent."

Let's get the record straight. This section 446 as written will not preserve
to utilities the normal earnings granted them by regulatory authorities because
it provides for 6 percent on adjusted tax cost of assets instead of 6 percent of the
total outstanding borrowed capital, capital stock and surplus as reflected on the
corporation books of account. With many companies this tax base is sub-
stantially less than the capital account.
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A brief explanation will clarify our special problem. State and Federal agen-
cies use numerous different bases on which they allow a rate of return in fixing
reasonable rates. Some use "present fair value" others "original cost" (which
means the cost of the person first devoting the property to public use) ; some
use "reproduction cost new less depreciation," others "prudent investment" and
the Federal Power Commission uses "original cost." No regulatory authorities
that I can find have ever used income tax cost upon which to establish a reason-
able utility rate. The rates of return vary all the way from 5 percent up to
7 percent dependent in a large degree on the method used in arriving at the
base. Naturally, if present fair value is used as the base, the rate of return
applied is not as great as when original cost is used. The Federal Power Com-
mission has applied a return on original cost of 5 , 6, and 61/2 percent dependent
upon the facts of the case. Taking an over-all view of this rate-making pro-
cedure, there is one concept upon which all authorities agree whatever process
they may use in arriving at the end result. This concept is well expressed by
Mr. Justice Douglas in the case of Federal Power Commission v. Hope Natural
Gas Company (320 U. S. 590). Wherein at page 603 he says:

"The rate-making process under the act, i. e., the fixing of 'just and reasonable'
rates, involves a balancing of the investor and the consumer interests.

"From the investor or company point of view it is important that there be
enough revenue not only for operating expenses but also for the capital costs of
the business. These include service on the debt and dividends on the stock
(citing cases). By that standard the return to the equity owner should be
commensurate with returns on investments in other enterprises having corre-
sponding risks. That return, moreover, should be sufficient to assure confidence
in the financial integrity of the enterprise so as to maintain its credit and to
attract capital. * * *"

The adjusted tax cost of assets in many instances results in quite a different
figure. This difference is caused principally by (a) different methods of figuring
depreciation; (b) the remedial accelerated depreciation given corporations dur-
ing World War II concerning facilities for national defense; (c) the treatment
of tax-free reorganizations, particularly those under supplement R, which was a
provision designed to facilitate the integration and reorganization of holding-
company systems; (d) the different theories as to the treatment of certain indi-
rect construction costs, etc. All of these items have to be adjusted in order to
arrive at a tax cost that is proper for the purpose for which it was intended, viz,
arriving at the capital gain in case of the sale of the property. No one ever
intended that this tax cost should be a proper rate base upon which a utility
should be entitled to make fair rate of return, nor should be used in a prospectus
for use in the sale of securities. Our investors buy and sell our securities relying
on our property and earnings shown on our regulated books of account.

After mature consideration the electric and gas industries decided to recom-
mend the formula of 6 percent on the outstanding borrowed capital, capital stock,
and surplus as reflected on their regulated books of account as the best and sim-
plest formula of obtaining the desired result, which was simply to preserve
enough earnings to maintain the credit of the industry. If you look at chart 1,
you will see that the average earnings of electric utilities during the years 1946-
49 was 6.3 percent of the book capital. Consequently, we thought that 6 percent
of the book capital was the absolute minimum which was necessary to maintain
our credit. Many people in the industry thought it should be greater because
they are being allowed a greater percent. The telephone industry have asked
for 71 percent. The 6 percent, in my judgment, is a minimum figure for the elec-
tric and gas industries. I have attached to my statement two brief amendments
to section 446 which, in my judgment, would make the law conform to what the
majority of the Ways and Means Committee said it meant as well as what Secre-
tary Snyder said it means.

Now, gentlemen, what we desire is a result, and we do not care particularly
about the method. We only want to keep the necessary earnings in order to pre-
serve our credit and enable the electric utilities to perform their function in the
war economy. This can be accomplished by the method I have already pointed
out. Some relief might be made by a special provision relating to regulated
utilities in:

(A) The "average-earnings method," by allowing 100 percent instead of 85
percent of the base-period earnings as provided in section 435 (a) (1) (A) of
the House bill.

The reason given by the committee at page 5 of their report for reducing these
earnings to 85 percent is that the period 1946 to 1949 is referred to as: "of
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unusual business prosperity which to a substantial degree was built on the
deferred demands, the accumulated savings of World War II, and large postwar
defense expenditures. Since this unprecedented level of business activity could
hardly have been expected to continue permanently, the use of the income of the
years 1946 through 1949, without adjustment, would produce a general overstate-
ment of the taxpayers' earning capacity in the absence of hostilities in Korea or a
large program of military expenditures. For this reason your committee believes
that a 15-percent cut-back in average base-period income is a moderate
adjustment."

This, I submit, does not apply to the electric utilities. 39 percent of my
company's business is in the domestic classification namely to householders.
We have been taking on twenty-odd-thousand electric customers each year during
this period in order to keep pace with our increase in population. Large expendi-
tures in electric facilities and generating units have been required notwith-
standing Korea. Other departments of Government have been concerned with
our keeping abreast with the tremendous growth in the country. Labor costs
have forced mechanization of industry. We do not look upon the business of
1946 to 1949 of a level that will not be maintained. We believe it is normal and
we should not expect it to decline. We may be called upon to do more in the
years that lie immediately ahead but, in my judgment, we will not recede from
the 1946-9 level. This it seems to me will clearly justify an amendment of
this provision authorizing 100 percent of the earning of the base period.

(B) The "Invested capital method" by allowing a larger credit for debt. If
corporations generally which have only 12 percent of long-term debt are entitled
to a capital credit equal to one-third of the interest on borrowed capital not to
exceed an amount equal to 3 percent of average borrowed capital then an
industry that has 50 percent of its capital in borrowed debt, appears to be
entitled to a higher credit.
I wish to file with the clerk for printing in the record the statements of

Mr. Harold Quinton. executive vice president of the Southern California Edison
Co. and of Mr. Adrian M.. Massie, executive vice president of the New York
Trust Co.

(The statements referred to above follow this statement.)
In closing, may I say that I appreciate the great burden that is cast on the

members of this committee to do a public service at this time. We do not want
to be understood as in any way hindering this committee or the Congress in
doing a good job in the present circumstances. By the same token may I plead
with you to give the electric utilities equitable treatment so that in any eventu-
ality we may do all that is expected of us and that we are so anxious to do.

PROPOSED AMENDMENTS

"(A) The adjust equity capital for such taxable year (as defined in section
437 (b), or where regulated corporate books of account are maintained the sum
of the capital stock accounts (both common capital stock and preferred capital
stock) and surplus accounts (both capital surplus and earned surplus), and

(Italic portion is amendment proposed to section 446 (b) (2) (A) of H. R.
9827.)

New subsection to section 446:
"(e) As used in this section the term "regulated corporate books of account"

means the books of the regulated utility when kept under a uniform system
of accounts which conforms with the accounting principles contained in the
uniform system of accounts prescribed for public utilities and licensees and
for Natural Gas Co. by the Federal Power Commission.
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CHART III
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CHART IV
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STATEMENT BY HAROLD QUINTON, EXECUTIVE VICE PRESIDENT, SOUTHERN CALIFORNIA
EDISON Co., ON BEHALF OF THE REGULATED PRIVATE ELECTRIC UTILITIES

Gentlemen, we are here today seeking some special provisions for regulated
industries in any excess profits tax law that may be enacted. We seek this in
the interests of avoiding serious injury to and discrimination against our regu-
lated private electric companies.

Two points cover the basic and fundamental public policies, public duties, and
financial and physical conditions under which we operate.

First, our net income is regulated by Federal, State, or local regulatory com-
missions. This has been said before but what does it mean? It means that the
index of electric and gas utility rates has been held to 97 percent of 1935-39
levels while costs of living and all other significant indexes have climbed to
levels of 165 to 246 percent of the levels of 1935-39. It means that we have not
contributed to inflation. Quite the contrary. Our material and labor costs have
risen with all other price indexes: but unlike unregulated industry, we have not
followed these operating cost increases with increases for our services. That is
what regulation means.

An erroneous impression prevails that the utilities have substantially increased
their rate of profits in recent years. In our two industries alone, the gas and elec-
tric industries, we have constructed in 1946-49 more than 9.2 billion dollars of
new plant. We would indeed be in a sorry condition if we had not earned any
profits on that new plant, and therefore our total dollars of profits must, of
course, be greater. Our electric industry reported a total of approximately
$887.000,000 in earnings in the year 1945, with a total average capital investment
of $13,545,000,000, or a return of 6.55 percent. At the end of 1949 we had com-
bined earnings in our industry of $1,021,750,000, but a total average investment
in the industry of $16,550,000,000, and our return had declined to 6.17 percent.
That is what regulation means. Stated in another way, under regulation, we have
earned only 4.48 percent on the billions of dollars of new capital which we put
in our business since 1945. I know of no unregulated industry that can
point to any such record. Were those regulated earnings of 6.17 percent and
4.48 percent normal, or subnormal, or excessive?

Now, our second point: The utilities require a much larger amount of plant
and properties and, therefore, a much larger amount of capital investment in
their business in relation to their gross sales or gross revenue than most un-
regulated industries.

All manufacturing industries had a plant investment of $67,000,000,000 in
1949 and reported sales of $155,000,000,000, or sales of 2.3 times plant invest-
ment. Now, by contrast with such sales of many times plant investment, the
electric and gas utilities have plant investment of three to five times their sales.
The interest and dividends paid for the use of capital funds for the construction
of such enormous amounts of plant is therefore, also, many times greater in.
relation to sales than in other industries. Such costs of money represent approx-
imately 15 percent of the selling price of our commodity to our consumers. By
contrast, the cost of money is less than 3 percent of the selling price of the prod-
ucts of all manufacturing industries.

Such abnormal amount of plant investment, involving such a high proportion
of the total cost of service to the consumer, is the most unique physical feature
of the electric and gas utility business.

From these two basic and fundamental circumstances, first, regulation, and'
second, abnormality of capital, all of our other unique characteristics and
problems evolve.

Third, it is estimated that an additional 9V2 billion dollars will be spent for-
new construction in the three years 1950, 1951, and 1952 by the electric and gas.
industries. The utilities must be constantly in the market seeking new capital
money. By contrast, other industries may require new capital only a few times
in the life of the enterprise.

Fourth, the electric, gas, and water utilities sold 58.6 percent of the total
securities issued by all industry for new money in the fiscal year ended June 30,.
1949. They accounted for approximately 18 percent of the total expenditures
for new plant and equipment of all industry. The higher ratio of securities
sold by the utilities compared with the ratio of expenditures by the utilities, is
accounted for by the fact that unregulated industry can accumulate, through its:
higher profits returns, a much greater part of their construction requirements:
than the regulated industries are permitted to do.
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In this respect the Maryland Public Service Commission has said:
"The amount that public utilities are allowed to earn is limited to a fair

return. They are not permitted to make a charge which will produce a greater
return. They have no method of recoupment when earnings under existing rates
amount to less than a fair return. They cannot amass out of earnings capital
with which to make large expenditures for plant additions. That must come
from places other than earnings and cannot be secured when the rate of return
is insufficient to attract capital."

Our earnings are now normal and regulated industries are in no position to
pay any additional tax, whether it be an excess profits tax or any other kind
of tax unless it can be passed along to the consumer. Actually, the increase in
normal and surtax rates from 38 to 45 percent has already nullified some rate
increases.

Fifth, it is reported that Secretary Snyder, in his appearance before your
committee on November 15, stated that the President, in proposing his $4,000,-
000,000 excess profits tax levy, had three objectives, and I quote from a newspaper
report: "First, to contribute to meeting the increased cost of defense; second,
to help check inflationary pressures and enable the Government to maintain a
strong financial position; and, third, to tax the high profits resulting from the
defense program."

On the first point, we are already making a relatively greater contribution to
meeting the increased cost of defense than unregulated industry. Our Federal
taxes on income are 71/2 percent of our total sales, compared with Federal income
taxes of 3/8 percent of total sales of all industry. We are, and have been for a
long time, contributing a relatively greater portion to the increased cost of
defense, and to all other Federal governmental costs, than other industries.

The President's second objective is to help check inflationary pressures and
enable the Government to maintain a strong financial position. There would be
no inflation in this country today if all other industries and labor had maintained
the price levels that we have maintained.

And the President's reported third objective is to tax the high profits resulting
from the defense program. We have shown here that we not only have not
increased our profits during the years 1946 to 1949, but we have actually expe-
rienced a decline in profits. Secretary Snyder's suggestions would effect reduc-
tions on the average of 25 percent in the earnings available for common stock
on many companies and seriously affect dividends on common stock.

We have made, and are making, a relatively higher contribution to the finan-
cial requirements of our armament programs than other industries. We have
certainly not contributed to inflation, and we certainly are not realizing high
profits from the defense program or any other source. Accordingly, insofar as
these three objectives of the President are concerned, we lhave met them. And
any discriminating excess profits tax against our industry could only serve to
defeat them.

Representatives of the regulated electric and gas utility industries have pre-
pared some recommendations for the consideration of this committee and the
Congress which would relieve in part the discriminating effect of an excess profits
tax law against these industries, and which reflect and take cognizance of their
unique characteristics resulting from regulation, and resulting from their ex-
tremely high capital investment in relation to sales. These recommendations
are designed to conform the orthodox statutory average earnings method and
the orthodox invested capital method of computing the excess profits tax to these
unique characteristics. They are seven in number. In the interests of time I
will discuss here only the first and seventh points.

Recommendation 1
1. Under any method of determining excess profits net income, deduction should

be allowed for normal tax and surtax in ascertaining excess profits net income.
The normal income which the utilities are permitted to earn under regula-

tion is the final figure after the deduction of operating expenses, including the
corporation's normal and surtaxes. If such result is, say, a 61/2-percent return,
or $65,000 on a capital investment of $1,000,000, and the normal and surtaxes are
not then allowed as a deduction in arriving at the excess profits tax net income,
then a tax will be computed on such $65,000 plus the normal and surtax and the
return on the company's $1,000,000 of capital will inevitably be reduced below
61/2 percent. This is equally true if the starting rate of return is only 6 percent.
It is impossible, in the case of a regulated utility whose net income is deter-
mined under regulation after deduction of the normal and surtaxes-it is im-
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possible to avoid classification of some of its normal profits as excess profits if
the normal taxes and surtaxes are not deducted in determining the excess profits
net income.

Recommendation 7
7. In the case of public utilities, the excess profits credit for any taxable year

shall be not less than the aggregate of the normal tax and surtax plus an amount
not less than 6 percent of the total of outstanding borrowed capital, capital stock,
and surplus, as reflected on the corporate books of accounts, averaged for the
beginning and end of the taxable year, with a corresponding adjustment to excess
profits net income for interest on borrowed capital.

Our seventh point is designed to fix a ceiling on the excess profits taxes which
will nevertheless be incurred by many of our companies in spite of the relief
that would result from enactment of the preceding six recommendations. As a
further effort to meet this condition, our seventh simple provision was designed
and is recommended to fix a point of earnings below which excess profits taxes
will not be incurred. We ask in that provision that we be permitted to earn,
after all of our charges and expenses, including the normal tax anti surtax-
that we be permitted to earn not less than 6 percent on our total outstanding
capital stotk, borrowed capital, and surplus, as reflected on our books of accounts,
average for the beginning and end of the year with, of course, a corresponding
adjustment to excess profits tax net income for interest on borrowed capital, and
for normal tax and surtax. We believe that a fair and decent and reasonable
rate of return on our capital actually invested in our business, should be 7 per-
cent and that such percentage should be the point below which we would not
be subjected to any excess profits tax.

It will be noted that we use the term "capital actually invested in our busi-
ness," and we mean capital stock, borrowed capital, and surplus as reflected in
our books, not the statutory definition of "invested capital." Such capital actu-
ally invested in our business is the basis of determination of our regulated net
income, and such regulated net income is the basis of our whole financial policy,
financial structure, and financial expansion. We have recognized in our points
1 to 6 the propriety of the use of the orthodox statutory concept of invested cap-
ital as a method of calculation of an excess profits tax where it does not nullify
these basic circumstances of our business. But here in point 7 we submit for
your consideration the proposition that, notwithstanding technical Treasury
concepts, if the result of their application is to reach into and tax away regu-
lated normal prc.fits at excess profits tax rates, then there should, and must, be
some proviso such as our No. 7 here proposed which will limit the degree of the
injury and the degree of discrimination which results from such technical con-
cepts. The fact remains that we must stay in business; we must perform our
construction programs, and they must not be stopped by words and terms, how-
ever fixed such words or terms may have become in our taxing statutes of the
past. It is the discrimination of the past which we are here trying to overcome.

Our case, gentlemen, is just that simple. The sustance of our first six rec-
ommendations, and of the ceiling provision on excess profits taxes which is
contained in our seventh recommendation, is that we may be allowed to earn
only a fair, decent, reasonable, and necessary return on the capital actually
invested in our industries.

We thank you for this opportunity to appear before you and stand ready to
supply any supporting material or other data bearing on our industries which
you may desire in your considerations.

STATEMENT OF ADRIAN Al. MASSIE

My name is Adrian M. Massie. I am executive vice president of the New York
Trust Co., 100 Broadway, New York City. For 30 years I have been engaged in
the investment of trust funds.

As a trustee of Columbia University I am a member of the investment advisory
committee which handles the endowment fund. I am on the investment com-
mittees of seven insurance companies.

Increased low-cost production is the most pressing need in the country today,
to meet the requirements of our defense program and to offset the effects of the
monetary inflation which exists.

The nature of our mass-production machine methods requires the availability
of huge quantities of low-cost electricity and gas at proper locations.
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The electric and gas industry, recognizing the vital role it plays in activating
all industry, has planned and is executing a huge expnsion program.

To finance this expansion, the industry must attract large amounts of addi-
tional capital-much more so in relation to the volunl of business than any
other industry-namely, three to five dollars of capital for every dollar of gross
business.

Capital investment in the industry has accelerated in recent years. Tl'he
regulated electric power business is now spending for new facilities about
$3,000,000,000 a year. This is nearly six times the prewar rate and is nearly
twice as much per year as was spent in all the war years 1942-45 togth'r.

To assure the success of this huge volume of financing, the regulatory bodies
have recently found it necessary to increase rates for the first time in many
years. It was recognized by these bodies that the attraction of new capital in
a competitive market requires an adequate amount of earnings. They knew that
the investor required and was entitled to receive a fair rate of return on the
capital used in the enterprise.

For 1949 the industry rate of return was 6.17 and is running at about the same
rate for 1950.

On the equity portion of the capital used in the enterprises, the rate of return
for 1949 was about 8.6 percent.

The industry has a far greater proportion of debt than any other industry and
a very considerable amount of preferred stock, thus effecting a high pyramid on
a small common-stock equity position.

This common-stock equity position, representing the base on which the entire
industry rests, is so important and is so ulnerable to the effects of taxation that
a few facts must be recorded for clarifiation. I will use the figures for the
electric utility industry, but the facts show the argument is equally valid for the
gas industry.

The privately owned electric utility companies had a common-stock equity
position at the end of 1949 made up as follows:

Common stock-------------------------------------------- $4, 623, 000, 000
Premium --------------------------------------------------- 2;19, 000, 009
Capital surplus--------------------------------------------- 355, 0000, 00
Earned surplus__--------------------------------------------- 1, 197,000, 000

Total------------------------------------------ 6,414,000,000

The earnings after all costs, interest on the debt, and preferred dividends
amount to $653,775,000. Out of this sum $449,453,000 was paid out in common
dividends and the balance of $204,322,000 was retained in the business.

These were the earnings which tile regulatory bodies allowed in order to
maintain the credit of the companies involved.

I submit that this common equity capital of $6,414,000,000 and the applicable
earnings of $653,775,00 are the keystone of the expansion not only of tile electric
utilities but also of all industry which cannot expand without more electric
energy.
In levying an excess profits tax, the Congress expects to obtain substantial

revenue but to leave unaffected the incentive and ability to expand.
It is obvious that if the entire earnings available for common stock were

siphoned off by the tax the industry would collapse.
It is equally obvious that if the sum siphoned off was equal to the amount

retained in the business, namely $201,322,000, dividends would have to be cut
immediately and the prices of the securities would drop. It would be impos-
sible to finance the required expansion.

This paucity of earning power available for additional taxes is due to the fact
that we are dealing with a regulated industry where the regulatory bodies have
already taken action to provide a reasonable rate of return but with no excessive
earnings.

This is a situation which from a financial standpoint is both marginal and
sensitive. In an industry with 50 percent of its capitalization in debt, with debt
still expanding, with the earnings available for common stock just enough to
support that equity and maintain the credit of the industry, such earnings are
marginal not only to the industry itself but to all industry.

Any invasion of these equity earnings by any form of taxes which cannot be
passed on through increased rates will in my judgment have far-reaching adverse
effects completely out of all proportion to the amount of the revenue received.
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The CHAIRMAN. Mr. D. A. Hulcy. Mr. Hulcy, you may be seated
and identify yourself, please, for the record.

STATEMENT OF D. A. HULCY, PRESIDENT, LONE STAR GAS CO.,
DALLAS, TEX.

Mr. HrucY. My name is D. A. Hulcy. I live at Dallas, Tex. I am
president of the Lone Star Gas Co., a natural-gas company operating
in northern Texas and in southern Oklahoma.

We operate in excess of 6,000 miles of main transmission lines and
serve some 550,000 customers in that area.

I am also president of the American Gas Association, which is the
trade association for the American gas industry, including among its
members gas utility companies serving more than 90 percent of the
gas customers of the country. Also included in our membership is
the manufacturers of gas equipment and appliances, and other persons
that are interested in the industry.

Now, Mr. Chairman, it will not be my purpose to make a technical
discussion of the bill passed by the House but to give some general
information, and also to call your attention to the fact that I have
filed with the committee a report covering these matters. But if I can
just highlight some of that, perhaps I can save the time of the com-
mittee. I have prepared some charts in large form here which I
think may give the members a little bit better understanding of what
I am trying to talk about than perhaps if I were to say it myself.

The CHAIRmrAN. Would you like the extended brief put in the
record ?

Mr. HuLcy. Yes; I would.
The CHARMAN. Furnish that to the reporter, please.
Mr. HuicY. Thank you, sir.
I would like to call your attention to the fact that the American gas

industry, with its 175,000 employees, serves 22,000,000 homes and
2,000,000 factories and commercial establishments through a system
of pipelines that exceeds in mileage the railroad trunk-line mileage of
the country. The truth of the matter is our pipelines are in excess of
361,000 miles.

The gas industry is important to many people. A high percentage
of the entire population is dependent to a greater or a lesser degree
on this industry.

I would like to make clear in the beginning that the gas industry is
willing and anxious to do its part in the defense effort of our country.
We realize the needs and certainly we do not want to be short in that.

Now the so-called excess profits type of a tax, from the discussion
you heard this morning with reference to public-utility companies, I
think that it does discriminate against them unless the characteristics
of the utility business-and I speak particularly now of the gas in-
dustry-unless those are taken into account, that we do have basic
differences between our industry and other types of business.

First I would like to have chart No. 1, which shows that a strong
gas industry is vital to the defense and the well-being of our people.

The gas industry has always played an important part in all of
the affairs and the economy of our country. The total heat energy
supplied from natural resources in the United States, as shown on
chart 1, shows that in 1939 natural gas furnished 11.7 percent. In
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1949 that has increased to 19.4 percent, and at the present time natural
gas is furnishing more than 20 percent of the entire requirements.
During this 10-year period the heat energy supplied by natural gas
has increased 130 percent. So I think that it does show that we
are playing an important part in the over-all economy of the country.

Also on chart 1 we show that dwelling units have increased 24
percent and that residential customers served by the gas industry
have increased 34 percent, or at a greater rate.

Also chart 2 will show that the industrial gas sales are in keeping
with the Federal Reserve Board Index of Industrial Production.

Now it will be noticed that immediately after the war we were below
the index. Well, that was caused by our inability to secure materials
in order to expand our facilities. But our facilities have now been
expanded, and it will be shown that the deliveries of industrial gas
are in keeping with the index referred to above.

Now one of the principal problems that we have in the gas industry
is that we must attract large amounts of capital. We are now in
the midst of the greatest expansion and development period in the
whole history of the industry. There is a really big job ahead of
us to keep up with the demand for service. The requirement is for
capital and for more capital. Of course it goes without saying that
if we are going to attract this capital we must have earnings to
support it.

Now chart No. 3 shows the growth picture of the gas industry, that
the total assets of our industry in 1945, at the end of the war, were
5.7 billions of dollars. At December 1, this year, or at the present
time, they have increased to 8.7 billions of dollars, and it is estimated
from a survey that at December 31, 1954, they will have increased
to 10.2 billions of dollars, or in this 10-year period since the end
of the war that we will almost have doubled the total assets. So
that does show, I think, clearly the great need that we have had to
attract new capital.

I know just with reference to our own company, which, as I said,
operates in Texas and in southern Oklahoma, when the war was
over our total debt was $8,375,000. That was only about 20 percent
of our total capital structure. Today our debt is $85,000,000, and
the ratio of debt to the total capital structure is about 51 percent.
That shows the great requirement that has come about through the
growth in our part of the country and that we have made every effort
to do it.

The CHAIRMIAN. What was the ratio at the end of the war ?
Mr. HULcY. About 20 percent.
The CHAIRMAN. NOW it has gone up to 51?
Mr. HuicY. Yes, sir. In other words, the total debt has increased

from $8,375,00 to $85,000,000.
Senator MRILLIKIN. Have you testified as to what you are paying on

your securities?
Mr. HuucY. On what, Senator?
Senator MIILLIKIN. On the securities. Have you testified as to that?
Mr. HULCY. The interest rate. No, sir; I have not.
Senator MILLIKIN. Are you coming to that?
Mr. HULcY. I am not, but I will be very happy to mention that, sir.
The weighted rate, that, is a combination of installment bank loan

465
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notes and of private borrowings from a major insurance company-
it is 25-year money. It was just concluded in June of this last year.
The rate to the banks, with maturities beginning in the third year
and going through the tenth year, was 2.5 percent, and the payments
for the loan to the insurance company, the maturity starting in the
eleventh year and going through the twenty-fifth year, was 3 percent.
The weighted rate, I believe, was about 2.91.

Senator MILLIKAN. What do you pay on your equity?
Mr. HULCY. On our equities we are paying at the present time a

dividend of $1.20 a share.
Senator MILLIKIN. What is it selling for a share?
Mr. HULcY. Shares are selling now-they are down a few points the

last few delays, but in round figures, Senator, it has been about $25.
So we have just been selling slightly under 5-percent basis. We have
not issued any equities because our ratio of equities had always been
high. So now in round figures it is about 51 percent of debt and 49
of equities.

Now I would like to call your attention to the fact that the gas indus-
try investment pattern does differ from that of industry in general.
As shown on chart No. 4, it requires an investment of right at $4 for
every dollar of annual gross revenue, whereas for many industries,
like the retail business, or the wholesale business, you will find those
ranging anywhere from 29 cents per dollar of investment on up, and
I think with the public utility business generally in the higher
brackets.

Also the debt characteristics for our industry naturally have to be
a little high. I think, as shown on chart No. 5-I believe that shows
that our industry does require large amounts of capital. As I said,
necessarily the percentage of debt will be relatively high.

Now we just have no choice about this matter because if we are going
to meet the needs and the requirements not only for defense but for the
industrial growth of our country, we are going to have to provide
money in relatively large sums. This chart does show, compared
with other industries, that our debt ratio is about 51 percent compared
with others.

Then, too, I think it should be called to your attention that there is
a lot of people, of course, a large segment of the entire population,
that has a stake in the soundness of the utility industry. I made the
statement a little earlier that we served about 22,000,000 residential
customers. Now on the ratio of the population to customers that
would mean that we are serving approximately 100,000,000 out of the
150,000,000 people of this country. So they have a very definite stake
in the type of service that we are able to render.

Then there are the different financial institutions that have an
interest in the investment and hold securities of the industry, and as
shown on chart No. 6, the life-insurance companies have some 25 per-
cent of their total security holding made up of utility securities. Now
that is exclusive of railroads.

After taking the Governments out, it means that about 50 percent
of their total securities owned are securities of the utility companies.

Senator CONNALLY. Mr. Chairman, I have just had an emergency
call to the floor, and I apologize but I will have to leave. I want to
apologize to Mr. Hulcy.

Mr. HULCY. It is all right, Senator.
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Senator CONNALLY. I am interested in his testimony. Mr. Ilulcy
is well known to me as an outstanding citizen down there, and I am
sure the committee will give heed to his suggestions and his testi-
mony.

I apologize, sir. I have to go; but you heard tile bell ring there, and
they are calling me to the floor.

Mr. HULcY. I know just how that is, Senator. And I thank you
for the kind words you were good enough to say. I appreciate it.
Thank you, Senator.

The gas industry earnings, as has been pointed out by other wit-
nesses here, are regulated by public authority. I think it goes with-
out saying that the regulation has been effective.

I was interested in the exhibit sponsored by Secretary Snyder before
the Ways and Means Committee, and particularly in connection with
the charts which he submitted, showing that corporation earnings,
that is, that the rate they were going in the second or third quarter,
I believe, was some $37,000,000,000 before taxes. He did give in-
formation on the rates of return being earned on the net worth of
different industries both before and after taxes. For industrials gen-
erally I think it was shown to be before taxes some 19 percent on the
net worth and after taxes some 13 percent. I think by referring to
that you will find that for the public utility business other than rail-
roads and communications that it was only 6.7 percent applicable to
the entire utility industry. So that I think that rate on its face does
show that regulation has been effective.

Then, as shown by chart 7, certainly I think it shows clearly that
the gas industry has not contributed to the increased cost of living.
It will be noticed there that the general index shows a figure in excess
of 170 percent, and that the gas service cost based on a comparable
level is only 103.7.

I might add that those increases that have come about have come
about generally just recently with the increased cost of operation.
In most instances those have been on the manufactured gas product.

I know with reference to our own company we had a reduction
in residential service and commercial service in 1942 of some 13
percent, and it will be noticed from the chart until just recently we
had been holding our own, or just slightly under the 100 percent
figure.

So I think that it does show clearly, gentlemen, that regulation has
been effective and utilities have not been making an excess profit or
having excess earnings.

Senator MILLIKIN. What percentage of your distributable income
do you keep in the business for expansion?

Mr. HULCY. I think the average for the gas industry is about 65
percent. In our own case we have not quite that high due to the
fact that we have had such great requirement for capital. Frankly,
we have held down a little bit on the distribution.

Senator KERR. I do not believe you understood his question.
Senator MILLIKIN. Of the income that is available for distribution,

what percentage do you keep in the business for expansion ?
Mr. HuLcY. I thought you meant was what we paid out. We pay

out about 65 percent and keep about 35 percent on the average.
Senator MILLIKIN. Thirty-five.
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Mr. HULCY. Yes, sir. So I did misunderstand you.
Thank you, Senator Kerr.
The CHAIRAIN. And you paid out a little more ?
Mr. IULCY. No, sir, we have paid out a little less because we have

had no need to hold the money to take care of our fixed capital addi-
tions.

The CHARxMAN. I see.
Mr. HrrcY. So, gentlemen, I would just like to leave the general

thought with you here and say that in summary the gas industry
is the type of an industry that does not lend itself readily to the
kind of treatment and excess profits that is included, say, in the
excess profits tax that was applicable during World War II.

Now I was very interested in the statement that Mr. Whiting made
to you with reference to the statement on the equity capital as shown
on the corporate books. Of course, I am well familiar with all of the
problems of which he mentions, because I know from our own expe-
rience where we tad acquired going utility properties back in the
earlier years that it was necessary, for tax purposes, of course, for us
to step into the shoes of the predecessor owners. From a tax point
of view we were allowed depreciation on the original cost when first
dedicated to public service-that is, under the set-up on our books-
because we had acquired securities and to say, thereby, we stepped
into the shoes of the predecessor owners.

We did have in 1942 in our company a reorganization to qualify
for exemption under the H-olding Company Act to put many com-
panies together. Just as a matter of information, in getting rid of
excess costs of securities we had at that time about four millions
in surplus, the adjusted balance sheet at December 31, 1942. After
doing all of the things required by the Securities and Exchange Com-
mission in the keeping of classification of accounts prescribed by
the Federal Power Commission, we wound up that year with zero
earned surplus and had some 312 millions of these excess costs to
write off in the future because we just did not have enough surplus
to do it. But that. of course, has been disposed of before now.

But I do feel that it is important that some of these things be
taken into account because if they are not, there will be many of the
utility companies earning a great deal less than allowed us by regu-
latory bodies, that is, public authority.

I will say, too, that even if that is corrected there will be consid-
erable amount of excess profits taxes paid by utility companies.

Now in many instances they have some operations that are not
regarded as public service. I mean by that profits from merchandis-
ing and things of that sort. Also, it might be interest earnings from
securities that are held. Of course, that would not just come alto-
gether under that. But certainly I would say this: That as I under-
stand H. R. 9827, as I understand it, and if the base is the taxable
base, then I will say to you gentlemen there will be material amounts,
sizable sums, that will be paid out as excess profits taxes.

Of course, as I see the problem, it gets back to this: We are con-
fronted with the absolute necessity of continuing to raise large sums
of money, and if we are going to be able to do that, we are going
to have to be able to make a showing on earnings that will justify
people in lending us some money, or else buying our equity securities.
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Then again, as was brought out by the Chairman of the NARUC,
and others, gentlemen, there is only one place for the money to come
from for a public-utility company, and that is from the customer.
If we are going to have largely increased taxes over and above, then,
just as the Commissioner said, I think it would be necessary, of course,
to come along, and to have increased rates to provide for it.

One other thing I think is particularly applicable to our business
that should be taken into account: In the construction of properties,
there is a lag, a material lag, in earnings behind the construction pe-
riod. Senator Kerr, right up in Oklahoma, I think you perhaps know
that we are just extending facilities to Idabell, to Broken Bow, to
Antlers. That is a brand-new project. I think they are having the
celebration there this evening about the gas being turned on.

From the business, of course, you know it will be a good period of
time before the business is fully developed in those towns to where
it would be paying a rate of return on the investment there. So that
is the lag that comes in the utility business, I think perhaps particu-
larly the gas business. So all of those things I think have to be taken
into account in permitting us to do the kind of a job that we should.

Now I think, gentlemen, that pretty well summarizes my views
about it, and thank you very much for the opportunity of appearing
before you.

The CHAIRMAN. Thank you very much for your appearance.
(The statement submitted by Mr. Hulcy reads in full as follows:)

STATEMENT OF D. A. HULcY, PRESIDENT, LONE STAR GAS CO.; PRESIDENT, AMERICAN

GAS ASSOCIATION, INC.

I am D. A. Hulcy, president, Lone Star Gas Co., Dallas, Tex. My company
serves natural gas in 379 communities in northern Texas and southern Oklahoma
where approximately 550,000 customers depend on us almost entirely for their
fuel for cooking, water heating, house heating, and industrial purposes, and to a
lesser degree for many other services such as refrigeration and air conditioning.

The American gas industry with its 175,000 employees serves 22,000,000 homes
and 2,000,000 factories, commercial establishments, and other customers through
a system of pipes that exceeds in mileage the railroad trunk-line mileage of the
country. In taking care of the demands now being made upon it, it will, in all
likelihood, be serving an additional 5,000,000 customers before the present world
emergency passes. Practically the entire population of the United States is
dependent, to a greater or lesser degree, on this industry and has a direct stake
in its ability to meet its expanding requirements.

Over 5,000,000 homes, industries, and commercial establishments use liquefied
petroleum gases delivered in containers. This has been one of the fastest growing
postwar industries in the country. Except for the small part my own company
plays in this business, I do not presume to speak for it, however.

At the present time I am president of the American Gas Association which is
the trade association for the American gas industry, including among its members
gas utility companies serving more than 90 percent of the gas customers of the
country, manufacturers of gas equipment and gas-consuming appliances, and
individuals and others interested in the industry.

The gas industry is willing and anxious to do its part in the tremendous defense
effort before the country. It asks only that consideration be given to certain
inherent factors so that its ability to give material aid to the defense effort and
to adequately serve the millions of citizens dependent on it shall not be impaired.
The so-called excess profits tax discriminates heavily against, and by its nature
should not be applied to, our industry. If such a tax is to be enacted, however,
we ask that this discrimination be reduced to a minimum.

I. A strong gas industry is vital to defense and to the well-being of our people

The gas industry has always played an important part in the economy of our
country and that part is becoming increasingly more important. In 1939, for
example, 11.7 percent of the total heat energy supplied from natural resources
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in the United States was supplied by natural gas (chart I). By 1949 this per-
centage had increased to 19.4 percent and at the present time is well over 20
percent. From 1940 to 1950 there was an increase of 24 percent in the number
of dwelling units in the United States (chart I) but the number of domestic gas
customers increased from about 16,000,000 to 22,000,000, or 34 percent. Industry
has come to rely heavily on gas. We were handicapped during the last war by
restrictions which made it impossible to expand as rapidly as we should but as
those handicaps are being removed, the sale of gas for industrial purposes is
following very closely the Federal Reserve Board Index of Industrial Production
(chart II).

II. The gas industry must attract large amounts of capital
The gas industry is in the middle of the greatest and most rapid expansion in

its history and has a big job to keep pace with the demands for service made upon
it. Sin, e the end of World War II $3,000,000,000 have been invested in new plant
facilities and equipment. During the next 4 years at least an additional
$1,500,000,000 will be required. At the beginning of 1945 the total assets of
the gas industry were 5.7 billions of dollars (chart III). By 1954 it is esti-
mated that this will reach 10.2 billion dollars, thus almost doubling in the 10-year
period. Failure to give credit in excess profits calculations for fixed capital added
at such a high rate after the base year will certainly result in drastically cur-
tailing our ability to expand our facilities and to make a creditable contribution
to the defense effort.

This plant expansion requires new capital, much of which must come from the
sale of new securities. New capital requires earnings out of which to pay interest
and dividends sufficient to induce investors to buy new securities. To sell new
securities advantageously a reasonable record of payment of interest and divi-
dends on securities already issued and outstanding must be demonstrated. Addi-
tional taxes, of course, bite into earnings, bring about uncertainties, and hamper
us in raising the large amounts of capital required for plant expansion.

III. The gas industry investment pattern differs from that of industry in general
Turn-over of investment in the gas industry is very slow as compared to other

industries (chart IV). In 1947, assets of the gas industry were almost $4 for
every $1 of revenue. A dollar invested in the average manufacturing plant
turned over almost twice a year while one invested in the average gas utility
turned over only once in about 4 years. This means not only that large amounts
of capital must be raised for the gas business but also that earnings are relatively
stable and would have to vary over a wide range to be termed "excessive."

By reason of the long-life nature of assets of the gas industry it is both desirable
and necessary to raise capital through a high percentage of funded debt (chart
V). 'this practice is of direct benelit to the use,'s of ou, service uy reason of the
lower resulting cost of money. Not to recognize the full amount of the debt in
computing an excess profits tax results in discrimination against our industry
and puts a burden on our ability to finance. It also results in a wider fluctuation
in the amount of earnings on x\h.ch tLdi tax is cornl uted and thus introduces an
element of instability which reflects itself in our ability to finance with junior
securities.

Again by virtue of the long-life characteristics of gas plant and the nature of
our business, there is a greater lag than in most industries between the time when
gas plant investment must be made and earnings are sufficient to pay a return
thereon. One of the largest utilities of the country finds that this lag is 18
months. One of the new pipeline companies beginning under more favorable
conditions than most of them has found this lag to be 4 years. This lag adds to
the difficulty of financing capital additions from within and forces us into the
security markets. If earnings are reduced by the imposition of an excess profits
tax, this lag will be materially lengthened.

The gas industry is already heavily taxed and has consistently borne its full
share of government costs. The taxes per dollar of revenue are several times
those for many other industries. Investors watch closely the trend of taxation
and quickly reflect in the prices they are willing to pay for our securities any
change, particularly where change affects earnings and cannot be readily over-
come.

A large segment of our population has a direct stake in the ability of the gas
utilities to render adequate service and to expand, by reason of their ownership of
gas company securities. In increasing amounts have these securities come into
the hands of the general public. The little man is an important factor. Almost
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25 percent of the securities owned by the life insurance companies of this country
are utility company securities (chart VI). In 1949 over $9,000,000,000 of the
assets of the insurance companies, held in trust for the benefit of millions of
policyholders, were utility company securities.

IV. Gas industry earnings are regulated by public authorities
The gas industry is a regulated industry and as such is not permitted to

experience excessive earnings. Local. State, and Federal regulation has been
very effective in containing earnings of the gas companies to a modest and fairly
stable level but has been reasonably alert to the necessity of fixing rates that
will allow the companies to attract the necessary capital. By its very nature
regulation responds slowly in increasing rates. If an ex',ess profits tax were
to be imposed at this time it would hlit the gas companies directly, and with
little chance of quick relief, and would seriously impair their ability to continue
to render adequate service.

Regulatory authorities, after thorough and generally protracted investiga-
tions, would doubtless find that companies need higher rates in order to attract
necessary new capital after paying any taxes applied as was the last excess
profits tax. Such increases in rates, however, would be several times the amount
of the tax.

The gas industry has a very commendable record of holding down its rates
(chart VII). While the cost of liing as of June 1950 was 170.2 compared to
1'35-39, the index of gas rates is only 103.7. Until recently the industry was
able to show a declining index. It absorbd the inflationary costs of material
and labor, increased taxes, and a portion of its plant expansion and still lived
on steadily lowered rates. The heavy costs of operation during the past few
years, however, have made necessary a number of increases in rates. Under
the terms of an excess profits tax such as existed before, a large portion of
these increased earnings, which are absolutely necessary to allow the gas
utilities to live, will be taken away in the form of taxes.

V. Gas industry characteristics should be considered if any type of excess profits
tax is instituted

Recently the gas industry joined with the electric industry in a presentation
to the staff members of your Joint Committee on Internal Taxation and of the
Treasury Department. A copy of the statement presented at that time and
labeled "The Impact of an Excess Profits Tax on the Gas and Electric Utility
Industries" is presented herewith. I shall not repeat what was said there but
would like to amplify one point.

Point 8 of that presentation asks for adequate relief provisions but is not
specific. One of tha relief provisions I would like particularly to stress is that
provided by section 735 ot the Internal Revenue Code (as amended by the
lRevenue Act of 1943) which gave partial relief to natural gas companies who,
in the war entort, depleted their resources at an excessive rate. This provision
aided materially in preserving the soundness of our companies and gave suffi-
cient encouragement to a search for new natural gas reserves to make possible
the great expansion which has taken place since the war. I understand that
another witness will discuss this matter in detail.

In summary, the gas industry does not, in my opinion, lend itself to the kind
of treatment which any form of a so-called excess profits tax will impose. It is
regulated by public authorities to a very high degree and has little chance to
make any excess profits. It has need for continuing large amounts of capital
if it is to perform its obligations to national defense arnd to the public. Any-
thing which interferes with the free flow of that capital jeopardizes the carrying
out of those obligations.

The gas industry has always carried, and now wants to carry, its full share
of the defense burden. If your committee concludes to recommend an excess
profits tax we ask that you so shape its provisions as not to endanger our
ability to meet our obligations
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Annual supply of energy from mineral fuels and water power in the United
States, 1989-49

[Trillions of British thermal units]

Natural Percent Percent
Total aa natural gas Total I Natural natural gas

gas to total gas I to total I

1939---------- 22,683 2,663 11.7 1945 ----.- 32,552 4,213 12.9
1910---------- 25, 216 2,860 11.3 1946-- --- 31,839 4,333 13.6
1941---------- 27,288 3,024 11.1 1947 ---- 35,674 4,926 13.8
1942---------- 29,331 3, 282 11.2 1943 ---- 36,635 5, 534 15. 1
19......3---------- 30, 791 3,671 11.9 1949 --- _ 31,786 6, 181 19.4
1944-........ 33, 176 3, 99 12.0

I Source' Department of the Interior, Bureau of Mines, Coal-Bituminous and Lignite (reprint from
Minerals Yearbook, 1949).

Growth in dwelling units and domestic utility gas users, United States, 1940-50

Dwelling Domestic
units I utility gas

users

1940.....----------------------------------------------------------. 37,32,500 16.435.000
1950 ....... ------------------... 46,151,200 21,962,000
Increase (percent) - . ---. .. .. .. .. .. . .. .. .. .. .. .. . .. .. .. .. .. . 23.6 33.6

1 Source: Department of Commerce, Bureau of the Census, 1950 Census of Housing, Release Series HC-1'
No. 50.

SSource American Gas Association, Gas Facts, 1949. Certain statistics are derived from published data,
and do not appear in the same form in this volume.
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Comparison of indexes of industrial production and utility gas sales to industrial
consumers, United States, 1939-55

[1935-39=100l]

Index of Index of Index of Index ofIndex of Index of
industrial utility industrial utility

gas sales to gas sales to
pron I industrial 'roduc- industrial

consumers 2 ion I consumers

1939.......---------------------- 109 107 1946 ---------- 170 177
1940....---------.------------ 125 116 1947........---------------- 187 192
1941....---------------------- 162 137 1948---------------------- 192 217
1942---------------------- 199 143 1949 ---------------------- 176 230
1913........----------------------. 239 168 June 30, 1950 .... -------------- 198 254
1944.....----------------------- 235 182 1955--------------------- 265 323
1945.......----------------------- 203 176

I Source: Federal Reserve Board Bulletin, October 1950.
3 Source- American Gas Association, Gas Facts, 1949. Certain statistics are derived from published data

and do not appear in the same form in this volume.
3 Estimates for 1955 based on prediction of Gross National Product of 350 in 1955, made by Leon Keyserling

of the Council of Economic Advisers.
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THE GROWTH PICTURE OF THE GAS INDUSTRY
CURRENTLY ENGAGED IN GREATEST EXPANSION IN HISTORY

WILL NEARLY DOUBLE ASSETS WITHIN 10 POST-WAR YEARS, 1945-1954
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$8.700
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0H
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0//j 0
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Total assets and construction expenditures, gas utility industry, United States,
1944-54

[Millions of dollars]

Construc-Construc-Total assets ion ex- Total assets Construc-
tion ex- to x

(Dec. 31) ex-)(Dec. 31) penditures 1(Dec. 31) penditures

1944.... --------------------- $5,700 $162 1950...--------------------- $8,700 $1,068
1945---------------------( 160 1951.....--------------------- 2) 9811946--------------------- 810 1952 () '42

1947 ) ,428
1947(--------------------- (2) 758 1953-...- --- - (2) 1 333

1948 ....--------------------- () 770 1954....--------------------- 10, 200 1327
1949.....---------------------- 7,900 959

I Source: American Gas Association, Gas Facts, 1949. Certain statistics are derived from published
data and do not appear in the same form in this volume.

2 Not computed for these years.
s Based on a survey of the industry made in 1949. Estimates for last 3 years probably understated by

an unknown amount, because of necessary omission of data for pipelines and distributors not yet organized;



THE GAS INDUSTRY REQUIRES HEAVY INVESTMENT
PER DOLLAR OF REVENUE

I ASST PER DOLLAR OF 'GROSS REVENUE-1947

TOTAL WHOLESALE

TOTAL RETAIL

AUTOMOBILES & EQUIPMENT

TOTAL MANUFACTURING

IRON, STEEL & PRODUCTS

CHEMICALS & ALLIED PRODUCTS

TOTAL MINING & QUARRYING

TOTAL PUBLIC UTILITIES

ALL GAS UTILITIES

NATURAL GAS DISTRIBUTION

MANUFACTURED GAS

NATURAL GAS PIPELINES

M $.29
13 $.39

S$.72

$ .81

$.97
$. 97

$ 1.88

$ $3.39

S$2.1$ 3.89
: :: :: :~;s: :: : :: :: $ 2.18

: :: : : :: :::::::::::::: :: $4.14
$4.65
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Dollars of assets required to produce $1 of gross revenue, gas utilities, and other
business groups, 1947

Dollars of
assets'

Total wholesale ----------------- ----------------------------- $0. 29
Total retail ----------------- ---------------------------. 39
Automobiles and equipment-------------------------------------- .72
Total manufacturing-------------------------------------------- 81
Iron, steel, and products--------------------------------- .97
Chemicals and allied products------------------------------------- .97
Total mining and quarrying--------- --------------------- 1. 88
Total public utilities------------------------------------------- 3. 39
All gas utilities----------------------------------------------- 3. 89

Natural-gas distribution------------------------------ 2.18
Manufactured gas---------------------------------------- 4. 14
Natural-gas pipelines ---------------------------------------- 4.05

'Sources: American Gas Association, Gas Facts, 1949 (certain statistics are derived
from published data and do not appear in the same form in this volume); Treasury De-
partment, Bureau of Internal Revenue, Statistics of Income, pt. 2, 1939-45; Press Service
release 5-1051 (1946) ; Press Service release S-2449 (1947).
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IERCENT Il ] i TAliZ/..IN' ' i:D IBY L iiRM IBT -1947

TOTAL RETAIL

TOTAL WHOLESALE

TOTAL MANUFACTURING

TOTAL MINING &
QUARRYING

ALL STRAIGHT GAS
UTILITIES

MANUFACTURED GAS

NATURAL GAS

NATURAL GAS PIPELINE

;10.1

:12.3

;12.3 Al
Qa

43.3
;3~~////////////// ................i::i:iij.::l....... .

39.1

44.5

DEBT- --------STOK 100%
I- -LONG TERM DEBT&OCK & SURPLUS--)
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Long-term indebtedness as a proportion of total capitalization, gas utilities and
other business groups, 1947

Percentage of
long term debt

Total retail-------------------------------------------------------- 10.1
Total wholesale ----------------------------------------------------- 12. 3
Total manufacturing------------------------------------------------- 12. 3
Total mining and quarrying------------------------------------------ 15. 0
All straight gas utilities 2--------------------------- ---- 43. 3

Manufactured gas-----------------------------------------------39.1
Natural gas---------------------------------------------------- 44. 5
Natural-gas pipelines ------------------------------------------- 51. 1

1 Sources: American Gas Association, Gas Facts, 1949 (certain statistics are derived
from published data and do not appear in the same form in this volume) ; Treasury De-
partment, Bureau of Internal Revenue, Statistics of Income, pt. 2, 1939-45 Press Service
release S-2440 (1947).

2 Excludes gas utilities also distributing electricity, to avoid necessarily arbitrary
segregaion of capitalization between utility services.
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Life-insurance-company holdings of utility securities, as contrasted to total
security holdings, 1935-49

Utility Utility
Utility All securities Utility All securities

securities I securities as percent securities securities I as percent
of total of total

Millions MAillions Percent Millions Millions Percent
1935 ... . $2, 171 $10,209 21.3 1943 .... $5,060 $23,718 21.3
1936 - -- - 2,563 11,897 21.5 1944 . . . . 5,099 27,099 18.8
1937 ......... 2,823 13,328 21.2 1945 --- - - 4,948 30, 653 16. 1
1938 ---------- 3,277 14, 397 22.8 1946 ......... 5,373 33, 488 16.0
1939 ---- . 3,774 15, 537 24.3 1947 ...- 6,650 34,926 19.0
1940 . 4,197 16, 800 25.0 1948 ---.. -- 8, 289 36. 125 22.9
1941 ---.- . 4,774 18,571 25.7 1949 ..--..... 9,314 37,397 24.9
1942...----------.. 5,043 20,809 24. 2

I Source: Lif e Insurance Institute of America, Record of Life Insurance Investments, 1949.
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Index of consumer prices, gas and all items, 1939-50

[1935-39= 100]

Gas a
serviceAll items I seiv All items Iservice 1 service 1

1939.......-------------------. 101. 3 99. 4 1945---------------------- 96. 4 128. 4
1940...------------------- 100.3 100.2 1946 ...........-------------------- 94.7 139.3
1941.......-------------------- 99.3 105.2 1947 ....... ............ 95.7 159.2
1942......-------------------- 99.0 116.5 1948 .... . -.. ... ... ... .. 99.2 171.2
1943......--------------------. 97.9 123.6 1949 -------------------- 103.1 169.1
1944------------------- 97.1 125.5 June 1950--------------. -103.7 170.2

I Source: Department of Labor, Bureau of Labor Statistics, Monthly Labor Review, October 1950, and
other publications.

THE IMPACT OF AN EXCESS PROFITS TAX ON THE GAS AND ELECTRIC

UTILITY INDUSTRIES

It is generally understood that any congressional consideration of the enact-
ment of a new excess profits tax law within the near future would be for the
particular purpose of eliminating "war profiteering" and minimizing inflationary
pressures, as distinguished from a primary purpose of imposing, by means of
excess profits taxes, extraordinarily heavy additional tax burdens to produce
the magnitude of revenue which might, at some future time, be needed to finance
an all-out world war. If this is true particular attention is required in the
drafting of such legislation to see that it serves its intended purpose and does
not, in fact, result in the taxation of profits which, under normal concepts, are
demonstrably not excessive.

Inasmuch as the public-utility industries, as distinguished from other indus-
tries, are comprehensively regulated (both as to rate of return on investment
and as to the prices which may be charged for their products or services) by
governmental regulatory bodies, it follows that the type of war profits which is
intended to be recaptured by excess profits tax legislation are not and will not
generally be present in the case of public utility companies.

Our committees are fully aware that all segments of the national economy
must bear their share of such additional taxes as may be required to finance the
defense effort and obviously the public utility industries are willing to accept
their responsibility in assuming their appropriate share of the fiscal burdens
arising from the present emergency.

It is incumbent upon public utilities, as well as industry in general, to assist
the Congress, to the extent possible, in its efforts to determine statutory concepts
of what may properly be considered "excessive or war profits," as distinguished
from normal profits even though the latter are earned during a period of national
emergency. To this end, our committees have carefully studied the substance
and effects of the previous statutory concepts and has formulated certain recom-
mendations which it feels would, if adopted, result in a much sounder and more
equitable application of the avowed purposes of the proposed excess profits tax
legislation.

RECOMMENDATIONS

For the reasons set forth above and below, it is recommended that the follow-
ing essential provisions be included in any excess profits tax that may be enacted:

1. Under any method of determining excess profits net income, deduction
should be allowed for normal tax and surtax in ascertaining excess profits
net income.

2. Under the invested capital method of determining the excess profits
credit, borrowed capital shall be included at 100 percent thereof with a cor-
responding adjustment to excess profits net income for interest thereon.

3. Under the invested capital method, the excess profits credit shall not be
less than 6 percent of the invested capital.

4. Under either invested capital method or the average earnings method
there shall be allowed a credit at an incentive rate on all capital additions,
whether equity, borrowed, or retained earnings made during the first excess
profits tax year and all years subsequent thereto.

5. Under the average earnings method of determining the excess profits
credit, there shall be added to the credit otherwise determined not less than
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6 percent of all net capital additions whether equity, borrowed, or retained
earnings added during the last 2 years of the base period and all subsequent
years prior to the first excess profits tax year.

6. Under the invested capital method of determining excess profits net
income, interest on borrowed capital added back to normal tax net income
to obtain excess profits net income, shall be reduced by the percentage used
in excluding inadmissible assets.

7. The penalty rate on consolidated return reporting shall be eliminated.
8. Adequate relief provisions shall be enacted in excess profits tax law to

relieve hardship, remove inequities, and relief situations that are not covered
by the usual statutory provisions:

The basic problem in applying the proposed tax is to determine what consti-
tutes excessive earnings, war profits, or excess profits.

In the case of public utilities, it is well established by public policy that excess
earnings or profits begin when such earnings exceed an amount determined by
State and Federal regulatory agencies to be fair and equitable. There is danger
to the public interest in superimposing new regulation of earnigs of utilities in
the form of tax legislation which conflicts with well-established regulatory
methods and procedure, especially if such legislation by fixing limits which do
not fully recognize existing customs and practices adversely affects the ability
of the industry to meet the constantly expanding capital requirements necessary
to maintain adequate public service.'

Therefore, the following simple provision is necessary to fix a point below
which excess profits do not occur:

"In the case of public utilities, the excess-profits credit for any taxable year
shall be not less than the aggregate of the normal tax and surtax plus an amount
not less than 6 percent of the total of outstanding borrowed capital, capital stock
and surplus, as reflected on the corporate books of accounts, averaged for the
beginning and end of the taxable year, with a corresponding adjustment to excess-
profits net income for interest on borrowed capital."

REASONS FOR RECOMMENDATIONS

Before explaining in detail the recommendations, our committees believe that
some observations on the general financial position of the utilities are necessary.

The public-utility industries are not static or declining industries. They are
industries that are still experiencing a tremendous growth. This growth is not
alone a matter of choice but is one of compulsion, since franchise requirements
obligate utilities to provide service for the constantly growing number of cus-
tomers who want such service in increasing amounts. Furthermore, utilities
are vitally essential to the defense effort and their operating efficiency and finan-
cial stability must be maintained if the defense effort is not to be impaired.

The expansion program of the gas and electric utilities is absorbing large sums
of money. As an example, gas and electric utility companies spent 9.2 billion
dollars for new construction during 1946-49. Some of this money came from
the internal operations of the utility business itself, depreciation, retained earn-
ings, etc. But 5.5 billion dollars of new capital had to be obtained through the
sale of 3.8 billion dollars of long-term debt and 1.7 billion dollars of stock.

In the next 3 years it is estimated that an additional 9.5 billion dollars will
be spent for new construction. Of this amount, internal sources will supply
approximately one-third, but the other two-thirds must be raised through the
investment of new capital.

Utilities are obviously going heavily into debt to finance their construction
program. The long-term debt of the electric utilities increased 2.4 billion dollars
from 1946 to 1949 and the portion that debt is to the total investment has risen
from 46 percent in 1946 to 49 percent in 1949.

This brief review emphasizes the urgent need of public-utility industries for
new capital. It also indicates that these industries have reached the point where
larger amounts of equity capital must be secured if the industries are not to
become top-heavy with debt. Long experience has demonstrated that the way
to induce investors to buy utility stock is through a satisfactory earnings record
and a fair return on their investment.

'See appendix 1, p. 11.
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1. Deduction of income tax
The earnings of nearly all utilities are under the jurisdiction of regulatory

commissions. In determining normal earnings, the commissions generally have
allowed utilities to charge their customers enough to cover their expenses, pay
their taxes including income tax, and provide a fair return on their investments.

An excess profits tax may of itself deny a fair return to a utility. The follow-
ing example explains why. Assume that $1,000,000 in the form of capital stock
has been invested in a utility and the regulatory commission will allow the
utility to earn a 6 percent return, after taxes, on this investment or a net income
of $60,000. To earn the $60,000, the utility would have to have taxable income
of $109,000 if the income tax rate were 45 percent and there were no excess
profits tax.

Assume now that an excess profits tax is imposed that defines "excess profits"
as any income that exceeds 6 percent of the invested capital, but which does not
allow the deduction of the income tax before determining "excess profits." If
the excess profits tax rate were 85 percent, the net income to the nearest $1,000
of this utility, after taxes, would then be computed as follows:

Taxable income ----------------------------- $109, 000 $109, 000
Deduct 6 percent of invested capital--------------- 60, 000

"Excess profits"------------------------------ 49, 000
Excess profits tax at 85 percent.------------------------ $42, 000
Income subject to income tax-------------------- 60, 000
Income tax at 45 percent----------------------------- 27, 000
Deduct total taxes------------------------------------------ 69,000

Net income after taxes----------------------------------- 40, 000

Return on $1,000,000 investment (percent)-------------------------- 4

This illustration shows that the earned return declines from 6 percent on
investment to 4 percent after the application of an excess profits tax. Such
reduced return is wholly inadequate to service the capital of the utility, thus
impairing its credit standing and hence its ability to raise capital for essential
expansion.

Suppose the Commission, in spite of the excess profits tax, agreed that the
utility should increase the price of its services to obtain a return on $60,000
after taxes. Taxable income would then have to increase to $242,000, and the
utility's rates to the public would have to be substantially increased. Obviously, a
large increase in the price of gas or electricity is not in the public interest,
especially during a period when the Federal Government invokes economic
controls to combat inflation.

2. Inclusion of 100 percent of borrowed capital
In establishing a fair return to be allowed on investment, Federal and State

commissions, through the regulatory mechanism of rate base, rate of return, etc.,
usually do not distinguish between the form of investment, whether of bonds or
stock. The fair return to the utility is established on the basis of the over-all
investment. The rate of return comprehends that part of the investment will
be in bonds paying a low interest rate and part in stock earning at a higher rate.

The return which the utility is permitted to earn by the regulatory agency
is determined by allowing a relatively low rate of return on the total investment.
If the provisions of an excess profits tax exclude part of the investment in arriving
at the definition of "excess profits," the effect is to deny the utility a fair
return. To demonstrate this, take a utility with an investment of $1,000,000
of which $500,000 is debt (so-called borrowed capital) with an interest rate of
3 percent. The regulatory commission allows a return of 6 percent on the total
investment, or an income of $60,000 after taxes but before interest. Assume
there is an excess profits tax rate of 85 percent which allows the deduction
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of income tax, but which excludes one-half of the debt in the computation of
'"excess profits" the return of this utility is as follows:

Gross income before taxes and interest-------------- $96, 800 $96, 800
Deduct interest------------------------------------ 15,000

Taxable income------------------------------ 81, 800
Income tax at 45 percent---------------------------- 36, 800 $36, 800

Income before excess profits computation------ 45, 000
Add interest on one-half of debt--------------------- 7, 500

Subtotal------------------------------------ 52,500
Deduct excess profits tax credit:

6 percent on $500,000 of capital stock--- $30, 000
6 percent on $250,000 of debt (/2)------ 15, 000

45,000

"Excess profits"------------------------------------- 7,500
Excess profit tax at 85 percent------------------------------ 6,400

Deduct total taxes___------------------------------------------------ 43,200

Income after taxes but before interest------------------------------- 53, 600

Return on $1,000,000 investment----------------------------percent - 5.4

In the computation of "excess profits," if all the debt had been included, the
income before interest would have been $60,000 or a return of 6 percent on the
total investment. This would have been in accord with the fair return established
by the regulatory commission.

There is approximately $45,000,000,000 of long-term debt, exclusive of real-
estate mortgages, outstanding for all privately owned industries. Of this amount,
more than 40 percent has been issued by utilities, 30 percent by railroads and other
transportation companies, and the remaining 30 percent by industrial corpora-
tions. Thus, 70 percent of the total outstanding debt has been issued by corpora-
tions subject to regulatory commissions. Therefore, the exclusion of part of
long-term debt or borrowed capital, in the determination of "excess profits," re-
suits in discrimination against the regulated company.

3. Minirnumi, rate of 6 percent on investment (capital stock, debt, and surplus)
As previously noted, utilities during the 1946-49 period raised large amounts

of new capital. The gas and electric utilities obtained $5,500,000,00 of new
money, of which less than one-third was in the form of capital stock. During
the same period, the average return on total investment of the electric utilities
was 6.3 percent. Based on this experience, an over-all return of less than 6
percent would seriously impair the ability of the utilities to obtain new capital.

With a rate of less than 6 percent applicable to invested capital, regulated
companies earning less than a fair return will face the dilemma of paying ex-
cess profits taxes when a fair return has not been attained under revenues
limited by regulation.

4. Inere tirc rate for new capital
It is evident from the 1946-49 experience that an excess profits tax must

permit sufficient inducement to be offered investors if utilities are to secure
the proper amounts and kind of new capital for their expansion. Because of
the regulatory practice of setting return on total investment, it is not practical
from a utility viewpoint, to a higher rate on new equity investment only. The
excess profis tax should, therefore, permit some higher rate on all new investment
than the current rate of return of approximately 6 percent.

5. Additional credit to base period earnings
The plant and equipment of a utility are large, complex and expensive. The

planning and construction of this plant is time-consuming and it is not unusual
fr 2 to 3 years to elapse between the start of a project and its completion.
During the construction period, substantial expenditures are made for the new
plant. But not until tihe project is finished will it become an asset that produces
income. A long period between construction expenditures and the time when
income is earned thereon is characteristic of the utility industry.
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An excess profits tax that does not give weight to the lag of earnings behind
construction expenditures will work a serious hardship on a utility. To illus-
trate, suppose an excess profits tax is enacted that first allows the deduction of
income tax and then defines "excess profits" as any income in excess of the
average earnings of a base period of several years immediately preceding the
year of enactment. Two years before the excess profits tax is enacted, a utility
with an equity investment of $1,000,000 and average earnings of $60,000 after
income tax starts the construction of a plant costing $250,000. Construction
proceeds continuously, so that the utility gradually invests $250,000 over the
2-year construction period. The construction has been financed through bank
loans, and just prior to completion the loans are refinanced into capital stock.

The first year of operation of the new plant is also the first year of the excess
profits tax, and the fair return on the new investment in the plant is 6 percent,
or $15,000. Before income tax at a rate of 45 percent, the return of $15,000
is equivalent to $27,000. The return on the total investment of $1,250,000 for
regulatory purposes is $75,000. If no adjustment is provided by the excess profits
tax for the increased earnings resulting from the investment of $250,000, the
return of this utility would be as follows:

Taxable income------------------------------------------------- $136, 000
From old investment--------.------- $109, 000
From new investment---- ------------------- 27, 000

Total------------------------------------ 136, 000
Income tax at 45 percent------------------- 61,000 $61,000

Fair return on total investment----------- 75, 000
Deduct average earnings of base period----------- 60, 000

"Excess profits" --------------- 15, 000
Excess profits tax at 85 percent--------------------------- 13,000

Deduct total tax-------------------------------------------------- 74, 000

Net income after taxes-------------------------------------- 62, 000

Return on $1,250,000----------------------------------- percent 5. 0

In this instance, the average earnings of the base period years should be
increased by the return on the investment added in the 2 years prior to the
enactment of the excess profits tax. The utility, which in fact had no "excess
profits" would then earn its fair return of $75,000, or 6 percent on its investment.

6. Additional inadmissible adjustment to invested-capital method
Invested capital, including borrowed capital, is properly reduced by an inad-

missible asset factor before computing the excess profits credit. Where borrowed
capital is a component of invested capital, the interest on such borrowed capital
is added to the income which is subjected to excess profits tax. Therefore, in
order to have a consistent result, the inadmissible asset factor should be applied
to the interest on borrowed capital and the sum thereof deducted from excess
profits net income to avoid a distortion of excess profits tax.

Under the prior excess profits tax law corporations having large amounts of
inadmissible assets were penalized by the requirement that 50 percent of the
interest on borrowed capital be added back to income, whereas the borrowed
capital retained in invested capital was greatly reduced by the inadmissible asset
percentage. The inclusion of 50 percent of borrowed capital in invested capital
under that law actually increased the tax liability of some taxpayers. The inclu-
sion of 100 percent of borrowed capital in invested capital, without the adjust-
ment proposed here, would further aggravate this inequity. It is low proposed
that only the interest on the portion of the borrowed capital finally retained in
invested capital should be added back to income.

7. Elimination of penalty on consolidated returns
The necessity for permitting the filing of consolidated returns where an excess

profits tax is imposed has been fully reviewed by Congress and provision for con-
solidated returns made part of every previous excess profits law. Where an
excess profits tax is imposed, with its high tax rate, tihe determination of tihe true
income of the entire enterprise, which the affiliated group of corporations com-
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prise, is of paramount importance. Recourse to consolidated return reporting
is practically forced on the taxpayer and no real election is afforded as to sepa-
rate or consolidated returns. Therefore, the existing penalty should be removed
since the penalty is in effect an additional tax imposed by the excess profits tax
law.

Submitted by:
J. FRENCH RoBINsoN,

Chairman, National Defense Committee, American Gas Association.
JUsTIN R. WHITING,

Chairman, Special Tax Committee of the Board of Directors of the
Edison Electric Institute.

APPENDIX I

Maryland Public Service Commission, Case No. 4979, Order No. 45940, April 7,
1949 (78 PUR, NS, p. 481) :

"The amount that public utilities are allowed to earn is limited to a fair
return. They are not permitted to make a charge which will produce a greater
return. They have no method of recoupment when earnings under existing rates
amount to less than a fair return. They cannot amass out of earnings capital
with which to make large expenditures for plant additions. That must come
from places other than earnings and cannot be secured when the rate of return
is insufficient to attract capital."

National Association of Railroad and Utility Commissioners, Report of the
Special Committee on Excess Profits Tax, 1944, NARUC Proceedings (pp. 420,
424) :

"The excess profits tax is not what its name connotes. * * * The result
is that we have some public utilities paying an excess profits tax when they are
not earning a fair return on the money invested in their properties."

Frank A. Newton. before the Public Service Commission of South Carolina,
June 21, 1944:

"The payment by a utility of a Federal excess profits tax does not demonstrate
that the earnings of the utility are excessive. * * * The difficulty lies in the
fact that regulated public utilities, so far as the excess profits tax is concerned,
have been put under the same tax umbrella as industries unregulated as to their
prices."

Harold V. Bozell, before House Committee on Ways and Means, October 18,
1943 (Revenue Revision of 1943 Hearings, exhibit A) :

"The first step to be taken in placing taxations of public utilities on a sound
basis is to work out a method of computation which would be in line with the
method of computing a fair rate of return for utilities so that excess profits taxes
will not be assessed against earnings which are not in fact excess profits."

The CHAIRMAN. I believe Mr. Oakes was carried down from the
top. We will call you at this time, Mr. Oakes.

Mr. OAKES. Thank you, Mr. Chairman.
The CHAIRMIAN. YOU may be seated. Will you please identify

yourself for the record?

STATEMENT OF CHARLES E. OAKES, PRESIDENT, PENNSYLVANIA
POWER & LIGHT CO.

Mr. OAKES. My name is Charles E. Oakes and I am president of
the Pennsylvania Power & Light Co.

Pennsylvania Power & Light Co., an independent public utility
owned by 70,000 stockholders, serves over 500,000 customers in central
eastern Pennsylvania and is regulated as to rates, earnings, security
issues, and accounting by the Pennsylvania Public Utility Com-
mission, and as to accounting and certain physical activities by the
Federal Power Commission.

My appearance before your committee is with full realization of
the national need for the imposition and adoption of taxes which will
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meet the current situation. Pennsylvania Power & Light Co. (Penn-
sylvania) expects and is ready at all times to carry its just share of
the tax burden. However, unless there be provided in the adoption
of an excess profits tax provisions which fairly recognize the peculiar
circumstances which apply to regulated public utilities such as Penn-
sylvania, future expansion may be retarded to the detriment of its
customers and the over-all economy of the area it serves.

Pennsylvania has under way a $210,000,000 expansion program to
meet the growing power needs of its service area for civilian and
defense purposes. To finance this program requires the raising of
large amounts of new capital. To secure such capital net earnings
after taxes must be sufficient to attract investors.

Like other regulated utilities, Pennsylvania's earnings after taxes
have been restricted by the Pennsylvania Public Utility Commission
to what is considered normal earnings. Under such limitations, it is
not possible for Pennsylvania to amass from its operations sufficient
money to meet any substantial part of the construction cost of its
expansion program. Consequently the needed funds must come
largely from investors who will invest their money only when they
are satisfied that earnings after taxes are adequate and reasonably
secure.

There is ample evidence that the regulatory process as applied to
my company and to the industry has kept the rates for service at
prewar levels, another indication that there are no excess profits in
the utility field. In the case of my company, rates for industrial
purposes have been held within 5 percent of prewar and are still
below prewar for the home and farm user. Pennsylvania's earnings
after taxes are below the point indicated by the State regulatory body
as fair and reasonable.

If the entry point at which an excess profits tax becomes effective is
such as to affect Pennsylvania's normal earnings, it will affect Penn-
sylvania's operations and is a matter of grave concern to this company.

Therefore, I have asked for this opportunity to discuss certain
phases of the impact of an excess profits tax on our operations and
make a few suggestions for incorporation in the act which would allow
us to continue to attract the necessary capital.

Excess profits are not possible to this company: By order of the
Pennsylvania Public Utility Commission in 1945, Pennsylvania's
earnings after taxes are limited to 6 percent for electric, 61/2 percent
for gas, and 63/4 percent for steam heating on the fair value fixed in
such order for such properties used and useful in the public service.
The rate of return fixed was without reference to the type of capital
employed in total property investment. In its order the Commission
found that Pennsylvania's rates were "not unjust, unreasonable, or
productive of an excessive return."

At December 31, 1942, the fair value of the company's property as
fixed by the Commission stood at $220,580,000. From that date to the
end of 1950, net additions at original cost totaling $125,000,000 have
been made and very substantial additions will have to be made over the
next several years.

As shown on chart 1, Pennsylvania's return on such fixed fair value
determined at December 31, 1942, plus these net additions at original
cost has not in any year since the issuance of the Commission's order,

75900-50--32



EXCESS PROFITS TAX ON CORPORATIONS, 1950

and, giving effect to the 45-percent Federal income tax rate just im-
posed, will not in the foreseeable future reach the return allowed in
such order.

You will notice the red figure. You will see that it is under 6
percent. In many cases it is under 5 percent.

Senator MILLIKIN. Does that come about through the fact that
allowed return does not reflect the subsequent increase in operating
costs?

Mr. OAES. That is correct.
Senator MILLIKIN. In other words, you cannot keep your allowed

rate current with your increasing expenses; is that correct?
Mr. OAKiEs. That is true. And in the latter years, in the middle of

1947 and 1948, we had very large financing costs for the expansion
program which, of course, interest charges and so forth further
reduced it.

The accumulated deficiency in net earnings from 1946 to 1949 under
the amount allowed in such rate order is $11,745,186, an average of
$2,936,297 per year. Pennsylvania will not have normal earnings
even in 1950 when the allowable return will not be earned by at least
$1,346,000.

The "average earnings" method would tax Pennsylvania's less than
normal profits as "excess profits": The "average earnings" method
of computing Pennsylvania's normal earnings, using 85 per cent of
the earnings of the three best years, 1946 to 1949, would result in an
earnings base so low as to lower substantially the net earnings allow-
able under the Pennsylvania Public Utility Commission's rate order.
Using the "average earnings" of these preceding years does not meet
the needs of the public utility situation, since in the postwar years
a large growth in the amount of property used in the public service
has taken place. The economies resulting from these postwar invest-
ments are not reflected in the earnings of the base years 1946 to 1949.
And that is why we are low in those years.

In those cases where earnings are below normal, the effect is to
expose these economies in subsequent years to an excess profits tax.
Rate increase made necessary to meet rising cost, the effect of which
is reflected only partially or not at all in the years 1946 to 1949, like-
wise are later exposed to taxing as excess profits.

This is the situation as it applies to Pennsylvania.
Subsequent to World War II the company began a large expansion

program under which additional capital expenditures of $103,000,000
were made to the end of 1949. Not only did this investment cause a
temporary decrease in our base years net income, but the ultimate
earnings maturity of such investment will not have been realized
until after the end of 1949.

For example, $45,000,000 was spent during the years 1946 to 1949,
inclusive, in the building of a large new power plant on the Susque-
hanna River near Sunbury, Pa., but the plant only went into opera-
tion in December 1949. Therefore, the savings of approximately
$5,000,000 in operating expenses resulting from the substitution of
this highly efficient new plant for more costly sources of power were
only initially realized in the year 1950, subsequent to any of the base
periods suggested. Also, increasing costs forced the company in De-
cember 1949 to put into effect a rate increase to its customers of approxi-
mately 62,200,000 which was approved by the Pennsylvania Public
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Utility Commission, all the earnings from which rate increase arose
subsequent to the base period years. Because of these two items, the
company's taxable income will increase in 1950 over any combination
of average years from 1946 to 1949 approximately $6,000,000. Even
if 100 percent of earnings for 1949, the maximum earnings year, is
used, this $6,000,000, which represents normal profits arising wholly
without reference to a war economy, would be taxed as excess profits.

Therefore, it would be my recommendation to use for the public
utility industry the year 1950 as a normal year and allow 100 percent
of earnings as normal and a growth element in normal earnings related
to added investment made in subsequent years and appropriate recog-
nition of the effect of authorized rate charges.

Senator MILLIKIN. Would it be practical to include only half of
1950'? I was thinking not of the effect on your company, but I am
thinking whether administratively it would be practical to include
the first half of 1950 as part of your base, if you wish to do so.

Mr. OAiEs. Of course, that would help us a great deal. As you can
see, our rate of return is moving up because of these savings in the new
plant. It would help a great deal.

The CHAIRrMAN. Would you prefer the basis used in World War II
act to the basis that is indicated in this House bill ?

Mr. OAKES. No. I believe we would much prefer, of course, the
House bill. The House bill has made some real progress. We think
they have done a remarkably fine job in the very short time they have
spent on it.

We have a case history of our own here which I think is quite
pertinent.

The CHAIRMAN. I was confining my question to the one issue of
determining invested capital. Did you have a fairer base in the World
War II act to determine your invested capital as a regulated utility,
compared to the base provided in the House bill?

Mr. OAEs. No; the House bill is better. From our point of view
we could not use the invested capital method in any event, because the
invested capital method as computed under the tax laws results in a
much higher base than either the average earnings or the proposed new
base for public utilities.

The CHAIRMAN. All right.
Mr. OASES. Recommendation of the utility industry: An alterna-

tive method of determining the excess profits tax credit in the case of
certain regulated utilities has been suggested by our industry. We
ask that we be permitted to earn not less than 6 percent on our out-
standing capital stock, borrowed capital, and surplus as per corporate
books, after all charges and expenses including normal tax and surtax.
Mr. Whiting has outlined the position of the industry to which I sub-
scribe.

The capitalization as shown by the corporate books of the operating
electric utility companies represents original cost to the companies
or less. Such capitalization of the electric utilities has been reached
after judicial processes before State utility commissions and before
the Federal Power Commission.

As of February 21, 1950-and here I would like to show you gentle-
men, if you will, a report from the Federal Power Commission that
has just become available this year.
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As of February 21, 1950, of the 316 filings made before the Federal
Power Commission since 1937 involving all electric companies in the
United States, 305 have been judicially processed and agreement in
the remaining 11 cases reached.

In commenting on this situation, the Federal Power Commission
states:

It will be seen, therefore, that the reclassification and original cost program
for all practical purposes has been completed, leaving only odds and ends to be
cleaned up. * * * Today, the electric utility industry is substantially on an
original cost basis as to plant accounting, the total amount in excess of original
cost aggregating no more than 2 percent of total utility plant, and this amount
is being amortized.

This is a quotation from the Federal Power Commission report just
handed you.

Therefore, the capitalization as per books of electric utilities is on a
very reliable basis.

Regulation of rates by municipal commissions, State commissions,
and the Federal Power Commission has been one of long standing. In
fact, it may be said that the price structures of the utility industry,
electric, gas, telephone, water, and steam heat, are the only price struc-
tures in the entire country which have been set by judicial processes
and are set up on a cost-of-service basis including the cost of money
invested. Therefore, normal earnings for these industries should be
left undisturbed by an excess profits tax.

In view of these facts there should be no concern whether the defini-
tion of normal earnings for the utility industry for income tax pur-
poses should rest on cumulated filings under the income tax law or
on the filings required by law by municipal commissions, State com-
missions, or the Federal Power Commission. Indeed, the latter is the
more preferable since net income from regulated rates is the founda-
tion on which our financial policy, corporate financial structure, and
financial expansion rests.

Rate increases to compensate for excess profits are not feasible : With
earnings regulated and limited generally to amounts sufficient only to
attract new capital, impairment of such normal earnings by the im-
position of excess profits taxes may require the utility to go before the
regulatory body and ask for rate increases to restore the net earnings
to the allowable amount set by Commission standards. As taxes are
raised above the high point at which they now stand, prices charged
the rate payer must be disproportionately raised when it becomes
necessary to restore a given amount of net earnings.

For example, as shown here on chart 2, with an income tax of 38
percent it would take $1.61 collected from the customer to realize $1
of net income. With a tax of 75 percent it would be necessary to
collects $4 from the customer with the Government getting $3, and with
a tax rate of 85 percent the customer would pay $6.66 of which the
Government would take $5.66. In effect the result is the imposition
of a hidden excise tax.

Senator MILLIKIN. Give me that last figure again, please. I cannot
see the chart.

Mr. OAKE. If 85 percent, the company would have to collect from
the customer $6.66, of which the Government would keep $5.66 and
the company a dollar to restore the net earnings to reach the regulated
amount.
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Increase in the rates charged the consumer of this order would be
impractical and present regulatory problems impossible of solution.

It would seem obvious that under the concept of Commission regula-
tion the "point of entry" of an excess profits tax should not occur until
the normal profit of allowable net earnings under utility commission
rate orders has been exceeded.

Pennsylvania Power & Light Co. must be permitted to retain normal
profits, to successfully finance its construction program: To finance
this company's construction program as shown by chart 3 from 1946
to 1949 of 103 million dollars, 68.5 million dollars was raised through
the sale of securities. Of this amount, 40 million dollars was by
debt, 15 million dollars by preferred stock, and 13.5 million dollars by
common stock. The remainder of 34.5 million dollars came from re-
tained earnings and reserves, of which retained earnings was 11 mil-
lion dollars for the 4-year period, or only 10 percent of the total
required. Our construction program, based on a war-alerted economy,
for the 5 years ending 1954, will require 107 million dollars, of which
51 million dollars must be raised by security sales.

Senator MARTIN. Where will the other part come from?
Mr. OAKES. The difference comes from reserves, such as deprecia-

tion reserves, and amortization reserves after the earnings which we
do not distribute but retain and invest. That amounts, as you will
see, to $56,000,000.

The increased net earnings resulting from its 1946 to 1949 construc-
tion program are absolutely necessary to support the securities issued
to raise money to pay for such program. If, through an excess profits
tax law, the company is deprived of such normal earnings, the matter
of raising the $51,000,000 to pay for its $107,000,000 1950 to 1954 pro-
gram becomes of grave concern.

Under an excess profits tax law such as proposed by Secretary
Snyder before the House Ways and Means Committee, Pennsylvania's
earnings would be so reduced as to result in seriously depressing the
market for the company's common stock.

As a result, grave doubt exists as to whether or not its construction
program could be financed with such reduced earnings. It is most
essential to the completion of such program that the company, under
its present capital structure, meet its financing requirements largely
through the issuance of common stock.

I may say right here that we have just sold, now in progress,
$11,000,000 of new common stock to the public.

Senator MILLIKIN. What does it pay?
Mr. OAKES. It pays $1.60. We just sold it at 23, which is quite

a high return, as you see. The market for our stock has also been
depressed in the past 2 weeks.

Senator MARTIN. How much has your common stock fallen off in
the last 6 months ?

Mr. OAKES. The common stock?
Senator MARTIN. I mean the sales price.
Mr. OAKES. The sales price went down from 251/2 before Korea to

221/4, and then came back, before these hearings started, to 251/4 high,
and since went down yesterday to 231/.

Senator MILLIKIN. What interest do you pay on your debt?
Mr. OASES. Our interest on our debt averages about 2.9.
Senator MILLIKIN. And on your preferred stock?
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Mr. OAKES. On preferred stock, 41/2 dollars per share.
Senator MILLIKIN. What is the preferred stock selling for?
Mr. OAKEs. About 109, 108.
Pennsylvania, as one element necessary to sustaining the market

value for its stock, presently is paying out about 61 percent of its net
earnings in dividends, and must continue to pay adequate dividends
so that its equity capital market shall not be impaired. Retained
earnings can contribute only a minor portion of our capital require-
ments.

As I have just said, retained earnings contributes only 10 percent
to our capital requirements.

Relief provisions of the law, to be really effective, should be written
in such a way that the taxpayer be allowed to give effect to these relief
provisions in its original filing even if it is necessary to risk a dis-
allowance later with subsequent penalties. The reason for this lies
in the fact that the company must file its return and pay its taxes and
report its earnings on the basis of taxes paid, and must do its financing
on the basis of earnings reported. To hold out relief provisions of the
possibility of refund years later, which has been our experience under
sections 711 and 722, nullifies the effect of these relief provisions as the
market price of equity securities is largely determined on the basis
of earnings reported.

An excess profits tax law that would be fair to public utilities:
Under regulation, the rates for service which this company is permitted
to charge depend upon its plant investment, which in turn is related to.
its outstanding stock, bonds, and surplus. These rates determine the
company's net income, upon which depends its dividends, which in
turn determine the prices at which the company's securities are sold.
Any excess profits tax which depletes net income deemed normal under
regulatory determinations not only does violence to the basic con-
cept of excess profits but completely negatives the regulatory control
of earnings and seriously affects the utility's ability to meet increasing
service demands and maintain low rates in the public interest.

Therefore :
(a) Under any excess profits tax law, the tax should be applicable

only to such part of the company's earnings as are in excess of the
return allowed the company by the Pennsylvania Public Utility Com-
mission.

(b) In establishing any standard measure of excess profits based on
earnings, due consideration should be given to:

(1) The time lag, estimated at approximately 2 years under normal
conditions, between actual investment of new capital and the point
at which the earnings of such investment reach a normal level.

(2) The right to use the year 1950 as a basic measurement since
the early postwar earnings do not reflect the normal earnings arising
from the heav capital investments made subsequent to 1945.

(3) To the base should be added an adequate factor to allow for
increased earnings arising subsequent to 1950 from additional capital
investment required to meet increased demands for service arising
from all sources.

(c) A standard measure of excess profits based on invested capital
should use 100 percent of the company's investment as per corporate
books. Our capitalization has been passed upon by both the Securi-
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ties and Exchange Commission, and the Pennsylvania Public Utility
Commission.

I would like to reiterate that I think Mr. Whiting's comments and
his suggestions are pertinent, and they would also be my suggestion.

Senator MARTIN. Are you familiar with the amendment to section
446 suggested by Mr. Whiting?

Mr. OAKEs. Yes, sir.
Senator MARTIN. Do you understand that this amendment suggests

the substitution of books of account for a tax base concept of capital
investment?

Mr. OAKEs. Yes, sir, to the extent that these books of account are
in fact in conformity and are in accordance with the books of account,
and the principles prescribed by the Federal Power Commission.

In that case, of course, that means that only those companies who
have been through the regulatory processes of having those books of
accounts meet the prescription of the Federal Power Commission
would be set up on this basis.

Senator MARTIN. Is that generally accepted now by the utilities as
fair and equitable?

Mr. OAKEs. Yes, sir. As I have just testified, more than-well,
all but 11 companies in the whole United States of 305, I think the
figure is, have been through this process, and the electric utilities are
now reporting their balance sheets in accordance with the books of ac-
counts prescribed by the Federal Power Commission.

Senator MARTIN. Mr. Chairman, that was an astounding statement
to me. I did not have any idea there was that large a percentage that
had conformed.

Mr. OAKEs. The entire electric industry now keeps its accounts
absolutely on the basis set up by the Federal Power Commission.

The point is, if we take 6 percent on the capitalization set up by
those books, we are not taking something that the utility management,
the utilities themselves have set up, but something that has been set up
by judicial process in accordance with State laws and even laws passed
by Congress.

Senator MARTIN. That now is beginning to be generally accepted
by the investing public?

Mr. OAKES. I think the investing public rests its entire judgment of
security values, not entirely, but almost entirely, on the integrity of
those balance sheets reported by the Federal Power Commission.

Senator MARTIN. How many common-stock holders does the Penn-
sylvania Power & Light have?

Mr. OAKEs. We have something over 20,000 stockholders.
Senator MATIN. What is the average holding?
Mr. OAKES. The average holdings of our individual common-stock

holders, are 65 shares. We have a stockholder, a common-stock holder,
that owns more than 2 percent. That is an investment company.

The CHAIRiMAN. We thank you very much, Mr. Oakes.
Mr. OAKE. Thank you very much, gentlemen, for the opportunity

to appear.
(The charts submitted by Mr. Oakes are as follows:)
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The CHAIRMAN. Mr. George L. Buland.
Since practically all of the witnesses are dealing here with one

common subject, the regulated utilities, the committee desires to hear
you fully, but you might find it helpful and helpful also to the com-
mittee, by omitting the general arguments with which the committee
is reasonably familiar, and giving us specific facts relating to the
industry.

Mr. BULAND. I shall be very glad to take the opportunity to do that.
The CHAIRMAN. You may proceed.

STATEMENT OF GEORGE L. BULAND, REPRESENTING THE ASSO-
CIATION OF AMERICAN RAILROADS

Mr. BULAND. My name is George L. Buland. I am general counsel
of the Southern Pacific Co., and appear here today as a representative
of the Association of American Railroads.

That association is a voluntary nonprofit organization of railroads
which operate more than 95 percent of the total railroad mileage of
the United States, and the revenues of which are ordinarily in excess
of 95 percent of the total annual railroad revenues.

Upon the assumption that an excess profits tax law would be con-
sidered by this Congress, the representatives of the railroads agreed
upon certain features which, in their opinion, should be incorporated
in the proposed law and authorized this presentation to be made to
this committee in behalf of the industry.

The railroads have not passed collectively upon the advisability
of Congress enacting an excess profits tax law at all or upon their
preference as between an excess profits tax law and alternative
methods of enhancing Federal revenues, and I, as their spokesman,
must refrain from expressing at this time any preference in this
regard.

I ask that the statement which has been filed with the clerk be
printed following my verbal presentation.

The CHAIRMAN. Furnish it to the reporter, and it will be included
in full.

Mr. BULAND. In taking up the excess profits tax bill before you,
we must first express our appreciation for the consideration given the
railroads' views by the staff of the joint committee, tihe Ways and
Means Committee, and the House.

The bill as passed by the House has removed three instances of in-
equitable treatment resulting from technicalities under the former law.
It expressly permits, as that law did not, the inclusion of conditional
sales contracts in borrowed capital. It excludes from excess profits
tax net income, income to a lessor arising solely from a lessee's obli-
gation to pay the lessor's income and excess profits taxes. It permits
an equitable apportionment of excess profits credit by the Commis-
sioner between lessor and lessee in the case of long-term railroad leases.

Most important, the bill recognizes the principle that railroad com-
panies, operating in a regulated industry, should be allowed to receive
a fair return upon invested capital, after normal taxes and surtaxes,
before being subjected to an excess profits tax. And that is a point
which some of the gentlemen before me have spoken of.

The House bill differs from the proposal of the railroads in that
only a 5-percent return instead of a 6-percent return upon invested
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capital is allowed in computing the excess profits credit. The treat-
ment of the railroads in this respect is less favorable than that of
other regulated utilities, including pipeline companies, which are al-
lowed a 6-percent return.

Senator MILLIKIN. What is the theory for that?
Mr. BULAND. We see no basis for this distinction. As a matter of

fact, we have to pay more to get money from the investing public
than do the public utilities.

Senator MILLIKIN. May I ask the staff what is the theory for the
difference, Mr. Chairman?

The CHAIRMAN. Mr. Stam, what was the theory of allowing 5 per-
cent to railroads and airlines, and 6 percent to others?

Mr. STAM. Just the committee action on it. They felt a fair return
on the invested capital of railroads would be about 5 percent, and
that the other companies would be subject to a little more risk, and,
therefore, they thought 6 percent was more advisable. I mean that
was their own action, of the committee itself. They made that
decision.

Senator MILLIKIN. Did they have testimony on the difference in
risk ?

Mr. STAM. No; they discussed it in the executive session.
Senator KERR. I do not see how there could possibly be any relation

between the risk as between railroads and airlines on the one hand,
as to any favorable position with reference to the transportation
companies, in comparison with other regulated utilities on the other
hand.

Mr. MILLIKIN. I cannot see the slightest reason for discrimination.
Mr. BULAND. For example, the risk as weighed by the investing

public, you have heard here testimony as to the common-stock prices
and yields on common-stock prices in the case of public utilities. Six
and one-half or seven percent, I think, were some instances given.
There has been no public stock financing to any great extent in the
railroad industry because investors have not been attracted because
of the risk which exists.

My own company, the Southern Pacific Co., did undertake recently
equity financing in an indirect way in issuing convertible debentures
which were convertible into stock. Those debentures were convertible
into stock at a price of $55 per share. Now the annual dividend on
that stock was $5. So that provided a return of about 9 percent to
the investors. I would say that about one-third of the convertible issue
of $37,000,000 has now been converted. But that shows what has to
be paid by a railroad company, which we think is one of the larger
companies in the industry, in a growing territory, in order to attract
equity capital, which is of vital importance. That is the same way
in regard to other securities. We have to pay more money because
the people generally regard the risk as higher. I do not think I need
to elaborate that point. It is within the common knowledge of the
people.

Senator MILLIKIN. I do not pretend to be qualified hardly to pass
an opinion on the subject. I thought railroad securities were regarded
as among the higher risk securities in the securities field.

Mr. BULAND. I think that is unquestionably the case. Certainly
they should not be discriminated against.
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The privately owned railroads of this country are the very backbone
of our industrial economy. Their performance in the handling of
war and other traffic during World War II was universally conceded
to be outstanding. For them to continue to function with efficiency
in the period into which we have now entered, they must have ade-
quate earnings. Such earnings are necessary to maintain their prop-
erties, to invest a proper ratio of such earnings in additions and im-
provements, and to pay a return upon their securities so that new
capital will be attracted.

The rates and fares charged by railroads have been regulated since
before the turn of the century and, generally speaking, there can
hardly be any such thing as excessive profits in the industry.

The principle of rate regulation contemplates not only the avoiding
of excess rates and charges but also the permiting of reasonably com-
pensatory charges for railroad transportation so that this important
industry, clothed with the public interest and serving the most es-
sential needs of the Nation, may function properly in the public
interest. That principle is expressed in the national transportation
policy declared by Congress, it is a premise upon which regulatory
bodies proceed in fixing rates, and it, is a fact accepted by the shipping
and traveling public which must pay the charges. Congress should
not enact an excess profits tax law which will impinge upon the con-
cept of a fair return for the regulated railroad industry which Con-
gress has itself pronounced and which is a sina qua non for the pres-
ervation and expansion of the Nation's railroad system under the
free-enterprise system.

Secretary Snyder in his statement before this committee has stated
that the principle of permitting a fair return to railroads and other
regulated industries, after normal taxes and surtaxes, before imposing
excess profits taxes is undesirable as discriminating in favor of such
industries.

His criticism is not well-founded. In the first place, the incomes
of the regulated industries, and particularly the railroads, during the
base period were not high. In the railroad industry the average re-
turn upon net depreciated investment did not come up to a fair
return, whether measured at 6 or 5 percent.

Consequently, the railroad industry as a general rule is not pro-
tected in respect of a fair return by the average-earnings method of
arriving at an excess profits credit. Other industries are protected
in much more than a 6 percent return by the average-earnings
method. According to the figures submitted by Secretary Snyder to
the Ways and Means Committee, all industry groups on the average,
in the year 1947, earned 13 percent after taxes upon net worth and
their earnings may well have been higher in the succeeding base period
years. As against these figures as to profits, the request of the rail-
roads for a net return of 6 percent appears modest.

In the second place, the railroads, as a regulated industry, have no
opportunity to earn large sums as related to their invested capital at
any time and, even if permitted in times of great economic activity to
earn 6 percent, their average earnings over a period of years are
bound to be less than that amount.

Finally, and most important of all, the railroads are vital as few
other industries are to the welfare of this country and to its defense
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in time of war and there exists a great practical interest in affording
such a return to the railroads that they may function in pease and
in war.

These are the reasons why the railroads should be assured a fair
return. They need that protection, whereas industries outside the
regulated field do not.

Now, as I say, we were gratified that the House included the rail-
roads and the other regulated utilities in the assurance of a fair
return before excess profits taxes, but there was an amendment in
the House, which has been referred to, which we think is unduly
limiting, which was to the effect that this fair return principle should
be confined in the case of a railroad company to one whose excess
profits net income is substantially all derived from transportation.
"Substantially all," of course, is a very strong expression. Almost
all railroads would derive a certain amount of income from incidental
activities. For instance, there would be from the capital of a rail-
road company, the working capital, and from some reserve funds,
amounts which are invested in Government securities, in the case of
most companies, and there is interest derived from that.

Then there is land which is held by railroads, perhaps acquired
for future use, perhaps acquired as a result of prior transactions
from which rents are derived. Then, there is income from such
incidetal services as the dining-car and commissary service and the
concessions operated in stations.

Again, railroads derive income from the rental of freight cars to
other railroads and from joint facility rentals where there tracks are
used by others.

Now, that is income which, though purely incidental to railroad
operation, might not surely come within the definition of being income
derived from transportation. So if this amendment is taken, the
privilege of a fair return to the railroads might be taken away from
them by this undue limitation.

Senator MILLIKIN. Mr. Chairman, may I ask Mr. Stam whether the
point is good. Is it intended to reach the type of thing which the
witness is describing?

Mr. STAM. I do not think it was directed at the railroads, the
particular phrase he referred to, "substantially all." I think the main
object back of the amendment was to be clear that in case of trans-
portation of gas by pipeline and oil by pipeline you would be con-
fining the exemption to a company which substantially was engaging
in those activities.

Senator MILLIKIN. Could that not be cleared up as far as railroads
are concerned in the report?

Mr. STAM. I think it could. You had the same problem this morn-
ing with respect to some of the electric companies.

Mr. BULAND. Rather hastily we submitted some language to take
care of it, but if Mr. Stam is going to take that on as a technical
problem, I do not need, I think, to go into that language.

We think the test should be in relation to the gross income of the
taxpayer because the comparison is with gross income items and be-
cause also the net income from any particular source would be diffi-
cult to ascertain. Moreover, we think a definite percentage should be
stated so as to eliminate difficult questions of discretion and so as to
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take care of general fringe items such as I have mentioned. In the
determination of what is a regulated investment company under sec-
tion 361 of the Internal Revenue Code, the test is as to whether 90
percent of gross income is derived from particular sources. Again, in
defining a personal holding company, section 501 of the Internal
Revenue Code, the test rests upon whether 80 percent of gross income
is of a particular kind. We suggest that in lieu of the amendment
in the House that there be substituted the following new subsection
(d) in section 446 of the House bill, viz:

For the purpose of this subchapter the term "regulated public utility" means a
corporation described in subsection (c) more than 8O percent of the gross income
of which for the taxable year is derived from sources described in subsection (c).
For the purpose of this subsection dividends from domestic corporations which
are subject to taxation under this chapter shall be excluded from gross income.

In reference to the last sentence of the suggested amendment, divi-
dends are not included in the excess profits net income and therefore
should be excluded in this computation.

Now, at this point I want to comment on a matter which is not in my
statement because we had to prepare this statement very rapidly after
seeing the bill.

I want to make the position of the railroads clear on this. This is
the point which was also discussed this morning in regard to what
invested capital base should be taken.

The railroads considered this in advance of the bill being adopted,
and they came to a conclusion which was expressed in our recommenda-
tion, which was this: that the railroads preferred to have the invested
capital based upon the basis which existed in World War II but with
an election to those companies which had difficulties in computing
under that method to use the asset approach.

Now, I am in somewhat a difficult situation because some of my rail-
roads-and I speak here for all railroads-prefer the World War II
method, while I think others would state that they prefer the asset
method.

Now, on the World War II method, I want to just mention the
case of my company. We did determine our invested capital under
the World War II method, which was similar to the methods, of
course, in the 1918 and 1921 Revenue Acts. We have a determination
which has been used so far through the years to 1944, and we know
what that is. and we hate very much to be cast upon a pew sea of
determination. But, as I say, there is this difference of viewpoint
which resulted in the recommendation of a choice being given. That
is the situation.

Senator KERR. Mr. Chairman, Mr. Stam would like to get some
information here.

The CHAIRMAN. Mr. Stam.
Mr. STAM. I think when the railroad people appeared before the

technical groups, in talking about the World War II method of
computing invested capital, I think they were very much interested
in at least using the basis for gain rather than the basis for loss so
that they would not have to go back of March 1, 1913. Some of them
felt that they were being discriminated against because when they
were reorganized way back in 1890, and some of those back years,
they had a very low basis, and if they could start off with March 1,
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1913, they would be much better off. I believe that was in some of
the recommendation.

Mr. BULAND. I think, Mr. Stam, that is correct, although I be-
lieve you would agree they said primarily they expected the World
War II method to apply.

Mr. STAM. Yes.
Mr. BULAND. And certain railroads were interested in this, especi-

ally those who had been through reorganizations, as having the asset
method as an alternative, and that is the position I have to state as a
representative of the railroads.

I think that the entire subject should be carefully examined.
The House bill is to be commended in providing an excess profits

credit, upon equity invested capital, of a minimum of 8 percent.
The Revenue Act of 1940 allowed a minimum credit of 8 percent
upon invested capital and, when it is considered that normal taxes
and surtaxes must be paid out of the income within such credit, this
is as low a rate of return as is consistent with the functioning of
American business generally for those who are not so fortunate as
to be able to use an average-earnings method.

We regret that the House bill does not include borrowed capital
as invested capital for the purpose of determining the excess profits
credit under section 436. There is no distinction in use between
property provided by borrowed money or through the sale of stock
or the plowing back of earnings. We think that the same return
should be allowed upon all property no matter how financed.

Senator KERR. Let me ask you a question.
Mr. BITLAND. Yes.
Senator KERR. You are familiar with the general provisions of the

House bill?
Mr. BrLAND. Yes, sir.
Senator KERR. About allowing 133 percent, I believe, or 135 per-

cent of the interest rate?
Mr. BULAND. 133 percent.
Senator KERR. 133 percent, yes. What is the average rate the

railroads pay on indebtedness?
Mr. BULAND. I am going to have to make an estimate, but it would

be in the neighborhood of 4 percent.
Senator KERR. That is probably a little above that which is gen-

erally paid by industry?
Mr. BULAND. I think that is right, yes.
Senator KERR. But even at the basis of 4 percent, that would mean

if the railroad industry borrowed the money with which to make the
necessary expansion to provide the facilities to meet the increased
demand during this emergency period, that you would be permitted
to earn 11/3 percent on that invested capital

Mr. BULAND. As compensation for the risk and to provide eventu-
ally for the repayment of those obligations.

Senator KERR. And that would be subject to the normal tax rate
which is 45 percent at the present time. That would then leave you
about two-thirds of one percent. That would take you 150 years
to pay it back if you suffered no extraordinary losses.

Mr. BULAND. We do not think that is adequate, Senator.
Senator KERR. Do you think it would be possible?
Mr. BULAND. NO; I do not.
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Senator KERR. DO you think anybody with any money would have
little enough sense to loan it to you if that was the way it was going
to be paid back to them?

Mr. BULAND. Senator, we have to run the railroad, no matter what
SCongress does, so I

Senator KERR. But I mean with reference to this particular
provision.

Mr. B3ULAND. I do not think it is equitable.
Senator KERR. Do you think there is any borrower who would want

to borrow, or any lender who would want to lend on that basis?
Mr. BULAND. If that is what the security was, if they did not look

for further assets, they would not want to loan because they could
not see where the money was coming back.

Senator KERR. That would mean, then, you would have to find
other collateral in order to be able to expand.

Mr. BULAND. That is right, yes. I want to make the point the
provision in the House bill departs from the fundamental principle
of inclusion of borrowed capital in the base, although allowing an
addition to the credit on account of interest on borrowed capital.
This may work more favorably or less favorably to a taxpayer than
the inclusion of borrowed capital in invested capital, but it gets away
from the basic principle, which is unfortunate.

In arriving at the measure of the normal earnings of taxpayers to
which excess profits taxes should not apply, there is no justification,
so far as the railroad industry is concerned, in taking a standard any
less than 100 percent of the average earnings during the base period,
1946 to 1949. Railroad earnings were not high but were low during
these years. This was due to inability to adjust rates and fares
quickly in order to provide earnings to meet the increasing costs of
material and labor, the heavy maintenance expense after World War
II in making up for deferred maintenance, the coal strike which
occurred in 1949, and other factors.

The House bill made no provision for a deduction for maintenance
which is deferred in time of national emergency because materials
and labor are unavailable. We ask that such provision be made, and
specific proposals are contained in the statement which is being filed.

Retroactive tax legislation is always unfortunate and, if excess
profits taxes must apply to any part of 1950, we think they should
not apply to income prior to October 1, 1950.

Finally, since section 201 of the House bill provides for consolidated
returns for the purpose of the excess profits tax law, as indeed it must
if proper tax accounting is to be obtained, the time is now ripe to
correct the injustice created by the imposition of a 2 percent penalty
for filing consolidated returns, and it should be eliminated.

Senator KERR. If you had a subsidiary company expanding with
borrowed capital, the limit it could make would be approximately
six-tenth of 1 percent on the borrowed investment capital, and the
consolidated tax return penalty being 2 percent, it would succeed
in getting you out of business a lot quicker even than you would be
able to retire the investment if you did not have a penalty, would it
not?

Mr. BULAND. That is right. And while 2 percent is getting less in
relation to tax, it is getting more in relation to what is left after we
pay the tax.

75900--50---33
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The CHAIRMAN. Thank you very much, Mr. Buland. The state-
ment you have submitted will be placed in the record.

(The statement submitted by Mr. Buland reads in full as follows:)

STATEMENT OF GEORGE L. BULAND ON BEHALF OF THE ASSOCIATION OF AMERIOAI
RAILROADS

RAILROADS AND AN EXCESS PROFITS TAX LAW

Forecord

My name is George L. Buland. I am general counsel of the Southern Pacific
Co. and appear here today as a representative of the Association of American
Railroads. That association is a voluntary nonprofit organization of railroads
which operate more than 95 percent of the total railroad mileage of the United
States and whose revenues are ordinarily in excess of 95 percent of the total
annual railroad revenues.
Upon the assumption that an excess profits tax law would be considered by

this Congress, the representatives of the railroads agreed upon certain features
which, in their opinion, should be incorporated in the proposed law and au-
thorized this presentation to be made to this committee in behalf of the industry.
The railroads have not passed collectively upon the advisability of Congress

enacting an excess profits tax law at all or upon their preference as between an
excess profits tax law and alternative methods of enhancing Federal revenues,
and I, as their spokesman, must refrain from expressing at this time any
preference in this regard.

The railroads advance as meritorious all of the proposals which are included
ic the statement which has been filed with the clerk, and which I ask to be
printed following my verbal presentation. The time allotted will not permit
tihe development orally of each of the proposals, some of which are necessarily
technical and complex. But they should all be regarded as being important and
they are adequately covered in the statement.
The privately owned railroads of this country are the very backbone of our

industrial economy. Their performance in the handling of war and other
traffic during World War II was universally conceded to be outstanding. For
them to continue to function with efficiency in the period into which we have
now entered, they must have adequate earnings. Such earnings are necessary
to maintain their properties, to invest a proper ratio of such earnings in ad-
ditions and improvements, and to pay a return upon their securities so that new
capital will be attracted.
The rates and fares charged by railroads have been regulated since before

the turn of the century and, generally speaking, there can hardly be any such
thing as excessive profits in the industry. However, we are not now advocating
that the railroads should be exempted from excess profits taxes upon earnings
which can be fairly regarded as properly subject to such taxes.

The principle of rate regulation contemplates not only the avoiding of ex-
cessive rates and charges but also the permitting of reasonably compensatory
charges for railroad transportation so that this important industry, clothed
with a public interest and serving the most essential needs of the Nation, may
function properly in the public interest. That principle is expressed in the
national transportation policy declared by Congress, it is a premise upon which
regulatory bodies proceed in fixing rates, and it is a fact accepted by the ship-
ping and traveling public which must pay the charges.

The fundamental point which we make is that Congress should not enact an
excess profits tax law which will impinge upon the concept of a fair return for
the regulated railroad industry which Congress has itself pronounced and which
is a sine qua non for the preservation and expansion of the Nation's railroad
system under the free enterprise system.
Turning to the railroads' specific proposals as listed in the table of contents

of our statement, I will state very briefly what they are.
An excess profits tax law should include a proviso to the effect that, in the

case of railroads subject to part I of the Interstate Commerce Act, the excess
profits credit shall in no event be less than the sum of (1) 6 percent upon their
,utstandling inlvested capital and (2) normal taxes and surtaxes imposed under

chapter I of the Internal Rievenue Code. It seems incongruous that a regulated
industry should he required to pay excess profits taxes in addition to normal
taxes and surtaxes, upon income which is a part of the fair return which it is
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entitled by law to earn and which, indeed, sound public policy fosters and pro-
motes. Yet that would be the case if the World War II excess profits tax law
should be applied to present conditions. For large companies, the excess profits
credit was limited by the World War II law to 5 percent upon invested capital.
Out of that return of 5 percent, there would have to be paid, commencing in 1951,
45 percent thereof in normal taxes and surtaxes (47 percent for railroads joining
in a consolidated return), and there would remain a net return of only 55 percent
of 5 percent, or 2.75 percent. This is too small an amount to provide for capital
improvements or to attract new capital. Our proposal is that, in the regulated
railroad industry, profits should not be regarded as excessive until a fair return
has been earned after normal taxes and surtaxes.

The invested capital, upon which a return should be earned, should include all
of borrowed capital, instead of only 50 percent thereof as under the World War
II law. The public need for transportation facilities does not distinguish between
properties paid for by borrowed money or through the sale of stock or the plowing
back of earnings. The same fair return should be allowed to be earned upon alt
of such properties by the tax law as well as by regulating authorities. This is
of vital importance to the railroads which must obtain much of their capital
requirements from borrowings.

Invested capital should include indebtedness evidenced by conditional sales
contracts as well as that evidenced more elaborately by notes or bonds. By a
quirk of the World War II law, indebtedness evidenced by conditional sales con-
tracts was excluded from invested capital. This quirk should not be perpetuated
as it would hamper railroads in following normal financial practices in obtaining
as economically as possible funds for equipment purchases.

The proposals discussed so far relate to excess profits tax credits obtained
through the invested capital method. It is assumed that taxpayers will be
allowed alternatively to compute their excess profits credit upon the average
earnings method, that the base period will include all or a number of the years
in the period 1946 to 1949, inclusive, and that some suitable provision will be
made to safeguard those who had one or two bad years during this period. This
is gone into more extensively in the statement, but the point which I wish to
stress now is that, so far as the railroad industry is concerned, there is no iota of
reason for considering that anything less than 100 percent of the earnings for the
base period would afford a reasonable standard of fair and nonexcessive earnings.
Railroad earnings during this period were not large but to the contrary were
small. This was due to the inability to adjust rates and fares quickly in order
to provide earnings to meet the increasing costs of material and labor, the heavy
maintenance expense after World War II in making up for deferred maintenance,
the coal strike which occurred in 1949, and other factors. Class I railroads of
the United States earned collectively in 1946, 2.75 percent on their combined
recorded net investment; in 1947, 3.41 percent; in 1948, 4.24 percent; and in
1949, 2.85 percent. A fair method of arriving at average earnings credit is of
great importance to certain railroads which find the invested capital method of
computing their excess profits credit impossible or difficult. Some of our im-
portant railroads were reorganized many years ago and a determination of their
invested capital is exceedingly complex and difficult, and there is a tendency
for invested capital in their cases to be depressed far below the real value of
their properties since securities were issued in depression years and are valued
for invested capital purposes at the depressed prices of those years.

In time of war or o national emergency it is impossible to obtain materials
and labor in order to perform all of the maintenance upon railroad road and
equipment which is desirable and which would have been performed if materials
and labor were available. The railroads are penalized taxwise because they are
prevented from securing the dedui'tions for such postponed maintenance expendi-
tures and the public interest is affected adversely by provision not having been
made for the railroad properties to be maintained as well as would have been
desired. To meet this situation it is proposed that in computing net income of
any carrier there shall be allowed a deduction fo(r the amount which a carrier
shall, pursuant to Interstate Commerce Commission authorization, accrue in its
accounts as a reserve to provide for the cost of maintenance and repairs which
it is unable to undertake or complete in any taxable year, with provision that the
amount reserved shall be invested in United States securities and that the con-
templated expenditures will be made within 5 years after the termination of the
emergency.

For the most part, the written statement coincides substantially with the state-
ment which was filed October 24, 1950, in behalf of the railroads by Mr. J. Carter
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Fort, general counsel of the Association of American Railroads, with Mr. Colin
F. Stai, chief of staff, Joint Committee on Internal Revenue Taxation. There
has been added a part dealing with the proposal for a deduction on account of
postponed maintenance, to which I have referred briefly.

Attention is called to matters in the statement not previously mentioned; the
correction of requirement, imposed by administrative authority, which applied to
most railroads under the World War II law, that accumulated earnings and
profits be reduced by a 30-percent reserve for past unaccrued depreciation; relief
from unfair, even fantastic, results which might obtain if the World War II
excess profits tax law were reenacted without change in certain lessor-lessee
relations; the necessity of suitable relief provisions for exceptional cases along
the lines of section 722 IRC (of the old law); permission to construct an invested
capital from property valuations where it is impractical to trace invested capital;
and the like. Finally, to revert to an old subject, we see neither justice nor
expediency in the imposition of a 2-percent penalty for the filing of consolidated
returns.

I. Special treatment of railroads called for by national transportation policy and
required for national defense

The impact of an excess profits tax law upon the railroads requires special con-
sideration in the light of the established policy of Congress with respect to trans-
portation, and particularly with reference to the requirements of national defense
during the present emergency period.

National defense depends upon the railroads. As was truly said in the course
of World War II: "We might suffer military reverses and still win the war, but
we cannot avoid defeat should our railroads fail" (Col. J. Monroe Johnson, Inter-
state Commerce Commissioner and Director of the Office of Defense Transporta-
tion, May 9, 1943). During the World War II years 194115 the railroads moved
more than 90 percent of war freight, carried more than 97 percent of the organ-
ized troop movements, and performed more than 70 percent of all transportation
services. As found by the Brookings Institution of Washington in a study con-
ducted by it at the request of the Hoover Commission on Organization of the
Executive Branch of the Government (published in October 1949 under the title
"National Defense Policy") :

"There seems to be little doubt that in the predictable future the main bur-
den of war-generated traffic will be carried by the railroads as it has in the past.
For this reason alone, the system must at all times be maintained in a high
state of physical and operating efficiency with sufficient flexibility to permit
rapid increase in carrying capacity."

Clearly the railroads cannot be maintained in a high state of physical and
operating efficiency, with the flexibility required to permit rapid increase in
carrying capacity, if taxes be permitted to take away earnings the retention of
which is requisite to suitable improvement and expansion of the railroad plant.
It follows that the interests of national defense dictate that an excess profits
tax law be so drawn as to safeguard against a crippling impact of excess profits
tax exactions upon the railroad industry.

As will appear hereinafter, the railroads do not suggest that they be ex-
empted from excess profits taxation. A strong case might be presented in sup-
port of such exemption in view of the heavy burden of normal taxes and sur-
taxes at the presently prevailing rates. The proposals now advanced, however,
do not look beyond moderation of the effect of excess profits taxation upon the
earnings of railroad companies, which cannot be expected fully to perform their
essential function without the measure of protection advocated.

Special treatment of the railroad industry in an excess profits tax law is not
only called for by the requirements of national defense but is justified by their
status as quasi-public utilities subject to regulation in respect of virtually every
aspect of their business, including their accounts, their methods of financing,
and the charges they may impose for the services they render.

It is important to appreciate that from the enactment of the Transportation
Act of 1920 down to the present day the system of railroad regulation has
looked beyond the mere prevention of abuses. By 1920 the Congress and the
country had come to the realization that under the earlier regulatory laws the
carrying capacity of the railroads had not developed commensurately with the
development of commerce, that great difficulty had been encountered in pro-
curing new capital upon feasible terms, and that these factors, coupled with
the untoward effect of Government operation during World War I, had brought
;the railroads face to face with demoralization of their income and their credit.
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For these reasons, the 1920 act (41 Stat. 474), in unequivocal terms, declared
an affirmative purpose to build up and foster an adequate transportation sys-
tem. To this end, the carriers were placed more completely than ever under
the control of the Interstate Commerce Commission. The Commission was given
supervision of security issues, control of car supply and distribution, the last
word as to construction of new lines and abandonment of old lines, and finally,
the Commission was enjoined to so regulate rates as to afford an opportunity
for the realization of a fair return. As the Supreme Court said in The New Eng-
land Divisions case (261 U. S. 184, 189-190) :

"Transportation Act, 1920, introduced into the Federal legislation a new rail-
road policy. [Citation omitted.] Theretofore, the effort of Congress had been
directed mainly to the prevention of abuses, particularly, those arising from
excessive or discriminatory rates. The 1920 act south to insure, also, adequate
transportation service. That such was its purpose, Congress did not leave to
inference. The new purpose was expressed in unequivocal language. And to
attain it, new rights, new obligations, new machinery were created. The new
provisions took a wide range. Prominent among them are those specially de-
signed to secure a fair return on capital devoted to the transportation service."

The purpose and policy of the 1920 enactment were reiterated in unmistakable
terms in the Transportation Act of 1940 (54 Stat. 899), which incorporated in
the Interstate Commerce Act the following declaration of national transportation
policy :

"It is hereby declared to be the national transportation policy of the Congress
* * * to promote safe, adequate, economical, and efficient service and foster
sound economic conditions in transportation * * * to the end of developing,
coordinating, and preserving a national transportation system by water, highway,
and rail, as well as other means, adequate to meet the needs of the commerce of
the United States, of the postal service, and of the national defense."

The 1940 amendment did not represent a change, but rather a reiteration of
congressional intent. Continuity of policy has characterized railroad legisla-
tion since 1920. That policy contemplates that the railroads shall not be de-
prived of an opportunity to earn a return adequate to sustain a sound and
efficient system of transportation by rail.

In Wisconsin R. R. Conim. v. C. B. d Q. R. R. Co. (257 U. S. 563, 584 (1922)),
the Supreme Court of the United States, speaking of the Transportation Act of
1920, said that "the most novel and most important feature of the act, requires
the Commission so to prescribe rates as to enable the carriers as a whole, or
in groups selected by the Commission, to earn an aggregate annual net railway
operating income equal to a fair return on the aggregate value of the railway
property used in transportation." Again, in the same case (p. 589), the Court
said:

"* * * Congress in its control of its interstate commerce system is seeking
in the Transportation Act to make the system adequate to the needs of the
country by securing for it a reasonable compensatory return for all the work
it does."

In Dayton-Goose Creek Ry. Co. v. U. S. (263 U. S. 456, 478 (1924)) it was
pointed out that the new act "seeks affirmatively to build up a system of railways
prepared to handle promptly all the interstate traffic of the country." "It aims,"
the Court added, "to give the owners of the railways an opportunity to earn
enough to maintain their properties and equipment in such a state of efficiency
that they can carry well this burden."

In Texas o P. Ry. Co. v. Gulf, C. d S. F. Ry. Co. (270 U. S. 266, 277 (1926)) the
Court said that by the enactment of the Transportation Act of 1920:

"* * * Congress undertook to develop and maintain, for the people of the
United States, an adequate railway system. It recognized that preservation of
the earning capacity, and conservation of the financial resources, of individual
carriers is a matter of national concern; that the property employed must be
permitted to earn a reasonable return; * * * "

Considering the national transportation policy in the light of the Transporta-
tion Act of 1940, the Court said in Seaboard Air Line R. Co. v. Daniel (333 U. S.
118, 124-125 (1948)) :

"Congress has long made the maintenance and development of an economical
and efficient railroad system a matter of primary national concern. Its legisla-
tion must be read with this purpose in mind. In keeping with this purpose Con-
gress has often recognized that the Nation's railroads should have sound corpo-
rate and financial structures and has taken appropriate steps to this end."
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It is obvious that if the national transportation policy looking to adequate
earnings and a sound financial structure be lost sight of in the enactment of an
excess profits tax law, Congress might, perhaps unwittingly, stultify itself by
defeat of its own avowed policy.

There is no doubt that the national transportation policy reaches beyond the
confines of the mere administration of the Interstate Commerce Act. It is
intended to permeate and condition all legislation directly affecting the transpor.
tation industry. Davis v. Farmers Co-Op. Equity Co. (262 U. S. 312) ; Sou. Pac.
Co. v. Arizona (325 U. S. 761, 773).

In the Davis case it was held that a Minnesota statute was invalid in its appli-
cation to the particular facts presented because it imposed a serious burden on
interstate commerce, which unduly interfered with the policy of Congress as
manifested in the Interstate Commerce Act. In the Southern Pacific case a State
statute known as the Arizona train-limit law was declared unconstitutional,
the Court saying of the statute that it "interposes a substantial obstruction to the
national policy proclaimed by Congress, to promote adequate, economical, and
efficient railway transportation service."

We respectfully suggest, therefore, that the obligation rests upon those respon-
sible for the formulation and enactment of an excess profits tax law to take the
national transportation policy into account, and to see to it that such a law be
not so drawn as to deprive the railroads of an opportunity, at least, to realize,
and retain for essential corporate purposes, a reasonable return upon their out-
standing invested capital.

In the light of the congressional purpose and policy alluded to above, the rail-
roads urge favorable consideration of their proposals and suggestions, which it
may be well to summarize at this point.

II. Summary statement of railroad proposals and suggestions
The proposals and suggestions of the railroads with respect to an excess profits

tax law hereinafter set forth are in part responsive to items listed for special
consideration in a letter dated October 3, 1950, addressed to Mr. J. Carter Fort,
vice president and general counsel of the Association of American Railroads, by
Mr. Colin F. State, chief of staff of the Joint Committee on Internal Revenue
Taxation, and in part they go beyond the scope of the items listed by Mr. Staem.
For convenient reference a copy of Mr. Stain's letter of October 3, 1950, is attached
hereto as appendix I. In summary the proposals are as follows:

(1) Provision should be made for both an invested capital base and an
average earnings base for determining normal profits (item 1 of Mr. Stain's
letter).

(2) There should be incorporated a proviso to the effect that in the case
of railroads subject to part I of the Interstate Commerce Act the excess profits
credit shall in no event be less than the sum of (a) normal taxes and surtaxes
and (b) a return of 6 percent upon invested capital.

(3) The invested capital base should include 100 percent of borrowed
capital.

(4) Express provision should be made for inclusion in borrowed capital
of indebtedness represented by conditional sales contracts.

(5) Relief should be afforded from the requirement (imposed by the
Commissioner of Internal Revenue as a condition precedent to change-over
from retirement to depreciation accounting) that accumulated earnings
and profits be reduced by a 30 percent reserve for past unaccrued depreciation.

(6) There should be excluded from excess profits net income constructive
income to a lessor resulting from payment by the lessee of the lessor's Federal
income and excess profits taxes.

(7) Suitable provision should be made for the filing of consolidated returns
by lessor and lessee companies or, in the alternative, for apportionment of
the combined excess profits credit between the lessor and the lessee, under
regulations to be prescribed by the Commissioner of Internal Revenue.

(8) The 2-percent penalty for filing consolidated returns should be elim-
inated.

(9) The credit based upon earnings should be arrived at on the basis of
an average for a number of years, but with suitable provision for adjusting
the income of the lowest year in the base period (as, for example, substitution
for that year's earnings of 75 percent of the average earnings of the other
years) and for relief of the character provided by section 713 of the former
law. It is also deemed essential that adjustments be provided for in arriving
at excess profits net income, of the character provided by section 711 of the
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former law, specifically, exclusion of dividends and of gain from the retire-
ment of bonds and from realization of capital gains. Moreover, there should
be added to the credit otherwise determined not less than ( percent of all net
capital additions, whether equity, borrowed, or retained earnings, added
during the last 2 years of the base period ;and all subsequent years prior to
the first excess profits tax year (item 2 of Mr. Stam's letter).

(10) An invested capital base to be computed generally as under the prior
law, but with some modifications, should be provided. Consideration should
be given to a provision which would permit a taxpayer to elect to determine
its invested capital upon an asset basis along the lines provided in section
723, but using the basis for gain in determining asset values. As already
stated, the base should include 100 percent of borrowed capital, and the term
"borrowed capital" should be so defined as clearly to include indebtedness
represented by conditional sales contracts. Earnings accumulated after
July 1, 1950, should be included in the invested capital base. A return of
not less than 6 percent should be allowed on invested capital (item 3 of Mr.
Stam's letter).

(11) Relief provisions along the lines of section 722 should be provided,
with amendments to protect the railroads in certain conditions peculiar to
them, including the lag between increases in labor and material costs and the
authorization of resulting rate increases. An over-all tax limitation, cor-
responding to the 80-percent limitation of the prior law, should be provided
(item 4 of Mr. Stain's letter).

(12) Capital gains should not be included in excess profits net income
(item 5 of Mr. Stain's letter).

(13) Subject to inclusion of a proviso in the case of railroads protecting
from excess profits taxation a 6-percent return after normal taxes and
surtaxes, the adjusted excess profits net income should be deducted in
arriving at the normal and surtax base (item 6 of Mr. Stam's letter).

(14) The excess profits tax, normal and surtax, should be treated as one
tax for limitation, credit, and refund purposes, the sending of 90-day letters,
etc. (item 7 of Mr. Stain's letter).

(15) The railroads do not favor requiring the taxpayer to elect a credit
and have the election binding for all subsequent years. In their view, the
taxpayer should be permitted to use the credit which produces the lesser tax,
as in the former law, and should not be bound by an election (item S of Mr.
Stamin's letter).

(16) By legislation or otherwise, the consolidated excess profits regulations
should be corrected to remove the provision arbitrarily reducing surplus by
elimination of so much of a subsidiary's surplus as was earned prior to
acquisition of 95 percent stock ownership.

(17) Provision should be made for deduction from taxable income of
reserves for deferred railroad maintenance.

Certain of the foregoing proposals and suggestions are treated at some length
hereinafter. As to others, no extended comment appears necessary.

III. Provision for both an invested capital base and an average earnings base
for determining normal profits

It is assumed that any excess profits tax law to be enacted at this time will
in general follow the lines of the World War II excess profits tax law. Con-
sidering the protracted and exhaustive study which went into the formulation of
the Second Revenue Act of 1940, it should be safe to assume that provision will
be made for both an invested capital and an average earnings base for computing
the excess profits credit, as was provided in the former law. Certainly provi-
sion for an invested capital base as an alternative to an average earnings base is
essential for the protection of industries having relatively small earnings over
any probable base period, and relatively high capital investment. These con-
ditions notably characterize the railroad industry. At the same time it is recog-
nized that in the case of a taxpayer which has established a sustained record of
liberal earnings, expectations have been built up upon the basis of such earnings
which are often reflected in the taxpayer's capitalization and in the market prices
at which its securities have been acquired by the public. Equity therefore re-
quires that provision be made for the alternative standard of earnings during a
past period for determination of the excess profits tax credit.

Accordingly, it is the view of the railroads that normal profits should be deter-
mined upon the basis of average earnings during a suitable base period or a
return upon invested capital, whichever will produce the lesser amount of excess
profits tax to the taxpayer.
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IV. An excess profits tax law should include a proviso to the effect that, in the
case of railroads subject to part I of the Interstate Commerce Act, the excess
profits credit shall not be less than the sum of (1) 6 percent upon their out-
standing invested capital and (2) normal taxes and surtaxes imposed under
chapter 1 of the Internal Revenue Code

With respect to an excess profits tax law to be enacted at this time, the welfare
of the country, and in particular the exigencies of the prevailing emergency, re-
quire that the railroads be protected from the impact of tax exactions, in the
form of excess profits taxes, below the level of a fair return upon their invested
capital, after normal and surtaxes upon their taxable income. The railroads
urge upon those re-ponsible for the formulation and enactment of an excess
profits tax law that at least this measure of protection is imperative in the inter-
est of a rail transportation system adequate to meet the requirements of the
economy-and in particular the imperative needs of the national defense.

The proposal here advanced on behalf of the railroads is closely akin to an
amendment intended to be offered by Senator Wayne Morse with an excess profits
tax law being considered by Congress for inclusion in the Revenue Act of 1950
(H. IR. 8920, 81st Cong., 2d sess., Calendar No. 2380, August 31, 1950). The
proposed Morse amendment reads as follows:

"With respect to regulated public utilities, the excess profits net income shall
be that income, after deduction of normal and surtaxes, which exceeds 5 per
centum upon the capitalization, namely, borrowed capital, equity capital, and
surplus."

In simplest terms the principle involved is that regulated industries cannot,
in any realistic sense, be deemed to have earned "excess profits" so long as they
have failed to realize a reasonable return upon their invested capital, after taxes
upon the full amount of their normal and surtax net income.

We here relate the subject to the railroads in particular, and we postulate
6 percent, rather than 5 percent, as the minimum reasonable measure of a fair
return, after taxes. It is generally conceded that a return of at least 6 percent
upon the depreciated value of the railroad plant is essential to realization of the
ends conlemplated by the national transportation policy. Indeed, Congress it-
self, as long ago as the enactment of the Transportation Act of 1920, recognized
that 0 percent would not represent an excessive return. That such a return is
conservative seems clear in the light of the well-known fact that in general
unregulated industries ordinarily realize greatly in excess of 6 percent on their
net worth.

It should be emphasized that no relief from payment of normal taxes and
surtaxes upon all taxable net income is proposed. Nor is it proposed to relieve
an individual railroad from excess profits taxes in case it should realize earnings
in excess of a 6-percent return. It is proposed only that so-called excess profits
taxes shall not be permitted to impinge upon the earnings of the railroads, below
the level of a 6-percent return upon their invested capital after normal and
surtax exactions. The conservatism and modesty of the proposal is apparent.
No relief whatever is here sought with respect to normal taxes and surtaxes the
effect of which would reduce a return of 6 percent, before such taxes, to some-
thing in the neighborhood of 3 percent.

If an excess profits tax law could be so drawn as to reach, in all cases, only
those profits properly to be regarded as "excessive," there would be no occasion
for special protection. But Congress itself, in the enactment of the World War II
excess profits tax law, recognized that strict application of a statutory concept of
"excess profits" would in some cases subject to tax, as excess profits, earnings
which were in fact normal, or even subnormal.

Looking to a cure for flagrant inequities, relief provisions were included, such
as section 722 of the Internal Revenue Code. None of those relief provisions,
however, afforded the degree of protection required in the case of the railroad
industry.

In peculiar degree, the railroads are obliged to look to earnings as the source
of funds for capital expenditures. It is well known that by reason of the com-
petition of subsidized forms of transportation, combined with public regulation
of railroad charges for services rendered, the railroads are and for 20 years
past have been unable to attract to their enterprise the investment of equity
capital. Moreover, except with respect to the acquisition of unencumbered
rolling equipment, borrowing is not available to the railroads, because their
fixed properties are in major degree already subject to mortgage.

In the decade ending with 1940, the gross expenditures of class I railways for
additions and betterments to their transportation property averaged about $275,-
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000,000 annually. During the war years, 1941-45, similar expenditures were
stepped up to an average of 5531,000,000 a year. Nevertheless, the railroads
emerged from World War II, as they had emerged from World War I, with their
plant in need of extensive rehabilitation. To rehabilitate their plant, the rail-
roads made capital expenditures in the four postwar years 1:)46-49 in excess of
$4,000,000,000. Undoubtedly more would have been expended had excess profits
taxes not reduced income available for improvements below a fair return of 6
percent. It seeias clear today that more railroad income should have been
left free of excess profits taxes and available for expenditures upon plant upkeep
and expansion. More cars, more motive power, and in general, greater rail
transportation capacity appear certain to be required to meet the exigencies of
the present emergency.

In these circumstances, it is clear beyond peradventure that earnings up to
the level of a fair return should be protected from governmental appropriation
in the form of excess profits taxes, at (presumably) very high rates.

That in over-all result railroad charges have not been such as to admit of
realization of anything approaching excess profits is attested by the record of
their past earnings. As Dr. J. IH. Parmelee, representing the Association of
American Railroads before the Subcommittee on Domestic Land and Water Trans-
portation of the Senate Committee on Interstate and Foreign Conmerce (S. Res.
50, 81st Cong.), said on April 4, 1950:

"* * * Even in this period of high business activity, their ri. e., the rail-
roads'] earnings are not sufficient to attract the investment of new capital
needed to keep pace with national transportation needs. This condition of inade-
quate earnings has developed, despite consistent progress in railroad efficiency,
economy, and safety, a record of conservative financing and a reduction of nearly
one-third in railroad debt during the past 20 years, * *

"Railroads in 1949 earned only 2.91 percent on their net investment. For
the 4 years since the war (1946-49), the return has averaged only 3/3 per-
cent. * * * Even in the prosperous year 1929, the return was less than 51/
percent."

These data have reference to the return after payment of normal and surtaxes.
They plainly show that the concept of excess profits is inapplicable in the case of
most railroads.
To be sure, it is true that railroad rates are constructed and regulated on a

national or group basis, and that there is a wide variation between individual
railroads in both gross and net earnings. The proviso suggested for inclusion
in an excess profits tax law, however, would fully recognize this. It would leave
individual railroads liable for excess profits taxes in respect of earnings realized
in excess of a 6 percent return after payment of normal taxes and surtaxes upon
the whole of their taxable net income.
The required standard of rail transportation cannot be reached unless the

normal tax and the surtax are allowed as a deduction in computing the fair
return of 6 percent. This becomes clear when consideration is given to what
happens in the case of an exact return of 6 percent, before deduction of income
taxes. The result is as follows:

Earnings at 6 percent upon $100 of capital employed--__---------------- $6.00
Interest at 4 percent on $50 of debt----------------------------------- 2.00

Balance subject to 45 percent income tax_______--__-------------- 4. 00
Income tax at 45 percent--------------------------------------------. 1.80

Balance available for improvements to property, dividends, and other
corporate purposes------------------------------------------. 2.20

Thus, it is seen that a 6-percent return, before taxes, on the capital employed
shrinks to 4.2 percent after payment of taxes-and this in the absence of an
excess profits tax. If at this point, namely, where earnings reach 6 percent
before taxes, an excess profits tax be allowed to become effective, it will obviously
be impossible for a railroad company to preserve out of its earnings sufficient
funds to provide for adequate improvement of its plant, to say nothing of a
return to its equity owners.

The example which we have just cited assumes one-half of the capital employed
to be borrowed capital at an average interest rate of 4 percent. If we assume
a case where all of the capital employed is equity capital, the result is even more
striking. In such a case the return on capital employed, after payment of income
taxes, would not be 4.2 percent but only 3.3 percent, and the application of an
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excess profits tax, in addition to income taxes, would produce even more extreme
and destructive results.

As was said in a report of a special committee on excess profits taxes of the
National Association of Railroad and Utilities Commissioners, appointed in 1944
to consider the problem of public utilities, including railroads and other common
carriers, under the then existing excess profits tax law:

"Excess profits taxes * * * are computed on income from which the
normal income tax and surtax have not been deducted. These taxes are expenses
and no figures represent profits until they are paid."

Over even a short period, it has been impossible to realize "excess profits" in
the railroad industry. This follows from the impact of rate regulation. In
the case of a regulated industry, such as the railroads, machinery is at hand
for the elimination of excessive profits through the medium of rate control.
Long ago the Interstate Commerce Commission was vested with authority to
regulate railroad rates and charges which affect interstate commerce. The vari-
ous State commissions have authority over the rates and charges for intrastate
movements. Should the railroads at any time earn in excess of a fair and reason-
able return on their investment, the Interstate Commerce Commission and the
various State commissions would undoubtedly exercise their authority and reduce
rates to a level commensurate with the realization of only a reasonable return.

It is impossible then for the railroad industry as a whole to have "excess
profits," in any realistic sense of the term. The Interstate Commerce Com-
mission and the various State commissions supervise railroad earnings closely
through control of accounting procedures and requirements for periodic reports.
Through control of rates and charges, they can and do adjust earnings downward
at any time that such an adjustment appears to be appropriate.

It is hardly necessary to dwell upon the indispensability of rail transportation
to our economic life, our political and scial activities, and the defense of our
Nation against foreign enemies. The railroads operate approximately 225,000
miles of privately owned highways of steel. Other forms of transportation use
375,784 miles of publicly owned intercity highways; 28,591 miles of rivers, canals,
and channels constructed or improved with public funds for water transportation;
and 277,000 miles of privately owned pipe lines. There is an additional public
investment of $1,500,000,000 in navigation aids and airport facilities used by air
carriers. With substantially less than one-third of the total investment, public
and private, in transportation facilities, the railroads do almost two-thirds of
the entire transportation job. It would obviously be a physical impossibility
to get along without the railroads. That dependence upon other forms of trans-
portation would not be possible was demonstrated in the World War II years
1941-45 when, as already stated, the railroads moved more than 90 percent of
war freight, carried more than 97 percent of the organized troop movements, and
performed more than 70 percent of all transportation services.

It is believed that a serious error was made in draining off too much railroad
revenue as excess profits taxes during the war years 1942-45. Under the law
then in effect, the excess profits tax bill for the class I railroads amounted to
$2,000,000,000. If railroad revenues below the level of a fair return had been
protected from excess profits taxation, the railroads would certainly be better
prepared today for service to the Nation in the present emergency.

The proposal here presented is designed to prevent the recurrence of conditions
in the railroad industry which resulted from excess profits taxation during World
War II. We advocate no more than protection from taxation as "excess profits"
of earnings clearly not in fact excessive, but on the contrary confined to that
rate of return necessary to the preservation and needed improvement of the rail
transportation plant and the effective discharge of the indispensable function
of the transportation industry. Clearly this degree of protection is demanded,
not alone for the benefit of the railroads but also in the interest of the economy
of the country and the defense of the Nation.

That earnings below the level of a fair return, after taxes, were taken as excess
profits taxes in some cases under the former law, and that the suggested proviso
would appropriately meet this situation, is indicated by the hypothetical examples
set out in appendix II at the end of this statement.

Legislatic proposal.-Amend section 714 of the Internal Revenue Code by
adding a new paragraph reading as follows:

"Provided, however, in the case of a railroad corporation subject to part I of
the Interstate Commerce Act, the excess profits credit for any taxable year shall
be not less than an amount equal to the sum of (1) 6 per centum of the invested
capital of the taxpayer, plus (2) the taxes imposed under chapter 1 hereof for
such taxable year."
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V. The invested capital base should include 100 percent of borrowed capital
The exclusion of 50 percent, or any part, of borrowed capital from the invested

capital base is highly prejudicial to the railroad industry. That industry has
historically been compelled to resort to borrowing for more than one-half of its
invested capital. This extensive resort to borrowing has resulted from the exer-
cise of- sound business judgment in resorting to the large pools of investment
funds available only for lending, and has also been affected by the inability of
the railroad industry in general to attract equity capital. The matter is well
summed up in the report, hereinbefore referred to, of the special committee on
excess profis tax of the National Association of Railroad and Utilities Commis-
sioners, where it was said:

"The utility industry is not a static or declining industry. It is a growing
industry: an industry in which new discoveries and new inventions render obso-
lete equipment which was standard and modern 10 or 20 years ago. It is an
industry that constantly appeals for more capital. The appeals are addressed to
those who want an interest in the business and to those who are satisfied with
a creditor's position. Your committee on corporate finance in its 1940 report
found that the most economical capitalization of public utility properties was
45 percent stock and 55 percent bonds. Public utility properties are long-lived
properties for which creditor financing is appropriate in a degree dependent
upon the type of the utility, the stability of the payment for service, and many
other factors peculiar to each property. * *

* * :. * *' * *

"* * * Further, the excess profits tax credits are not computed on true
invested capital, for as to borrowed capital only 50 percent of specific kinds of
borrowed capital is included. Invested capital for tax purposes will necessarily
differ in amount from a commission rate base but it is unsound to start with a
figure for tax computation that includes only 50 percent of specific types of bor-
rowed capital. * * *"

These observations clearly point up the inequity to the railroads which results
from the inclusion of only a part of borrowed capital in the investment base.
Class I line-haul railroads at the close of 1939 had outstanding slightly more
than $8,000,000,000 in stock and more than $10,500,000,000 in evidences of indebt-
edness, the ratio being 43 percent stock and 57 percent debt. As of the close of
each of the years 1948 and 1949, outstanding stock of these railroads represented
slightly less than $8,000,000,000 of stock and about $8,500,000,000 of debt, the
ratio being 48 percent stock and 52 percendt debt. Clearly then, the railroads
are in that category discriminated against by exclusion of debt from the invest-
ment base.

It is recognized, of course, that to the extent of inclusion of borrowed capital
in the base, the interest deduction for excess profits tax purposes should be
reduced accordingly.

VI. Indebtedness represented by conditional sales contracts in borrowed invested
capital

Section 719 (a) (1) of the Internal Revenue Code allows indebtedness to be
included in borrowed capital for excess profits credit only if evidenced by a
"bond, note, bill of exchange, debenture, certificate of indebtedness, mortgage,
or deed of trust." This classification, while including a chattel mortgage, may
exclude its counterpart, the conditional sales contract. In Consolidated Gold
Acres Co. (8 T. C. 87), affirmed by the Court of Appeals for the Tenth Circuit in
Consolidated Gold Acres Co. v. Commissioner of Int. Rev. (165 F. (2d) 542), it
was held that money owing on a conditional sales contract was not includible
in invested capital. The distinction is purely technical, as was recognized by the
court of appeals. For practical purposes, a conditional sales contract operates
in much the same manner as a chattel mortgage, and for determination of the
excess profits credit funds obtained from either source should be upon the same
footing. The court of appeals, at pages 545-546, said:

"It is true, as pointed out by Consolidated, that in terms of liability imposed,
there may be little, if any, distinction or difference between the legal relationship
created by a mortgage and a conditional sales contract. Both instruments are
intended to provide a measure of security for the performance of an incurred
obligation, but they are not used synonymously or interchangeably to describe or
define the legal relationship created thereby. Courts have generally recognized
the legal difference between the two."

The discrimination against conditional sales contracts is particularly onerous
in the case of the railroads, which have financed the purchase of millions of
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dollars of new equipment by use of such instruments. As compared with equip-
ment trust indentures, the proceeds of which are includible in invested capital,
conditional sales contracts have the merit of simplicity and economy. The former
law merely served to complicate such transactions by compelling the issuance of
notes to evidence the debt. Since the debt is sufficiently evidenced by the con-
tract itself, the law should so recognize.

Legislative proposal.-Amend code section 719 (a) (1) by omission of the word
stricken and insertion of the words italized below:

"(1) The amount of the outstanding indebtedness (not including interest)
of the taxpayer which is evidenced by a bond, note, bill of exchange, debenture,
certificate of indebtedness, mortgage, or deed of trust, or conditional sales
contract, plus."

VII. Past unaccrulcd depreciation-relief from fthe requirement (imposed by the
Commissioner of Internal Revenuc as a condition precedent to change-over
from retirement to depreciation accounting) that accumulated earnings and
profits be reduced by a 38-percent reserve for past unaccrued depreciation

A gross injustice to most of the railroads of the country is involved here. The
subject is technical and complex, but the fundamental features may be fairly
,stated in general terms.

Under the excess profits tax law in effect during the war years 1940-45, Con-
gress provided that corporations might earn a specified return on all accumulated
earnings and profits before the excess profits tax rates applied. This was
reasonable because these earnings had been left in the business through the
years, after the payment of all applicable taxes, and represented additional
investment in the enterprise by the shareholder. The Commissioner of Internal
Revenue, however, refused to allow certain railroads to earn a return on all
their accumulated earnings and profits, as provided by statute, and required
these railroads to agree to pay an excess profits tax on the return from a sub-
stantial portion of their accumulated earnings and profits as a condition upon
his consent to a change by these railroads in their method of accounting for
depreciation on some of their properties.

Prior to 1942 most of the railroads utilized the retirement method of deprecia-
tion accounting on roadway property. This method, like the more familiar one
of straight-line depreciation, ultimately reflects in the accounts the loss due
to normal wear and tear upon capital assets used in a trade or business. Unlike
the straight-line depreciation method, annual charges are not made based upon
the estimated life of the property; rather the book cost, less salvage, is charged
against income in the year in which the asset is retired. The retirement method
was sanctioned by the Interstate Commerce Commission and accepted by the
Internal Revenue Bureau; the accounts of the railroads were maintained upon
this basis for purposes of the Commission and for tax purposes.

In 1942 the Interstate Commerce Commission issued a general order permitting
the railroads to change to straight-line depreciation accounting with respect
to road properties, other than those included in the track accounts. This
covered station buildings, bridges, shops, and similar items. Effective January
1, 1943, a general order of the Commission made such accounting mandatory
upon the railroads. In the abnormal war years, with the critical shortage of
men and materials, the retirement method would have resulted in a substantial
overstatement of income, since it was impossible to make the usual replacements.
Therefore, the railroads sought permission to change to straight-line deprecia-
tion for tax purposes, in order to avoid the imposition of income and excess
profits taxes upon overstated income during the emergency period and to bring
their tax accounting in line with their regular method of accounting as prescribed
by the Interstate Commerce Commission pursuant to the Interstate Commerce
Act. Under Regulations 103, section 19.41-2, the Commissioner of Internal Reve-
nue granted permission to make this change, but subject to the proviso that the
taxpayer execute an agreement consenting to sundry conditions. The ruling was
as follows:

"Permission will be granted to change from retirement to depreciation account-
ing effective January 1, 1943, with respect to the accounts tabulated below, pro-
vided you irrevocably agree:

"(1) that a reserve for depreciation shall be computed as of December 31,
1942, on all the depreciable property included in these accounts in accord-
ance with the summary tabulation set forth below;

"(2) that the remaining sum to be recovered through depreciation allow-
ances shall be limited to the cost or other basis less the depreciation so
accrued;
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"(3) that neither the change of method nor the amount of depreciation so
accrued shall have any effect on taxable net income for any year ending
prior to January 1, 1943;

"(4) that the depreciation rates agreed to are subject to modification if
subsequent experience indicates that revision is necessary in order to spread
the cost of the assets over their remaining useful lives; such revision, how-
ever, is not to be made retroactive;

"(5) that complete depreciation accounting in accordance with all the
applicable sections of tile Internal Revenue Code and Regulations shall be
adopted for these accounts;

"(6) that the reserve for depreciation accrued to the date of the change
from retirement to depreciation accounting shall reduce accumulated earn-
ings and profits in the determination of invested capital for excess profits
tax purposes."

The railroads individually applied to the Commissioner for permission to
change their accounting methods. Certain railroads received and executed
agreements containing the first five clauses only; others were compelled to sign
agreements containing the sixth clause.

This sixth clause provides that the accumulated earnings and profits of the
taxpayer shall be reduced, in the determination of invested capital for excess
profits tax purposes, by an amount representing the past unaccrued depreciation
upon the road properties involved. Thus, the railroads had to agree to deduct
from tile earnings and profits which had been accumulated and on which taxes
had been paid, the amount of straight-line depreciation which would have
accrued upon the properties if the retirement method of accounting had not
been followed for these properties from tile date of their acquisition. (The
taxpayer could compute this figure, or, in lieu of such computation, reduce
its surplus by 30 percent of the book value of the properties.) The railroads
which were confronted with the sixth clause protested unavailingly against
this condition; practical considerations necessitated the execution of the agree-
ment.

The retirement method of depreciation accounting, as approved by the Inter-
state Commerce Commission and the Bureau of Internal itevenue, clearly re-
flected the income of the railroads through the years. Therefore, when the
railroads sought to change from one method to the other, there was in tact no
occasion for a reduction of their accumulated earnings and profits. Surplus
had already been reduced by the charges under the retirement method. 'IThe
effect of the further reduction was to subject the earnings from the disallowed
surplus to excess profits tax without any allowance for a statutory return thereon.

In reducing surplus the Commission must hold the view that the incomes of the
railroads were overstated by the utilization of the retirement method, yet
throughout the years he raised no question concerning this method and col-
lected taxes upon it. In substance the Commissioner is taking an inconsistent
position: If the incomes were overstated in previous years, an adjustment should
be recognized for the taxes paid upon them; if they were not overstated in such
years, the 30-percent deduction is certainly not justified. The former excess
profits tax law recognized the need for adjustments in the case of an inconsistent
position and section 734 was included for this purpose. But it will probably be
argued by the Commissioner that this section does not apply to the inconsistent
treatment of the earnings and profits of the railroads because it is limited to a
position taken "which was not correct under the law applicable" to the prior
years. It was not contemplated that any adjustment would be necessary Where
the income taxes were correctly reported in such prior years. In the situation
with which we are dealing the prior years' returns were correct, yet an adjust-
meat is being made for excess profits tax purposes. It will he noted that in order
to prevent any contention that same statutory provision protects the railroads,
the agreement contained a clause that the prior years' incomes should not be
affected.

The relief the railroads seek by this proposal is limited to the proper state-
ment of accumulated earnings and profits under any prospective excess profits
tax law, a contingency not conceived of when the Commissioner of Internal
Revenue imposed terms for permission to change from the retirement method
to the straight line depreciation method. Additionally, the terms of the agree-
ment provide that only 70 percent of the cost of roadway property in service
at the time of this change in accounting method will ever be allowed as a tax
deduction (see clause 2 of the agreement above). Thus, 30 percent of the cost
of such property has never been and will never be allowed as a deduction for
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tax purposes from the revenues which it produced while being worn out in
active service.

The railroads might well ask for retroactive legislation covering the World
WVar II period. Perhaps they should. Relief is here sought, however, only to
the extent of a provision, in any prospective tax statute in which invested capi-
tal is a factor in determining taxable income, to the effect that the accumulated
earnings and profits of the railroads shall not be arbitrarily reduced because
of a change to straight-line depreciation accounting. A draft of an appropriate
amendment follows:

Legislative proposal.-Amend section 718 (a) (4) of the Internal Revenue
Code to read as follows:

"(4) EARNINGS AND PROFITS AT BEGINNING OF YEAR.--The accumulated earn-

ings and profits as of the beginning of such taxable year: Provided, however, in
the case of a railroad corporation subject to the Interstate Commerce Act, the
net income of which has for any prior years been computed under the retirement
method of accounting in respect of any of its property, such accumulated earnings
and profits shall not be reduced by any amount purporting to represent deprecia-
tion sustained on such property during such years, notwithstanding any regula-
tion or ruling to the contrary promulgated by the Commissioner and notwith-
standing ichat nmay purport to be an agreement between the Commissioner and
anui such railroad corporation that accumulated earnings and profits shall be so
reduced."

VIII. Exclusion from excess profits net income of constructive income to lessor
resulting from payment by the lessee of the lessor's Federal income and
excess profits taxes

There is here presented an extremely anomalous situation under the former
excess profits tax law-the liability of a corporation to pay excess profits tax
solely because of an increase in its own income tax.

Some of the railroad systems have been developed by leasing the properties of
other companies, rather than by merger or consolidation. The leases are for
lon, priods of time, practically in perpetuity. The properties of these lessor
companies form an integral part of the operations of the lessee. However, in the
absence of 95 percent stock ownership by the lessee, the lessor companies are not
includible in a consolidated return. In a typical lease, the lessee agrees to
pay all expenses of the lessor including taxes, so that a fixed dividend may be
paid by the lessor. In practical operation the stock of such leased lines resembles
a bond; each year the stockholder receives a fixed dividend from the company,
paid either directly or indirectly by the lessee. Although in many cases the
dividend is paid directly to the stockholders of the lessor, it nevertheless con-
stitutes income of the lessor corporation on which an income tax must be paid.
Pursuant to the terms of the lease, the lessee must pay the income tax thus
imposed upon the lessor.

Under the decisions of the Supreme Court in United States v. Boston & Maine
Railroad Co. (279 U. S. 732), and Old Colony Trust Company v. Commissioner,
(279 U. S. 716), and related cases, the income tax of the lessor, when paid by
the lessee, constitutes additional income to the lessor upon which a further tax
must be paid. By reason of this, such a lessor corporation may find itself
subjected to an excess profits tax merely by reason of the fact that the rate of
Federal income taxes has been raised.

Consider, for example, the situation as it presently exists in relation to any
prior base period. The combined normal tax and surtax is now 42 percent. In
the years 1946-49, such taxes were at the rate of 38 percent. A lessor company's
income will, therefore, be larger in 1950 than in the base period, simply by reason
of the fact that the income tax paid in its behalf by the lessee has been increased.
Since its other income is identical under the lease for all years, it follows that
the 4-percent increase in the tax rate will result in an "excess profit" taxable
to the lessor at the excess profits tax rate, if the income method of computing
the excess profits credit is used.

It should be emphasized that the real income of the lessor has not increased
one iota; the so-called excess profits are the result solely of an increase in the
income tax rates. It should also be borne in mind that the resulting excess
profits tax, when paid by the lessee in the lessor's behalf, also becomes construc-
tive income to the lessor, subject to a further excess profits tax, to be paid by the
lessee.

It seems clear that income of the type here being considered was not the kind
of income which Congress intended to reach by the excess profits tax. The income
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of the lessor did not increase during the period because of any war activity on
its part, for it engaged in no war activity, nor because of any inflation-inspired
upturn in its business, for it engaged in no business. It continued precisely as it
did before, collecting a fixed rental and distributing a fixed dividend to its stock-
holders. It had no additional funds which it could devote to its own corporate
purposes or to the purposes of its stockholders.

The invested capital credit is not large enough in all cases to give relief from
the inequitable result here complained of. Many of the leases of railroad prop-
erties were made many years ago, when interest and dividend rates were gen-
erally higher than they are now. In this connection see Philadelphia, German-
town and Norristowcn Railroad Company v. Commissioner (6. T. C. 789), in-
volving an 1870 lease, where tile taxpayer's excess profits credit under either the
income method or the invested capital method was insufficient to provide relief.
It should be noted that the taxpayer was there claiming relief under section 722
of the code and that the Tax Court held that this relief section did not apply.

It is submitted that under no acceptable philosophy of excess profits should
the income constructively received by the lessor by reason of the payment of the
lessor's Federal income and excess profits taxes by the lessee be subjected to
the excess profits tax. Consequently, we urge that any excess profits tax law
now to be enacted should provide for the exclusion of such income from the
lessor's excess profits net income. Suggested amendments of the statute to
accomplish this purpose are as follows:

Legislative proposals.--Amend section 711 (a) (1) by adding thereto the fol-
lowing new subparagraph:

"(K) INCOME UNDER CERTAIN LEASES.--In the case of a railroad corporation
subject to part I of the Interstate Commerce Act, the railroad properties of
which have been leased to another such corporation, where the lease requires the
lessee to pay the Federal income and excess profits taxes imposed upon the lessor,
there shall be excluded the income attributable to the payment by the lessee of
such income and excess profits taxes."

Amend section 711 (a) (2) by adding thereto the following new subparagraph:
"(M) (Same as above.)"
Amend section 711 (b) (1) by adding thereto the following new subparagraph:
"(L) (Same as above.)"

IX. Excess profits credit of railroad lessor-lessee corporations
Seriously inequitable excess profits taxen often result from the operation of the

properties of one railroad corporation by another under a long-term lease. A
striking example is that of the New York, Chicago & St. Louis Railroad Co.,
ordinarily referred to as the Nickel Plate Road, which leased the railroad prop-
erties of the Wheeling & Lake Erie Railway Co. on December 1, 1949, and has
since operated these properties as a part of the Nickel Plate system. The result
is that for the year 1950 and subsequent taxable years, the net earnings from
the operations of the Wheeling & Lake Erie properties will be reflected in the
income and excess profits tax returns of the Nickel Plate, without, however,
proper allowance of excess profits credit applicable thereto, either under the in-
come method of computing the excess profits tax credit or the invested capital
method.

Under this lease the lessee operates for its own account all of the properties
of the Wheeling & Lake Erie. The lease is for an initial term of 99 years and may
be renewed for additional 99-year periods in perpetuity at the option of the
lessee. The lessee takes over completely under this lease. It collects for its
its own account all the revenue from operation and pays all expenses of opera-
tion, including maintenance, taxes, and all other expenses of every kind and
character. The lessee not only pays all expenses of operation but also pays all
interest on the outstanding obligations of the lessor, guarantees the payment at
maturity of all debts of the lessor, and pays as part of the rental amounts equal
to $4 per share annually on the prior lien stock and $5.75 per share annually
on the common stock of the lessor, other than such stock owned by the lessee.
The lessor merely maintains its separate corporate existence, continues to hold
the legal title to the railway properties, and acts as a conduit for the fixed return
payable to its security holders.

The lease of these properties on December 1, 1949, results in an anomalous
and seriously inequitable situation taxwise. Assuming that the income- method
of computing an excess profits credit will be available under any excess profits
tax law which may be enacted, this inequity will result from the fact that in the
taxable year 1950 and subsequent taxable years, the Nickel Plate's excess profits
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tax return will include the earnings from the Wheeling & Lake Erie properties,
whereas, in any prior base period, except for the 1 month of 1949, the Nickel
Plate's earnings do not include the earnings from any of the Wheeling & Lake
Erie properties.

The serious character of the inequity becomes apparent when the figures are
examined. Taking the years 1946-49 for purposes of example, the excess profits
net income of the Wheeling & Lake Erie and the Nickel Plate was as follows:

Wheeling and Nickel Plate Combid
Lake Erie Road Combined

1946 ----- ----- ----- ---- ----- ----- --.. --. - $5. 570,177 $4,741, 464 $10, 311, 6411947 -- 16, 25, 834 12, 478, 152 23,103,986
1948--------------------------------------------- 13, s1in, 168 21,395,926 35,206,094
1949--------------------------------------------------- 8,668,052 15, 428, 213 24,096, 265

Average ............------------------------------------------. 9,668,558 13, 510, 939 23,179,497

It is estimated that the Nickel Plate's excess profits net income for the year
1950, which includes, of course, the earnings from the operation of the prop-
erties of the Wheeling & Lake Erie, will be $31,215,000. If the Nickel Plate's
base period net income is limited to its average earnings, without including
thile earnings of the Wheeling & Lake Erie, then $17,704,000 of this years esti-
mated earnings would be subject to the excess profits tax.' The fact is, how-
eve\r, that by any reasonable standard of normal profits, only $S,036,000, tile
excess of the current year's earnings from the two properties over the earnings
from both properties during the base period, should be subjected to the excess
profits tax.

The inequity in this case could be removed if the Nickel Plate owned sutlicient
stuck of the Wheeling & Lake Erie to permit the filing of a consolidated return.
It owns 99.44 percent of the prior-lien stock of the Wheeling & Lake Erie but
only 72.90 percent of the common stock, or 79.66 percent of the entire capital
stuck. If Nickel Plate owned 95 percent of all of the stock, so that a consoli-
dated return could be filed, it would be entitled under the consolidated excess
profits tax regulations, section 33.31 (a) (25) regulations 110, to a base period
net income of $23,179,497, this being the combined net income of the two com-
panies during the base period. In other words, if it were possible to file aconsolidated excess profits tax return, tile inequity here complained of would
be dissolved. Under the former law, however, the filing of a consolidated return
is prohibited until the full 95 percent of the stock is acquired.

A gross inequity also exists if the excess profits credit is based on invested
capital rather than the income method. In such case the investment of the
Nickel Plate in $36,300,000 of the stock of the Wheeling & Lake Erie, which it
owns, is excluded from invested capital because of the fact that it is technically
an inadmissible asset. The theory underlying this exclusion is that any divi-
denrls received on the stock would not be subjected to the excess profits tax;
consequently, the Nickel Plate's investment in the stock should not be allowed
as a part of its invested capital. In this case, however, this theory is entirely
inapplicable. All of the earnings from the Wheeling & Lake Erie properties
are reported directly by the Nickel Plate and are subject in its hands to the
excess profits tax law. Furthermore, no dividend income, which is the kind
of income exempt from the excess profits tax, can be received in this case. Thatis specifically prohibited under the terms of the lease. As previously stated,
the Nickel Plate pays as part of the rental amounts equal to a fixed return on
the stock of the Wheeling & Lake Erie not owned by the Nickel Plate, but nosuch payments are made applicable to stock held by the Nickel Plate.

In other words, all of the income from the two properties, except an amount
equivalent to a fixed return on the minority stock, is included in the excess profits
net income of tihe Nickel Plate, with an invested capital allowance only for the
investment in Nickel Plate property, and without any invested capital allowance,
either borrowed capital or equity capital, with respect to the Wheeling & Lake
Erie properties.

'Disregarding any provisions which might be made for the adjustment of average baseperiod net income in arriving at the excess profits credit.
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The inequity here complained of under the invested-capital method of com-
puting the excess profits credit exists in all similar cases, regardless of the
date of the lease. Under the income method of computing the excess profits
credit the inequity exists only in those cases where the properties of the lessor
were separately operated in the base period, or some part of it, or ill other
words, where the lease has been entered into after tile Iheginining of the base
period.

Two alternative methods of removing the inequities complained of are sug-
gested, as follows:

(1) The lessor and the lessee corporations should be permitted to file a
consolidated return; or

(2) The combined excess profits credit should be equitably apportioned
between the lessor and lessee.

The theory of consolidated returns is especially applicable to the case where
the properties of one railroad company are leased by another railroad company
and are operated as an integral part of the lessee's system.

Consolidated returns have formed a part of the Federal income tax structure
for many years. They first made their appearance in the regulations issued by
the Commissioner under the Revenue Act of 1917. Thus prescribed,. they were
applicable only to excess profits tax. Consolidated returns were provided for by
Congress in the Revenue Act of 191S and were made mandatory with respect to
both the income tax and the excess profits tax. In the 1921 act, Congress removed
the mandatory provisions relating to such returns but retained them as a permis-
sive method of computing the net incomes of affiliated groups. From 1921 to 1934,
permission was continued in the various revenue acts for affiliated groups to
file consolidated returns.

In the 1934 act, however, consolidated returns were abolished for all except
railroad corporations, and from 1934 to 1940, only railroad corporations were
permitted to file such returns. In 1940 and 1941 the privilege was extended to all
affiliated corporations for the purposes of the excess profits tax. It was not
until 1942, however, that affiliated corporations generally were again granted
the privilege to file consolidated returns for both the income and excess profits
taxes.

The principle underlying the making and filing of consolidated returns was
expressed in article 631 of regulation 69 as follows:

"Consolidated returns are based upon the principle of levying the tax according
to the true net income of a single enterprise, even though the business is operated
through more than one corporation."

The Senate Finance Committee report accompanying the 1928 act restated the
same idea in the following language:

'"The permission to file consolidated returns by affiliated corporations merely
recognizes the business entity as distinguished from the legal corporate entity
of the business enterprise. Unless the affiliated group as a whole in the conduct
of its business enterprise shows net profits, the individuals conducting the busi-
ness have realized no gain * * *." (S. Rept. No. 960, 70th Cong., 1st sess.,
p. 14 [C. B. 1939-1 (pt. 2), 409, 41S].)

Because of their unique position in the Nation's economy, this principle of
levying the tax in accordance with the true net income of a single enterprise,
even though the business is operated through more than one corporation, is par-
ticularly applicable to the railroads. This was recognized by Congress when
in the 1934 act it permitted the continued filing of consolidated returns by
railroad corporations, even though it abolished the privilege for other affiliated
groups. Although the railroads must, for purposes of public convenience and
necessity, operate across State lines, the provisions of law in some States, as
well as financial requirements, necessitate the existence of subsidiary companies
organized under the laws of the various States through which a railroad operates.
As a result of these and other considerations, the major railroad system of
the country have developed, not only by mergers and consolidations, but also
by process of leasing operating properties from companies which thereafter have
retained their corporate existence.

There is no situation to which the theory and philosophy of the consolidated
return are more clearly applicable than the lessor-lessee situation in the rail-
road industry. The properties of the two corporations are operated as integral
parts of one system. It is utterly impossible to determine, for any period of
operation under such a lease, the amount of income attributable to the operations
of the leased properties and the amount attributable to the operations of the
owned properties. Revenues and expenses are all lumped together.

75900-50-34
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We submit, therefore, that it is entirely logical to permit the filing of a con-
solidated return by the lessor and lessee. This would remove the inequities
otherwise inherent in the situation.

Legislative proposal.-Amend section 141 by adding thereto the following new
subsection:

'"(j) AFFILIATION OF LESSOR RAILROAD COMPANIES.-In the case of a railroad
corporation subject to part I of the Interstate Commerce Act, the railroad prop-
erties of which have been leased to another such railroad corporation by an
agreement entered into prior to January 1, 1950, where the lease requires the
lessee to pay the Federal income and excess profits taxes imposed on the lessor,
such lessor corporation may be included in consolidated income and excess profits
tax returns with the lessee corporation, regardless of the percentage of the
lessor's stock owned by the lessee or one or more other corporations in an affili-
ated group including the lessee, provided, however, that such lessor corporation
includible in the affiliated group solely by reason of the provisions of this sub-
section shall not be liable for an amount of income and excess profits taxes in
excess of the amount of such taxes for which it would have been liable if it had
filed separate income and excess profits tax returns in its own behalf."

As an alternative remedy we suggest the equitable apportionment of the
excess profits credit between the lessor and the lessee.

The Internal Revenue Code already provides for such apportionment of
depletion deductions between the lessor and lessee of mining property. There
is even more urgent need for apportionment of the excess profits credit in the
case of a long-term lease of railroad property, if seriously inequitable results
are to be avoided.

The excess profits tax is intended to apply to those corporations which having
taken the risk incident to the conduct of business, realize a return above a normal
standard measured either by base period earnings or by a fair return on the cap-
ital employed in the business. By entering into a lease relationship, the cor-
porate lessor, and the owners of the stock of that corporation, remove themselves
from the category of risk-takers and become mere passive recipients of the fixed
return provided for in the lease. That fixed return must be paid, of course, by
the lessee in good times and bad. It must be paid even though the revenues from
,perations do not yield enough to pay the operating expenses. In other words,
it must be paid regardless of whether the lessee has a profit or a loss from the
operation. Conversely, the payment need not be increased as the profits from
operation increase.

In order to meet this fixed rate of return every year, including those years
when it is not earned, as well as those when it is earned, the lessee must be
enabled to keep a substantial part of the earnings, over and above this fixed
rate of return, in years when there is an excess. This is obvious in any business
such as the railroad business involving its inevitable ups and downs. If the
lessee is allowed no part of the excess profits credit applicable to the lessor's prop-
erties and most of the earnings in profitable years must therefore be paid out in
excess profits taxes, it will be absolutely impossible for the lessee to come out
whole for any extended period of time.

Consequently, equitable apportionment of the excess profits credit is proposed
as an alternative method of providing a remedy for the inequity complained of.
This would give needed recognition to the fact that the lessor has, by virtue of the
lease arrangement, placed itself irrevocably in the fixed income class. While
the specific methods of apportionment might vary in individual cases, as a gen-
eral rule sufficient excess profits credit would usually be allocated to the lessor so
as to eliminate excess profits tax as to it. Conversely, the lessee corporation,
which takes all the risk incident to the operation of the properties and obligates
itself to pay the fixed return to the lessor in good times and bad, would be
entitled to the remainder of the combined excess profits credit.

It is submitted, therefore, that equitable apportionment of the excess profits
credit between the lessor and the lessee corporations is entirely sound. There
follows a draft of amendment to the code to accomplish that objective.

Legislative proposal.--Amend section 712 by adding thereto the following new
subsection:

"(e) APPORTIONMENT OF EXCESS PROFITS CREDIT OF CERTAIN LESSOR AND LESSEE

CoRPoaTIoNs.--In the case of a railroad corporation subject to part I of the In-
terstate Commerce Act, the railroad properties of which have been leased to
another such railroad corporation by an agreement entered into prior to Janu-
ary 1, 1950, where the lease requires the lessee to pay the Federal income and
excess profits taxes imposed upon the lessor, the combined excess profits credit
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of such corporations, computed under section 713 or section 714, shall, under
rules and regulations to be prescribed by the Commissioner, be equitably appor-
tioned between the lessor and lessee."

X. Elimination of 2-percent penolty for filing consolidated rturns
It is urged that the 2-percent penalty for filing a consolidated return, imposed

by section 141 (c) of the odle, be eliminated. The railroads agree with others
that this penalty should be removed with respect to all corporations filing such
returns, but they believe that in alny event the special situation of the railroads
warrants exemption of such companies from this additional and unreasonable
burden.

The history and philosophy of consolidated returns and the special necessity
for the consolidated return in the rairoad industry have been sufficiently set forth
above (ante, pp. 37-38). To determine the true net income of two or more rail-
roads operating as a system, a consolidated return must be filed, and there is no
reason for imposing a 2 percent higher rate upon such return. In some cases the
imposition of this penalty and the payment of the additional taxes, as a practical
matter, necessitates the filing of separate returns. A consolidated return reflects
the true net income of the affiliated group and avoids the complications which
arise from intercorporate transactions; yet to make such a return and to report
fairly its income, the consolidated group must pay the penalty of a rate of 2 per-
cent higher than that applicable in the case of separate returns. In addition, in
order to obtain a proper excess profits credit, affiliated corporations are frequently
compelled to file consolidated returns at the price of the penalty.

Not only are consolidated returns designed to provide fair and reasonable treat-
ment to affiliated taxpayers but they have been regarded by the Treasury Depart-
ment as beneficial from an administrative standpoint. In his testimony before
a subcommittee of the Ways and Means Committee on December 15, 1933, the
Assistant Secretary of the Treasury advocated the continuance of consolidated
returns. He stated:
"* * * the Department believes that the abolition of consolidated returns
might well be a backward step, which would result in little, if any, additional
revenue. On the other hand, there are considerable savings to the Treasury, as
well as to the taxpayers, the present arrangement. The administration 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 require-
ment of separate returns would cause largely increased expense to set up separate
sets of books for tax purposes-an 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."

Considered either from the viewpoint of equity or of administrative conven-
ience, then, consolidated returns should be encouraged by elimination of the
2-percent penalty upon the exercise of that privilege. This is especially true of
the railroads which, in many circumstances, are unable to merge or consolidate
their subsidiaries and thus achieve the effect of a consolidated return without
being subjected to the penalty.

Legislative proposal.-Amend section 141 (c) of the Internal Revenue Code by
striking out the words "except that the tax imposed under section 15 or section 204
shall be increased by 2 per centum of the consolidated corporation surtax net
income of the affiliated group of includible corporations."

XI. The average earnings base (item 2 of Mr. Stain's letter)
The railroad position with respect to item 2 of Mr. Stam's letter is succinctly

stated in paragraph (9) of the summary of proposals already given (ante, p. 12).
It is the thought of the railroad industry that as a matter of course provision

should be made for a credit based on earnings. For most industries, earnings
during the period of 1946 to 1949 were uniformly good and it might be deemed fair
to use the entire 4-year period as the lase period for determination of the average
earnings credit. But the use of such a base period in the case of the railroad
industry would result in substantial injustice and hardship owning to tile fact
that 2 of the 4 years within that period were conspicuously bad years, even as
compared with the generally depressed levels of railroad earnings which pre-
vailed throughout the postwar period. In 1946 the class I railroads of the United
States, excluding terminal and switching lines, earned only 2.75 percent on their
recorded net investment. The corresponding figure in 1947 was 3.41 percent,
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in 1948 it was 4.24 percent, and in 1949 it was only 2.85 percent. Clearly, then,
the years 1946 and 1949 ought to be excluded in the determination of an average
earnings credit for the railroad industry.

The recorded net investment used in making the calculations resulting in the
rates of return shown above are the so-called book values minus accrued deprecia-
tion. These figures do not differ greatly from the valuation figures used by the
Interstate Commerce Commission for rate-making purposes. The last valuation
figure of the Commission was stated in ex parte 168 as of January 1, 1948. It
was for class I line-haul railroads and amounted to $20,978,648,000. As of the
same date the net recorded property investment of class I railroads was $22,-
891,981,188. Thus the rate of return shown above of 3.41 percent for 1947, which
was calculated on the recorded net investment, would be increased only to 3.72
percent if calculated upon the Commission's valuation figures.

For some railroads the year 1946 was the worst year in the postwar period,
while for others the worst year was 1949. For the railroad industry, therefore,
the average of the postwar years will not result in the attainment of the objective
of a normal profit. It is deemed necessary that provision be made, as was done
in the former excess profits tax law, for adjusting the earnings of the lowest
year of the base period, as for example substituting for that year's earnings
75 percent of the average earnings of the other years, and also that provision be
made in line with section 713 of the former law.

It is believed to be essential also that adjustments be made in arriving at
excess profits net income, such as were included in section 711 of the former
law. Reference is specifically made to the exclusion from excess profits net
income of dividends, of gain from the retirement of bonds, and of capital gains
and losses. The figures which have been given as to the rate of return upon
net investment in the railroad industry emphasize that any earnings base
applicable to the railroad industry must in justice be computed upon 100 percent
of the average earnings after appropriate adjustment. In addition there should
be added to the credit otherwise determined not less than 6 percent of all net
capital additions, whether equity, borrowed, or retained earnings added during
the last 2 years of the base period and all subsequent years prior to the first
excess profits tax year.

Certain bills introduced in the present Congress have provided that the measure
of normal profit should be at low as 75 percent upon average earnings during the
base period. This proposal undoubtedly follows the thought that for many
industries the period of the postwar years was one of great prosperity and
resulted in earnings beyond those which should be considered as normal. But
railroad earnings were low throughout the period and an arbitrary deduction
from average earnings on a percentage basis would as to them plainly be unjust.
XII. Computation of invested capital base (item 3 of Mr. Stam's letter)

Here again the position of the railroads is succinctly stated in the summary,
item (10), (ante, p. 12). Important points bearing upon the computation of the
invested capital base (including the proposals for a proviso to protect from excess
profits taxation a fair return, after normal and surtaxes; for inclusion in the base
of 100 percent of borrowed capital; and for inclusion of indebtedness represented
by conditional sales contracts) have been discussed already. It is hardly neces-
sary to comment further at length with respect to them, but attention should be
called to certain important additional considerations.

'Ordinarily the starting point in the computation of invested capital would in-
clude money and property paid in for stock, as in the case of the former law.
However, for most companies in the railroad industry this starting point is un-
satisfactory, because original investment in such companies must be determined
from transactions occurring from a half century to a century ago and from reor-
ganizations occurring in depression years when the values of the securities or
properties were abnormally low. An election for the determination of invested
capital upon an asset basis along the lines provided in section 723 of the old law
should be permitted. In such case, assets acquired before March 1, 1913, could
properly be valued as of that date, which would correspond with the basis for
determining gain in case of sale. In the railroad industry the Interstate Com-
merce Commission's basic valuation of assets of the railroads, made a short
time after the March 1, 1913, date, would be helpful in determining the value as of
that date.

There should be included accumulated earnings after July 1, 1950. No reason Is
perceived why earnings plowed back into a business in the future should be
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excluded from invested capital. This form of investment is entitled to earn a
return on the same basis as any other.

The railroads believe that any amount which they may be able to earn under
the commonly accepted standard of public regulation cannot, in most cases at
least, constitute excess profits. This point has been developed already.

The situation of Southern Pacific Co. may be cited as illustrative. Southern
Pacific Co. is located in an area where the population has increased in a decade
by approximately 50 percent. Industrial development has been proportionately
high. The mileage of the railroad is substantially the same as it was at the turn
of the century. Transportation needs can be met and the development of the
country promoted only by a continued improvement in existing railroad plant,
equipment and power. The required money can come only from plowing back
earnings or from attracting investment by security holders. In the Southern
Pacific capital structure equity capital is greatly needed, if not essential, for
the building up of transportation to meet the needs of the growing population. If
an excess profits credit is to be computed at a rate of approximately 5 percent, out
of which normal taxes and surtaxes will have to be paid, this situatoin results:
Southern Pacific Co., as an example, will have to pay 47 percent in normal taxes
and surtaxes out of a return of 5 percent on its invested capital, leaving it in
effect a return after taxes of 2.65 percent upon invested capital; and any appre-
ciable balance would be taken away by the exceedingly high excess profits tax
States.

A striking example of the return which is required to attract new equity
capital to the railroad industry is presented by the recent issue of Southern
Pacific Co.'s convertible debentures which are convertible into Southern Pacific
Co.'s stock at $55 per share. This is about the only instance of equity financing
through issuance of stock in the railroad industry in recent years. In the few
months they have been out, debentures of the face value of something less than
$5,000,000 have been converted into stock. Since Southern Pacific Co. is cur-
rently paying dividends of $5 per share, the converting debenture holder would
receive a return of approximately 9 percent upon his investment. Yet over 80
percent of the debenture holders have not yet converted. If a return of 6 percent
upon the entire capital investment after normal taxes and surtaxes can be realized,
issuance of stock under such terms is justified, the comparatively high return
being paid on the stock being balanced by the comparatively low interest rate
paid upon equipment trust certificates and senior bonds. However, if carriers
should be restricted to a net return upon invested capital of leg than 3 or even
4 percent, such equity financing would be impossible and carriers would be com-
pelled to continue expanding their debt structures, a process which led to the
wholesale reorganizations which occurred in the thirties.

At present transportation facilities are pressed to the utmost. Nothing could
be more crippling to the transportation industry and to the free-enterprise system
than to so drastically restrict railroad income that the public needs cannot be
served by them.

XIII. Relief provisions, section 722
In the opinion of the railroads, relief provisions similar to section 722 should

be incorporated in the law. Generally speaking, the railroads have not had
great experience under this section and understand that the relief has not been
very effective for other taxpayers. Nevertheless, its provisions may take care
of extreme cases of hardship and the railroads think they should be retained.
It would seem appropriate that section 722 be revised to cure the distortion of
'income which results from the long intervals required in order to adjust rates
In line with increased costs for materials and labor.

In the railroad view, a new law should contain provision, as did the former
law, making certain that the taxpayer's combined income and excess profits taxes
shall not exceed a stated percent of its taxable income.

XIV. Capital gains should not be included in determining excess profits tax net
income

It seems clear that capital gains should not be included in excess profits tax
net income. A capital gain occurs upon the sale of assets which ofttimes, and
indeed usually, have been held for a substantial number of years. The gain
merely reflects the realization of appreciation which has occurred over the years.
This is the basic reason why capital gains receive special treatment by the appli-
cation of the maximum 25-percent capital-gain rate rather than the higher rates
otherwise applicable. For similar reasons, such gains should be excluded in
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computing an excess profits tax. Realization of capital gains has nothing to do
with the real earnings of the particular year and their inclusion would distort
income.

XV. The adjusted excess profits net income should be deducted in arriving at the
normal and surtax base

It is the suggestion of the railroads that, subject to the qualification herein-
after mentioned, the scheme of the World War II excess profits tax be followed,
that is, the adjusted excess profits net income should be deducted in arriving at
the amount subject to the normal tax and surtax. However, as already pointed
out, the railroads require a 6 percent return upon their invested capital after
normal taxes and surtaxes before imposition of any excess profits tax if sound
economic conditions are to be established and maintained in the railroad indus-
try and the carriers are to be enabled to provide transportation facilities ade-
quate to meet the public needs. In the case of the railroad industry, any amount
less than a 6 percent return on invested capital after normal taxes and surtaxes
cannot be deemed to constitute excess profits. Consequently, adequate provision
to permit of such a return to the railroads should be made in any new excess
profits tax law. This proposal has been fully developed already (ante, pp.
14-21).

XVI. The excess profits tax, normal and surtax, should be treated as one tax for
limitation, credit, and refund purposes, the sending of 90-day letters, etc.

An important improvement over the World War II tax law would be brought
about by treatment of excess profits taxes and income taxes as one tax for limita-
tion, credit, and refund purposes and the sending of 90-day letters. If this were
done, not only would procedural difficulties be overcome but a serious injustice in
the computation of interest would be cured. Under existing law a deficiency in
excess profits tax of 1 year usually creates an overpayment of income taxes
for that same year. In this situation, even though the taxes of but 1 year are
involved, the interest upon the refund of the income tax is computed from
December 15 of the next succeeding year, while the interest upon the deficiency
in excess profits tax is computed from March 15 of the same succeeding year.
Such a result is obviously unfair.

XVII. The railroads do not favor requiring the taxpayer to elect a credit and
hare the election binding for all subsequent years

The railroads do not think that the taxpayer should be put to an election. In
any particular tax year the excess profits tax credit should be computed upon
the basis which is most favorable to the taxpayer whether or not the taxpayer
was able to antiipate which result would be the more favorable when filing
a return. Likewise, in subsequent years the taxpayer should be permitted to
make use of the base which is more favorable to it. Conditions arise which
change the controlling factors from year to year, as for example a new issue
of securities enhancing the invested capital of a taxpayer previously upon an
earnings basis. The taxpayer should not be required to speculate with respect
to future developments. Neither should he be required to speculate at his peril
with respect to the outcome of the final audit of the Commissioner of Internal
Revenue.

XVIII. Surplus should not be reduced by elimination of so much of a subsidiary's
surplus as was earned prior to acquisition of 95 percent stock ownership

This elimination, which the railroads deem arbitrary, is made pursuant to the
consolidated excess profits regulations. In determining the consolidated average
invested capital of an affiliated group for the purpose of computing the excess
profits credit, the regulations require the elimination of all of the subsidiary's
earnings and profits accumulated prior to the date as of which the parent com-
pany (or other members of the group) became owners of 95 percent of its stock.
The purpose of this regulation is to prevent duplication in the computation of
invested capital of a consolidated group. Upon an economic analysis it seems
clear that if the duplication is to be eliminated by exclusion of the subsidiary's
earnings and profits, the exclusion should be of the earnings and profits properly
allocable to each share of stock as of the date of its acquisition by the parent
company. The duplication is of that date. Obviously the earnings and profits of
a subsidiary accumulated prior to the date of purchase of all of its stock in a single
transaction by the parent corporation should not be included in consolidated
invested capital, because this amount is already represented in the capital or
the surplus of the parent which was used to buy the stock of the subsidiary.
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However, where a large percentage of the stock was acquired before the surplus
was accumulated and where, after thle accumulation, a few lmore shares are
acquired to make up the 95 percent ownership required for atiliation, the
regulation purports to require an elimination of all the accumulated earnings
and profits represented by all the shares held, regardless of when they were
acquired. This results in an elimination where there is no duplication. Accumu-
lated earnings and profits properly allocable to a share of stock arising after
the date of its acquisition are not reflected in the purchase price paid by the
parent for such share. The duplication is only as to the earnings and profits
properly allocable to the share as of the date of its acquisition. Inclusion without
regard to the 95 percent limitation of a subsidiary's accumulated earnings and
profits allocable to each share of stock and arising subsequent to the date of its
acquisition by the parent would not, it is believed present any great practical
difficulty. The matter, we submit, ought to be corrected, administratively if
possible-otherwise, by legislation.

XIX. Provision should be made for deduction for income and excess profits tax
purposes of reserves for deferred railroad maintenance

The country is now confronted with the necessity of conversion to an emer-
gency economy and no doubt greatly increased taxes. The railroads face the
prospect of siphoning off by Government, through taxes, of funds which should,
but owing to emergency scarcity of men and materials, will not be expended for
current maintenance of their properties. Tax relief is imperative to permit the
setting aside of such funds until they can be utilized for the purpose for which
they would have been utilized but for factors arising out of the national emergency
and beyond the control of railroad management. In other words, the reserves
should be treated as constructive expenditures in the year in which set aside.

In accordance with the accounting classifications prescribed by the Interstate
Commerce Commission, railroads charge the cost of current maintenance to op-
erating expenses, which are deductible for tax purposes. Normally, what shall
be expended in a given year is a matter of judgment. As a rule, such expendi-
tures increased in years of heavy traffic, extraordinary wear and tear, and large
earnings, and decrease in years of light traffic and meager earnings. Under
normal conditions, then, wear and tear are made good out of earnings from the
traffic that occasions them.

Emergency conditions dislocate this normal procedure. While emergency
traffic brings extraordinary wear and tear, emergency restrictions upon the
purchase and use of materials, emergency shortage of available labor, and
emergency interruption of work owing to frequency of train movements, tend to
reduce maintenance to the bare necessities of safe operation.

Unless provision be made to the contrary, the money which would have been
expended to make good the extraordinary weal and tear attributable to the
emergency will be subject to taxation, at very high rates. A tax on income
which does not permit capital consumed to be made good is, in fact, a capital
levy. Throughout World War II. the railroads were not permitted to make
good the capital which they consumed, and as a result of the lack of recognition
of this fact in the Internal Revenue Code the railroads were taxed at abnormally
high rates upon fictitious income. Those railroads subject to excess profits
taxes during World War II would have had to set aside $6.89 out of earnings in
order to retain $1 after taxes for deferred maintenance.

Public interest requires that this injustice not be repeated. Money needed
for maintenance of roadway must be earned. Post emergency earnings cannot
be counted upon to produce sufficient funds to make good the extraordinary wear
and tear occasioned by emergency usage.

The passing of the present crisis may leave the railroads with hundreds of
miles of worn-out rail and ties, but without the financial resources with which
to replace them.

It may be pointed out that Congress, by provision for rapid amortization of
emergency facilities during World War II and the enactment of corresponding
provision applicable in the present emergency, has in some degree recognized
the principle that emergency plant utilization should be paid for out of emergency
earnings. The proposal here advanced for deduction of reserves set aside for
deferred maintenance is but an extension of that principle designed to give it
more adequate effect.

We propose that for the duration of the existing crisis, threatening as it
does a renewal of wartime shortages of men and materials, the railroads be
permited to set aside from current income and to deduct for tax purposes,
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amounts which but for such shortages would have been expended for current
maintenance. The character and the location of the work to he done would
be determined in the first instance by management, hut that determination
would be reviewed by the Interstate ('mmerce Commission, which would be
called upon to certify the .ijustifihility of that project. 'IThe reserves :utlhorz d
and set aside would be invested in Government securities and so held until
expended for the maintenance in respect of which they were established or
until the expiration of 5 years following the end of the year in which the
President proclaims the end of the period during which, owing to shortages
of labor and materials, the carriers are unable to undertake or perform normal
maintenance and repairs. Any portion of the reserves remaining unexpended
at the conclusion of such -year post emergency period would be restored to
net income taxable at the rate or rates applicable in the year or years in which
the unexpended amount was set aside. Appropriate adjustments would be made
in respect of taxable income for carry-back purposes. Thus, as to reserves not
devoted to the purposes for which set aside, the status quo taxwise would be
restored.

The Commission's Accountinu C!assifications, page 25, item 25,: presently permit
the establishment for accountin purposes of deferred maintenance reserves,
when so authorized by the (Commission. The railroad applying for authority
under this regulation is required to give full pariculars concerning the nature
of the maintenance work for which provision is being made and an estimate
by primary accounts of the cost thereof. Some carriers have availed them-
selves of this regulation and established bookkeeping reserves, although the
practice has not become general in view of the fact that no deduction under
the Internal Revenue Code has been permissible. In administering the regula-
tion the Commission requires detail as to specific maintenance projects for
which the reserves are proposed--as, for instance replacement of rail between
designated mile posts-along with data to establish the actual necessity for
the work and its present preclusion by inability to obtain material or labor.
With these data, coupled with such special investigation as may be deemed
advisable in particular cases, the Commission is in a position to reach an informed
and expert judgment as to the justification for the reserve proposed.

We believe this proposal to be just to the Government, necessary to the rail-
roads, and beneficial to the general public.

LEGISLATIVE PROPOSAL

"Be it enacted b!i the Senate and House of Representatives of the United
.Statcs of America in Congress assembled, That Chapter 1 of the Internal Revenue
Code is amended by inserting after section 23, subsection (aa), the following
new subsection:

"'(bb) MAINTENANCE AND REPAIRS-CARRIERs-The deduction for maintenance
and repairs provided in section 127 (A).' "

"SEC. 2. Chapter 1 of the Internal Revenue Code is further amended by in-
serting after section 127 the following new section:

' 'SEC. 127 (A) (a) DEDUCTION FOR MAINTENANCE AND REPAIRs-CARRIERS-In
computing the net income of any carrier subject to Part I of the Interstate Com-
merce Act, there shall be allowed as a deduction, in addition to the deductions
otherwise provided for in this chapter, the amount which such carrier shall,
-pursuant to authorization of the Interstate Commerce Commission, accrue in its
.accounts as a reserve to provide for the cost of maintenance and repairs which
it is unable to undertake or complete in any taxable year beginning after Decem-

25. Deferred maintenance and major repairs to equipment.-When so authorized by the
Commission there may be included each month in account 268, "Deferred maintenance-
Way and structures"; account 339, "Deferred maintenance-Equipment"; and account
340, "Major repairs-Equipment," an equitable proportion of the amount estimated as
necessary (a) to provide for the cost of repairs which the carrier finds it is unable to
undertake or complete during any calendar year due to nonreceipt of material and supplies
because of priorities regulations or due to adverse labor conditions; (b) also in anticipa-
tion of major repairs to equipment when such repairs are made at intervals of several
years. The amounts included in these accounts shall he concurrently credited to account
774. "Maintenance reserves." The cost of such repairs when made shall be charged ac-
cording to the repairs to the appropriate primary accounts under maintenance of way
and structures and maintenance of equipment, and to the extent that provision has been
made for such repairs, amounts including account 774. "Maintenance reserves," shall be
cleared therefrom through the accounts originally charged. The carrier in its application
to the Commission shall give full particulars concerning the nature of the repair work
specifically provided for in this section and an estimate by primary accounts of the cost
of such lelairs.
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ber 31, 1950, owing to unavailability of materials or adverse labor conditions:
Provided, That United States Treasury securities shall be set aside and held
by the taxpayer, under regulations prescribed by the Interstate Commerce Com-
mission, in a face amount at all times not less than the balance in said reserve
account for which deductions are allowable under this section: Proridcd fnrthc.r,
That expenditures subsequently made for any ima:inlenace or repairs, to the
extent that accruals have been made in said reserve account and deductions
have been allowed under this section, shall. under regulations prescribed by the
Interstate Conimerce Commission, lbe charged against said account and shall
not be deductible in the de'lrmilmnation of net incoiie, except to the extent pro-
vided in subsection (b) hereof.

"'(b) The deductions provided in subsection (a) of this section shall be
allowed only with respect to accruals which the Intlerstate Comnerce Commis-
sion shall authorize on or before the date upon which the President shall pro-
claim that the necessities of national def nse are no lo)n:er such as may occasion
a shortage of materials and labor requisite for thie initiation or completion of
appropriate and proper railroad maintenance and repairs: Provided, That any
amount remaining in the said reserve account on December 31 of the fifth year
following the year in which the Presildent shall issue hs proclamation as afore-
said shall be disallowed as a deduction for the year in which it was allowed, and
the taxpayer, by setting up said reserve hereunder, shall lie taken to have con-
sented to the assessment of any defi iencies resulting from such disallowance
at any time within three years following the end of said fifth year, even though
the statutory period for the assessment thereof shall have expired. Any other
provision of law to the contrary notwithstanding, interest upon such deficiencies
shall be calculated at the average rate borne by the Treasury securities set
aside and held by the taxpayer pursuant to subsection (a) hereof. Upon the
expiration of said fifth year. any expenditures subsequently made on account of
such maintenance and repairs shall bie deductible under section 23 (a), and the
taxpayer shall be relieved of any further obligation to hold Treasury securities
under the provisions of subsection (a) hereof.' "

APPENDIX I

CONGRESS S OF THE UNITED STATES,

JOINT COMMITTEE ON INTERNAL REVENUE TAXATIo)N,

1'ashiilton, October 3, 1950.
Mr. J. CARTER F. RT,

Vice President and Grneral Counsel, Association of Amcrican Railroads,
Washington, D. C.

DEAR :MR. FORT: At the committee's request, our staff and the Treasury staff
are holding a series of informal joint-conferences on the problems of excess
profits taxation with the idea of preparing for tile committee suggestions for a
new excess profits tax law.

We will appreciate meeting with the represen t atives of your organization on
Thursday, October 12, 1950, at 2 o'clock in room 1011 New House Office Building,
to secure any suggestions you may have as to the forln such an excess profits
tax should take.

It is suggested that among other factors special consideration be given to the
following :

(1) The proper base for determining normal profits.
(2) If a base period is desired, (a) whether it should he based upon an

average over a number of years; (b) whether the taxpayer should be per-
mitted to elect certain years of the base period; (c) what adjustments should
be made in arriving at excess profits tax net income.

(3) If an invested capital base is desired, (a) how should the invested
capital be computed; (b) should borrowed capital be considered; (c) should
accumulated earnings after July 1, 1950 be permitted to increase the in-
vested capital base; (d) what rate of return should be allowed in deter-
mining the invested capital credit.

(4) What sort of a relief provision would you recommend? Should it
be similar to the relief granted under section 722?

(5) Should capital gains be included in determining excess profits tax
net income?
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(6) Should the normal and surtax be deducted in arriving at excess profits
net income or should the adjusted excess profits net income be deducted in
arriving at the normal and surtax base?

(7) Should the excess profits tax, normal and surtax, be treated as one
tax for limitation, credit and refund purposes, the sending of 90-day letters,
etc.?

(8) Do you favor permitting the taxpayer to elect a credit and have the
election binding for all subsequent years?

Please let us know at once of you can meet this appointment.
Sincerely yours,

COLIN F. STAM,
Chief of Staff.

APPENDIX II

(Subject IV, ante)

The suggested proviso contemplates an excess profits credit equal to a 6
percent return on all capital plus normal tax and surtax on income equivalent
to such a return less interest paid on borrowed capital.

Hypothetical illustrations of the tax liabilities (with the excess profits credit
based on invested capital) computed according to that proviso compared with
similar liabilities computed under the formulae in the former law as shown
hereunder.

Assumptions :
Equity capital-----------------------------------------------$10, 000
Borrowed capital- - -- --______________-- ---------------- 10, 000

Total capital----------------------------------------------- 20,000
Combined normal tax and surtax rate------------- ---- percent_ - 45
Excess profits tax rate---------------------------------do.. 85
Rate of interest on borrowed capital -------------------- do-... 4
Income, after interest on borrowed capital but before Federal in-

come taxes:
(1) ------------------------------------------------------ 1,454
(2) ------------------------------------------------------ 2,000
(3) -------------------------------------------- 1,200

Excess profits credit:
Computed in accordance with the suggested proviso :

6 percent return on total capital of $20,000______------ _____ 1, 200
Normal tax and surtax on income equivalent to a 6 percent

return on capital less interest on borrowed capital- 1 -------- 654

Total--------------------------------------------------- 1, 854

Computed in accordance with formula in former law:
5 percent return on invested capital (equity capital of $10,000

plus 50 percent of borrowed capital or $5.000, total $15,000)__-- 750
' This tax may be determined by a formula as follows:

Net return equals 6 percent minus interest on borrowed capital.
Net return

Tax-- -Net return.
.55
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Assumption 1

Computations under-

Suggested Former
proviso law

Excess profits tax:
Income (1)- -.... t ..h ........... .. .... .... .. $1,454 $1,454
Plus interest on the amount of borrowed capital included in invested capital.. _ 400 200

Total-- -.--.-.-... -- - --..... 1,854 1,654
Excess profits credit --................. ............... 1,854 750

Income subject to excess profits tax..._ _ ____..... . ... .... .... ... None 904
Tax at 85 percent - --...-................................ .. None 768

Normal tax and surtax:
Incom e --------------------------. ..- - ----- .1, 454 1,454
Less income subject to excess profits tax ................... . 904

Income subject to normal and surtax ..... __....... . ............ 1,454 550
Tax at 45 percent .-..-.-..--.... .. .. .. ...----------------. 654 247

Recapitulation
Excess profits tax -- - - - - - - - - - - - - - - - - - - - - - - - - --- N one 768
Normal tax and surtax .- --. --.-.-.-.-..-... .. 654 247

T otal- - - - -....... ... . .. . ......-..-- - - --.- - --. . . 654 1,015
Income before taxes -... _- - - - - - --..-.... .. . . 1,454 1,454

Net income after taxes -.--. --..-.-.- --......-.- -.. .. .. . .. .. .. . 800 439
Return on capital (net income plus interest).. 1,200 839
Rate of return ....... ...... ...... ...... ....- - - . percent_. 6 4.20

Assumption 2

Excess profits tax:
Income (2) - - - - - - - - - --..-..-... . . . . . . . . . . . . $2,000 $2,000
Plus interest on the amount of borrowed capital included in invested capital_ 400 200

T otal- - - - -... .. -- ------- ------- -------- .. .. .. . .. .. .. 2, 400 2, 200
Excess profits credit-.... ---.-.--------------------------- ------ 1,854 750

Income subject to excess profits tax - - -.. __ _ __.._....._ _ 546 1 450
Tax at 85 percent- -.-.- - --...--.-. . . . . . . . . . . . . 464 1,232

Normal tax and surtax:
Incom -- - --e ................- . -.----------------- 2,000 2,000
Less income subject to excess profits tax_ __ --- - - - - - - --..- -__.._._.. . . . . . . . . 546 1,450

Income subject to normal and surtax -........................ 1,454 550
T ax at 45 percent- - - - - - - - - - - - - -- .. ..- .------------- --- _ - - . 654 247

Recapitulation:
Excess profits tax -.--... .... ... . .... .... .... ... 464 1,232
Normal tax and surtax --.--.-.- - - - --_.._.... .. ... . . ... .. ... .. 654 247

Total- -- - - --- ..- --..- --. . . . . . . . . . . . . . . . . 1,118 1,479
Incom e before taxes. - --.. --.-- ---- --- ---- ---..- - --.--.. . . . . . . . . . . . . . . . . 2,000 2, 000

N et incom e after taxes ---.__ _ __. . . . . . . . . . . . . . . . . . 882 521
R e t u r n o n c a p i t a l ( n e t i n c o m e p l u s i n t e r e s t ) -.. . . . . . . . . . . . . . . . . . . 1 , 2 8 2 9 2 1
Rate of return ..... -----....................... percent__ 6.41 4.61
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Assumption 3

Computations under-

Suggested Former
proviso law

Excess profits tax:
Incom e (3) --------- --------- --------- - - $1, 200 $1,200Plus interest on the amount of borrowed capital included in invested capital 400 200

Total -.-.-...--...-........... ....------------------- 1,600 1,400
Excess profits credit. ----------------------------------------------- 1,854 750

Income subject to excess profits tax -----------.-----------. None 650
T ax at 55 percent ------ ----- ----- ----- ------ ----- N one 552

Normal tax and surtax:
Income ---------- - ----------------------------- - - - - - - - -- -- 1. 200 1, 200
Less income subject to excess profits tax...........-------------------------- None 650

Income subject to normal and surtax ------ -- ---- - -- - --- 1,200 550Tax at 45 percent ........------------------------------------------------------------ 540 247

Recapitulation:
Excess profits tax .... ---.---------.-- None 552
Normal tax and surtax...----------------------------------------------- 540 247

Total ...........------------------------------------ 540 799Income before taxes...... .....---- -..-.. . . . . . . . . 1.200 1,200
N et incom e after taxes . . . . . . . . . . . . . . . . . . . . . . . . . 660 401

Return on capital (net income plus interest) _ _....._.. .............. 1,060 801Rate of return (percent)- -- . . . . . . . . . . 5. 30 4.01

The CHAIRMAN. We will have to recess on account of votes in the
Senate. The committee will recess until 3 o'clock.

(Whereupon, at 1:10 p. in., a recess was taken, to reconvene at 3
p. min., this same day.)

AFTERNOON SESSION

(The committee reconvened at 3 p. m. upon the expiration of the
recess.)

The CIIAMIMAN. The committee will come to order.
At this point we wish to insert in the record the statement submitted

by Mr. J. Rutledge Hill, of Dallas, Tex., on the excess profits tax bill.
(The statement referred to is as follows:)

STATEMENT OF J. RUTLEDGE HILL, OF DALLAS, TEx.

This statement is submitted in my capacity as chairman of the committee
on taxation of the National Sand and Gravel Association, which organization
represents a substantial majority of the commercial sand and gravel producers
of the United States.

The sand and gravel industry questions the advisability and the wisdom,
from the standpoint of sound taxation policies for the country, of enactment of
an excess profits tax. However, since it is the desire of your committee tohave the views of the various industries on H. R. 9827, the excess profits tax
bill passed by the House of Representatives, I should like to submit a brief
statement of the problems facing the members of our industry and to offer our
suggestions for appropriate relief provisions which, in our judgment, will serve
the public interest and which, at the same time, will avoid a disastrous and
needless burden on our industry.

It may be helpful at the outset if I told your committee something about the
industry represented by the National Sand and Gravel Association. Sand andgravel is the product of the natural weathering of rocks. Sand consists of
the smaller particles, generally finer than about one-fourth inch. Gravel con-sists of sizes coarser than about one-fourth inch and is generally graded up
to approximately 2 inches and sometimes to as large as 6 inches. A large pro-
portion of the sand and gravel as found in nature is useless to this industry. Sand
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and gravel have been deposited by running waters and glaciers in streams,
lakes, pits, and banks over thousands of years past.

While our industry is one of the major economic forces in the United States
and serves an indispensable need, it is nevertheless a small industry in terms
of size of tle individual company. In 1948, tile last year for which detailed data
are available, 2,371 commercial plants reported production to the United States
Bureau of Mines. Of them 39 percent produced less than 25,000 tons each
annually; less than 100,000 tons annually were produced by 73.4 percent of the
plants, and 99.3 percent reported annual productions less than 1,000,000 tons.
That is to say, only 0.7 percent of the plants reported annual productions in excess
of 1,000,000 tons.

The production and dollar value of the products of the commercial sand and
gravel industry for the years 1939 to 1949, inclusive, according to statistics of
the United States Bureau of Mines, were as follows:

Production Value Average Year Production Value Average
(short tons) price (short tons) price

1939 -....--.. 11,393,120 $71,182, 558 $0.60 1946 ---- 192,092,566 $148,096,762 $0.77
1940 ---- 131,256,207 78,270,134 .60 1947 -...... 212, 562,417 182,371, 38 .86
1941 ----- 181,556,467 114,706,913 .63 1948 -...... 233,503,522 211,319,732 .90
1942 .---- 232, 947, 787 159, 427, 273 .08 1949 -...- 231, 205, 478 211,336,119 .91
1943 --- 176, 409, 256 127,902, 121 .72
1944 ....- 150,633,081 108, 796, 237 .72 Total -- 2,012,758,259 1,523,831,859 .78
1945 -. 152, 138, 298 110,422,372 .73

USES

Sand and gravel is used in many ways. The Bureau of Mines reports com-
mercial tonnage and value for principal uses for 1949, as follows:

Value
Short tons

Total Average

Sand:
Glass..--------------------------------------------- 4,339,033 $10, 772, 151 $2.48
M olding --------- -------- -------------- --- -- 6,113,520 10, 140,458 1.66

Building..------------------------------------------ 59, 307, 353 47,879, 130 .81
Paving- - -- -. . ..------- 31,520,407 25, 849,473 .82
Grinding and polishing..----------------------------- 1,080,886 2,063,866 1.91
Fire or furnace....------------------------------------- 318, 373 429, 512 1.36

Engine -------------------------------------------- 1,883,580 1,830, 49 .97
Filter---- .....................---------------- 189, 243 376, 596 1.99
Railroad ballast.--------------------------------------- 955, 996 407, 234 .43
Other.---------------------.------------------------ 2, 300, 240 1,961,224 .86

Total commercial sand ...--.-------------------------

Gravel:
Building...---------------------- --.. . . . . . . . .
Paving .. . ..---------------------- - -- - -- -- - --- --
Railroad ballast-.. ..--------------------- - --.. . . . ..
Other---...---------------------------------------

Total commercial gravel ...-------------------------

108,008,631 101,710,193 .94

49,788,200 49,319,528 .99
60,571.,091 52,972,235 .87
10,444,070 5,618,124 .54
2,393,486 1,716,039 .72

123,196,847 109, 625,926 .89

Total commercial sand and gravel-....------ ------ 231,205,478 I 211,336,119 I .91

DEPLETION OF DEPOSITS

Sand and gravel are wasting assets. During World War II the rate of deple-
tion of known deposits was accelerated greatly ; in some areas the production was
as much as 500 percent of normal. In substantially all areas the rate of depletion
was greatly increased. With the closing of World War II the need for homes,
factories, replacement of wornout and outmoded highways, bridges, water-treat-
mnent plants, sewage-disposal plants, and the many other needs of the Nation
were so tremendous that the rate of depletion, instead of returning to prewar
levels, continued to increase.
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According to the United States Bureau of Mines, this sustained demand re-
quired the largest production in the history of our industry, and the demand in
1950 was so great that an all-time production record will undoubtedly be
established. In many instances reserves are down to new low levels. In the
case of my own companies, we have at none of our 12 plants more than 5 years
of known reserve.

Your committee, recognizing that producers of exhausible mineral resources
have a special problem, have agreed to the following taxation principles for
most members of the mining industry: (a) discovery value depletion; (b) per-
centage depletion: (c) charge-offs of intangible development costs and wartime
premium price payments. The sand and gravel industry has never received any
of this sorely needed relief.

When World War II began, the acute need of relief from excess profits tax was
recognized for our industry, and relief section 735 included sand and gravel.
This section promised much but, as I shall point out, produced little or no relief
for members of the sand and gravel industry. As a result, at the end of World
War II our long-held reserves were critically low and we had little or nothing
to show for the excessive exhaustion of our reserves during the war period except
a severely and greatly reduced life of our business. Now, with the advent of
another excess profits tax, a large portion of our industry faces certain extinction,
if we are not granted more realistic relief from excess profits tax than was given
in the act of 1942.

Our industry recently had the privilege of presenting to the House Ways
and Means Committee the critical problems facing producers of sand and gravel
in our appeal for percentage depletion allowance. The merits of our claim
were recognized by that committee and percentage depletion allowances covering
sand and gravel were written into the bill. While the relief proposed to be
granted was inadequate, the taxation principle was sound and we hoped that
Congress would later decide that we were entitled to the same consideration
accorded under existing law to the other non metallic mineral industries. The
advent of the Korean war caused the congresss to drop from the bill any pro-
vision which curtailed revenue, no matter how slight and regardless of the
equity of the provision.

From the end of World War II until the present time, as a direct result of
wartime excessive depletion and exhaustion of reserves, members of the in-
dustry have been forced to rebuild, move, and reconstitute their plants and prop-
erties; to replace worn-out equipment as equipment and means of replacement
were available: to open up, develop, and market their limited remaining de-
posits; and to conduct costly exploration for the possible discovery of new
sources of operations.

In the reduced reserves owned by our industry there are many deposits which
were acquired before World War II, at a small fraction of their present mar-
ket value. Without realistic relief such deposits will be liquidated at their pre-
war cost, or a small percentage of the present cost of exploration, acquisition,
and development. Nearly all taxpayers are protected in some degree in such
an instance either through special depletion allowances or capital gains provi-
sions. No such protection is available to sand and gravel producers. This condi-
tion of affairs is a serious threat to the future of our business, and yet the com-
mittee will understand, I am sure, that our industry is expected to play a key
role in the defense program.

The cost of exploration, acquisition, and development of a gravel deposit to a
point where it may be marketed is now 300 percent of the cost which prevailed in
1940. The cost of plant equipment is some 225 percent of the 1940 figure. Land-
owners are reluctant to market or allow to be marketed sand and gravel from
their properties at this time, their theory being that this property is rapidly
increasing in price and is becoming scarcer each year. This situation tends to
prevent acquisition of deposits when and if they are known to exist.

Without relief from excess profits taxes, our industry will not have the means
required for further exploration, acquisition, and development of properties.
In the last excess profits tax, Congress went to great pains to provide general
relief for all taxpayers under section 722 of the Internal Revenue Code and
special relief for operations such as ours under section 735. Both sections
proved to be almost completely illusory.

Section 722 presumed to offer relief to those corporations whose operations
were not normal during the base period. The preparation and presentation of
claims under this section required extensive talent (legal. accounting, engineer-
ing, and economic) which, to a large extent, is not available to small corporations.
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Many claims under section 722 are still pending, and few companies have received
any real relief, the reason being that the amount of relief in each case is largely
discretionary. The House of Representatives has recognized the illusory char-
acter of provisions such as section 722 and has omitted such provisions from
H. R. 9827.

The House of Representatives has, however, included in H. R. 9827 a new
section 451, almost identical with section 735 of the World War II excess profits
tax, which provides special treatment for the increased production over normal
output in the case of certain minerals. Section 735 was confusing, extremely
complicated, inequitable, expensive, and produced little or no relief for the sand
and gravel industry. Under section 735 the taxable year's production had to
be segregated as to each mine, and each such separate production had to run an
"obstacle course" of many strict requirements. Each obstructing requirement
progressively diminished, or entirely eliminated, the excessive production being
tested for relief and, at the end, little or no excessive production remained for
relief. Since section 451 of H. R. 9S27 is identical with section 735 of the old
law except with respect to the base period and other minor respects, the sand
and gravel industry will face the same problems as it did under the old law.
Some of the actual situations which arose under section 735 of the old law will
best serve to illustrate.

Section 735 required that a mine had to have been in operation for at least 6
months in the base period. One producer in 1940, after several years of produc-
tion, exhausted all of his gravel reserves at his mine, and moved his operations
to a rich deposit lie had held for many years in a nearby area. In each of the
years of 1942 and 1943 he produced from this different deposit several times his
normal production, but none of his excessive production could qualify for relief
because this particular mine was not in production during the base period. If by
chance he had moved his operation a year earlier, all of his excess production
would have qualified for relief.

Section 735 required that the amount of relief be computed, in addition to
several other factors, on the base period unit profit. In 1937, a producer started
operations on a difficult deposit and lost considerable money in 1937 and 193S
before he established profitable operations late in 1935. In 1942, his production
from this mine was four times that of 1939. None of this excess production
qualified for relief because he had no normal base period unit profit.

Section 735 required that the amount of relief be based on the percentage of
total exhaustion sustained by each mine within the taxable year. A producer had
operated two deposit at different locations for many years to best serve his normal
customers. One deposit was considerably larger than the other, but they were
approximately the same distance from the location of substantial wartime con-
struction. It is now known that the smaller deposit could have met the uncer-
tain demand, although it would have been almost completely exhausted, but the
producer considered that he could serve the war effort better if he concentrated
all of his movable equipment at the larger deposit and temporarily abandoned
the small operation late in 1941. The 1942 production was excessive and, after
meeting the many strict requirements of section 735, only 30 percent of the excess
output qualified for relief. Had the producer not been overanxions to b.st
serve the war effort, and concentrated production from the smaller deposit, 100
percent of the excess output would have qualified for relief.

Determination of the computation factors required in section 735 was complex,
theoretical, and expensive, and covered not only the taxable year but each year
of the base period. Overhead expenses had to be allocated to each separate mine,
and depreciation on all movable equipment had to he segregated and applied to
each mine. Engineers had to be employed to make test maps setting forth the
reserves of sand and gravel at each mine, in a concise manner acceptable to the
Bureau of Internal Revenue. All of this work had to be performed in many
instances just to find out that a producer actually had no statutory income subject
to section 735 relief. If a portion of the income did qualify for relief, all of
these voluminous computations and test maps had to hbe verified by the Bureau.
These problems, on the surface, did not appear complex but in actual practice they
were feared by both the taxpayer and the Bureau.

The foregoing few examples of injustices and complexiies can not fully describe
the faults of section 735, and to an equal degree section 451, as it applied to
production of sand and gravel. The failure of this section can best be proven
by a contrast of the excess output of sand and gravel to the total section 735 relief
allowed producers of sand and gravel, said data being furnished by the Bureau
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of Mines and the Bureau of Internal Revenue, if possible. It is firmly believed
that the answer would he concise and conclusive.

Many of the complexities and elements of sheer chance and adventure of section
735 can be removed by simple and just requirements in the new section 451 and
the method of computing section 451 income. We respectfully suggest the fol-
lowing formula:

1. Output for taxable year______-__ --------------------------- (tons)
2. Normal annual output (a base period) ---------------------------- (tons)
3. Excess output (1 minus 2) _____-- __------------------------------- (tons)
4. Total net profit for taxable year before tax______----- ___---------- ($)
5. Unit net profit (4 divided by 1) ---------------------------------- ($)
6. Profit from excess output (3 times 5)----------------------------- ($)
7. Sec. 451 income exempt from excess profits tax .... percent of 6.-.... ($)

All mines of a producer would be combined in the one computation shown
above.

INDUSTRIAL SAND

I am authorized also to advise your committee that the views expressed in
this statement are likewise the views of the industrial sand industry as repre-
sented by the National Industrial Sand Association. Perhaps a word of ex-
planration of the difference between these two industries will be helpful.

Sand and gravel are essentially construction materials, used for a wide
variety of purposes and basic to the great construction program of the country.
Industrial sand is a commodity which is primarily a raw material used in many
industries, incling the glass industry, foundry industry ceramic industry, and
a vast nulmher of other industries who m.ist have industrial sand in order
to conduct their operations. Indlustrial sand als|o plays an indispensable role
in the defense Ipr',gral. It is no e\agge'ation to say that without industrial
sand there could be no defense program.

I must in all fairness to these two great industries say to your committee
that Congress in the past has neglected to accord to them the elemental justice
to which they are entitled in the formulation of taxation policies. Unless ade-
,tuate recognition is given to the desperate problems which these two industries
face, the combination of limited reserves and record-breaking demand will
mean diminishing supplies of sand and gravel and industrial sand at a time when
they are most critically needed.

In conclusion, I ask your committee to give careful consideration to these
points of view, which are prompted by our desire to guarantee an ample supply
of our commodities at a price which the country can afford to pay.

The CHAIRMAN. I wish to insert also in the record a brief by the
Associated General Contractors of America, Inc., submitted by Mr.
H. E. Foreman, managing director, on the excess profits tax.

(The statement referred to is as follows.)

STATEMENT OF H. E. FOREMAN, IANAGINO DIRECTOR, OF THE ASSOCIATED GENERAL
CONTRACTORS OF AMERICA, INC.

This statement is filed on behalf of members of the Associated General Con-
tractors of America, Inc., for your consideration in connection with excess profits
tax legislation.

The Associated General Contractors of America is the Nation-wide association
representing more than 5,700 of the Nation's leading general contracting firms.
They execute all types of construction, and annually perform the major portion
of contract construction in the Nation. There are 112 affiliated local associations
throughout the United States and Alaska.

The general contracting branch of the construction industry operates in an
entirely different manner from other industries. It is not comparable to such
industries as mining, manufacturing, etc. The general contractor has no line
of merchandise in a manufactured form that can be sold and delivered immedi-
ately to a purchaser. The general contractor can only sell a completed structure,
at a fixed price months and some times years before it comes into existence. It
operates largely by fixed price contract. It is not possible for a general con-
tractor to determine to an exact degree the cost of the completed structure until
it is completed and delivered to the purchaser. Unlike other industries, a general
contractor does not have an inventory already purchased to fall back upon. He
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must go out in the open market and purchase his materials for each project. Like-
wise, when he signs a contract it is impossible for him to do more than make an
approximate estimate of what his labor costs will be. During the construction of
a structure he is forced to contend with weather conditions, work stoppages,
shortages of materials, and many other conditions. The general contractor's
equipment must be used in all kinds of weather and under varied conditions. It
is not protected from the elements and, when in operation, cannot be completely
maintained.

In many respects the general contractor's operation is more nearly comparable
to a personal service group. The very nature of the contractor's operations
requires relatively small invested capital, most of which is represented by equip-
ment which, at best, has a short life. Unlike other industries, tile general con-
tractor's operation does not usually call for large plants or buildings, or similar
fixed assets. Long-term borrowings are not of primary importance, as the gen-
eral contractor is compensated, in part, as the work progresses. Thus, it miay
be said that the major factors in determining the general contractor's profit are
the contractor's own experience, ingenuity, and skill of operation.

For these reasons it can be readily seen that any type of excess profits tax will
create a definite hardship on the general contractor. Experience has shown
that this type of tax encourages waste, inefficiency, and extravagance. It serves
to destroy the incentive for efficient operation.

The contractor is penalized by this type of tax, due, in part, to the length of
time it requires to complete a structure, thus creating an overlapping of the
operation in different tax years. The excess profits tax cannot be imade to apply
equitably to all business corporations, and, for this reason, a tax based on earn-
ings during a particular base period on an invested capital insures, proportion-
ately, a greater rate of tax on general contractors.

RECOMMENDATION S

Members of the general contracting branch of the construction industry are not
opposed to the taxation of profits derived from wartime orders, directly or
indirectly. Our purpose is to bring to the attention of tile committee the dilli-
culties that an excess profits tax creates and to make recommendations that will
partially alleviate this hardship.

Excess profits taxes were enacted during World War I and World War II.
This tax has now come to have a definite meaning. Theoretically, it is supposed
to merely take away the profit that is in excess of what a corporation should
normally earn if an emergency did not exist. To arrive at what are normal
profits for each corporation, a formula is used that is based on a corporation's
average earnings for a past period or on the invested capital of the corporation.
Recognizing that many inequities and hardships would be used by tile use of
either of these methods, relief provisions were incorporated in both the World
War I and the World War II tax acts.

In order to obtain some degree of equality in the application of an excess
profits tax as applied to the general contractor, the following should be ex-
empted:

1. Profits from all contracts awarded as a result of competitive bidding
As has already been stated, the normal practice of a general contractor is to

sell a completed structure or improvement at a fixed price before it comes into
existence. Generally, a purchaser requests several general contractors to bid in
competition for the work. Ordinarily, the lowest responsible bidder receives the
award. During the contractor's operation, any increase in the cost of materials
or labor, as well as other factors, are the contractor's responsibility and gen-
erally serve to decrease the contractor's final profit. It is rare that a contrac-
tor's estimate at the time the contract is awarded is the same as when the work
is completed.

2. Profits on all operations entered into at a fixed price prior to June 24, 1950,
the date of the Korean invasion

The general contractor, because of the custom of doing the work by lixed-price
contract, has no means of increasing the amount called for in the contract. It
was not possible to foresee the Korean conflict, with its immediate in(reise in
all types of costs going to complete the project called for by the contract. In
no way can the work involved in these contracts be considered defense work or
have any direct relation to the Korean conflict.

75900--50--35
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S. Profits on long-term contracts entered into prior to June 24, 1950, that are
to be completed subsequent to that date

Many general contractors hold contracts predating the Korean conflict. Many
of these contracts date back several years and many will require several years
to complete. Certainly any profits realized from these long-term contracts can-
not possibly be considered war profits. Many of these contractors have already
been penalized by the increase in the normal rates of tax now in effect. This
applies particularly to the contractors that report their income from long-term
contracts on a completed contract basis; that is, at the time the work is com-
pleted. These contractors already face substantial reduction in anticipated
profits from these long-term contracts because of increased costs that have
already taken effect. Many general contractors operating under long-term con-
tracts only begin to realize their profits when the project has been under way
for quite a long period of time.

4. Profits on all negotiated fixed-price contracts that are subject to renegotiation
The purpose of renegotiation legislation is to recapture any abnormal or ex-

cessive profits which are attributable to the emergency. During the last war
general contractors engaged in war work required to refund a very large part
of their profits and were further subject to an excess profits tax. Inasmuch as
renegotiation was not based on income after taxes, many contractors found
themselves in financial difficulties by reason of additional taxes levied when their
tax returns were examined by representatives of the Bureau of Internal Reve-
nue.

An excess profits tax that follows the pattern of the last excess profits tax, to
at least soften its impact on the general conractor, should be as follows:

Earnings method.-A base period embracing the years 1946 through 1949
should be used in determining normal earnings. A general contractor should
be permitted to use the average of any 2 years out of this period, rather than
of all the years embraced in the period. The normal earnings should be based
on the full earnings, rather than a percentage of earnings. A general contrac-
tor has no assurance of a continuity of earnings. One year may produce net
profits and another year no profit. He may have work 1 year and not any the
next. A general contractor fully appreciates the truth of the expression, "It's
chicken today and feathers tomorrow," that is so often hear in connection with
the contractor's operations. In many instances a contractor may have a fixed-
price contract for the building of a structure, and this work may continue for
the greater part of one year and a half of the following year, and during the
remainder of the latter year he is forced to remain idle because of lack of work.
It is because of the uncertainties that confront the general contractor that the
average of any 2 years in the base period is recommended.

Invested capital method.-A general contractor in figuring the tax base should
be allowed the appraised value of his equipment and the total amount of his
borrowed capital, as well as any accumulated earnings. Most general contrac-
tors that are forced to use the invested capital method because of negligible
earnings during the base period are penalized because the contractor does not
have or need to have a large investment in a plant, such as would be the case
with most manufacturing concerns. For the most part, a contractor's invested
capital consists largely of equipment used in his operations. 'rhe equipment, at
most, has a short span of life and hence there is a constant shrinking of the
invested capital attributable to this equipment.

Specific eremption.-A general contractor should be allowed a minimum of
$50,000 as a specific exemption. The normal earnings, therefore, would be the
average of the base period earnings plus the amount of the specific exemption.
This pertains in like manner when the invested capital method is used. The last
excess profits tax provided for the allowance of an annual specific exemption,
thus permitting a portion of the contractor's profit to be exempt from this tax.
This allowance for the last year the excess profits tax was in effect was $10,000.
Based on the experience of the general contractor during the years the last excess
profits tax was in effect, it was found that a specific exemption of $50,000 would
be necessary to compensate, at least in part, for the hardship that the excess
profits tax law caused the general contractor.

Relief provisions.-Any excess profits tax laws should contain clear and specific
relief provisions that would, at least to some extent, alleviate hardships. These
relief provisions should be set forth in the act and not left to administrative
interpretations and rulings. In the last excess profits tax, relief provisions were
incorporated that were expected to relieve hardship cases arising because of the
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recognition that the excess profits tax rate would not fall equitably on all corpo-
rations. The building industry was specifically mentioned in the report of the
Senate Finance Committee accompanying the World War II excess profits tax
as possibly qualifying for relief due to a business cycle which might vary from
the general business cycle. Actually, very little relief was forthcoming. A
large number of these claims for relief are still pending. These relief pro-
visions did not solve the problem of equitably applying the excess profits tax to
all taxpayers. The cost of administration merely added to the burden of the
taxpayer, without accomplishing the desired result. Many of these pending
relief claims bear yearly interest at 6 percent, thus further burdening the tax-
payer. The general contractors belieN e that the relief provisions of an excess
profits tax law should be clearly spelled out by Congress and not left to aduinis-
trative interpretations. No useful purpose would be accomplished by merely
reenacting the same or similar provisions that were contained in the last excess
profits tax law.

The purpose of incorporating relief provisions in an excess profits tax law is
to insure that the tax rate will fall equitably on all taxpayers. To partially
accomplish this, relief provisions should be incorporated insuring the right of
a taxpayer to use the same base as other comparable competitors in the same
industry.

T'ax limitation.-Under section 710 (a) (1) (B) of the World War II excess
profits tax the combined income and excess profits tax could not exceed 80 per-
cent of the corporate surtax net income (computed without allowing credit for
income subject to excess profits tax). With the benefit of the postwar refund
credit of nearly 10 percent, the rate was limited to approximately 70 percent.
A limitation as to the percentage of surtax net income that could be extracted
from a taxpayer should also be incorporated in the proposed excess profits tax
law now under consideration. The interests of small business should be safe-
guarded in an excess profits tax law to the same extent that they are now pro-
tected in the computation of the normal income tax. To this end, a taxpayer
should be permitted to pay as a maximum tax a combined income and excess
profits tax of 38 percent on all earnings up to $100,000, a combined income and
excess profits tax of 45 percent on all earnings over $100,000 but not over $250.-
000, and a combined income and excess profits tax of 50 percent on all earnings
over $250,000. In this way it is possible to afford small business the necessary
protection, as well as to insure that the tax burden will fall equitably on the
various types of taxpayers.

Reenactment.-There should also be reenacted in any excess profits tax law
sections 721 and 736 (b) of the 1942 excess profits tax law, providing relief for
companies reporting on a completed contract basis, so that the earnings asso-
ciated with periods prior to the effect date of the new excess profits tax law will
not be penalized simply because of the method of accounting. Section 721 pro-
tects companies with income in the form of dividends from foreign subsidiaries
and is particularly important to construction companies operating on lump-sum
contracts.

H. R. 9827 inadequate.-The excess profits tax plan as drafted by the House
Ways and Means Committee and reported to the House of Representatives fails
fo relieve the hardships and inequities common to general contractors under this
form of taxation.

The minimum credit or minimum normal profit of $25,000 in many instances
will provide the only tax base that a general contractor will be able to use. Be-
cause of the contract system common to the general contractor and the over-
lapping of contracts in different taxable years, base period earnings may be
abnormally low. This likewise applies to the computation of normal earnings
on the basis of invested capital. This method is of very little help to the general
contractor, as the greater part of the invested capital is in the equipment. This
type of asset, at best, has a short life and is depreciated rapidly.

The relief sections, as drafted, still do not accord a general contractors a suffi-
cient yardstick of measurement to permit a reconstruction of adequate earnings
to offset the general contractor's uncertain profits attributable to operating under
a contract that provides for sale, at a fixed price, months before the subject of the
contract comes into existence.

A tax ceiling of 67 percent on corporate profits, embracing the regular tax and
the excess profits tax, is extremely severe on a great number of general con-
tractors. Experience has shown that during the period the last excess profits
tax law was in force many of the general contractors were required to pay a fiat
rate of 80 percent of their profits, because of meager earnings and small invested
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capital during the base period years 1936 through 1939. However, the general
contractor was permitted a postwar credit which reduced his payments to approxi-
mately 70 percent. There is no reason to believe that this situation will not
again prevail and that many general contractors will again be forced to pay the
tax ceiling on corporate profits as finally approved by Congress. The rate of
67 percent now set forth in H. R. 9827 does not appear to be justified, especially
in view of the fact that when the last excess profits tax law was in effect the
country was engaged in a full scale war and yet during that period a maximum
tax of approximately 70 percent was the full tax exacted from corporate tax-
payers.

In order to effectuate, as far as possible, an even distribution of the increase
in tax contemplated, consideration should be given to a limitation of tax that
will encourage and protect small business. With this aim in view, we recommend
that a tax limitation of 38 percent be placed on the first $100,000 of net profits, that
this rate be increased to 45 percent on the next $150,000 of net profits, and that
on all remaining net profits a tax of 50 percent be enacted. Under this method
the inequities are largely removed and small business is afforded the necessary
encouragement and protection.

Because of the general contractor's method of operation, special provisions
should be incorporated in an excess profits tax bill that would exempt-

(1) Profits from all contracts awarded as a result of competitive bidding.
(2) Pr fits on all operations entered into at a fixed price prior to June

24, 1950, the date of the Korean invasion.
(3) Profits on long-ter'm contracts entered into prior to June 24, 1950,

that are to be completed subsequent to that date.
(4) Profits on all negotiated fixed-price contracts that are subject to

renegotiation.
These special provisions are as necessary to the general contractor as the special
provisions now incorporated in H. R. 9827 are to the public utilities, railroads,
and regulated airlines.

The CHIAIRMAN. Mr. Arthur Elder is next on the list.
Please identify yourself for the record.

STATEMENT OF ARTHUR A. ELDER, CONSULTANT, TAX COMMIT-
TEE, AMERICAN FEDERATION OF LABOR

Mr. ELDER. My name is Arthur A. Elder, representing the Ameri-
can Federation of Labor.

On behalf of the 8,000,000 members of the American Federation of
Labor, Mr. Chairman and members of the committee, I wish to ex-
press the very keen interest of our members as workers and as citizens
in this legislation which is now being considered by your committee.

The American Federation of Labor appreciates that these hearings
are being held as a very necessary preliminary to increasing over-all
tax income in harmony with the intent of Congress in enacting the Rev-
enue Act of 1950.

Since the enactment of that act it has become quite apparent that
the total revenue needs of the Federal Government during the next
few years will be considerably greater than anticipated. Defense ex-
penditures certainly will run billions of dollars yearly in excess of
original estimates.

These defense expenditures in addition to the ordinary irreducible
expenditures of the Federal Government will undoubtedly demand
still further increases in total revenue, requiring upward adjustments
in tax rates over and above those now being considered. If inflationary
deficits in the Federal budget are to be avoided to check further in-
flation with the probable consequent necessity of the imposition of
drastic and rigid controls, the American Federation of Labor strongly
favors financing the regular expenses of Government and the costs
of the defense program as nearly as possible from current tax revenue.
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We appreciate the serious nature of the problem facing Congress
in determining the amount and nature of the tax increases that should
be made. In the field of taxation, as in other fields of our economic
life, however, we are of the opinion that if ever we were in a time that
demanded equality of sacrifice, that time is the present.

We also believe that adherence to that principle is demanded by
considerations of the over-all health and stability of our economy as
well as by considerations of equity.

In terms of meeting our responsibilities at this time, therefore, we
believe that due consideration for the principle of equality of sacrifice
would demand that first priority should be given to equitable increases
in tax rates in all types of taxation which do not depress or cut into
the living standards which might be considered as basic and essen-
tial to maintain health and efficiency of any and all sections of the
American people.

It is our considered opinion that this principle has been violated
by Congress in the two tax revision bills enacted prior to 1950 which
concentrated a disproportionate share of tax relief in the groups with
net incomes in excess of $4,000. In some respects, those in the lower
income groups were still further disadvantaged by the action taken
by Congress earlier in 1950.

It should be pointed out that a single worker employed at the 75
cents hourly minimum wage established by Congress would under
the 1950 tax revision have his yearly personal income tax increased
from approximately $133 to $161, assuming full-time employment and
a yearly income of $1,560.

The fact that the dollar is now worth only 57.2 cents in terms of its
prewar value should also be taken into account in appraising this
worker's purchasing power. Excise and sales taxes which at the Fed-
eral and State levels in combination have increased from 8.4 billion
dollars in 1945 to 12.6 billion dollars in 1949-a 50 percent increase-
add considerably to the tax load.

Senator KERR. That is on an annual basis that you are talking about
now?

Mr. ELDER. On an annual basis; yes, sir.
This already tremendous increase in taxes on consumers would seem

to argue most forcefully against proposals for raising any portion of
increased governmental revenue needs through sales taxes or excise
taxes on goods or services at the present time.

Excise taxes on transportation, goods, communications, and other
services wherever pyramided in the price to the consumer without
relation to ability to pay should, in our opinion, be eliminated as soon
as possible. Certainly no consideration should be given to increasing
them at this time.

While it is apparent that all the above-mentioned factors operate
to some degree to limit the real purchasing power of all groups, it is
obvious they are particularly burdensome and violate the equality-
of-sacrifice principle to the extent that they cut into the basic and
necessary living requirements of those in the lower-income groups.

It is our considered opinion, therefore, that increased emphasis at
this time and for the foreseeable future should be placed on increases
in personal and corporate income, but increases, we believe, should be
apportioned with greater regard for the need of reducing or elimi-
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nating the tax on that portion of income considered necessary to main-
tain necessary minimum living standards.

On an over-all basis the possibility of increasing our tax revenue
from progressive taxes on income may be realized from the fact that
in 1945, 64.47 percent of total tax revenue at all levels of government-
that is, including Federal, State, and local-was derived from taxes
on individual and corporate income.

The breakdown shows 18.7 billion dollars on individual, in addi-
tion to 15.5 billion dollars on corporate, income. That is a total of
34.2 billion dollars out of total tax collections of 53.05 billion dollars.

In 1949, by contrast, tax collections of 27.9 billion dollars on
income were only 52.1 percent of total collections of 53.58 billion dol-
lars. In other words, with an increase in total tax revenue of one-
half billion dollars, the proportion of revenue derived from taxes
based on the ability to pay had fallen from 64.47 percent to 52.1 per-
cent of total tax collections.

We believe the facts we have cited argue most strongly that con-
siderations of equity as well as economic considerations require the
enactment of increased taxes on corporate profits at a time when they
are running at a rate of $22,000,000,000 annually, after payment of
existing taxes.

We consider Secretary Snyder's proposal that an excess profits tax
be levied to produce additional revenue of $4,000,000,000 yearly decid-
edly modest. If your committee and Congress concur by enacting a
measure substantially as recommended by the Secretary at this time,
it would seem to involve no hardship to corporations at their present
level of income.

If applied retroactively to July 1, 1950, the proposed excess profits
rates when combined with the 45 percent rate established under the
Revenue Act of 1950 would actually leave corporations with net income
approximating the all-time high of $21,000,000,000 in 1948.

Senator KERR. May I ask a question there?
Mr. ELDER. Yes, sir.
Senator KERR. Do I understand that up above you said that they are

now running at the rate of $22,000,000,000 annually after payment of
existing taxes?

Mr. ELDER. That is the estimate, I believe, that Secretary Snyder
gave.

Senator KERR. And you estimate that they could pay an additional
$4,000,000,000 and then still have their net income after taxes at
$21,000,000,000?

Mr. ELDER. Of course, we are talking about a half year, as far as
the present year is concerned. I believe that they would have perhaps
slightly under $21,000,000,000 if the excess profits tax as proposed by
the Secretary were adopted.

Senator KERR. I thought you said "if applied retroactively to July
1. 1950.'

Mr. ELDER. That would be for a half year, as far as the current year
is concerned.

Senator KERR. You said:
The proposed excess profits rates when combined with the current 45 percent

rate established under the current Revenue Act of 1950 would actually leave
cornv)*ations with a net income approximating the all-time high of $21,000,000,000
in 1948.
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Mr. ELDER. That is true.
Senator KERR. And you just said that before the enactment of this

tax they had $22,000,000,000.
Mr. ELDER. That is existing taxes, which do not take into account

the excess profits tax.
Senator KERR. I wish you to explain to me how if they are now

$22,000,000,000 annually-
Mr. ELDER. That is what I am trying to do, Senator.
Senator KERR (continuing). And you increased the take by $4,000,-

000,000, how they would have $21,000,000,000 left. I would appre-
ciate something that would do that.

Mr. ELDER. Certainly. That is $4,000,000,000 on an annual basis.
That is the way I understand the Secretary's proposal, which would
mean $2,000,000,000 on the basis of a half year.

Senator KERR. Did I say that in this sentence?
Mr. ELDER. NO. But I am explaining it now, Senator.
Senator KERR. Then you think that it should be amended to include

that explanation?
Mr. ELDER. This statement?
Senator KERR. Yes.
Mr. ELDER. If it is not clear, I would be agreeable. I am assuming

what I say goes into the record to clarify that point.
The CHAIRMAN. That is right.
Mr. ELDER. In view of these considerations, we are opposed to the

amendments made by the House which would reduce the amount of
revenue that is to be anticipated from the measure under consideration
by approximately $1,000,000,000 yearly at current income levels. The
present need for revenue, the current high level of corporate earnings,
and the necessity for more balance in our tax structure combine to
reinforce the necessity for an increase of not less than $4,000,000,000
at this time.

Secretary Snyder suggested setting base period earnings at 75 per-
cent of the average of the best 3 years' earnings of the period 1946-49.

Senator MILLIKIN. Mr. Chairman, I would like to ask the witness
why not five or why not three or why not some other figure. What
is the sanctity about 4?

Mr. ELDER. Actually, Senator, I suppose the same question might
be made with regard to any other figure. I would agree to that.

Senator MILLIKIN. Then there is no sanctity in the figure 4?
Mr. ELDER. I would say, in terms of the revenue needs, if you must

choose a figure, 4 would be a better figure than 3, and if it would be
possible at this time, or if it were considered practicable-in my
opinion it is-you may not agree with that opinion-that 5 would be
a practical figure, I would say 5 would be better than 4.

But as between 3, 4, or 5, I should say that at this time 4 would be

the preferable figure.
Senator MILLIKIN. YOU are simply saying that we need more rev-

enue?
Mr. ELD1R. That is right.
Senator MILLIKEN. And that 25 is more than 3 ?
Mr. ELDER. That is right.
Senator MILLIKIN. And that 25 would be more than 4?
Mr. ELDER. That is right.
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Senator MILLIKIN. And I cannot disagree with your mathematics.
Mr. ELDER. Thank you.
The House proposal to exempt 85 percent of the average base period

earnings from the excess profits tax will lead to substantial loss of
revenue. Profits since 1945 have been abnormally high, largely as a
result of governmental, personal, and corporate expenditures growing
directly out of World War II.

We believe, therefore, that the 75-percent figure was reasonable and
adequate. The alternative either now or in the future would seem to
be the adoption of a very high excess profits tax rate, possibly con-
siderably higher than the 75-percent rate proposed which we believe
should be avoided.

On the whole, we consider the provisions of the House-approved
bill as sound, designed to facilitate administration, and to give the
maximum consideration to the problems of new corporations and the
necessary expansion of established corporations.

No other proposal submitted up to this time for the taxation of
corporation income, in our opinion, is as equitable or would operate
as effectively as the measure before your committee. It appears to
embody the best of the suggestions growing out of previous experience
with excess profits tax legislation.

We believe that if amended by your committee and approved by
Congress to yield not less than $4,000,000,000 yearly in increased rev-
enue retroactively to July 1, 1950, the bill now before your committee
will, when enacted, be a necessary first step in facilitating full and
adequate consideration of further revenue needs early in 1951.

The CHAIRMAN. Are there any further questions?
Senator KERR. I want to ask him one question.
The CHAIRMAN. Yes, sir.
Senator KERR. We have had a number of witnesses before us who

have agreed with the figure of $4,000,000,000, but they have suggested
another formula for raising it, their suggestion being that it would
be raised from the same source-that is, corporation income-but the
suggestion was for a straight across-the-board increase rather than an
excess profits formula.

Are you familiar with those recommendations?
Mr. ELDER. I have heard of those suggestions; yes.
Senator KERR. What is your opinion about it?
Mr. ELDER. My opinion in that matter, of course, is that the view

of the corporations on that particular matter-I mean, if a poll were
possible-should weigh much more heavily than any opinion I might
have. After all, if it were only a question of an equal amount of
revenue and the corporations who paid that revenue expressed a
preference for one type of tax as against another, it seems to me
that their view should carry a great deal of weight.

My personal opinion, however, is that an across-the-board increase
would not be fair, it would not be fair to the large corporation, which
at the present time and perhaps during the last few years has enjoyed
a very low rate of return on possibly a very high investment. Nor
would it be fair to the smaller corporation, possibly, which is just
getting established.

It obviously would be favored by those corporations which are mak-
ing at the present time what might be considered an abnormally-I am
not saying excessive; I am saying abnormally-high rate of profit.
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The CHAIRMAN. Are there any other questions?
Senator KERR. That is all.
The CHAIRMAN. Thank you very much for your appearance, Mr.

Elder.
Mr. ELDER. Thank you.
The CHAIRMAN. Admiral Ramsey. You are appearing for the Air-

craft Industries Association of America, Inc.?
Mr. RAMSEY. I am appearing for the Aircraft Industries Associa-

tion; yes, sir.
The CHAIRMAN. Very well, Admiral. We will be glad to hear from

you.

STATEMENT OF ADMIRAL D. C. RAMSEY, UNITED STATES NAVY,
RETIRED, PRESIDENT, AIRCRAFT INDUSTRIES ASSOCIATION OF
AMERICA, INC.

Mr. RAMSEY. My name is De Witt Ramsey, president of the Aircraft
Industries Association. This statement to you, Mr. Chairman, is made
on behalf of virtually the entire aircraft, aircraft engine, and propeller
manufacturing industry.

At the outset we wish to emphasize that the aircraft industry has no
-desire to derive excessive profits from its participation in present or
future preparedness efforts. The aircraft industry, in fact, has been
subject to profit limitation and control since 1934.

The record shows that aircraft industry earnings, as a percentage
.of sales, have been far less than the average for industry generally
thoughout the last 8 years. The average for the aircraft industry is
1.3 as compared to 5.4 percent for industry generally, as the following
chart shows:

(The chart referred to is on page 546.)
Mr. RAMSEY. We feel a very heavy sense of responsibility to the

Nation, for it is our duty to provide the Armed Forces with the aircraft
equipment which will enable them to keep the United States strong
and free. In the light of our record in the last war, we feel that we
do not need to present extensive evidence of the ability of our industry
to provide to the Nation the weapons for air power which are needed,
if we are allowed to maintain a sound financial structure. It is this last
factor which concerns us with respect to the proposed excess profits
tax.

The heavy increase in production for the Government which is ex-
pected from our industry is graphically indicated in the following
chart:

(The chart referred to is on page 547.)
Mr. RAMSEY. During the years 1946 to 1949 our industry suffered

huge losses, though at the same time the industry output was far
greater than during any pre-World War II period. These losses were
the result of the cost of reconversion, coupled with the industry's
'desperate efforts to survive through turning to commercial work when
military business radically declined at the end of the war.
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Aircraft manufacturing profits consistentlly are far below those of practically all other industries. Com-
piling the figures for 27 aircraft and parts companies, National City Bank of New York found that in 1949-
heat year since the end of the war-they had a net profit margin of 3.3% on sales. At the same time, for all
the 1,710 manufacturing companies included in the survey the average profit margin was 6.8%. The chart also
shows that the wide spread has prevailed since 1942 when the first large scale World War 1I orders were placed.

Aircraft Manufacturing Profits
Far Below Most Other Industries

~Llr
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Military Aircraft Production

Assignment Has Tripled Since Korea

PRE-KOREA PRESENT Proposed 90 -100 Group Air
Force and Expand-
ed Naval Air Arm

Orders for military aircraft and related items have more than tripled since hostilities began in Korea. In
fiscal year 1950, 2018 planes were ordered from the aircraft industry by the Air Force and the Naval Air Arm.
In the current fiscal defense program 7785 planes have been ordered plus substantial undisclosed numbers
for Military Defense Assistance Program and Army planes. If the expansion of the Air Force ane the Naval
Air Arm, now under consideration, is approved a further large increase in this production assignment can
be expected.

Each of the five postwar transport models-with which many of
you are familiar-resulted in a large loss to its maker. This is true of
the Boeing Stratocruiser, Convair 240, Douglas DC-6, Lockheed
Constellation, and Martin 202. Other companies incurred large losses
in other projects or because of the lack of business, all as a result of
their efforts to maintain going concerns which are urgently needed
now.
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Because of these conditions, one of the companies had a loss in a
single year, before taxes, of over $25,000,000.

Senator KERR. You said a loss before taxes of over $25,000,000?
Mr. RAMSEY. Yes, sir.
Senator KERR. There would not be any taxes if they lost $25,000,000,

would there?
Mr. RArSEY. I beg your pardon?
Senator IKERR. Do they still have to pay taxes if they lost $25,000,-

000?
Mr. RAMSEY. That was before the effects of any carry-back, sir.
Senator KERR. That was the operating loss for that year?
Mr. RAMSEY. Yes, sir, that is right, $25,000,000. Another large

company had losses from operations in each of the 4 years 1946 to
1949 totaling over $50,000,000. If the companies had not been previ-
ously able to accumulate reserves and if Congress had not wisely
provided for carry-back refunds, some of these companies might not
have survived.

We have made a financial study of 15 of the 16 leading aircraft-
manufacturing companies in our industry. For the years 1946-49,
the 15 companies had an average annual loss of $1,200,000 before taxes,
which may be compared to an actual World War II average excess
profits tax credit of $4,000,000.

One of the companies had losses in each of the years 1946-49. Six
companies had 1 or more profit years but an average loss for the 4
years. These seven manufacturers actually had an average loss for
the period of $5,200,000 before taxes.

Senator MIILIKIN. What was their history prior to World War II?
Mr. RAMSEY. Prior to World War II our business was very light,

sir, in the aircraft industry in general.
Senator MILLIKIN. So that the industry really got its growth and

expansion out of World War II?
Mr. RAIMSEY. That is where it started to expand at a great rate, sir.
Senator MILLIKIN. It is another way of saying out of Government

money?
Mr. RAMSEY. The volume of business now, relatively, as compared

to pre-World War II is eight times that amount. The other eight
companies to which we refer here had an average annual profit, but
the average was only $2,200,000 before taxes, and these same companies
had an average World War II excess profits credit of $4,400,000.

Senator MILLTKIN. How do these companies finance themselves?
Mr. RAMSEY. In different ways, sirs. Lots of companies have had

to fall back on the RFC. They have had common stock. And, of
course, an important company turning out an important product might
get the benefit of progress and advance payments from the contracting
agent.

Senator MLLKIN. How does the Government handle its financial
relations with your companies during so-called peacetime? Do they
advance you money against a certain model? Or how is that done?

Mr. RAMSEY. If a new plane is conceived by the military forces, the
Air Force ordinarily would issue invitation bids to various people who
were qualified in the particular field of that particular design of air-
craft, and they would have a competition. The winner of the com-
petition would, of course, get the contract. And if it is an experi-
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mental model, let us say, it would probably be on a cost-plus-fixed-fee
basis.

When you get into the field of production and you know what you
are doing in large volume, then, of course, everybody shoots for a fixed-
price basis.

Senator KERR. Both industry and the Government?
Mr. RAMSEY. Yes, sir. But their sales in the 1946-49 period were

over seven times what they were during the World War II base period.
And the sales of the entire 15 companies of 1946-49 were eight times
what they were for 1936-39.

Senator MILLIKIN. What would be the ratio if you excluded Gov-
ernment orders. I am talking about the interval between World
War II and III.

Mr. RAMSEY. Between World War II, sir-
Senator MILLIKIN. And III.
Mr. RAMSEY. And now?
Senator MILLInN. And now, if you wish.
Mr. RAMSEY. Senator, I do not have those figures. You are talking

about the commercial production?
Senator MILLIKIN. Yes, I am trying to see how you have expanded

commercially. I do not know that it is an important facet.
Senator KERR. This would answer it, if you knew: What part of

this 1946-49 production is Government and what part is non-Gov-
ernment?

Mr. RAMSEY. We can certainly get the personal figures.
Senator MILLIKIN. I would not press you for it. I do not regard it

as highly important.
Mr. RAMSEY. The foregoing summarized data clearly reveal that

the aircraft industry of today is a far larger enterprise than it was
in the pre-World War II base period. This has resulted in greatly
increased financial problems which make it essential that an ade-
quate amount of profits be retained by the aircraft companies.

The average earnings credit provided by the House bill is not
adequate for the aircraft manufacturing industry because of the
acute depression experienced by the industry which occurred in more
than one of the base period years. The invested capital credit with
the general "recent loss adjustment" provision in the House bill only
incidentally provided limited relief for a few aircraft companies with
an excessive net loss during the entire base period.

Aviation in the postwar period has made remarkable strides for-
ward. The commercial transports we ride in cruise at over 300 miles
per hour instead of 180 as they used to, and being pressurized fly at
from 16,000 to 20,000 feet altitude. The development cost of a single
one of these transports, the Lockheed Constellation, has been $35,000,-
000, with comparable costs for the Douglas DC-6, and the Boeing
Stratocruiser.

The advent of the jet engine with its tremendous increase in power
availability has revolutionized almost overnight the construction of
modern military aircraft. For example, present-day fighter aircraft
have top speeds in excess of 600 miles per hour with newer models in
the 700 miles-per-hour class, compared to 450 miles-per hour for the
faster World War II fighter types. Present military aircraft operate
at altitudes up to 50,000 feet compared to 20,000 to 25,000 feet in
World War II.
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Production of airplanes for these speeds and altitudes involves enor-
mously difficult problems. The designs of these new aircraft require
new production techniques. The speeds generate very high tempera-
tures, making imperative the development of cooling systems of great
capacity and minimum weight.

I have here to show you a fantastic refrigeration unit weighing
only 7 pounds revolving at over 100,000 revolutions per minute which,
with its heat exchanger, produces refrigeration equal to that supplied
by 60 ordinary household refrigerators. It cost over $1,000,000 of
the funds of its manufacturer, AiResearch Manufacturing Co., to do
the development work in cooling turbines, of which this is a repre-
sentative specimen.

Senator MILLIN. IS this actual size or a model?
Mr. RAMSEY. That is actual size, sir.
Senator KERR. What is the power of this?
Mr. RAMSEY. I think about 13 horsepower, sir.
Senator KERR. No; I did not mean that. I did not make myself

clear. What is it that powers it? You say it revolves 100,000 revo-
lutions per minute. What makes it revolve?

Mr. RAMSEY. It is the air from the exhaust that turns the turbine
pinwheel at that astounding number of revolutions per minute. And
the reason for that, sir, is that our pilots, the boys flying at supersonic
speeds, would burn up if they did not have refrigeration of that kind.

Senator KERR. I understood that it is needed. And when you told
me the revolutions per minute that it made, I was curious to know
what moved it that fast.

Senator MILLIKIN. I do not want to ask you for figures, and I do
not want you to give me any figures. But at the present time, does
your industry have a substantial backlog of Government orders?

Mr. RA3ISEY. Oh, yes, sir. We have a very substantial backlog of
Government orders. The current appropriation, Senator, including
the latest supplemental, is over $10,000,000,000 for the whole industry.

Senator KERR. I would like to ask you this: What part of your
1950 income, if profit, will result from work done and paid for during
this calendar year? That is, of the accelerated governmental spending
progrram. Would it be considerable or partial?

Mr. RAMSEY. You mean for the present fiscal year?
Senator KERR. For the present calendar year.
The CIHAIRMAN. Calendar year, through December 31.
Mr. RAIMSEY. Of course, in the last part of the last year, particu-

larly since the Korean episode, our orders have increased.
Senator KERR. Yes. Your orders have. I am wondering whether

or not they will have resulted in finished work and the collection of
the pay for it, so that the earnings for the current calendar year will
reflect a considerable acceleration by reason of the accelerated military
expansion.

Mr. RAMSEY. NO; I do not think there will be very much of that,
sir, for the reason that while the orders may be placed and the fabri-
cation of materials is under way, it will take a long time for the
industry to absorb the large number of orders that are placed, and a
lot of the money which is provided by appropriations will not be
spent for several years.
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Senator KERR. And the money will not be received at an equal
amount per month during the period of time from the date of the
placing of the order until its completion?

Mr. RAMSEY. NO, sir; it will not. The greater plane performance,
increasing the production problems of the aircraft industry, is sum-
marized in the following chart.

(The chart referred to is as follows:)

GREATER PLANE PERFORMANCE
(Makes Airplane Costs Higher)

1940 1950

1940

1950

Mr. RAMSEY. Our industry believes it is vital that we have adequate
funds from profits to enable us successfully to carry on our opera-
tions. The important requirements for such profits include the need
for funds for research and for plant improvement.

In this connection, we wish to point out that if, due to lack of ade-
quate profits, these costs are temporarily not provided for, the Na-
tion will ]lave to provide them later at a time when they may be
doubled or tripled because of the urgency then involved. If, for
example, our plants are not currently modernized out of profits, this
may have to be done ultimately at much higher costs due to mergency
conditions. Sometimes it is impossible to bring equipment up to date
in a hurry, since the procurement time on some heavy equipment
stretches into 2 years.

While the Government has necessarily carried on a large amount
of research work, we are certain that our industry can only hope to fur-
nish the Nation with superior aviation leadership if each of our com-

RANGE

SPEED
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panies is able to continue to carry on competitively a large amount of
research for its own use within its own organization.

Major advances in aviation result to a large extent from intensive
engineering effort. Engineering productivity does not flourish in an
atmosphere of financial stringency. Aviation, to a peculiar degree,
depends upon costly research for its progress. Aircraft manufac-
turers must be able generously to finance applied research programs to
maintain our leadership in the air.

Like other industries, aircraft manufacturers are confronted with
the fact that all replacements are far more expensive than the items
replaced.

For example, one manufacturer has reported that a worn-out lathe
originally costing $3,600 in 1941 was replaced in 1948 at a cost of four
times that amount. Since the depreciation reserve covered only the
original cost, the extra $11,000 had to come from profits after taxes.

Far more important is the fact that the aircraft industry is at the
threshold of a new cycle of progress in manufacturing methods and
must now use much more expensive and intricate processing ma-
chinery.

These requirements for new plants, facilities, and machinery involve
investments of very large sums, compared to aircraft industry earnings
and working capital. North American Aviation is spending more
than $6,000,000 for new plant and machinery. Boeing has authorized
the expenditure of over $7,500,000 from earnings for additional re-
search, manufacturing and operating equipment and is deferring the
acquisition of other needed facilities because of the drain on working
capital.

These sums exceed the net earnings of these two companies for the
1946-48 period. Lockheed Aircraft in the last 18 months has spent
$4,000,000 for new equipment and has determined that it needs to spend
$9,000,000 more in the next 18 months to meet its manufacturing re-
quirements, and yet this company had an average loss for the period
1946-49.

The following pictures show some of the elaborate new manufactur-
ing equipment recently installed and paid for by various aircraft
manufacturers :

(The pictures referred to have been placed in the committee files.)
Mr. RAMSEY. We wish to point out that renegotiation of contracts,

price redetermination and the profit limitation of the Vinson-Tram-
mell Act, all impose substantial limitations on the amount of profits
which the industry realizes from its principal customer, the Govern-
ment. These controls should be taken into account in considering
the imposition of an additional profits control in the form of an excess
profits tax.

To meet the problem of the aircraft industry and provide an ade-
quate excess profit credit for all of the companies in the industry,
a credit is recommended based on applying to gross receipts in the
taxable years 85 percent of the percentage of average net income
to gross receipts in the 14-year period 1936-49.

This special credit should be made available only to taxpayers 50
percent or more of whose business is the manufacture, modification,
and/or maintenance of aircraft, missiles, or parts thereof. The
amount of gross receipts in the current year to which the percentage
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is applied shall not exceed one-half of the highest annual gross
receipts of the taxpayer during the 14-year period.

If Congress believes that the foregoing proposal, which would pro-
vide adequate relief to the entire aircraft industry, cannot be enacted,
then the following two credit bases are both absolutely essential to
provide a minimum amount of relief for the aircraft industry:

1. Broadening of the growth formula provided in section 435 (e) of
the House bill to be made specifically available to taxpayers 50 per-
cent or more of whose business is the manufacture, modification,
and/or maintenance of aircraft, missiles, and parts thereof. This
would permit use of the earnings in the year 1949, or the average of
1948-49, as a credit.

2. A credit for the aircraft industry group described above, equal
to the credit actually used for the taxable year ending in 1945 under
the World War II excess profits tax plus 50 percent thereof.

Our proposal with respect to a credit based on use of the 14-year
average percentage of net income to gross receipts corrects the
inequities resulting from the application of a 4-year base to our in-
dustry which, because of its inherent nature, is plagued by its "feast or
famine" characteristics.

The 14-year period averages the effect of peacetime periods and
the previous wartime period, when the profit rate was controlled by
renegotiation. The percentage rate derived is reduced to 85 percent
thereof to match a similar reduction in the House bill. The gross
receipts figure is limited to one-half of the taxpayer's highest previous
gross receipts thus providing an effective ceiling upon the possible
amount of the credit.

The alternative proposals relating to the growth formula and the
World War II credit are absolutely essential as a minimum. The
growth formula in the House bill is not available to most of the aircraft
manufacturers; yet a number of them have had, during the base period,
an earnings pattern making the use of 1948-49 average earnings or
1949 earnings most appropriate.

The postwar depression which they experienced gives them the
characteristics of growth companies. The use of the 1945 excess
profits tax credit plus 50 percent is justified by the decline of the
value of the dollar and the similar treatment with respect to the
invested capital credit in the House bill which increased the invested
capital percentages by over 50 percent.

Attached to our statement are drafts of legislative language which
would provide for each of the recommendations proposed above. We
respectfully urge the committee to incorporate in the bill reported
by the committee provision for adequate relief to the aircraft industry.

We propose the following:
Amendment to provide aircraft industry credit based on 14-year

percentage of net income to sales:
(a) Amend section 434 (a) by inserting, after the words "or

section 436," the following: "or section 456,".
(b) Add a new section following section 455, as follows:

SEC. 456. AIRCRAFT INDUSTRY CREDIT.

(a) The excess profits credit provided in subsection (b) may be employed
by any taxpayer if more than 50 percent of its gross receipts (as defined in
sec. 435 (e) (5)) during the taxable year are, and during the taxable years
ending after December 31, 1935, and before January 1, 1950 (or so many of

75900-50-----36
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said years as it was in existence), were, derived from the manufacture, modi-
fication, and/or maintenance of aircraft, missiles, or parts thereof.

(b) There shall be determined the excess of the aggregate of the net income
(without deduction of net operating losses) for each taxable year of the taxpayer
ending during the period after December 31, 1935, and before January 1, 1950
over the aggregate of the net operating loss of the taxpayer for each taxable
year ending during such period. The percentage of said excess to the aggregate
of gross receipts (as defined in sec. 435 (e) (5)) of the taxpayer for each
taxable year ending during such period shall be computed. The excess profits
credit under this section shall be an amount equal to 85 percent of said per-
centage applied to the gross receipts (as defined in sec. 435 (e) (5)) of the
taxpayer during the taxable year: Provided, That the amount of such gross
receipts during the taxable year to which said percentage is apldied shall not
exceed one-half of the taxpayer's highest gross receipts for any taxable year
ending during said period after December 31, 1935, and before January 1, 1950.

(c) If the taxpayer is an acquiring corporation as defined in section 461 (a),
and if it has had any component corporation which, prior to the transaction which
caused it to be a component corporation, met the requirements of subsection (a)
of this section, then the net income, net operating losses, and gross receipts
of said component corporation shall be included in the amounts thereof deter-
mined for the acquiring corporation under subsection (b) of this section.

Amendments to provide aircraft industry credit based on growth
formula and World War II credit plus 50 percent.

1. Growth formula:
Amend section 435 (e) (1) by changing the period at the end

thereof to a semicolon, and adding the following:
(D) or, if more than 50 percent of the gross receipts (as defined in par. (5)

of this subsection) of the taxpayer during the taxable year are, and during its
base period were, derived from the manufacture, modification, and/or mainte-
nance of aircraft, missiles, or parts thereof.

2. World War II credit plus 50 percent:
(a) Amend section 434 (a) by inserting after the words "or section

436", the following: "or section 456,".
(b) Add a new section following section 455, as follows:

SEC. 456. AIRCRAFT INDUSTRY CREDIT.

(a) The excess prfits credit provided in subsection (b) may be employed by
any taxpayer if more than 50 percent of its gross receipts (as defined in sec. 435
(e) (5)) during the taxable year are, and during its base period were, derived
from the manufacture, modification, and/or maintenance of aircraft, missiles, or
parts thereof.

(b) The excess profits credit provided by this section shall be an amount equal
to the amount of the excess profits credit of the taxpayer determined under
section 712 for its taxable year ended during the calendar year 1945, plus 50 per-
cent of the amount of such credit.

That concludes my statement, Mr. Chairman.
The CHAIRMAN. Thank you very much, Admiral, for your statement

and for your appearance here. Are there any questions?
Senator KERR. No questions.
Senator MILLIKIN. NO questions.
The CHAIRMAN. We thank you very much, sir.
Mr. Woolfolk, you may identify yourself for the record and proceed

with your statement, sir.

STATEMENT OF WILLIAM G. WOOLFOLK, CHAIRMAN, AMERICAN
NATURAL GAS CO.

Mr. WOOFOLK. My name is William G. Woolfolk. My home is in
Detroit, Mich. I appear here on behalf oAmerican Natural Gas Co.,
of which I am chairman.
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Ours is an integrated natural-gas system under the Public Utility
Holding Company Act. Each of its units is strictly regulated as to
methods of financing, accounting, rates, and earnings permitted. This
regulation stems from the State Public Utility Commissions of Wis-
consin and Michigan and from the Federal Power Commission and the
Securities and Exchange Commission in Washington.

American Natural Gas furnishes natural-gas service to some of the
Nation's most important middle western industrial areas which are
vital to our defense program. These areas have a population exceed-
ing 4,000,000 people and include Detroit, Milwaukee, and other impor-
tant communities in Michigan and Wisconsin. We transport the
major portion of our gas suppy through our own pipeline from Texas
and Oklahoma, which was constructed during the past 3 years at a
cost exceeding $100,000,000.

I did not request the privilege of appearing before your committee
to urge any special treatment that would result in increased earnings
for regulated public utilities during this period of national crisis.
My main purpose is to point out that an excess profits tax on our nor-
nal earnings will only result in higher rates to our consumers of natu-
ral gas or a curtailment of our services.

Apart from any war effort, the effects of which we have not yet felt,
in our company the demands for our service are more than we can
supply with our present facilities. To increase them we must have
money.

In competing with other industries for new money, all we can offer
investors is the expectation of a steady, although limited, return. We
have a constant ceiling on earnings, both in peacetime and in wartime.
Thus, continuity of reasonable earnings is vital.

Our earnings are limited to the bare amount which the regulatory
bodies consider necessary to attract capital into the business. If we
can retain these earnings, we can pay the interest on the new bonds
and the dividends on the new stock which we will have to pay to induce
investors to buy the securities we must sell. If our earnings, regulated
by law, are reduced, we cannot raise new money, construction must
stop, and we will have to curtail our service and ration gas.

We were gratified to note that the House Committee on Ways and
Means recognized the basic difference between the earnings of regu-
lated and unregulated industry when it approved the principle that
public utilities should be permitted to earn a 6-percent rate of return,
after taxes. This principle was expressed by the House committee
when it stated in its report:

The effect of this minimum credit for certain public utilities is to give assur-
ance that an excess profits tax will not be imposed until after the regulated
industries earn a rate of return of * * * 6 percent after paying corporate
normal taxes and surtaxes.

The Secretary of the Treasury appeared before your committee on
Monday and objected to this basic principle. He said :

The adoption of this provision would bring into question the underlying
principle of the income tax.

But this principle of special treatment for special groups is not new.
The adoption of it by Congress would in no way jeopardize the under-
lying principles of the income tax.
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On the contrary, Congress has given recognition to companies in
unique circumstances since 1913. Income tax laws now recognize the
special circumstances of insurance companies, mutual savings banks,
shipping companies, mining and oil enterprises, and regulated invest-
ment trusts, and provide benefits for such organizations.

When Secretary Snyder testified before your committee he sug-
gested that regulated public-utility companies-earning no excess
profits-should pay the same excess profits taxes as industries not
subject to any form of governmental profit regulation.

The Secretary's recommendation causes us considerable concern, for
it could only result in higher rates for utility customers. We have
made an effort to determine the effect of the House bill upon our
system if the measure did not include the alternative excess profits
tax credit for regulated public utilities.

Should such a law, without the alternative tax credit, be enacted,
the effect upon the American Natural Gas System would be as though
the normal tax and surtax rates were increased from the present level
of 45 percent to 62 percent. In this event, our system would have to
apply for increases of about $14,600,000 in its charges to the public
for utility service to bring its earnings up to a normal return. This
would mean an increase of 18 percent in the rates which we must
charge our customers.

Senator MILLIKIN. How much would that increase the price of gas
per 1,000?

Mr. WOOLFOLK. About 18 percent, sir. I cannot give you that
figure, Senator, for the reason that it will affect different classes. The
heavier load would come upon our small consumers. We could not
spread that 18 percent directly over all, because the gas that we sell
to industry, particularly the automobile industry, is competitive, and
we can get a certain ceiling, and the balance would have to come up on
our water heaters, cooking, and house-heating customers.

It might be 10 to 15 cents a thousand.
Senator MILLIKIN. Are you a completely integrated company?
Mr. WOOLFOLK. Yes, sir.
Senator MILLIKIN. Do you produce gas?
Mr. WOOLFOLK. NO, sir. We buy our gas in the field in Oklahoma

and transport it.
Senator MLLKIN. And you distribute house to house as well as to

large consumers?
Mr. WOOLFOLK. Yes, sir; with about 800,000 customers.
Senator MILLIKIN. What kind of charge do you make for a thou-

sand feet of gas ?
Mr. WOOLFOLK. Our house heating is about 67 cents a thousand.

This is in Michigan. I think it is about 90 cents in Wisconsin.
And for cooking and water heating, it is about 80 cents.
Senator MILLIKIN. If that were your entire type of business, that

would be even raised higher, in view of the fact that you sell in bulk
to larger consumers-it would be 10 to 20 cents a thousand higher;
would it not?

Mr. WOOLFOLK. That is it. It would go well beyond a dollar.
Senator MILLIKIN. So the householder would be paying the tax?

The consumer would be paying the tax?
Mr. WOOLFOLK. That is what we fear.
Senator MLLIKIN. I think your fear is well warranted.
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Senator MARTIN. What percentage of your gas is sold to industries?
Mr. WOOLFOLK. About 20 percent.
Will you take these figures as being round figures, Senator Martin?
Senator MARTIN. Yes.
Mr. WOOLFOLK. Thank you.
Senator MILLIKIN. May I ask roughly what you get for that whole-

sale? About 30 cents?
Mr. WOOLOLK. A little higher than that.
Senator KERR. Now, are you talking about industry or to other

distributors?
Mr. WooLFoLK. I understood industry.
Senator MILLIKIN. Yes.
Mr. WOOLFOLK. We get a substantial price in the automobile dis-

tricts in Detroit. Some of our prices go up to 55 cents a thousand.
I think we get about the highest price for industry of any companies
in my recollection. They figure out not only a break-even price with
coal and oil, but its applicability.

And there is a profit in there, which profit is dropped in the general
kitty, and it kept the prices of our other operations down.

Senator MILLIKIN. How do you finance your operations? What is
your debt structure?

Mr. WOOLFOLK. We have three units. Two are the Michigan Con-
solidated, a straight utility, and the other is the Milwaukee Gas Light,
a straight utility. And there is pipeline.

Senator MILLIKIN. What percentage is that?
Mr. WOOLFOLK. On our Milwaukee Consolidated, it is about 60-40,

60 percent bonds; and on our pipelines, about 75-25. And our over-
all is about 31 percent equity.

That is a fairly representative utility.
Senator MILLIKIN. The figures we have been getting here, I believe,

are a little less on the debt side. We have been told the average is
about 50 percent, and that that represents a raise in recent years from,
say, a somewhat lower figure.

Senator KIER,. Wasn't that in reference to the electric companies?
Senator MILLIKIN. Yes, sir; and I think one or two others, Senator.
Senator KERR. One gas company.
Senator MARTIN. Yes, one gas company, to my recollection.
Mr. WOOLFOLK. There are a few gas companies that have very low

debt, practically none, such as Consolidated Gas.
Senator M LIKIN. What is your average rate of interest?
Mr. WOOLFOLK. The high is 31/s and the low is 27/s. And the low

is on our utility properties.
Senator MLLIKIN. What do your stockholders receive?
Mr. WOOLFOLK. On the present price of our stock, it is about 41/2.

The stock is high because of expectations, when the line is completed,
that our earnings will increase, which they will. And it is selling
on the basis of about 5 percent.

Senator MILLIKIN. Thank you very much.
Mr. WOOLFOLK. And that is not high enough ratio to get it up to

the point where we want to sell.
Senator MILLIKIN. That is somewhat surprising. I would expect

a higher return considering the amount of your indebtedness.
Mr. WOOLFOLK. Really, our return is low, Senator, because our sys-

tem is not complete, our pipeline is not running full capacity. And I
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feel confident that the market has appraised our stock at a high figure,
anticipating the earnings, rather than on a yield basis.

On a yield basis, our stock is selling too high, or our yield is too low,
whichever way you want to express it.

But in that connection, if I may say, sir, a good ratio that the utility
man likes to keep is 45 percent of debt to 55 percent equity. When
times are good, you can sell more equity to get your debt down, because
the time comes when you cannot sell stock or give it away, and then
you increase your debt.

We like to shift it back and forth at the present time. Because of
the high debt on our pipeline, our system debt is a little higher.

Should I proceed?
Senator MILLIKIN. Yes.
Mr. WOOLFOLK. I just said that we would have to increase our rates

by a startling amount of money to get back on an equilibrium.
Legally, we would be entitled to these higher rates. From a prac-

tical standpoint, the State and Federal regulatory bodies must grant
them if we are to obtain capital to expand and meet the demands of
our markets.

Although it is the expressed intent of the House committee to give
regulated public utilities a 6-percent rate of return after taxes, the
bill itself actually does not do this. The report of the committee,
which I read with great care, and the bill itself, do not describe the
same capital.

The House committee apparently intended to allow a 6-percent
return upon the total of all classes of capital employed in the business.
An examination of the language of the bill, however, discloses that
this intent was not carried out, because a part of the total capital is
to be adjusted, and adjusted downward. That is, in the difference
between the two definitions, it is an amount of $17,000,000 in our
earnings base. And that means that we would be required to raise
our taxes something less than $1,000,000 to earn sufficient money to pay
the tax on nonexistent excess profits taxes and secure a 6-percent return.

I have been talking about raising rates. But we utility operators
dislike exceedingly to ask for increases in rates. We like to go in the
other direction. And for a long period of years, we have. But there
is a basic economic reason why gas utility companies must earn the
return permitted by State and Federal regulation.

The rates for utility services as fixed by the regultory bodies are
designed to cover all operating expenses, including wages, salaries,
and taxes and still provide a return that is only high enough to attract
capital into the business.

If the capital used in the business is to be adjusted downward as a
basis for computing an excess profits tax credit, it would be necessary
for our company to receive a credit of at least 61/2 percent after normal
income and surtaxes to obtain the minimum earnings allowed by
Government regulation.

We urge, therefore, that regulated public utilities be permitted an
excess profits tax credit consisting of the normal tax and surtax, plus
6/2 percent of the sum of the adjusted equity capital, retaining earn-
ings, and borrowed capital, less the interest payable on borrowed
capital.

In conclusion, let me say with all the earnestness at my command,
American Natural Gas wants no war profits. What we want and what
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we need and what we must have to finance is a reasonable return upon
the money invested in the business, all of it which it needs, to render
full, complete, and satisfactory service to the public.

Thank you very much, sir. I hope I have not take more than my
time allotted.

The CHAIRMAN. Thank you very much, Mr. Woolfolk.
Mr. Weston Thomas.
Mr. Thomas, you may be seated. Identify yourself for the record,

please, sir.

STATEMENT OF WESTON G. THOMAS, TREASURER, CLIMAX
MOYBDENUM CO., NEW YORK CITY

Mr. TIHIOMAS. My name is Weston G. Thomas, and I am treasurer of
Climax Molybdenum Co., a mining and refining company whose head-
quarters are at 500 Fifth Avenue, in New York, and whose property,
at Climax, Colo., conducts the largest mining operation in that State.

Senator MILIKIN. Mr. Chairman, this man is well known to me,
and the management of his company is well known to me. It is our
largest mining enterprise. It is an outfit of high repute, and this wit-
ness is a man of high repute.

I commend the close attention of the committee to what he has to say.
Mr. THOrAS. Thank you, sir.
The CHAiRMALN. We will certainly be glad to hear you, Mr. Thomas.
Mr. TIoM \s. Molybdenum is a strategic metal, generally unfamil-

iar to the public but otherwise in the family of all essential alloying
elements such as chromium, tungsten, or nickel. Its peculiar and
characteristic properties make it almost indispensable in modern metal-
lurgy and vital to certain armament, such as guns and tanks. Added
in small amounts to steel and iron, molybdenum imparts great hard-
ness and toughness at both normal and highly elevated temperatures.

The Climax Mine is the only known large deposit of molybdenum
ore in the world and has been responsible for about 80 percent of world
production to date, although very substantial amounts of the metal
are now produced as a byproduct of various copper operations in this
country and in Chile.

We have asked for the privilege of testifying today, because we
feel strongly that the bill before you would affect our company un-
fairly. This is true because no part of the earnings base period,
mandatory in this bill, was in any sense normal for our company;
nor do any of the relief provisions mitigate this condition.

Prior to World War II our company conducted its business in rea-
sonably normal fashion for many years and made substantial earn-
ings which resulted in an average base period net income credit under
the old excess profits tax of almost $9,000,000.

In contrast, our average base period net income credit under the
relief provisions of the proposed bill is less than $3,000,000.

Senator KERR. Do you produce an irreplaceable resource?
Mr. THOMAS. That is right, Senator.
Senator KERR. The war demand would greatly accelerate the rate

of production?
Mr. THOMAS. Yes, sir.
Senator KERR. The workings, then, of the tax would amount to

your being compelled, as a matter of private urge and public duty, if
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not of law, to produce the resource to meet the country's needs, yet
the operation of the tax would be such that all of the value that you
had in it or what you produced out of it would go back to the Gov-
ernment in the form of excess profits tax, and your accelerated pro-
gram would soon leave you with an exhausted property and nothing
to replace it with, is that about what you are saying?

Mr. THOMAS. That is exactly correct, Senator.
The difference between the comparatively high credit under the

first bill and the lower one under the proposed bill arises from the
following causes, some of which the Senator has already mentioned:

First, World War II imposed enormous demands upon our com-
pany which could not have been imagined in peacetime planning be-
fore the event. To meet these demands the company exhausted all
of its developed supply of high-grade ore, leaving it, in 1946, with
only low-grade ore available containing less than 40 percent of the
metal available at the commencement of hostilities.

Second, all available manpower was used in production to meet
the war effort so that no forward development was accomplished to
provide a replacement ore backlog for the peace to follow. In fact,
the mine had to be "high graded" to serve the military demands.

Third, great quantities of molybdenum containing scrap from arma-
ment returned to the market from World War II and thus reduced
the demand for newly produced metal in peaceful uses. Further-
more, foreign demand almost disappeared due to war destruction of
steel plants and to dollar shortages.

The combination of these circumstances of abnormally lowered de-
mand coupled with higher unit costs arising from the use of low-
grade ore-in effect, the consequence of all-out war effort-reversed,
for this company, the postwar earnings pattern of American industry
in general.

From this postwar trough, we are again suddenly confronted with
a demand from industry and Government for all-out production for
the next 5 years. Indeed, we have just committed ourselves to this
program by contract with the Government. Under the proposed bill,
irreplaceable assets will be sold possibly for years, against an abnor-
mally low tax base.

We seek no exemption from excess profits tax. We do, however,
seek recognition of the fact that the consequences of World War II
upon our operations have resulted in a wholly abnormal and sup-
pressed earnings history over the past few years.

Accordingly, we urge some alternative choice in our base which more
nearly reflects normality. We have attempted to indicate why the
proposed 1946-49 base is wholly abnormal for us. As a positive test
of abnormality of that whole base period, we would suggest, for
example, that when taxable earnings are 50 percent less in the postwar
than in the prewar years, there should be provided a choice of some
suitable prewar or reconstructed base.

Senator MILLIKIN. Mr. Chairman, could I ask Mr. Stan what the
thinking of the House Ways and Means Committee was in that? That
has certain phases that reach over into the whole mining business.

Mr. TnOMfAS. That is right, sir.
Senator MILLIKIN. And I am trying to find out what the thinking

of the House Ways and Means Committee was on that.
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The CHAIRMAN. Did you present your problem to the House Ways
and Means Committee.

Mr. THOMAS. No, Senator; we did not.
The CHAIRMAN. You did not.
Very well, Mr. Stan, can you answer Senator Millikin, what the

reaction of the House to this problem was?
Mr. STAN. The bill contains a provision exempting strategic min-

erals and also critical minerals that are certified to ty whoever has
the authority to certify in the executive department. That was the
approach that the House people gave to this problem. They felt
that a strategic material, generally speaking, is one that there is very
little production of in the United States. Most of it had to come from
abroad. And you wanted to encourage people in this country to see if
they could not mine that same sort of mineral.

Senator MILLIIN. You see, Mr. Stan, that whole thing is reversed
here. We have the largest molybdenum production in the world. We
have the largest mine in the world in this country. So it seems to me
that you have reverse English to that.

Mr. STAN. Except that I think that that, Senator Millikin, would
come under the second part of the provision in the bill, which deals
with critical minerals, and they can certify those as being essential
to the defense effort. And then they would come in under the
exemption.

In other words, there are two parts to the bill.
Senator MILLIKIN. IS it a complete exemption?
Mr. STAN. It would be a complete exemption from the excess profits

tax if it was certified.
Senator MnmIKIN. DO yOU have any fear of not being able to get a

certification?
Mr. THOMAS. Senator, in reading the list of the so-called strategic

minerals-I only heard yesterday afternoon about this critical list-
in all conscience, it did not occur to us that we were strategic in the
sense of the tax law.

I believe in terms of the war effort, we are most critical, because,
for example, if metals like tungsten, most of which does come from
abroad, cannot be obtained, we can substitute for them. In fact, the
WPB ordered industry to use us as a substitute the last time.

Senator MILLKIN. You can substitute for nickel, too?
Mr. THOMAs. That is right.
Senator MIHLIKIN. May I suggest to you that you check on the classi-

fication of these minerals, so that you can find out whether you are
in or out.

Mr. THOMAS. Yes, sir. Should we come within the critical-
Senator KERR. You have a feeling that if Congress spelled you out,

that you would come in whether Congress certified you or not?
Mr. THOMAS. That is right, sir.
Again, we did not seek complete exemption under that. We would

obviously be glad to have it.
Senator MILLIKIN. That is what you are after?
Senator KERR. That is not what he is after.
Mr. THOMAS. We are not after complete exemption, just a fairer

base.
Senator MILLIKIN. As a defender of the State of Colorado, I would

go along with complete exemption. Take what you can get.
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Senator KERR. As I understand what you said, it would apply to
any resource-bauxite, coal, oil, gas, copper.

Mr. THOMAS. Not necessarily.
Senator KERR. If production were stepped up due to the war effort,

where the result would be that the operator would just be a vehicle
through which it would be siphoned into the expansion program,
and then by reason of the accelerated income the proceeds would chiefly
be extracted by the excess profits tax, wouldn't that be the same result?

Mr. THoMWAs. Senator, I cannot speak for the rest of the mining
industry. But there are a number of other mining companies who
are in precisely the same boat as ours is.

On the other hand, there are many which are not, because the peace-
time demand, for example, for such materials as copper has led to
greatly accelerated production since the war. We were not able to
do that, because we pulled our mine down to a point during the war
which made it impossible to do so.

Senator KERR. The only reason why it would not apply to them was
that they had been producing at a rate which would provide them
with a base that would leave them some fair percentage of the proceeds
of their production that they might keep.

Mr. THOMAS. It appears so to us, sir.
Senator KERR. In other words, that does not change the principle,

as I understand it, that you are talking about.
Mr. THOMAS. It does not change the principle of the wasting asset,

certainly.
The CHAIRMAN. DO you get any other metal or mineral in connec-

tion with that?
Mr. THOMAS. We have a small by-product production of tungsten

from our mine at Climax. And I believe we are the only tin producers
in the United States. We produced two carloads last year of con-
centrates.

Senator MILLIKIN. And you have recently been moving into the
uranium business?

Mr. THOMAS. That is correct, sir.
Senator MILLIKIN. But that is not large yet ?
Mr. THOMAS. NO, sir.
Senator MILLIKIN. I hope it gets larger.
Mr. THOMAS. SO do we.
Mr. STAN-. I might say, Senator Millikin, that this definition of

"critical mineral" is defined in the statute, and it means "a mineral
other than a strategic material which the certifying agency has cer-
tified to the Secretary"-that is, the Secretary of Defense-"that
additional production thereof within the United States is essential
for the defense effort."

And then these other qualifications apply. And-
(b) which is mined from a mineral property which was developed and brought
into production subsequent to June 25, 1950.

Mr. THOMAS. No.
The CHAIRMAN. That would let you out.
Mr. STAN. No; there are some other qualifications:
Or a mineral property which had been in production prior to June 25, 1950,

but was not in production on such date, or a mineral property from which
during the period it was in production during 1946, 1947, 1948, and 1949. the
aggregate gross income derived was less than the aggregate of the deductions
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allowable under section 23 without regard to any net operating loss deduction,
but attributable to such property during such period of production.

So if you had a net loss in that period, you would come in.
Mr. THOMAS. I believe none of those qualifications would apply

to us, Mr. Stan. We have not had a net loss.
The CHAIRMAN. At this time you had better take a careful look

at the definition and see if we cannot improve it.
Mr. STAN. Very well, sir.
Senator MILLIKIN. Would you mind checking just where you stand

as to the type of mineral that is produced, and get your head together
with Mr. Stan?

Mr. THOMAS. We shall do that, sir. Thank you, sir.
The CHAIRMAN. Are there any other questions?
(No response.)
The CHAIRMAN. Thank you very much, Mr. Thomas, for your ap-

pearance.
Mr. THOMAS. Thank you, sir.
The CHAIRMAN. Mr. John J. Barr. Will you identify yourself for

the record and proceed with your statement?

STATEMENT OF JOHN J. BARR, APPEARING ON BEHALF OF
PRIVATELY OWNED WATER UTILITIES

Mr. BARR. My name is John J. Barr. I am vice president of the
American Water Works Co., having its principal offices in Wilming-
ton, Del., and I am appearing on behalf of a group of water utilities
representing, in the aggregate, over one-half of the privately owned
water companies in the United States.

The water companies represented include the Northeastern and
American Water Co. systems, embracing 121 water companies in 22
different States; the General Waterworks Corp., controlling some 25
water companies in 9 different States; and also a number of individual
operating companies including three substantial companies in Cali-
fornia, and others whose principal operations are in Connecticut, Dela-
ware, Indiana, Ohio, and Pennsylvania. A complete list of the com-
panies represented is attached to my statement.

The tax problems of the privately owned water companies are
basically similar to those of the other regulated public utilities.

There are two principal distinguishing features which apply to
water utilties. In the first place a substantially larger percentage of
their entire capital is represented by borrowed capital, frequently
amounting to 70 percent or more of their total capitalization. In the
second place, the earnings of the water utilties during the period from
1946 through 1949 were, in general, subnormal. During most of this
time, the rates were stable, and any increase in gross receipts which
occurred was more than offset by increased costs of operation.

The water utilities support generally the position taken by the
NARUC and by representatives of other regulated industries. In
particular, however, the attention of your committee is called to two
features of the excess profits tax bill passed by the House of Represent-
atives, last Tuesday.

It would seem that the problems with reference to the ascertainment
of the amount of equity capital and the allowance of a 6 percent return
has been fully discussed by the gentlemen who have preceded me today.
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I would like to invite your attention to the possible problem relating
to the filing of consolidated returns. The general provisions of the
House bill permit the filing of consolidated returns for affiliated cor-
porations. We believe affiliated utilities should have the same privi-
lege without sacrificing the optional credit provided for utilities in
the House bill. Since the common parent of an affiliated group of
water utilities is not normally engaged in the sale of water, it there-
fore would not fall within the definition of regulated utilities con-
tained within the House bill.

As to the average earnings credit, the House bill provides for an
average earnings credit limited to 85 percent of the average earnings
for any 3 of the 4 years 1946 to 1949 inclusive. Since the earnings of
the water utility industry during those years were less than normal,
it is self-evident that to make any portion of those earnings subject
to excess profits tax is not only unfair and inequitable but would in
substance constitute an increased "normal" tax rather than an excess
profits tax.

There are many utilities which by reason of the abnormalities fre-
quently encountered in determining "adjusted basis" for tax purposes,
would elect to compute their excess profits on the average earnings if
a fair and reasonable basis were available.

It is respectfully submitted that in the case of a public utility, the
excess profits tax credit under the average earnings method should
not be less than 100 percent of the average income of any 3 of the 4
years 1946 to 1949, inclusive, and that there should be added to the
credit thus determined an amount equal to any increase of income to
any public utility resulting from an increase in rates allowed by a
regulatory body having jurisdiction thereof to the extent that such
increase in rates would have increased the credit had said rate increase
been effective throughout the years 1946 to 1949, inclusive.

It is also essential that such an average earnings credit should be
adjusted to reflect a proper return on increased investments, whether
from retained earnings or new borrowed or equity capital, occurring
during the base period and subsequent thereto.

The water companies during the base period were faced with rap-
idly rising costs which in many instances exceeded the increase in
their gross revenues. It is only comparatively recently that rate in-
creases have been allowed in order to meet the increased cost of oper-
ations. In many cases applications for these rate raises are still pend-
ing. And yet, for the purpose of computing an excess profits tax
under the average earnings method it is proposed to allow as a credit
only 85 percent of 3 subnormal years. This would mean that a major
portion of the rate increases allowed or presently sought would be
taken away by excess profits taxes.

Thus, in effect, the decisions of the regulatory bodies would be re-
versed and the utilities deprived of income which after full and care-
ful consideration was determined to be necessary for their financial
well-being.

Senator KERR. IS it not possible that one alternative result would
be that you would be persuaded or induced to go back and ask for
an additional raise in rates in order to put you in the position in which
they thought they were putting you, and that you would be successful
in an application, and that would result in an additional cost to your
consumers?
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Mr. BARR. I think that is about the only alternative, sir. I think
that would definitely result.

Senator MILLIKIN. DO yOU have franchises or what gives you your
right to deliver water?

Mr. BARR. In many instances franchises, whether they be granted
by local municipal bodies or in some instances by the certificate of
incorporation issued by the State in which the company operates.

Senator KERR. DO yOU deliver in containers primarily ?
Mr. BARR. NO, sir. We deliver through pipe lines and spigots, sir.
Senator KERR. Only?
Mr. BARR. Only, sir.
Senator MARTIN. Can you go into an incorporated municipality

without a permit or a franchise?
Mr. BARR. Normally I would say not, sir. You would normally be

required either to obtain the franchises from the existing service com-
pany, or in some instances you even are required to create a new cor-
poration which is given the corporate powers through its charter,
just to service a new community.

Senator MARTIN. If yOU did go in without the necessity of the
certificate of convenience and necessity or franchises, then you would
not be a regulated utility ?

Mr. BARR. Very probably not, sir.
Senator MILLIKIN. And many of the franchises in themselves pre-

scribe the rates, and many of them are long term, and many of them
do not provide for a revision of the terms, so you might get yourself
into a very bad box on some of those franchises if your costs were
increased in this way?

Mr. BARR. There are some places where that could readily have
happened; yes, sir.

Senator MARTIN. Mr. Chairman, I do not know whether I made
myself entirely clear. I was under the impression that a utility-we
are now discussing water companies-before it could go into an in-
corporated town, village, or city, had to have a franchise from the
town council or the city council.

Then, in addition to that, you would have to have regulation from
your State regulatory body as to the rates you would charge?

Mr. BARR. That is approximately so; yes, sir.
Senator MARTIN. I thought there were two steps.
Mr. BARR. There are, essentially; that is true.
Senator MILLIKIN. One thing is a cinch: You cannot go into a

town just because you have a franchise from the water company and
start digging up the streets of the town, without some kind of arrange-
ment with the town.

Mr. BARR. That is right, sir. You have to have some form of per-
manency in the form of franchise.

Senator MARTIN. You have to have an ordinance or something along
that line.

Mr. BARR. That is right, sir.
A water utility cannot stand still; it must meet all of the demands

of its customers for service. This means a constant need for new capi-
tal to finance expansion.

Effect on future expansion:
Many of the required plant additions do not result in any immediate

increase in income. Thus amounts spent to increase supply and stor-
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age facilities do not immediately afford any increase in revenue.
Amounts spent in reenforcement of pipelines do not increase revenues.

The water companies' capital structures with their large proportion
of borrowed capital have been built up on the expectation that their
normal earnings would continue and that they would possess income
after taxes but before interest which would be sufficient not only to
service outstanding loans but also to leave a fair return for equity
capital.

In numerous cases the utility would be faced with insuperable diffi-
culties in attempting to obtain further loans for needed additions
which needs would often be directly attributable to the defense effort.

If a utility's financial position is such that it is prevented from
acquiring new capital, its only resort is to seek and obtain a rate
increase.

This means that for each $1 available to service new capital the cost
of water to the consumer must be increased approximately $2.50 be-
cause of the impact of profits taxes.

Senator MILLIKIN. YWhat do you want? What formula do you
want?

The CHAIRMAN. What is your suggestion?
Senator KERR. He had a suggestion there, Mr. Chairman.
Mr. BARR. We have suggested that we should be allowed 100 percent

of the average earnings, in recognition of the fact that the years
1946-49 were subnormal to the water utilities, and we feel that this
suggestion comes closer to the methods and procedure followed by
regulating authorities.

Senator MARTIN. Mr. Chairman, I might ask a question, because I
would like a little further development. As I understand, you feel
that a utility ought to have 100 percent against 85 percent for other
corporations. I would like a little further development on that, Mr.
Chairman.

The CHAIRMAN. What was that, Senator?
Senator MARTIN. He makes the statement that he feels that utilities

ought to have 100 percent against 85 percent to other taxpayers.
Now, I feel he ought to make a little further development of that.

Mr. BARR. Senator Martin, I do not mean to imply that 100 per-
cent credit should not be given to all, but I have attempted to em-
phasize the problem of the water utilities whose earnings were defi-
nitely less than normal during the base period from 1946 to 1949.

Furthermore, if the average-earnings base is available to a utility,
a water utility, it will avoid a terrific amount of trouble, problems
and expense, in preparing a return on an uncertain and complicated
adjustment basis for excess profits, equity capital, and credit under
section 446.

Senator MARTIN. Now, as I understand it, in the water companies
and other utilities there is not any way that you can have an increase
except by the State regulatory commissions ?

Mr. BARR. That is true, sir. Our income is constantly subject to
review and adjustment, if necessary, by the regulatory commissions.

Senator MARTIN. Then the only way you would have to take care of
dividends on your equity capital and paying the interest on your
borrowed money, if you don't have enough to do that, is to get an
increase in rates which, of course, takes it from the consumer ?

Mr. BARR. That is absolutely true, sir.
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Senator MARTIN. But there is not any way that you canl get this
increase except as approved by the State regulatory comlnmission?

Mr. BARR. Approved after lengthy investigation and inspection;
yes, sir.

Senator MILLIIN. And you might not get it ?
Mr. BARR. Not always.
The CHAIRMAN. Thank you very much, Mr. Barr, for your state-

,lent.
Mr. BARR. Thank you, sir.
The CHAIRMAN. Mr. Dudley.
You may be seated, and identify yourself for the record.

STATEMENT OF CLAUDE W. DUDLEY, ATTORNEY, WASHINGTON,
D. C., REPRESENTING NEW YORK, CHICAGO & ST. LOUIS RAIL-
ROAD CO., OF CLEVELAND, OHIO

Mr. DUDLEY. My name is Claude W. Dudley. I am a lawyer, and
my office is in the Dupont Circle Building here in Washington. I ap-
pear here as a representative of the New York, Chicago & St. Louis
Railroad Co., of Cleveland, Ohio, commonly called the Nickel Plate
Road.

This company, the Nickel Plate Road, leased all of the properties of
the Wheeling & Lake Erie Railway Co. on December 1, 1949, for a
period of 99 years and renewable in perpetuity at the option of the
Nickel Plate. The net earnings from the operation of the properties
of both companies will be reflected in the income and excess profits tax
returns filed by the Nickel Plate for 1950 and subsequent years,
whereas the earnings prior thereto were reflected in separate returns
filed by the two companies. Consequently, a seriously inequitable
situation results, because the Nickel Plate's credit based on the opera-
tions during the period of 1946-49 would be limited to the earnings
from its properties alone, whereas the income reported in 1950 and
subsequent years would include the earnings from the operation of
the Wheeling & Lake Erie properties as well.

The inequity was explained to the Ways and Means Committee and
to the staffs of the joint committee and the Treasury. The House
bill contains a provision in section 434 (d) to correct this situation.
It is there provided that where substantially all of the properties of a
railroad corporation have been leased to another railroad corpora-
tion under a long-term lease entered into prior to July 1, 1950, and
where the lease requires the lessee to pay the income and excess
profits taxes of the lessor, the combined excess profits credit of the
two companies may be a apportioned between them by agreement, sub-
ject to approval by the Secretary of the Treasury.

The need for such a provision and the serious inequity which this
company would suffer without such a provision are readily apparent
upon examination of the figures. The Nickel Plate's average net in-
come for its best 3 years of the base period is $16,434,000. Eighty-
five percent of this is $13,969,000, and this is the excess profits credit
allowable to the Nickel Plate, based on its base-period experience
alone. The excess profits credit of the Wheeling & Lake Erie, com-
puted in a similar manner, is $9,379,000. The combined excess profits
credit of the two companies is $23,348,000.
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I might say that it is not our request that that combined credit be
increased, but it is only our request that the combined credit be
equitably apportioned between the two companies.

It is estimated that the Nickel Plate's excess profits net income for
the year 1950, which includes, of course, the earnings from the opera-
tion of the properties of the Wheeling & Lake Erie, will be $31,215,000.
If the Nickel Plate's base period net income is limited to its average
earnings, without including the earnings of the Wheeling & Lake Erie,
then $17,247,000 of this year's estimated earnings will be subject to
the excess profits tax. The fact is, however, that by any reasonable
standard of normal profits, only $7,867,000, the excess of the current
year's earnings from the operation of the two properties over the earn-
ings from the operation of both properties during the base period,
should be subjected to the excess profits tax.

In other words, by reason of entering into this lease as late as
December 1949, this law, without the special provision which I men-
tioned a while ago, would reach $10,000,000 on normal profits and
taxed profits as excess profits.

A similar basic inequity exists if the excess profits credit is com-
puted under the invested capital method or under the regulated public
utilities provisions of section 446 of the House bill. In both such
computations, the earnings from the operations of both properties
are related to a credit based on the capital invested in only one prop-
erty. This anomalous situation has likewise been corrected in section
434 (d) of the House bill, permitting the equitable apportionment
of the combined excess profits credit between the lessor and lessee
corporations, regardless of whether that credit be computed by refer-
ence to base period net income or in any other manner.

In this case the excess profits credit based on income, the figures for
which have already been included in this statement, is substantially
greater than the excess profits credit based on invested capital. It is
approximately equivalent to the excess profits credit computed under
the regulated public utilities provisions contained in section 446 of
the House bill.

In referring to his statement to "preferential treatment amounting
to virtual exemption of certain types of businesses which are generally
subject to public regulation," Sclretary Snyder was presumably con-
sidering only industry-wide return, which is under 5 percent in the
railroad industry. The fact is, however, that some railroads, includ-
ing the Nickel Plate, earn more than 5 percent on their capital, after
the payment of the normal tax and the surtax, and the regulated public
utilities provisions do not give and are not intended to give to such
companies an exemption from the excess profits tax.

The inequity in the Nickel Plate case could be removed under the
general provisions of law if the Nickel Plate owned sufficient stock of
the Wheeling & Lake Erie to permit the filing of a consolidated return.
It owns 99 percent of the prior lien stock of the Wheeling & Lake Erie,
but only 73 percent of the common stock. It owns 80 percent of the
entire capital stock. If the Nickel Plate owned 95 percent of all of
the stock so that a consolidated return could be filed, it would be
entitled to the combined excess profits credit of both companies in the
consolidated return. It will be many years, however, before the
Nickel Plate is able to acquire 05 percent ownership of the Wheeling &
Lake Erie stock. In the meantime, such a provision as that contained
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in section 434 (d) of the House bill is necessary to prevent taxing as
profit a substantial part of the normal earnings from the operation
of the two railroad properties now operated by the Nickel Plate.

The equitable apportionment of the aggregate of the excess profits
credit of the lessor and lessee corporations between them, as permitted
in section 434 (d) of the House bill, is similar to the apportionment
of depletion deductions between the lessor and lessee of mining prop-
erty, which is now permitted under section 23 (inm) of the Internal
Revenue Code. There is even greater need for the apportionment
of the excess profits credit between the lessor and les :ee if seriously
inequitable results are to be avoided in the impact of the excess profits
tax. The excess profits tax is intended to apply to those corpora-
tions which have taken the risk incident to the conduct of the busi-
ness and realize a return above a normal standard, measured either
by base period earnings or by a fair return on the capital employed
in the business. By entering into a long-term lease of its properties,
providing for a guaranteed return to the minority stockholders
of the lessor, that corporation removes itself and its stockholders from
the category of risk takers, and they become mere passive recipients
of the fixed return provided for in the lease. That fixed return
must be paid, of course, by the lessee in good times and bad. It must
be paid even though the revenues from operation do not yield enough
to pay the operating expenses.

In order to meet this fixed rate of return every year, including
those years when it is not earned, as well as those years when it is
earned, the lessee must be enabled to keep a substantial part of its
earnings over and above this fixed rate of return when there is an
excess. This is obvious in any business such as the railroad busi-
ness, involving its inevitable ups and downs. If the lessee is allowed
no part of the excess profits credit applicable to the lessor's properties
so that most of its earnings in profitable years are required to be
paid out in excess profits taxes, it will be absolutely impossible for
the lessee to come out whole for any extended period of time.

Senator KERR. IS the gist of your statement a request to the com-
mittee to retain the provisions in the bill as passed by the House ?

Mr. DUDLEY. That is correct, Senator.
Senator KERR. You are entirely satisfied with that?
Mr. DUDLEY. That is correct; yes, sir.
The CHAIRMAN. We have been very glad to hear you. We are

glad to have satisfied customers.
Mr. DUDLEY. Thank you.
The CHAIRMAN. . Mr. Claude A. Williams.
Mr. Williams, you may identify yourself and proceed?

STATEMENT OF CLAUDE A. WILLIAMS, PRESIDENT, TRANSCONTI-
NENTAL GAS PIPE LINE CORP., HOUSTON, TEX.

Mr. WILLIAMS. Mr. Chairman, the hour is growing late, and if
I may, I have a prepared statement which I would like to just have
filed for the record, and make one observation.

The CHAIRMAN. That will be all right.
Mr. WILIAMS. A great deal of what I might say has already been

said today, but I would like for you to keep in mind the principles
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as set forth by the House Ways and Means Committee, that public
utilities should have a fair return after income and surtaxes, since
all of our regulations and the prices which we charge for our products
are based upon taxes as being a cost of business.

If there are any questions that any of you would like to ask me,
I would be very happy to answer them, but in the interest of time, and
the lateness of the hour, I will file my statement.

The CHAIRMAN. We will be glad to have you do so. It will go into
the record just as you have it prepared.

Are there any questions?
Senator KERR. Your position is similar to that of Mr. Hulcy and

Mr. Woolfolk, primarily?
Mr. VILLIAMS. That is correct.
Senator KERR. Tell us the name of your company.
Mr. WILLIAMIS. My company is Transcontinental Gas Pipe Line

Corp. Our headquarters are at 2100 Niels Esperson Building, Hous-
ton, Tex.

We are just completing the construction of a pipeline from Mer-
cedes, Tex., One hundred thirty-fourth Street, the east bank of the
Hudson River, about 1,830 miles of main 13-inch pipeline. We will
deliver gas along the route of the line to some 43 municipalities and
communities.

Senator KEIRR. Will you tell us the percentage of your entire capi-
tal structure, debt, and equity?

Mr. V1LLIAMS. We have $175,000,000 of first mortgage bonds, of
which $143,000,000 bear interest at the rate of 35/ percent, $32,000,000
bear interest at the rate of 31J percent. That represents 75.4 percent
of the total capital in the company.

We have 281/ million dollars of interim notes, which are in effect
preferred stock, which hear 6 percent rate of interest. That repre-
sents approximately 101/, percent of the total capitalization. We have
some $30,000,000 of common stock, which represents just a fraction
over 10 percent of the total capitalization.

Senator KERR. Do the provisions of the House bill meet the re-
quirements that you feel the industry of which you are a part have
with reference to maintaining their position and being able to secure
the capital for further expansion?

Mr. WIILLIAMIS. It is a bare minimum. That is the least that we
can operate under, would be the 6 percent rate of return on our total
capital structure.

The reason for that is that natural gas pipelines are peculiar in
that we are dependent upon a supply or a product which may play
out some day, with the result that when you finance one of these, you
must set them up on a 20-year supply of gas, and a 20-year sale of gas.
The people who loan you the money will expect you to retire your in-
debtedness over that 20-year period. So it is necessary for these nat-
ural gas pipelines to dip into earnings that would normally be used
to pay dividends to common-stock holders in order to retire their
entire debt over the 20-year period. So a 6 percent rate of return on
your total capital structure is the least we can have and meet our ob-
ligations of paying the interest on our debt, retiring debt, pay the divi-
dlen(ls on the preferred stock, and retire the preferred stock, and have
a small amount of money left over for dividends on the common
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stock, and some to retain as earnings for future expansion of our
company.

Senator MARTIN. DO yOU produce any gas, or do you buy it?
Mr. WILLIAMS. We buy it all.
Senator KERR. That is all the questions I have.
The CIHAIRMAN. Thank you very much, and your full statement will

go into the record.
Mr. WILLIAJIS. Thank you, sir.
(The statement submitted by Mr. Williams reads in full as follows:)

STATEMENT OF CLAUDE A. WILLIAMS, PRESIDENT, TRANSCONTINENTAL GAS PIPE
LINE CORP., HOUSTON, TEX.

My name is Claude A. Williams. My address is 2100 Niels Esperson Building,
Houston, Tex. I ant president of Transcontinental Gas Pipe Line Corp. in whose
interest I appear before this committee.

I urge that the Committee on Finance retain in any excess profits tax bill
which may be enacted into law the provisions adopted by the House which
would permit regulated utility companies to earn their minimum allowable
return after normal tax and surtax before the imposition of any excess profits
tax.
Transcontinental Gas Pipe Line Corp. was organized in February of 1946 for

the purpose of bidding on the Big and Little Inch Pipe Lines. While it failed to
acquire these lines, the survey which it had made in that connection convinced
it of the feasibility of constructing and operating a line from the Texas coast
to the northeastern part of the United States and it thereupon applied to the
Federal Power Commission for authority to construct and operate such a line.

This authority was granted early in 1948 and construction started. Trans-
continental now holds a certificate of public convenience and necessity covering
a natural gas transmission system conssting tf 1,839 miles of main transmiissim
line traversing 12 States from Texas to New York, 500 miles of gathering and
sales lateral lines, 19 compressor stations with an aggregate compressor capacity
of 207,000 horsepower, and the necessary appurtenant facilities, to deliver
505,000,000 cubic feet of natural gas a day from 56 gas fields along the Texas-
Louisiana Gulf coast to 43 municipalities and gas distributing companies in the
States of Louisiana, Alabama, Georgia, South Carolina, North Carolina, Virginia,
Pennsylvania, New Jersey, and New York.

The first gas was delivered from the line only within the last day or so-to
Danville, Va. When testing of the remainder of the line-now in progress-is
completed, deliveries will start in North ard South Carolina, Pennsylvania, New
Jersey, and New York. It is anticipated that the line will reach its full capacity
of 505,000,000 cubic feet of gas a day by April 1, 1951.

The company is a "natural gas company" under the Natural Gas Act of 1938,
as amended, and is subject to the jurisdiction of the Federal Power Commission.
Thus, the Federal Government regulates and controls the quantities of gas to be
sold to the company's various customers, the adequacy or inadequacy of com-
mitted gas reserves, the expansion or abandonment of facilities or service, the
determination of allowable operating costs and the cost of the company's facilities
for rate-making purposes, the rates at which depreciation and amortization of
the cost of facilities may be taken and the manner in which the books and records
of the company are to be kept.

Moreover, the Federal Power Commission has complete control of the rates
which the company may charge on its sales to distributing utility customers and
municipalities and is charged by the specific provisions of the Natural Gas Act
with the duty of fixing rates or charges that "shall be just and reasonable, and
any such rate or charge that is not just and reasonable is declared to be unlawful."

The Federal Power Commission issued a certificate of convenience and neces-
sity to Transcontinental in order to meet the needs of the millions of potential
gas customers along the Atlantic seaboard and throughout the Northeastern
States. At its present capacity, Transcontinental's line will serve 5,000,000)
meters involving, we estimate, 15,000,000 individual consumers. Under the ex-
pansion program presently contemplated, these 15,000,000 persons will increase
substantially their use of cheap natural gas and many millions more will commence
to enjoy its benefits.
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Today it costs from $1.20 to $2 to manufacture gas containing 1,000,000 B. t. u.'s
in the Northeastern States. Transcontinental will deliver natural gas containing
the same number of B. t. u.'s in New York for from 29.8 cents to 31.5 cents, or
less than one-fourth the present cost of manufactured gas in that area. This
differential between the cost of manufactured gas and natural gas gives some
idea of the very substantial fuel cost savings which will be enjoyed by people in
the northeastern part of the United States and along the Atlantic seaboard.

With our line only just starting to deliver gas, we are already faced with
demands for gas exceeding our present capacity of 505,000,000 cubic feet a day
by 150,000,000 cubic feet a day. From the experience of other gas pipeline com-
panies, it is reasonable to expect that the demands for gas in the foreseeable
future in the are which our line serves will exceed 5,000,000,000 cubic feet per day,
or 10 times our present capacity. These figures demonstrate the natural and
iuormal growth of this relatively new but dynamic industry without regard to
the impetus of any war emergency.

These are the considerations which moved the Federal Power Commission to
authorize Transcontinental to construct and operate its gas transmission system.
Before the Commnission would issue a certificate to our company we were obliged
to demonstrate that:

1. The system was in the public interest;
2. It would provide gas at a price highly advantageous to its consumers;
3. It was financially able to construct and maintain the proposed system;
4. It had commitments for an adequate supply of natural gas for a period

of at least 20 years;
5. It had commitments to dispose of this gas to its customers for a period

of at least 20 years; and
6. In all other respects, the project was economically feasible.

To meet these requirements the company was obliged to enter into understand-
ings both with its vendors and customers with respect to minimum and maximum
daily quantities of gas for a period of 20 years and to prove these understandings
to the satisfaction of the Federal Power Commission. All of these steps were
taken irrevocably by the company beginning in 1948 and before May of 1950.
Thus, before the Korean War commenced, the die was cast, the capacity of the
line was fixed, the maximum volume of unit sales was established, the price
per unit was determined, and the amount of money which the company would be
permitted to earn as its fair return after taxes was prescribed. No increased
volume of business, whether due to the impetus of wartime demands or otherwise,
could have or will have any bearing on the number of dollars which the Com-
mission has prescribed as the fair return. For this reason, it is simply impossible
for Transcontinental, or any other utility company regulated on a company-by-
company basis, to earn excessive profits by any reasonable standard.

In determining the economic feasibility of this project, it was necessary for
Transcontinental to present to the Federal Power Commission its estimated cost
of operations and its estimated revenues. From the experience the Federal
Power Commission has had with other gas transmission lines subject to its
control, it was possible for the Commission to establish yardsticks for measuring
the adequacy and accuracy of our figures. The natural-gas transmission business
is peculiar in this respect. The income and outgo, even for a period as long as
20 years, can be determined with a great degree of accuracy. The biggest items
of cost, are fixed. These items are depreciation, the cost of gas, bond interest,
and the cost of fuel to pump the gas from the point of production to the point
of delivery. The only two items of expense which cannot be calculated precisely
are the cost of labor and taxes.

In fixing the rate at which gas is to be sold, the Federal Power Commission
has two major objectives-

1. It makes certain that the price is fair to customers: and
2. It makes certain that the price will not result in the company's making,

after taxes, a return greater than a fair return--this fair return being con-
sidered to be 0 percent of the capital structure, both equity capital and
borrowed capital.

This fair return is established at this level in order to assure sufficient funds
to-

(a) cover the company's cost of doing business, including in such cost all
State and local taxes and the Federal normal tax and surtax;

(b) permit the company to pay its interest and preferred stock dividends
and to retire its debt and preferred stock over a reasonable period of time.
and
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(c) to leave the company with a reasonable amount for dividends to its
common stockholders and to meet normal expansion demands.

In order to secure the funds to finance a project of this sort, you must be able
to show your bondholders that you will have sufficient funds after the payment
of all expenses and fixed charges, including Federal taxes, to pay the interest
and to retire the debt in a reasonable period. You must demonstrate to the
preferred-stock holder that you will be able to pay dividends on the preferred
stock and to retire the stock through a sinking-fund operation in a reasonable
time. In addition, the common-stock holder must be convinced that after all
of these charges, there will be sufficient funds left to warrant his investment
risk.

The costs of constructing this project have been completely financed by funds
received from sales of the following debt and equity securities and from tem-
porary bank loans as needed:

Amount Percent

First-mortgage bonds..... . 15---------------------------------------------- 000,000 75.3
6-percent interim notes convertible into preferred stock -.. -.- - --. . .. 26, 500. 000 11.4
3,530,000 shares of common stock ------------------------------------- 30,773,000 13.3

T otal- - - - - - -- - --- - - - - -.---- .- -.--------. . 232, 273,000 100.0

All of the first-mortgage bonds are held by 18 institutional investors. Interest
rates are 3% percent on $143,000,000 principal amount and 31/4 percent on
$32,000,000 principal amount. At December 31, 1949, the 6 percent interim notes
were held by 3,973 noteholders and the common stock was held by 4,937 stock-
holders in all of the 48 States, Mexico, Canada, Hawaii, and Bermuda.

Approximately $200,000,000 of the company's financing, including 93 percent
of its entire equity capital, was raised in December 1948, at least 2 years before
the project could be completed and placed in operation and an even longer period
before dividends on the equity capital could be initiated and the equity holders
could expect to realize any return on their investment.

During the period a natural gas pipeline is under construction, the equity
shareholders have an extremely high degree of risk. As an illustration, Trans-
continental's is one of the few pipelines that will be completed at the originally
estimated cost. But in addition to this risk during construction, the persons
who subscribe the equity capital cannot under any circumstances expect dividends
until after the construction is completed and the company begins to realize
earnings-a period of at least 3 years.

This high degree of risk, together with the time which must of necessity elapse
between the raising of capital and the realization of earning power and dividend
return, requires that natural gas pipelines be financed with a high debt-equity
ratio, for prospective subscribers of equity capital insist on a higher rate of
return on their equity than the 6 percent over-all return allowed by the Federal
Power Commission. The only way this higher return result can be accom-
plished is to have a capital structure wherein the earnings on borrowed funds
in excess of the interest thereon will produce for the equity owners the kind
of return they insist on as a condition of investing their money in equity securi-
ties. In the case of natural-gas pipelines, this capital structure, for the reasons
we have outlined, is typically 75 percent debt to 25 percent equity when con-
struction begins, the debt thereafter being progressively retired out of earnings.

In Short, the method by which a transcontinental gas line or other federally
regulated utility is financed is dictated almost entirely by the Power Commis-
sion's modest profit allowance. With the fixed ceiling on their return, investors
in the current market simply will not place a higher percentage of their invest-
ment in equity capital in companies of this character under the circumstances.
The resulting high ratio of borrowed to equity capital is by economic necessity,
not by choice.

Since the prospective life of natural gas pipeline companies is inherently
limited by the nature of the natural resource which is their only salable com-
modity, the element of risk for all of its security holders is greater than in the
case of companies engaged in many other types of business.

Also, because of the investors', and even the geologist's, natural reluctance to
predict the productive life of any known natural gas reserves beyond a reasonable
period of years, the debt securities and the preferred stocks of natural gas pipe-
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line companies generally are not salable except on a basis providing for annual
or semiannual maturities over a period not exceeding 20 years in the case of
debt securities and slightly longer in the case of preferred stocks. Natural gas
pipeline companies, therefore, must retain and use for debt and preferred-stock
retirements substantial portions of their annual earnings which otherwise would
be usable for the payment of dividends on common stock. In addition to the
large amounts of cash earnings retained for sinking-fund purposes, pipeline
companies, like other companies, must have cash available for dividend pay-
ments to sustain their equity capital structures and provide a market for the
sale of additional securities to finance needed expansions and improvements in
their service.

The financial structures which have been set up by such companies for the pur-
pose of bringing needed natural gas to large areas of the country can only be
soundly preserved if the earning power projected in the planning of the projects
is realized to the degeree anticipated under the regulatory Ipolicies of the Federal
Power Commission. If the regulated modest rate of return is diminished through
heavily increased taxes without a corresponding increase in the selling price of
gas. tihe companies' security position will be seriously weakened and expansionn
of facilities to increase service will be retarded or entirely eliminated. On the
other hand, if the companies were authorized by the Federal Power Commission
to increase the selling price of gas to oft'set tax increases, tihe benefits of the new
lines to the public would be correspondingly diminished.

Should we not be permitted to increase the price of our gas, the equity owners
in our company could never get a dividend if the Treasury-recommended pro-
posal were adopted without including therein the utility provision adopted by
thile House. Except for the circumstance of our going into our first year of opera-
tion with an operating loss carry-over for tax purposes (which the House bill
allows us to deduct in computing our excess profits net income), we would, under
the excess profits tax, without the House utility provision, be broke, out of cash,
and unable to meet our obligations at the end of 1951. Even the benefits of this
operating loss carry-over have been taken away from us in large measure, for
the Federal Power Commission recently-before we sold a foot of gas or derived
a cent of revenue-reduced our rates in order to cancel out the benefits of that
varry-oveor t the collpaiv anti to las such bell, fits t,1 to our customers.

To deny the common-stock holders any possibility of obtaining any return on
their investment for all practical purposes wipes out their equity in the com-
pany. And while the company presumably could continue to exist and operate,
it is plain that its ability to meet the expanding demands for natural gas in the
area it serves will be completely destroyed.

Under the terms of our first mortgage indenture, any new facilities which we add
to our system may only be mortgaged to the extent of 60 percent of their cost.
This makes it necessary to raise 40 cents of equity out of each dollar spent to
expand the company's facilities. With no prospect of dividends on the equity
capital, it goes without saying that no one would invest in its common stock.
Even should there be a prospect of dividends, in order to raise equity capital on
a fair basis through the sale of common stock, dividends alone are not enough.
It is essential that some of the earnings of the company be retained and plowed
back into the enterprise.

The stockholders, both common and preferred, that subscribed to our stock,
the institutions that bought our bonds and the banks that have lent us money,
all in the aggregate amount of some $240,000,000, did so on the basis that this
project would be allowed to earn, after all taxes, a return of at least 6 percent
of its entire capital structure, both equity capital and borrowed capital. This
rate of return has been found to be fair, just and reasonable by the Federal
Power Commission and is adequate, but no more than adequate, to assure the
economic feasiblity of this project. It allows sufficient cash to pay interest to the
bondholders, pay dividends on the preferred stock, retire our debt and refund the
preferred stock and at the same time pay a reasonable dividend on the common
stock and leave a small amount of retained earnings to expand our facilities as
they are needed.

If the utility proviison of the House bill is not retained, all of these invest-
ments will be in serious jeopardy.

Along the route of the Transcontinental line there are a number of small com-
panies which have been organized for the purpose of buying gas from our line
to supply to their various communities. They are now in the process of trying
to finance their projects. It is my opinion that they will not be able to finance
them if the utility provision which the House adopted is not adopted by Con-
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gress, in which event many communities along the route of our line will be
deprived of this cheap and efficient fuel.

The utility provision of the House bill adopts two principles that are vital to
every public utility:

1. A public utility cannot h:ve "eces(s profits" if, :after the payment of
normal tax and surtax it has left no more than the fair return allowed it
by the regulatory body.

2. A public utility must be allowed to include all of its capital, both
equity and borrowed in its capital base for excess profits tax purposes.

Both of these principles are of equal importance. Neither one would without
the other, solve the utility problem under the excess profits tax. The retention
of both is essential, for otherwise the ability of the utilities to serve their custo-
mers and t, secure capital required for necessary expansion would he very
seriously impaired. We hope your committee will keep the utility provision of
the House bill.

The CHAIRMAN. Mr. William Gess. Will you have a seat, please,
and identify yourself for the record.

STATEMENT OF WILLIAM B. GESS, LEXINGTON, KY.

Mr. GEss. My name is William B. Gess; my office is in the Citizens
Bank Building, Lexington, Ky. I represent the Kentucky Real
Estate Commission, J. Bruce Davis, chairman; the Lexington Real
Estate Board; and the operators of certain commercial office build-
ings in midtown Manhattan, New York City, including Bryant Park
Building, Inc., 11 West Forty-second Street, Inc., and 500 Fifth
Avenue, Inc.

We all recognize that an excess profits tax should be imposed on ex-
cessive earnings-that is, on income which exceeds an established base.

The problem: The chief problem is to formulate the base for deter-
mining whether profits are excessive, so as to insure that only such
earnings will be subject to this high wartime levy as are obviously
attributable to war conditions. An excess profits tax, in other words,
should not reach earnings which would have been made anyway. We
are to tax, not boom profits, but war profits.

The World War II excess profits tax statute said that the excess
profits base should be either a percentage of depreciated original cost
plus accumulated earnings and profits-the invested capital method-
or 95 percent of the average earnings of the taxpayer for a 4-year base
period-the earnings method. This resulted in a discriminatory tax on
the real estate enterprise which, let us say, had bought its fee or lease-
hold in 1932 or 1938 at a lot cost and had thereafter operated at a loss,
year after year, until the outbreak of war. This resulted in a low
invested capital base; moreover, the earnings credit was of no help,
because the base period was poor.

No adequate relief provisions were made in World War II statutes
for real estate. Sections 721, 722, and 723 have proven an illusion to
the great majority of taxpayers who felt, with considerable justifi-
cation, that they were being unfairly treated. The tax court has
never granted any substantial relief to a real estate company.

The faith of such a management in its enterprise was rewarded by
a low credit and a high tax; whereas an organization, whose manage-
ment happened to be extravagant, in its original investment or which
somehow had gotten into profitable operations during the base period,
was favored with a high credit and a low war tax. Thriftiness or bad
operating history was punished and extravagance or a base period
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bonanza were rewarded. This was bad enough, but what was far
worse was that the war tax payable depended too much on 'the acciden-
tal factors of when the business had started and how it happened to
function during the base period. The chances for discriminatory
treatment of closely similar properties were abundant, and this dis-
crimination far too often took place.

So far, the Eighty-first Congress had done nothing to alleviate or
solve the tax problems of real estate enterprises. As far as I have
been able to determine in the short time available to me, the House bill,
now before this honorable body, contains nothing which will remove
the discriminatory and unfair treatment here complained of.

The determination of whether earnings from investments in, and
operation of, real estate are reasonable or excessive is one of our basic
tasks, for our lands and buildings are a basic national resource. We
fail completely to do equity if we apply vastly different standards,
having no relation to whether profits are reasonable or excessive, to
similar properties.

The remedy: A most desirable and sensible result can be simply
achieved by allowing real estate corporations to compute their invested
capital on current values, rather than on historical costs. A standard
based on present-day worth will reflect the effort the operator has
put into the property and correct for the accidental factors of time
of original investment and subsequent adversity.

It is at once objected, that it would be an impossible administrative
job for the Treasury to endeavor to make current valuations of all
property in the country, so that such current valuations could be made
a basis for excess profits tax calculations.

For real estate, however, several types of current valuations are
available. First, there are the assessed values that must be carefully
and regularly established for local tax purposes. Second, there is the
local real estate market; your real estate man typically is well versed
in current sales values and in appraisals made for the purposes of
buying or selling leaseholds or fee estates. The prices thus arrived
at are reached at arm's-length and constitute the best available evidence
of current value. Finally, values are frequently determined by arbi-
tration or by court proceedings which have been brought for various
purposes.

Thus, to obviate the administrative burden on the Valuation Sec-
tion of the Bureau of Internal Revenue of prescribing fair values for
all of the commercial properties in the particular Federal collection
districts, the statute could grant real estate corporations the privilege
of using as an excess profits credit base "the fair market value of their
premises as of January 1 of the taxable year established by any lawful
evidence." The burden of proof would be gladly assumed by the tax-
paying operator: Taxpayers are used to that sort of burden-they
have borne it all of their taxable lives.

Nothing herein contained should be taken as an expression of
opinion that an excess profits tax is the best way of meeting the
present emergency. But if we must have a tax, heavy though it may
be, let us set up provisions which will insure that such a levy will
reach only the excessive profits, and let us write the law on a scientific
rather than a hit-or-miss historical basis. The results to all con-
cerned-to the Treasury, the war economy, and to the people who must



EXCESS PROFITS TAX ON CORPORATIONS, 1950 577

produce the revenues would be stimulating, fairer and easier to ad-
minister than anything we have ever heretofore experienced.

Incidentally, we are not requesting automatic relief in every in-
stance, but rather special relief when it is proved that discrimination in
fact exists in a special case. In other words, this is the similar pro-
cedure as was permitted and which existed under section 72.

That, gentlemen, is my statement.
The CHAIRIA.\N. Are there any questions?
There are no questions. We thank yon very much.
Mr. GESS. Thank you very much.
The CIHAnIMAN. Mr. Marbury.

STATEMENT OF WILLIAM G. MARBURY, APPEARING FOR THE
INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA

Mr. MA\lRBURY. Mr. Chairman, in view of the hour, I do not need to
read all of this. I just have a couple of points I would like to call to
your attention, but I would like the permission of the Chair to leave
these copies and insert it in the record.

The CHAIRMDAN. Yes, you may do so.
Mr. MARBURY. There are a couple of matters, though, that I think

warrant---
The CHAIRM[AN. You are appearing here for the Independent

Natural Gas Association?
Mr. MARBtuRY. Yes, sir. I am William G. Marbury, of St. Louis,

Mo. I am president of the Mississippi River Fuel Corp. and I am
appearing here in behalf of the Independent Natural Gas Association
of America.

I appeared before the Ways and Means Committee of the House
last month in a similar capacity. I am here to urge the reenactment of
section 735 of the Internal Rev ienue Code, section :)S of the Revenue
Act of 1943, and section 451 of the House bill.

The Independent Natural Gas A.s,,ciation is a group composed of
1,800 members in 43 States, of natural gas producing, consuming, and
transportation companies.

This committee has heard Mr. Hulcey, of the American Gas Asso-
ciation, and the electric industry's representative, and I am sure you
have heard enough about the necessity of exemption as it relates to
6 percent earnings on the rate base of gas and electric utilities.

There is one phase, however, that has not been dealt with today, and
that is the phase of selling a natural resource, natural gas.

Now, there are a number of companies in the industry that have
their own production, and practically all natural-gas pipeline com-
panies either have part of their own production and buy the rest of
their gas from others or they buy all of it from others.

Congress in the last war's excess profits tax saw fit to make a pro-
vision to exempt half of the unit profit from the impact of the excess
profits tax law, and the House has inserted such a section into its
bill. Our association is very interested to protect that provision.

In explanation of it a lot of the mortgages of our companies are
tied to the natural-gas reserves; and if we draw on those reserves at
an accelerated rate due to an expanding economy because of the war
effort, we also have to accelerate our debt payments.
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In addition to that, these natural reserves of gas, anywhere from
5,000 to 10,000 feet in the ground, to be replaced are going to cost a
great deal more money. Our industry does not feel that this Con-
gress or this committee wants us to expand into the war economy or
the defense economy that we are going to have, deplete our reserves,
and end up with not enough money to replace them by the develop-
ment and exploration of other properties.

Now, that position is true whether a man owns the reserves or
whether a company has them under contract from other ownership,
because the pipeline transmission business, as such, is tied to a spe-
cific reserve, whether he owns it or whether he has it committed for
20 or 25 years or the life of the field.

So we urge this committee, in behalf of our industry, to give us
the same relief that Congress gave us in the last excess profits tax law,
and which the House has incorporated in its bill in section 451.

The CHAIRMAN. Thank you very much. You may file the brief with
the reporter.

Mr. IARBURY. Thank you, sir.
(The statement submitted by Mr. Marbury reads in full as follows:)

STATEMENT OF WILLIAM G. MARBURY ON BEHALF OF THE INDEPENDENT NATURAL

GAS ASSOCIATION OF AMERICA

My name is William G. Marbury, of St. Louis, Mo. I am president of the
Mississippi River Fuel Corp. and I am appearing here in behalf of the Inde-
pendent Natural Gas Association of America.'

I appeared before the Ways and Means Committee of the House last month
in a similar capacity. I am here to urge the reenactment of section 735 of the
Internal Revenue ('ode (sec. 20)S of th, Revenue Act of 1943) relating to the
natural gas industry in any excess profits tax law which may be passed. This
section has been incorporated in H. R. 9827 in the same language as it was
enacted by Congress in the excess profits tax law of the last war.

I. The problem of the natural gas industry, which is comprehensively regu-
lated, is how to remain a solvent and expanding industry under the impact of
an excess profits tax, selling an irreplaceable natural resource-natural gas.

(a) To remain solvent the industry must receive sufficient relief to assure the
servicing of present debt.

(b) To be an expanding industry relief must be granted to assure our ability
to raise money for building additional properties.

(c) Earnings resulting from increased sales of an irreplaceable natural re-
source-natural gas-must not be excessively taxed or the replacement of this
capital asset will be impossible.

II. The relief requested is: (a) Reenactment of section 735 of the Internal
Revenue Code (see. 20M of the Reveinu Act of 1,-43) relating to the natural-
gas industry in any excess profits tax law which may be passed.2

The House Ways and Means Committee wisely included section 735 in the
Excess Profits Tax Law of 1943. In so doing, your committee made it possible
for our industry to remain solvent and supply the needs of this Nation in time
of war. Your judgment was further established as being sound in that through
your committee's action in recommending section 735 our industry at the con-
clusion of World War II was in a healthy condition and financially able to meet
the expanding requirements of the postwar era. Now, as we approach an era of
preparation for defense, coupled with the maintenance of a reasonably normal
economy for this country, we again appear to prevail upon the sound judgment

'The Independent Natural Gas Association of America is a nonprofit corporation with
approximately 1,800 members located in 43 different States, including all natural gas
producing and consuming States. This membership includes producers, royalty owners,
transporters, and distributors of natural gas.

2 Under the provisions of sec. 735 certain natural gas companies were granted a partial
exemption from excess profits taxes on the net income attributable to the excess output
during the current taxable year as compared to the normal output. Normal output was
defined as the average output during the base period. The partial exemption was limited
to the excess output multiplied by one-half of the unit net income during the taxable year.
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of your committee to favorably consider reinstating the relief provided by section
735 in any excess profits tax law that may be passed.

In meeting the defense expenditures that our country faces, there is a need
for increased Government revenues. Our industry recognizes that it must pay
its portion within its ability. We are not here to seek full exemption, but to
urge that the minimum relief granted to our industry by section 735 be reenacted
so that we may remain solvent and continue to expand. This request is made in
the firm belief that the defense effort would be aided and the public welfare pro-
tected by the granting of our request.

(a) To remain solvent the industry must receive suffLicient relief to assure the
servicing of present debt

A substantial number of companies in the natural-gas industry built facilities
with funds derived from the sale of bonds and the borrowing of money from
banks as indicated by table I. Outstanding long-term debt totaled $1,659,000,000
at the end of 1949. A major portion of the industry's bonds is owned by insurance
companies and some are owned by the public.

In many cases borrowing by the individual companies was geared to a deprecia-
tion allowance and earnings established by regulatory bodies-to a great extent
by the Federal Power Commission. The lender relied upon the established poli-
cies of the regulatory body, both as to allowable earnings and depreciation
accruals as a source of cash for the retirement of debt. The imposition of an
excess profits tax law without relief upon these funds would so deplete the cash
flow of many companies that they would be unable to service their debt in
accordance with the maturities.

Under regulations by the Federal Power Commission or State regulatory
bodies, to which the major portion of the industry is subject, any excess profits
tax must be absorbed by the industry from funds now used to service debt,
expand facilities, and maintain existing properties.

The bond sinking-fund requirements of many companies makes it mandatory
to accelerate the rate of debt retirement when withdrawals from available gas
reserves, whether owned or purchased, are accelerated. When a particular
company, therefore, expands its operations and delivers a greater volume of gas
it must retain sufficient earnings from those increased sales to make possible
the servicing of accelerated sinking-fund requirements. In other words, the
lenders have been cautious to require that if the available gas supply is drawn
on excessively, the sinking-fund payments should be increased accordingly for
their protection.

Ohbvicusly, if the normal profit on these increased sales is taxed away as an
excess profit, cash will not be available to meet accelerated sinking-fund
payments.

(b) To be an expanding industry relief nmutst be granted to assure our ability to
raise money for building additional properties

Our industry faces the necessity of continuing service to many industries
essential to the new defense program. In addition, it faces the responsibility
of serving the needs for natural gas in the homes of literally millions of people
of this country. To maintain this service places a tremendous financial burden
on the industry. In addition to the maintenance of proper service to those
industries and persons who are now relying on the natural-gas industry, addi-
tional requirements for new defense industries and new housing will have to be
met in the expanded economy that we face in the defense program. To do this
effectively the industry must continue all of the phases of its business, from the
actual discovery and development of reserves to the building of additional
facilities and the maintenance of present facilities. When viewed as an industry
problem, this undertaking necessarily presents a great need for raising a substan-
tial amount of money. Additional facilities by the industry must be bought and
paid for.

Whether it is debt money or equity money, the industry must be able to con-
vince the purchaser of a security that he is acting prudently in making available
his money to our industry. To convince a man with money that he is acting pru-
dently when purchasing our bonds or notes, we must be able to convince him that
we can pay the interest and repay the principal when due. To convince the
purchaser of an equity security that he is acting wisely, we must demonstrate
that he will earn a fair return. These problems seem elementary. Unless relief
is granted to our industry by the reenactment of section 735, however, it is our
considered judgment that with a few exceptions our industry will not be able to
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attract the necessary capital to expand and bear its proper responsibility in the
expanding economy of this country.

Our industry is not one that you can stop and permit to remain as is. We
must be continually exploring for new gas reserves. After exploration we must
develop fields to make large quantities of gas available. We must build facilities
to those fields and undertake to build facilities all the way to distant markets.
This undertaking requires tremendous capital. To assure its success, we must
be able to go to the money market of this country and demonstrate that an
excess profits tax will not preclude our ability to repay money borrowed and to
pay a reasonable return to investors.

Section 7t does not grant full relief to our industry, nor will its application
create a condition whereby the industry will be unusually attractive to the money
markets of this country. It has been demonstrated during the last World War
and by recent studies that it is essential. If section 735 is not reenacted the
industry may face the possibility of being foreclosed from entering the money
market.

The association, for which I am spokesman, after comprehensive studies has
concluded that, if the relief provided for in section 735 is not granted to our
industry, a large group may be foreclosed from paying any return on its equity
capital. When this condition is coupled with tihe inability to service debt
requirements, as heretofore presented, it is obvious that the industry will lack
the ability to expand. As illustrative of the money requirements of our industry,
we have prepared table II, which for 2 years shows the need for approximately
$2,000,000,000.

With conditions as outlined above, your committee must recognize that,
without relief, the entire industry faces the problem of the public withdrawing its
financial support.

(c) Earniaul.s rcsiltinlq front increased sales of an irreplaceable natural re-
sourcc--natural gas-must not be (xcssivcly taxed or the replacement of
this capital asset ifill be impossible

The natural-gas industry is engaged in the business of producing, transport-
ln. and selling an exhaustible natural resource. An adequate supply of gas is

vital to the continued existence of every natural-gas company, and conditions
nmust be such as to make it economically feasible to drill the necessary wells
and construct pipeline facilities from field to market. The market cannot be
moved: the product cannot be transported by rail or truckl, but each company
mnist build or depend upon transportation facilities constructed at great cost as gas
can only be transported by pipeline.

The niatural-gas industry is probably the only industry which must constantly
increase its facilities and investlmenlt to furnish tihe same amount of the same
commodity to the same market. The drilling of deeper wells to discover gas
for replacing dwindling reserves, the installation of compressor stations because
of decreasing -as held presslures, alld ll I(e nec,'-ity of ioniger field gathering
and transmission lines are all factors tending to increase the financial expen-
ditures of the gas industry and also increase the cost of gas. Thus, even in
normal times gas companies are required to make substantial expenditures in
serving their market.

When natural-gas companies increase their output they must do so by nsing
up a capital asset, their only stock in trade, an irreplaceable and exhaustible
natural resource. A new gas supply may be close to existing markets or existing
transportation systems. but many are far enough distant from both to require
large expenditures in the construction of new pipeline facilities. The size of
the total proven reserves of the Nation offers little consolation to the company
which is connected to a failing gas supply and is unable to finance an expensive
drilling campaign or the construction of pipelines to a field having adequate
reserves.

Every time a well is drilled, every time a new well is connected to a pipeline
system, and every time a well is abandoned, the expenditure of substantial sums
of money is required. When new fields are connected, the required expenditures
are substantially greater, especially since the pipe in the old lines usually cannot
be removed until the new lines are eonstrncted, and old lines are never removed
until the wells to which they are connected have declined in pressure to the point
of abandonment. Thus even in normal times the average gas company must
constantly and continually make substantial expenditures in searching for new
supplies of gas, rearranging its existing pipeline systems, building additional
compressing station capacity, and constructing additional pipelines to new
sources of supply.



EXCESS PROFITS TAX ON CORPORATIONS, 1950 581

The essential requisites of our industry to serve the Natlion's need for our
product-natural gas-are-

(1) There must be dedicated natural gas reserves in the ground sufficient to
assure a long-term supply, approximately 20 years, to our markets. Upon this
dedication of reserves the companies of our industry are granted certiicates fl
public convenience and necessity by governmental regulatory bodies to build
transportation facilities.

(2) Our ability to get the support of the investing public follows a dedication
of reserves and granting of authority to build the propllerty. Whether those
reserves are owned by tile transporting collmpally or are purchased under long-
term contracts by a transporting company, they become an inherent, inseparable
component part of the over-all business. When they are depleted, a capital asset
has been converted into cash. They must be replaced. Whether that replace-
ment is by discovery and production or by contract for purchase, capital will
be required to make new reserves available. You do not find gas fields next to
each other. It has been the history of our business that the replacement of
reserves, whether produced or purchased, will be at a substantially higher cost.
This is particularly true as we face tile future.

Therefore, unless we have the relief provided by section 735 we, as an industry,
are exhausting the very basic elemllent of our business, namely, our product, with-
out adequate remuneration alnd are facing the necessity of replacing that product
at increased cost--at greater risk-with less money.

CONCLUSION

In conclusion, we urge your committee to give our industry the relief provided
for by the reenactment of thIe provisions of section 735 under which we paid huge
amounts of excess profits tax during World War II.

It is our sincere opinion and judgment that the industry is entitled to this
relief and that it is necessary ill the public interest. During the last war the
reasonableness and workability of section 735 was established. VWe are riot
venturing into a new fi;ld.

We feel that this is the irreducible minimum amount of relief necessary to
maintain our industry and enable us to service an expanding economy.

My attendance is not for the purpose of discussing generally the impact of an
excess profits tax law on the natural gas business. This is being done by others.
The proposal of the American Gas Association will ably present the over-all views
and we subscribe to them.

We do not purport to cover the obvious necessity of special treatment of an
excess profits tax law for a new company which has not operated during the
base period, or certain substantially expanded companies. Their problems will
be ably and fully presented by others and they are certainly entitled to full
consideration.

The natural gas industry is one of the newest industries of this country. Its
development and expansion since the end of World War II has been phenomenal.
Its growth serves again as an apt illustration of thle vitality and capacity of
business in this free country.
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TABLE I.-Capitalization of 22 natural gas companies, Dec. 81, 1949

Company Capital stock Lone-term Total capi- Percent

Company and surplus debt talization lont-term
debt

Alabama-Tennessee Natural Gas Co______ $896, 700 $1. 700. 000 $2, 596, 700 65.5
Atlantic Seaboard Co ..-._ __.... _ _ 16, 882, 138 21,665, 000 38, 547, 138 56.2
Austin Field Pipe Line Co __ __._.._._ 3118, 387 7,395,039 10, 513, 426 70.3
Central Kentucky Natural Gas Co ._.. ..... . 6,456,614 5,974.000 12, 430, 614 48.1
Cities Service Gas Co -. ..... . . . . . 34, 196. 605 64. 500. 000 98, 696, 605 65.4
Colorado Interstate Gas Co__.. _____ 13, 455, 299 20, 000, 000 33, 455, 299 59.8
East Tennessee Natural Gas Co-..----........ . 564, 747 9, 950, 000 10, 514, 747 94.6
El Paso Natural Gas Co......................... 39, 024. 101 148, 736, 881 187, 760, 982 79.2
Iowa-Illinois Gas & Electric Co_ ______ _ 23, 591,143 32, 000, 000 55. 591, 143 57.6
Iowa Public Service Co ..- ___ _____. 25. 631,307 29, 470, 000 55, 101,307 53.5
Lone Star Gas Co.. ....... 64,047,266 47,500. 000 111,547,266 43.5
Michigan Consolidated Gas Co ............... 50. 483, 280 74,575, 000 125,058,280 59.6
Michiean, Wisconsin Pipe Line Co -_____ 22, 370, 986 66, 030. 000 88, 370, 986 74.5
Missicsippi River Fuel Corp 19, 515, 243 27, 500. 000 47, 015, 243 58.1
Natural Gas Pipe Line Co. of America---------. 26, 630, 981 51, 564, 759 78. 195, 740 65.8
Panhandle Eastern Pipe Line Co--------------- 58, 871,055 74,.000,000 132, 871. 055 55.7
Tennessee Gas Transmission Co-......-...... 84.549,609 156,735,000 241, 284,609 65.0
Texas Eastern Transmission Corp------------. 44,678. 584 150,781,500 195,460,084 77. 4
Texas Gas Transmission Corp----------------- 19. 412. 073 60,000,000 79.412, 073 75.1
Texas Natural Gas Co ____ ________ 6, 854,268 14, 147, 000 21.001.268 67.6
Transcontinental Gas Pipe Line Corp -........ .. 31,403, 701 169, 500,000 200, 903,701 84.4.
Wisconsin Southern Gas Co-..----------... - --- 691, 906 814, 000 1, 505, 906 54.1

TABLE II.-Constuction expenditure of the natural gas industry, 1946-49, actual;

estimated 1950-51, inclusive
Millions of dollars

1946------------------------------------------------------------- 236.8
1947__-------------------------------------------------------------- 623.6
1948----- -- --- - - - - - - - - - - - 629.2
1949 -------------------------------------------------------------- 848.1

2, 317. 7

1950-- ------------------------------------------------------------ 954.3
1951 -------------------------------------------------------------- 890.8
1952 -------------------------------------------------------------- 365.1
1953-------------------------------------------------------------- 276.9
1954-------------------------------------------------------------- 259.7

2, 746. 8
Source. Gas Facts, 1949-American Gas Association Bureau of Statistics.

The CHAIRMAN. Mr. Ray Murphy. Mr. Murphy, you may have a
seat. Please identify yourself, and proceed.

STATEMENT OF RAY MURPHY, GENERAL COUNSEL, ASSOCIATION
OF CASUALTY AND SURETY COMPANIES; ACCOMPANIED BY
CHARLES W. TYE, TAX COUNSEL, ROYAL INDEMITY CO.

Mr. MURPHY. Mr. Chairman and gentlemen of the committee, my
name is Ray Murphy, general counsel for the Association of Casualty
and Surety Cos., and with me is Mr. Charles Tye, tax counsel of the
Globe & Royal Insurance Co.

The association is a trade association consisting of 80 capital stock
casualty and surety companies doing business Nation-wide and in a few
foreign countries. Some of the companies are very old and some of
them are large, and a few are new and quite small.

We are not life insurance companies. We write all lines of casualty
insurance and corporate suretyship.
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We, of course, have always been subject to normal income tax and
surtax on our investment income and underwriting profit. We were
subject to the excess profits tax law of World War II.

We fully recognize that the Federal Government must have addi-
tional revenue now. The capital stock insurance business should and
will pay its fair share of the eventual tax burden. This statement is
directed toward the hardships which will result to that business if
H. R. 9827 becomes law in present form. It will attempt in briefest
detail to cover the principal points involved.

1. Neither the invested capital method nor the average earnings
credit method provided in the bill is a reasonable formula for deter-
mining the excess profits tax of insurance companies affected: this
for the reasons (a) the base period was a period of very unfavorable
earning experience in the insurance business; (b) invested capital is
not a predominant factor in the business.

2. Under H. R. 9827 the interest paid factor is the sole basis for
determining that part of the invested capital attributable to borrowed
capital. The interest-paid factor is not helpful to insurance coin-
_panies, because with rarest exceptions they do not borrow money.

owever, the unearned premium reserve of insurance companies
somewhat resembles borrowed capital, and for that reason under the
World War II excess profits tax law 50 percent of that reserve was
added to equity capital in such manner as to produce a credit under
the invested capital method. We have not received that credit under
H. R. 9827, nor any comparable credit to compensate for the interest
paid factor available to other corporate taxpayers under H. R. 9827.

Senator MILLIKIN. May I ask why your earnings were so poor dur-
ing the base-period years'?

Mr. MURPHY. Senator, of course, they are always poor because of
poor loss experience or great loss experience, and the rates that have
been permitted by the supervising authorities turn out not to have
been sufficient to cover the acquisition costs, the administration costs,
and the payment of losses.

The business is quite cyclical and rather irregular in its cycles.
Sometimes we have a period of 3 or 4 bad years, or a bad year and
then a good year, and sometimes it works the other way.

Senator MILLIKIN. Was there anything special in those years that
you recall that increased your losses or decreased your revenue ?

Mr. MURPHY. I do not recall that in our business, the casualty and
surety business, there were any special large or catastrophic losses
that caused it. It was just a gradual attrition. One thing that has,
of course, affected our business is the constantly increasing cost on
everything. For example, in an automobile damage case not only the
physical damage, but to repair, to pay for the repairs costs a great
deal more, and that has been constantly going up. And the cost of
damage suits have increased terrificly.

Senator MILLIKIN. You have not been able to keel) up with those
increases?

Mr. MURPHY. We have not been able to keep up with those develop-
ments. We always lag behind when we have loss years in catching up
with them.

Senator MARTIN. And do all States have a regulatory body to fix
the premiums?
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Mr. MURPIHY. Yes, sir; generally regulated by the supervision of the
commissioner of insurance.

Senator MARTIN. Is that done each year?
Mr. MIURPHY. That is done normally each year. It may be done

oftener or less often. It is constantly going on at all times, and your
rates are always subject to revision if they appear to be out of line,
particularly if they are high.

Senator MARTIN. If they are too low, then that would make a bad
year for you?

Mr. MURPHY. That is right, sir.
The CIHAIRMAN. Mr. Murphy, under the World War II Act, you had

a credit of 50 percent of your unearned premium reserve, did you not?
Mr. MURPHY. As a capital credit?
The CHAIRMAN. Yes; as a capital credit.
Mr. MURPn. That is right.
The CHAIRMAN. You are not given that under this bill?
Mr. MURPHY. NO, sir.
The CHAIRMAN. I see.
Senator MILLIKIN. Why is that, Mr. Stam?
Mr. MURPHY. Mr. Tye has brought it out. I think the ratio is about

4 to 1 against us in this bill as compared to the last bill.
The CHAIRMAN. What was the reason, Mr. Stanm, they were not

given unearned reserve premium credit?
Mr. STAMI. I think the same problem comes up in connection with

these reserves required by law for the mutual insurance companies,
and under the old law they got 50 percent of the mean of the reserve
between the beginning and the end of the year.

I think the problem is somewhat tied up with this new definition
of borrowed capital that is in the new bill. It is tied up with the
question of whether interest is paid, or something of that sort.

Mr. MURPHY. If Mr. Tye may make a brief statement on that point.
The CHAIRMAN. Yes, sir.
Mr. T-rf. The interest-paid factor of insurance companies is purely

illnusory for the simple reason that we cannot get finance in order to
increase our capacity. If we should need additional capital, we must
get it in the equity market and not through bonded indebtedness
because obviously issuing bonds would merely create a liability to
offset the asset, and our capital position to increase our capacity would
be just the same as it was before.

So, for that reason, there has been no debt financing of any conse-
quence in the insurance business. For that reason, to tie our borrowed
capital to the interest-paid factor of other industry is meaningless,
for the simple reason that there is no interest-paid factor in our busi-
ness. For that reason we feel that we should have at least 6 percent
on our unearned premium account as borrowed capital, which would
compensate for the enhanced percentage allowed on equity capital
which. I understand, is now 12 percent. We are recommending that
in a form of amendment we hope to submit to you.

The CHAIRIAN. Are you submitting an amendment ?
Mr. TYE. That is right.
Senator MA.\RTIN. Wlat consideration do you give to the earnings

on your various reserves?

584
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Mr. TYE. The investment income which, to the extent it is traceable
back to reserves, is taxable. We pay taxes on all of our underwriting
and invested income.

Senator MARTIN. I see.
Mr. TYE. At regular rates.
The CHAIRMAN. That looks like it is your problem.
Mr. MURPHY. Yes, sir. I would like to touch on one or two other

points.
H. R. 9827 is drafted on the assumption that the base l)eriod 194i-49

was a highly profitable era for business generally. This assumption
is unwarranted as to fire and casualty insurance companies. 'IThey
quite generally operated at a loss in 2 years of the base period, 1946-47,
and all casualty reinsurance companies ol)erated at either an under-
writing loss, or at :est a nominal profit during all years of the base
period.

In fact, I would have to change that and say that all casualty re-
insurance companies operated at a loss during all four of those years.

Senator MARTIN. Was not the ratio of loss in the fire insurance com-
panies much heavier than it was in the casualty during that period ?

Mr. TYE. That is right.
Senator MARTIN. That is my recollection of it; yes.
Mr. MURnIIY. The aggregate loss was larger; yes.
Senator MARTIN. The loss ratio.
Mr. TYE. For the record, I might say we checked the averages yes-

terday for the years 1946 and 1947 in the fire business. There was
an over-all loss of approximately $170,000,000 for the industry. On
the casualty side, as I recall, it was $67,000,000 for 1946, and such a
small margin of profit over-all for 1947 as to indicate that most of
the companies, or many of the companies, had net operating losses.

I mityht change that $170,000,000. As I recall, that is the aggregate
of both casualty and fire, but it is more predominantly higher than
it is casualty.

Mr. MURPHY. That is right.
Senator MARTIN. What I meant by loss ratio is as it relates to the-

premiums earned. That is what I mean, because that makes a #er-
centage.

Mr. TYE. I think the percentage is lower in the fire than in the
casualty, that is, there would be more loss on fire in those years.

Senator MARTIN. Yes.
Senator MIIIKIN. Are you moving now into better profit?
Mr. TYE. Yes.
Mr. MunrrIY. Nineteen hundred and forty-eight was a better year

and 1949 was better than 1946 and 1947, of course, because there was
some profit generally. Nineteen hundred and forty-nine was not as
good as 1948. In 1950 there seems to be considerable doubt as to
whether there will be profit this year, although it is a little too early
to have the figures.

Mr. Tye. Nineteen hundred and fifty may also be affected by the
nearly a quarter of a million claims that have been filed on the hurri-
cane loss recently in the New York area.

Mr. MURIIY. If there is to be any reasonable average earnings
credit for insulral'e companies generally, the loss years of the base
period should be eliminated from the base. Even this could inot help

r;Qifl 50 38

585



586 EXCESS PROFITS TAX ON CORPORATIONS, 1950

the casualty reinsurance companies, which would be forced to rely on
an inadequate invested capital credit.

Senator MILLIKIN. DO yOU suggest you carry forward your losses in
1948 and 1949 against the profits you may make?

Mr. TyE. May I make a statement on that? The insurance indus-
try, having investment income as much, sometimes, as operating in-
come, gets very little, if any, benefit out of carry-overs for the reason
that under the 122, I believe it is, there are adjustments required to get
at the so-called economic loss. By the time we get through with ad-
justing for all of the investment items that we have under these
various sections, we end up with very little, if any, net operating loss
carry-over. So those particular sections have hit the insurance indus-
try here heavier than any other industry because of the fact we do have
investment income, with the result that most companies, if they can,
attempt to, if necessary, sell at a gain during the current year their
portfolio to offset the operating losses rather than to lose most of it
through carry-overs and carry-backs.

Mr. MunRPiY. I think a minimum credit should be granted insurance
companies, as such credit is established under H. R. 9827 for public
utilities. I say this is a novel approach for our business, but never-
theless, like utilities, the business of insurance is clothed with a public
interest. The business is highly regulated. Every State regulates
insurance rates, which by law must be reasonable, not excessive, and
not unfairly discriminatory. We quote from pages 25-26 of the
report of the Committee on Ways and Means which accompanies H. R.
9827:
1. Minimum credit for certain regulated industries

Your committee's bill provides a minimum excess profits tax credit which is
available for certain specified types of regulated industries. This credit is an
alterative to the average earnings credit and the invested capital credit for such
taxpayers.

# t * * * *
The effect of this minimum credit for certain public utilities is to give assurance

that an excess profits tax will not be imposed until after the regulated industries
earn a rate of return of 5 percent or 6 percent after paying corporate normal
taxeseand surtaxes. Your committee believes that this is appropriate in view
of the fact that the profits of tllese industries in the base period years were
held down well below the profits earned by unregulated industries. Moreover,
there is considerable evidence that rate adjustments for these industries lagged
considerably behind increases in their costs of doing business. Your committee
also believes that where industries are regulated by other governmental bodies
providing only a fair rate of return, it is undesirable to consider profits allowed
by such regulated bodies as excessive for purposes of an excess profits tax. The
5 and 6 percent rates of return provided for in this minimum credit will he
approximately the average rates of return customarily allowed for the regulated
industries in question.

The reasoning of the Committee on Ways and Means applies equally
to the business of insurance. It is regulated as are the utilities, to the
end that the business shall receive no more than a reasonable rate of
return, though profit, if any, is not guaranteed. True, the criterion
for rate regulation of the utilities is a percentage of capital, whereas
the criterion for regulation of insurance rates is a percentage of
earned premiums. Each is a proper criterion for regulation of rates
of the respective business to which it applies, and each is a criterion
established by the arm of government dealing respectively with each
business.
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In conclusion, it should be said that the insurance business is not at
any time or under any circumstances the beneficiary of windfall
profits. During World War II, and the prior armament program,
the business operated on a nonprofit basis in relation to Government
contracts, under a retrospective rating plan evolved by the Defense
Department itself, which plan provides for a service fee, but no profit.
Such a plan will certainly be developed for the current program, and
for any ensuing national emergency. The insurance companies will
not profit therefrom.

We have prepared amendments to H. R. 9827, which, with your per-
mission, we will leave with the committee. We urge your favorable
consideration as a matter of fairness to an important and essential
clement of the national economy, the special nature of which has not
thus far been adequately considered.

The CHAIRMAN. YOU file the amendments with the reporter and
they will be placed in the record.

Mr. MuRPHY. Yes.
The CHAIRIMAN. Thank you very much, Mr. Murphy.
(The amendments submitted by Mr. Murphy are as follows:)

PROPOSED AMENDMENTS TO H. R. 9827

Amend section 439 (b) on page 52 by deleting the following words appearing on
line 14: "the sum of the following" and deleting the matter on lines 15 through
19 and substituting therefor the following:

"(1) In the case of an insurance company taxable under section 204, an
amount equal to 6 per centum of the mean pro rata unearned premiums,
determined at the beginning and end of the taxable year."

Amend H. R. 9827 by inserting a new section 446A entitled "Excess Profits
Credit-Rate Regulated Insurance Companies Taxable Under Section 204" imme-
diately following section 446, to read as follows:

"(a) The excess profits credit for any taxable year computed under this sec-
tion shall be the regulated insurance companies credit, as defined in subsection
(b).

"(b) The regulated insurance companies credit for any taxable year shall be
the sum of the following:

"(1) the tax imposed by sections 13, 14, and 15, for such taxable year, and
"(2) 6 per centum of the earned premiums for such taxable year."

Amend section 435 (d) by adding thereto a new paragraph 5 to read as follows:

"(5) In the case of insurance companies taxable under section 204, by
eliminating from the base period any loss years and averaging the profitable
years remaining."

The CHAIRMAN. Mr. J. R. Berry. Identify yourself for the record,
Mr. Berry.

STATEMENT OF J. RAYMOND BERRY, GENERAL COUNSEL,
NATIONAL BOARD OF FIRE UNDERWRITERS

Mr. B.RR. Mr. Chairman, I will high light my statement and
submit it for the record.

The CHAIRMAN. That will be all right.
Mr. BERRY. This statement is made on behalf of approximately 200

stock fire insurance companies, members of the National Board of
Fire Underwriters. These companies are now paying substantial
Federal income taxes, and in view of the present emergency expect to
assume their appropriate share of the increased tax burden. Our



EXCESS PROFITS TAX ON CO'RPORATIONS, 1950

appearance here today is, therefore, not in opposition to increased
taxes, but is in opposition to those provisions of H. R. 9827 which in
their application to the stock fire insurance business impose unwar-
ranted hardship on this business.

I am not going to burden yon again with the history of our sad
experience during the base period. I merely want to say that your
information is correct, Senator Martin. Our experience was very
sad during the first 2 years. Some of our companies made money
during the third year, and the fourth year generally our companies
made money. But it was worse for the fire companies than for the
casualty companies. You may remember we got. one real wallop
when Texas City went up. I have forgotten how many millions of
dollars that cost us. That was during the base period.

The result is, if you are going to use that as our test, we just cannot
get the advantage of a fair base.

The invested-capital method of computing the credit affords little
or no relief for the stock fire insurance because this business is one
of service, and capital is not a dominant factor therein.

Further, the required statutory adjustments of the invested capital
credit for so-called inadmissible work an undue hardship on the
stock fire insurance business by drastically reducing the allowable
credit-this because a large portion of their investments is in corporate
stock and bonds classified as inadmissible assets.

We submit these investments are capital employed in the business
and should be treated as such. In this connection the stock fire insur-
ance business rarelv borrows money. As a result the interest-paid
factor which provides the sole basis for a credit on borrowed capital
is not available to our business.

I want to repeat what Mr. Murphy has said as to the casualty
business. The stock fire insurance rates are regulated in every State,
Senator. Under the rating laws, these rates must be reasonable, not
excessive, inadequate or unfairly discriminatory. The reasonableness
of such rates is measured by a fair rate of return on earned premiums.

The lprocedlIre generally is the filing of your rating plan, a waiting
period while the State authority has an opportunity to study it, and
if it is not approved by the rating authority, we cannot use it.

At any time the State officials can call a hearing if they think our
rates are out of line and order those rates to be reduced.

The result is, I think, without repeating the quotation from the
Iouse report, gentlemen, every consideration that moved the House
committee applies with equal force to the stock fire insurance business,
changing, of course, the basis upon which you are considering the
6-percent return to a percentage of earned premium, because that is
the base upon which our rates are made.

We, too, have prepared amendments, as have the casualty people.
We have tried to mesh those amendments with them, and we are in
agreement with them as to the language of the three amendments
they have suggested. We have suggested a fourth merely on the
20,000,000 limit, which we think should be removed.

I want to thank you, Senator.
The CII'Am ,AN. The committee thanks you for your appearance.

Your statement and proposed amendments will appear in the record.
(The statement and amendments submitted by Mr. Berry read in

full as follows:)

588
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STATEMENT OF J. RAYMOND BERRY, REPRESENTING THE NATIONAL BOARD OF FIRE
UNDERVITMRS

This statement is made on behalf of approximately 200 stock tire insurance
companies, members of the National Board of Fire Underwriters. These com-
panies are now paying substantial Federal income taxes anlt, in view of the
present emergency, expect to assume their appropriate share of the increased
tax burden. Our appearance here today is, therefore, not in opposition to
increased taxes, but is in opposition to those provisions of H. R. 9S27 which, in
their application to the stock tire insurance business, impose unwarranted hard-
ship on this business.

The very unfavorable earnings experience of these companies during a large
part of the base period 1946-49 is productive of inadequate and unreasonably
low credits under the income method of calculating the credit. Two years of
the base period were years in which aggregate results for the business as a
whole showed an underwriting loss. A. number of companies showed an under-
writing loss in 3 years of the base period.

It is generally agreed this legislation is not intended to afford a competitive
advantage to any segment of a business. However, the application of the income
credit provisions of this bill not only creates gross competitive disadvantages for
certain segments of the business, but in effect penalizes most heavily those
companies which in their efforts to meet the great public need for insurance dur-
ing years of very unfavorable loss experience extended their writings with the
knowledge they were increasing the impact of these loss years by so doing.
Companies which restricted and more carefully selected their risks during these
loss years now enjoy a decided advantage taxwise under the present provisions
of H. R. 9827.

The report of the House Committee on Ways and Means on this bill states in
part on page 5:

"The period 1946-49 is the only recent 4-year, nonwar period available. How-
ever. it is a period of unusual business prosperity w-hich to a substantial degree
was built on the deferred demands, accumulated savings-of World War II, and
large postwar defense expenditures."

The experience of the stock fire insurance business does not follow that pattern
but as stated above, shows aggregate underwriting losses for 1946-47, and a
number of companies show underwriting losses for 1945.

The income credit provisions of the bill are further restricted by limiting the
growth formula to companies having less than $20,000,0(,00 if assets as of
January 1, 1946. This restriction also provides a competitive :aliarage to, some
companies.

The invested-capital method of computing the credit affords little or no
relief for the stock fire insurance because this business is one of service, and
capital is not a dominant factor therein. Further, the required statutory adjust-
ments of the invested-capital credit for so-called inadniissibles, work an undue
hardship on the stock fire insurance business by drastically reducing tile allow-
able credit--this because a large portion of their investments is in corporate
stock and bonds classified as inadmissable assets. We submit these invest-
ments are capital employed in the business and should be treated as such. In
this connection the stock fire insurance business rarely borrows money. As a
result the interest-paid factor which provides the sole basis for a credit on bor-
rowed capital is not available to our business. Under the World War II law,
the unearned premium reserve, while not considered borrowed capital, was
allowed to the extent of 50 percent thereof, as an addition to equity capital in
determining the amount of credit avalilable. It would be helpful if H. R. 9827
were amended to provide similar treatment.

Stock fire-insurance rates are regulated in every State. Under the rating laws,
these rates must be reasonable-not excessive, inadequate, or unfairly discrimina-
tory. The reasonableness of such ;rates is lmasured by :a fair rate of return on
earedi prelniums. In its report on 1I. R. !)s'27, the House Co'muittee on Ways
and Means recognized the need for a minimum alternative 'retlit for certain regu-
lated industries, in the statements made (,on pages 25 and 2(3 of such report, which,
in part, read as follows:

"1. Mitttturnum cicdit for certain regutlaed iildustrics
"Your committee's bill provides a minimum excess profits tax credit which is

available for certain specified types of regulated industries. This credit is an
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alternative to the average earnings credit and the invested capital credit for such
taxpayers.

* * * * *

"The effect of this minimum credit for certain public utilities is to give assur-
ance that an excess-profits tax will not be imposed until after the regulated
industries earn a rate of return of 5 or 6 percent after paying corporate normal
taxes and surtaxes. Your committee believes that this is appropriate in view
of the fact that the profits of these industries in the base-period years were held
down well below the profits earned by unregulated industries. Moreover, there
is considerable evidence that rate adjustments for these industries lagged con.
siderably behind increases in their costs of doing business. Your committee also
believes that where industries are regulated by other governmental bodies pro-
riding only a fair rate of return, it is undesirable to consider profits allowed by
such regulated bodies as excessive for purposes of an excess profits tax. The
5- and 6-percent rates of return provided for in this minimum credit will be
approximately the average rates of return customarily allowed for the regulated
industries in question."

We believe these principles apply with equal force to the stock fire-insurance
business, and that the benefits of this provision should likewise apply to our busi-
ness, geared, of course, to a percentage return on earned premiums, in line with
the recognized method followed by State regulatory bodies in measuring the
reasonableness of our rates.

Proposed amendments designed to afford some measure of the relief sought in
this statement are attached hereto.

PROPOSED AMENDMENTS TO H. R. 9827

Amend section 435 (d) by adding thereto a new paragraph 5 to read as follows:
"(5) In the case of insurance companies taxable under section 204, by

eliminating from the base period any loss years and averaging the profitable
years remaining."

Amend section 439 (b) on page 52 by deleting the following words appearing
on line 14: "the sum of the following" and deleting the matter on lines 15
through 19 and substituting therefore tle' following:

"(1) In the case of an insurance company taxable under section 204, an
amount equal to 6 percent of the mean pro rata unearned premiums, deter-
mined at the beginning and end of the taxable year."

Amend H. R. 9827 by inserting a new section 446A entitled "Excess Profits
Credit-Rate Regulated Insurance Companies Taxable Under Section 204"
immediately following section 446, to read as follows:

"(a) The excess profits credit for any taxable year computed under this
section shall be the regulated insurance companies credit, as defined in sub-
section (b).

"(b) The regulated insurance companies credit for any taxable year shall
be the sum of the following:

"(1) The tax imposed by sections 13, 14, and 15 for such taxable year,
and

"(2) Six per centum of the earned premiums for such taxable year.
Amend section 435 (e) (1) by deleting therefrom subparagraph (B).

The CHAIRIMAN. There is one additional witness, Mr. James J.
Minot.

Mr. Minot not being here, that completes the call of the calendar
for today.

We meet tomorrow at 10 o'clock.
The committee will recess until 10 o'clock tomorrow.
(The following statements were submitted for the record:)

STATEMENT OF A. J. STEWART ON BEHALF OF TIIE NATIONAL ASSOCIATION OF
REAL ESTATE BoARD

Mr. Chairman and members of the committee, I am A. J. Stewart, chairman
of the Realtors' Washington (ommnittee of the National Association of Real
Estate Boards. 1737 K Street NW., Washington, D. C., and 22 West Monroe
Street, Chicago, Ill. Our membership, consisting of 1,107 locel real estate
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boards and 43,355 individual realtors, represents every phase of the real-estate
industry.

I am vice president and in charge of real estate activities for the Citizens
Fidelity Bank & Trust Co. of Louisville, Ky. I have been associated with the
bank for 31 years. I am a member of the Louisville Rieal Estate Board and
was chairman of the central business district committee of the Urban Land
Institute from 1946 through 1949.

We appreciate very much this opportunity of appearing before your com-
mittee on behalf of the National Association of Real Estate Boards and its
members located in every State of the Union. During the course of our
forty-third annual national convention recently held in Miami Beach, Fla.,
there was considerable discussion centered onil the proposed excess profits tax.

This Congress has just completed debate and passed an extension of the
Federal rent control law for several more months. This extension was predi-
cated upon the fact that Government witnesses felt rent control was needed to
protect the tenants in and about military and defense areas.

Only Government witnesses were heard by both Senate and House Banking
and Currency Committees. No representatives of the rental housing industry
or of the real estate or financing industries were permitted to testify because,
it was poillted out, this is an emergency measure and not necessarily permanent
legislation.

In perusing the testimony of these Government officials, we find that they
are constantly referring to the need for more rental housing. We are not
in any way attempting to argue the merits or li k of merits of lFederal rent
control. We are mentioning it as a means of bringing to your attention a
matter which this Congress felt so important that it excluded testimony of
representatives of private industry and business organizations in the interest
of expediting passage of a law which will protect occupancy in rental housing
for a certain group of tenants.

This points up then, of necessity, the importance of rental housing to the
national economy, and it is from the standpoint of rental housing owners that
we have requested this appearance before 5our committee, Mr. Chairman.

This Congress called upon our industry to construct greater and greater
amounts of housing each consecutive year since 1l4(, or shortly after VJ-lday.
All we heard was housing shortage, the need for more housing. As a result,
private enterprise has invested millions upon millions of dollars in an endeavor
to provide additional rental housing throughout the United States. The result
has been an expansion in the construction of rental housing following the war.
Because of this expansion, coupled with the inevitable lag between the time
the funds for construction are obligated and the time when the end product
begins to produce income, the use of the 1946-49 period as a measuring rod
for what might be termed "normal earnings" would place rental-housing corpora-
tions in a precarious position even in the absence of all other factors.

Might I call your attention to the fact that during a large part of the proposed
base period, housing did not operate in a free market because of rent control,
that some housing has been continuously subject to such controls, and that at
least the immediate future promises to hold more controls.

Thus, in a realistic sense, housing has been classed as a public utility insofar as
operating in a free market is concerned, and has a similar claim to special
consideration in excess profits tax legislation.

The legislation, in general, is predicated upon a free market during at least
3 years of the base period, and this free market does not apply to the great bulk
of rental property.

Furthermore, it is in the public interest that housing facilities be expanded in
certain areas and that they be efficiently operated and maintained in all areas.

Regardless of intent, H. R. 9827 will have the effect of implementing a drive
for future Government rental housing instead of private rental housing, unless
the measure is so amended as to leave an incentive for private enterprise to do
the job. For this reason we do not hesitate to ask that the legislation be so
modified as to leave in the field of rental housing an incentive comparable to
that afforded other segments of free enterprise.

Our segment of the economy will not profit from the industry yardsticks avail-
able to firms in other lines of endeavor, for the widespread effects of rent control
make the yardstick itself an unrealistic measure.

If some realistic yardstick of its past earnings is to be afforded the individual
business, it should be based on the rental income for comparable uncontrolled
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accommodations. Due to the special nature of rental contracts, these afford a
yardstick which can be readily projected as representing normal earnings.

We also feel strongly that rental property owners who may have to rely on
an invested capital base should be afforded the same treatment whether or not
part of their capital has been borrowed.

Let us consider for a moment facilities which cost the X company, the operator,
a million dollars. The question is what is a fair return to the X company on this
property. The yardstick in the bill is a 12-percent return before taxes-that is,
if there is no borrowed money. We cannot see why the yardstick should be less
if the company has borrowed part of the money and mortgaged the building.
Obviously the borrowing does not substantially affect the company's risk as
owner of the building. What has happened is merely that the owners have
obtained some of thie capital--tihe relatively riskless part-by way of a loan
secured by the property. The corporation has substantially the same risk that
it would have had if the money had not been borrowed. It owns the million-
dollar building in the same risk sense as if it hall not borrowed part of its cap-
ital invested in the building. And it should receive the same return on its
investment whether or not a relatively riskless part of the necessary invest-
ment was obtained by it from borrowed funds which it is obligated to pay.

The mortgage indentures covering rental housing usually required monthly,
quarterly, or yearly level payments consisting of both interest and amortization
of principal under the World War II excess profits tax. The result was that
the portion of the payments consisting of interest gradually decreased over the
period of the mortgage, and the portion consisting of principal amortization
correspondingly increased. These level-payment provisions produce larger
interest deductions and hence less net income in the earlier years and smaller
interest deductions and thus greater net income in the later years, thereby caus-
ing a material distortion of inconle as between that in the base period and that
in the taxable period.

Because of these factors, the reimposition of the World War II excess profits
tax would have a disastrous effect upon corporations owning and operating rental
housing. ThIat law, it will be recalled, measured excess profits by one of two
methods: oa) With reference to the earnings in a normal or base period or (b)
with reference to an allowable percentage returned on invested capital. Earn-
ings during the excess profits tax period that exceeded normal earnings, or in the
case of a taxpayer using the invested capital method that exceeded the allow-
able percentage of invested capital, were taxed at an effective rate of 851/2 per-
cent. A- previously stated, only half of the borrowed capital was included in
illnvested capital.

While the World War II law did contain a iumler of provisions directed to
tile -problem of growth and expansion, and to the problem of distortion of
income, such plrovisionlls were inadequate even with the use of the relatively
stable period !36 through 1931) as the base period. The result was that tax-
payers who had experienced any substantial growth during the base period
or the income of whom during the base period was abnormally low because of
peculiar circumstances, were relegated to the general relief provisions of the
old law. This proision compelled an attempt to show the Commissioner of
Illternal Revenue what ought to be used as fair and reasonable standards of
normal earning. fir thle properties. In the meantilmle, however, the owners of
the property had to pay the tax, or most of it, computed without the relief, and
hope to get it black at some indefinite time in the future, if at all.

Mr. Chairman and gentlemen of the committee, it must be remembered that
the owners of rental homes were tile only citizens who remained under Federal
control after all other controls were removed. In some sections of the country
rental homes still remain under control. We feel that it would be only fair and
reasonable that consideration be given to thle abnormally low income which re-
sulted from the rental of housing as compared with other commodities because
rental housing was the only industry-the only commodity, if you please-which
remained under control. Therefore, through no fault of its own, this industry
in conllying with another law adopted by the Congress would be subjected to an
unfair tax.

We believe also it would be unthinkable to enact a new excess profits tax
whose provisions were such as to place any large group of citizens, such as
those in the rental-housing industry, at the mercy of administrative discretion
under a general relief section. Ways must be found to meet the problems of
the rental housing taxpayers in some other fashion, in our opinion.
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Mr. Chairman, permit us to give you two specific examples of how an excess

profits tax would affect the rental-housing industry. The Lowich Properties,
Inc., a Texas corporation located in Waco, Tex., was organized with a capital
stock of $1,000 in 1946 as a real-estate corporation. During the first 2 or 3
years its income was only $2,000 or $3,000 a year. In 1948 this corporation en-
tered into contracts to build two buildings at a cost of several hundred thousand
dollars under a long-term lease agreement on each building. The cost of these
buildings was paid to a large extent by a loan secured by mortgages on the
buildings and assignments of leases, which loans are payable on an amortiza-
tion plan extending over a number of years. The income representing lease
payments is sufficient to meet the payments on the loan including the principal,
interest, taxes, insurance, and maintenance with only a little left over. One
of these buildings was completed in 1949; the other in 1950.

Under the old excess profits tax law, which was in effect from 1940 until 1945,
this corporation would not have a base period which would include the income
from these leases. Under section 722 of the Internal Revenue Code the old
excess profits tax law provided that a corporation in such situation would be
required to pay the tax and then seek relief by refund on the grounds that the
tax was excessive and discriminatory. During the process of getting such
refund the corporation, such as we have just mentioned, stands to lose its
properties through foreclosures for failure to meet the loan payments as a result
of having to make the excess profits tax payments. We believe that a proper
objective for such corporations would be to provide in any new proposed legis-
lation for excess profits tax a base period which will permit the inclusion of
the lease income as normal earnings and not subject to excess profits tax. It
should be pointed out in all fairness that these leases were contracted before
the Korean War and the income from the leases is not the result, directly or
indirectly, of the new national-defense program.

Mr. Chairman, while I realize the committee has already received some in-
formation from the Noble-Washtenaw Corp., of Detroit, tor tihe record I should
like to review two points of this corporation's problem. This organization, to
which I shall refer as the Noble Corp. for the purposes of brevity, is the owner
of a project which includes 422 one- and two-bedroom apartments. These apart-
ment units are in some 10- separate buildings consisting of two, four, and six
apartments each. All apartments are on the ground floor level with basements.
Each has access to a medium-size lawn area on the street side and a large lawn
and playground area on the opposite side. The apartments are known as Pitts-
field Village located near Ann Arbor. Mich. It covers some SO acres. It was
completed in 1945. Some units were occupied early in 1944.

The village contains and operates its own water system, its own sewerage
equipment, fire equipment, and playgrounds. It maintains and cuts all lawn
areas, removes snow, garbage. anol provides the other services ordinarily provided
by a municipal government. In 1946 it added a $60,000 water softening plant.
In 1947 some 2 miles of roads in the village were paved, and in late 1949 and
early 1950 an additional $78,000 worth of gas-burning furnace units were in-
stalled in the village to replace rather unsatisfactory wartime coal-burning units.

As some of the construction was (lone with warl'time materials, it had to be
replaced. This activity included painting, digging, or improving drains, and
making sewerage changes on the ba sis of demands by the State health department.
This involved some $60,000 of additional improvements. The village was con-
structed on a 608 mortgage loan from the Equitable Life Assurance Society, in-
sured by FHA in the amount of $2,244,000.

The mortgage originally called for level monthly payments commencing in
March, 1945, of $11,200) of which amount approximately $7,4S0 would be interest
at 4 percent and $3,740 would be principal,. with an additional replacement re-
serve payment required by FHA of $1,599.17 monthly. An additional loan of
$50,000 was made by the same insurance company and insured by FHA to finance
the water softening plant which has been mentioned before. To cover this invest-
ment the mortgage was amended to call for a level monthly payment of $11,660.37
commencing in May, 1946. At the same time the monthly replacement reserve
was increased to $1,722 monthly. An additional amendment to the mortgage
provided for $60,000 in additional loans to cover the 'gas-burning furnaces. That
was a 5-year loan and increased the level payments to $12,765.37 monthly to and
including September 1954, when it returns to the former amount of $11660.37.

Rents in this project originally were set by the Federal Government agencies
at a rate to yield approximately 10 percent. From the time the first units were
rented in 1944, however, through 1949, this project was subject to Federal rent



594 EXCESS PROFITS TAX ON CORP-ORATIONS, 1950

control. While some small measure of relief on the project's rents was secured
during this period, it never was allowed quickly enough or in amounts sufficient
to keep pace with the rapidly rising costs and taxes. In addition, during the
years 1944 through 1949 the company had numerous expenses of nonrecurring
nature of the sort mentioned above growing out of wartime construction and
operation, together with the usual problems in the commencement of such a rental
property operation as this.

Consequently, and as a direct result of the imposition and continuance of rent
control in this project during the proposed base period years of either 1946 or
19417 through 1949 and of nonrecurring expenses which we have previously re-
cited the Noble-Washtenaw Corp. did not earn anything at all as it should have,
or normally could have, during these years. nor enough to carry it through the
years lying immediately ahead. In January 150) this project was decontrolled
and with a 10 percent in,'rrne in rental ratios at that time. plus adjustments
made during the period that general rent controls had been invoked, a profit was
beginning to show up against a decrease in the nonrecurring expenses mentioned
before.

With this information at hand it shows how utterly unfair it would be to say
that this company and similar companies of this type all over the Nation, whose
net incomes for the years 1947 through 1949 were controlled by the Federal Gov-
ernment, would be required to make an additional sacrifice if excess profits taxes
are levied.

Mr. ('hairman and momb,,rs of the committee we do not feel that those owners
and other owners like them should he penalized again for their compliance with
a Federal rent-control law. The general relief provisions of the World War II
law dill not and would not give adequate relief to businesses in the same situa-
tion as mentioned heretofore. It is a matter of record that approximately $10,000
of the Noble Co.'s principal and replacement reserve payments on its mortgage
must come from the earnings after payment, of course, of all Federal income
taxes. It should also be called to the committee's attention that the Noble Co.
in its 7 years of existence has never paid any dividends to its common-stock
holders nor any salaries or directors' fees to any of its officers or directors.
Everything has been put right back into the company.

Mr. Chairman, we have several general snggestions to make for considera-
tion of the committee and one or two specific suggestions which might be applied
to this industry. Hundreds of corporations throughout the nation have re-
sponded to the request of the President and the Congress to provide rental housing.
Now there is a lot of misunderstanding about the part FHA plays in providing
the insurance for this housing. Under a 608 mortgage, FHA insures the money
which is actually borrowed from private concerns. For example, the Noble
'Corp. borrowed its money from the Equitable Life Assurance Society. This loan

was insured by FHA, and the borrower paid a premium. Thus, not 1 cent of
Federal money actually is invested in these properties. The credit of the Federal
Government is extended to the lending institutions and, if anything goes wrong
with the loan, the insurance reserve and Federal credit will be there to protect
the institution.

Stressing the fact that the money is actually borrowed from private concerns
and that a premium is paid for the insurance by the borrower, may we respectfully
suggest to the committee that 100 percent of the borrowed capital be included
in the computation of invested capital. Perhaps a formula could be adopted
which would provide an amount equal to the normal tax and surtax, plus 6
percent of the entire capital, both equity and borrowed. This provides for a 6
percent return on the investment after payment of taxes. Over and above that
figure an excess profits tax. if any is imposed, could be computed.

We strongly urge that the law be designed to provide for what the Congress
intends and not leave the decision to administrative discretion. We are appre-
hensive about any possible fairness if the discretion is left entirely to adminis-
tration.

For that reason we support what is commonly known as the push-hack method
which would provide a hypothetical income on the basis of the capacity at the
beginning of the excess profits tax period and on the basis of the rents and the
prices then prevailing being computed for the purpose of the tax. If a fair
hypothetical base period for net income can be constructed on the basis of the
taxpayer's capacity as of the beginning of the excess profits tax period, we
believe it would take care of a large part of the expansion and growth problem,
as well as the rent control problem, which is peculiarly applicable to the rental
housing industry.
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As another alternative, MIr. Chairman, we respectfully suggest that the com-
mittee also might give consideration to deducting front nit income, to arrive
at excess profits net income, tihe income, less all expenses properly aplplicable
to the property which was under Federal rent control during all or substantially
all of the base period years.

Another suggestion, Mr. Chairman, may be to consier the possibility of giving
a lump-sum exemption for properties, based upon the number of units under
control, the number of years which they were under control, and the average
rent presently being received froln those years computed so as to give those
companies the benefit of the difference between their present income and the
previous income from rents, permitting that as a deduction in the forlnm of a
lump sum. This would give some consideration to the fact that income was not
normal during thIe period of time that the properties were under runt control.

We realize. Mr. ('lmairman, that the committee's task is great. We are cog-
nizant of thIe effort viich the committee is making to obtain additional income
to offset the increased costs for tihe defense program. The National Asso-
ciation through its membership is most anxious to cooperate and do everything
possible to help thIe committee attain this objective. We do feel, however, that
the matter of the unfairness presently existing, because of a frozen income during
a period of years due to rent control imposed by the Federal Government, should
be brought to the committee's attention.

STATEMENT OF P'IIL B. SWING, PRESIDENT OF THIE NATIONAL ASSOCIATION OF

WHOLESALERS

The membership of the National Association of Wholesalers consists of the
following trade associations in the wholesale field: ThIe American Coal Sales
Association; National-American Wholesale Lumber Association; National Asso-
ciation of Tobacco Distributors; National Wholesale Druggists Association;
Wall Paper Wholesalers Association; Wholesale Dry Goods Institute. Each of
these individual associations includes in its membership a great number of
member wholesale firms of all sizes.

The National Association of Wholesalers object to the so-called excess profits
tax included in II. R. 9S27 for the following reasons:

1. Wholesalers generally have relatively small invested capital in proportion
to their volume of business and normal earned income. As a result the so-called
excess profits tax in many instances would be applied to the number of dollars
they earned in excess of those earned in their base period years. However,
during inflation the total dollars earned annually including the so-called excess
dollars may not exceed the actual value of the lesser number of dollars earned
annually in the base period years. By the same token the number of unit trans-
actions of the wholesaler may not exceed those of the base years. Therefore,
the so-called excess profits tax would be applied to earnings which in fact do not
exceed the actual value of the base period earnings.

2. An excess profits tax is inflationary in that it inevitably results in some
degree of taxpayers' extravagance as to expense items which are deductible in
computing taxes.

3. The so-called excess profits tax would not produce a definitely predictable
volume of future Government revenue as would an increase in ordinary income
tax rates. Furthermore, the so-called excess profits tax would not produce as
much additional Government revenue as would an increase in the regular income
tax rates.

4. The so-called excess profits tax would be more difficult and expensive for
the Government to administer in view of the complicated character of the tax.

5. The so-called excess profits tax would discourage business expansion. This
means that it not only would discourage the establishment of new enterprises
but it also very definitely would discourage the further development and expan-
sion of established businesses.

In view of the foregoing, the National Association of Wholesalers in a recent
meeting authorized and requested the submission of this statement in opposi-
tion to the proposed excess profits tax.



596 EXCESS PROFITS TAX ON CORPORATIONS, 1950

STATEMENT OF GEORGE S. EATON, EXECUTIVE SECRETARY. .NATIONAL TOOL ANI) DIE
MANUFACTURERS ASSOCIATION, CLEVELAND OHIO

My name is George S. Eaton, and I am executive secretary of the National
Tool and Die Manufacturers Association. Cleveland, Ohio.

Our association has as members leading contract tool, die, and machine
manufacturers. All are small-business men, with employment ranging from 200
down to 5. They have repeatedly been referred to as typical small-business men,
and my testimony will be from the viewpoint of these small-business men, most
of whom fared very poorly indeed under the World War II excess profits tax.

Our members have indicated strong opposition to any kind of an excess profits
tax-not because of any desire to avoid payment of their share of the taxes made
necessary by the enlarged defense program, but because they firmly believe an
emergency defense tax added to the regular corporate income tax will be much
fairer and administratively much more workable.

Because of the fundamental difficulties in devising an equitable basis for an
excess profits tax, and its encouragement of wasteful expenditures and methods of
operation, the tool, die and machine manufacturers oppose the establishment
of such a tax at this time.

They agree, however, that the heavy and unusual cost of the enlarged defense
program should be paid for by current taxes. And, of course. corporations must
expect to bear their share of this increased tax burden. At the same time, they
must not be loaded down with more than their share--partnerships, individuals,
and other sources of tax revenue must likewise contribute their shares.

Since the money is needed to meet an emergency, tool and die shop owners
believe that the necessary tax should be definitely labeled as an emergency tax,
and therefore do not favor merely increasing the corporate income-tax rates,
to raise the corporations' share. In place of an excess profits tax, they would
favor imposing a special tax consisting of a flat percentage increase to be applied
to the regular corporation taxes.

This tax might be termed a "corporation defense tax." The basic corporate
income-tax rate should be set hack to the 38-percent rate in effect before the
Revenue Act of 1950 was passed, by changing the normal tax rate from 25 per-
cent to 18 percent, leaving the surtax rate at 120 percent as now provided. This
change would be logical inasmuch as the recent increase to 45 percent was
necessitated by the need for raising money for the defense program.

The next step would be to determine what percentage increase of the corporate
income tax would be needed to raise the corporations' fair share of the total
increase required in taxes. This percentage would then be applied to tho corpo-
ration taxes fignrcd in the usual way.

A brief explanation of the character of our industry will help in understanding
our opposition to an excess profits tax.

These contract, or job, shops make to order specially designed tools, dies, jigs,
fixtures, gages, molds, and special-purpose machines. Usually there is only one
of a kind ordered. Many of them also do precision machining on a jobbing basis.
Their men often must work to a thousandth or even a ten-thousandth of an inch.

Without this special tooling, the machinery of a mass-production plant must
stand idle.

Those who own and manage the tool and die shops ordinarily supply the capital
for their operations. Control of the firm is usually in the hands of one, two, or
three individuals who have come up through the ranks as tool and die makers, die
sinkers, or men of similar skill. Of the better established shops, about half are
incorporated.

Some primarily serve one industry or one group of industries--others another.
Their profits vary much more than for manufacturing generally, and in any one
year some will be prosperous while others are losing money. There is no stability
of operations, as the business of these tool, die, and machine shops is entirely
dependent oni orders from mass-production manufacturers who are bringing out
new or revised models of metal or plastic articles.

A shop for a couple of years may have been working out some speciality, or
concentrating on getting new customers, or rebuilding its manpower tit takes at
least 4 years to train a tool and die maker), and will have a very small profit
average in the postwar period. Yet it may now be in position to cash in on its
previous efforts, and should not be prevented from doing so by a confiscatory
excess profits tax. In particular, a new shop--and many have started since the
war-may have had no chance to build up a profits record.
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What happened profitwise last year or 3 years ago is no real guide as to what

may happen this year or next year. And swings in profits in the tool, die, and
machine industry are greater than for most other industries.

For that reason, the way to take the profit out of the defense effort is to tax tile
shops in the years when they make a profit without too much regard to what
they may have done in previous years. Of course, thllose operating as sole
proprietorships or partnerships as well as corporations should bear their share
of increased taxes.

Even though we do not favor any excess profits tax, it would seem in order to
offer comments on some of the suggestions that have been advanced for such a tax.

First, the plan to cut back the profits realized in the base period, to only 75
percent in order to obtain the exempted base. And then to tax all profits over
that 75 percent base at a 75 percent rate.

How anyone can seriously refer to this plan as one that is easier than tihe
World War 11 excess profit tax is incomprehensible. Take a small corporation
earning a yearly average of $100,000 in the base period. Only $75,000 of this
would be allowed as exempt earning:. Now suppose the earnings are doubled.
A tax at 75 percent must then be paid on $125,000, which amounts to $93,750, or
93-3,/4 percent of the actual increase in profits. At the World War II rate
of 85 . percent, on $10),000 the tax would be but $S5,500. Or suppose the same
corporation earns only $125,000 next year. The 75 percent tax on $50,000 would
be $37,500, or 1li times the total increase in profits, whereas in World War II
it would have been S5+f, percent of $25,000, or only $21,375.

If someone points out that profits'in the proposed base period of 10946-40 are
higher than in the old base period of 1936-39, the answer is that so is everything
else measured in dollars. And in World War II, practically all business was
war production, whereas now very little is.

In any case, to reduce actual profits to get a lower profits exemption is to
admit that the plan is to tax what are held by some to be high profits in past
years, and not to take the excess profits out of defense business.

Certainly no surer way could be found to remove all incentive for expanding
production or keeping down costs than to tax increased profits at 93% percent,
up to 150 percent, or even higher.

Two alternatives have been widely discussed for determining the base exemp-
tion of profits, namely, the average profits during the best 3 years in the 1946-49
period, or a percentage on capital investment. Neither of these will be equitable
for a great many tool and die shops. Therefore, we recommend that a third
be addled, a percentage on gross sales, at least for small Imanufacturers. And
we suggest 15 percent as the figure.

In a cyclical and erratic industry such as ours, any shop making less than
15 percent before taxes, on gross sales. in normal years can hardly expect to stay
in business, to say nothing of expanding. This proposal should receive careful
attention. It would be especially important for new businesses, and expanded
businesses.

As regards the base period alternative, the suggested years 1946-49 are the
most equitable, so, lng as the option is given of choosing the best three out of
those four, as the base period. This option is very important, in view of the
greatly varying profit experience of the different shops since tihe war.

You are, of course, familiar with the widespread dissatisfaction with the
excess profits tax of World War II, and thIe thousands of claims that are still
unsettled, amounting to .$7,000,0(00,i)0, more than 5 years after the end of hos-
tilities. While the great majority of the tool and die manufacturers felt that
the tax was unfair to them, because of the inflexible base period and the un-
cooperative attitude of the Bureau of Internal Revenue, not many have per-
sisted in efforts to obtain relief because of the expense, time, and trouble re-
quired. It was almost impossible to, get any relief from the Bureau of Internal
Revenue. under the rigid and inequitable rules it set up, which simply ignored
the evident intent of Congress to provide equitable relief. Therefore, any flex-
ibility that Congress wishes to include should be clearly spelled out in any new
excess profits tax law, if the relief is to be effective.

To prevent the excess profits tax from throttling very small businesses .which
must plow back their earnings into the !business if they are to grow and to allov
other small businesses to replace their worn-out equipment-which present depre-
ciation allowances will not do-or to add to their facilities, it is recommended
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that the first $25,000 to $100,000 of profits before taxes should be exempted,
depending upon the size of the company, in accordance with the following table:

Total employment : Profits exemption
1 to 25------------------------------------------------------ $25, 000
26 to 50------------------------------------------------------ 50,000
51 to 75------------------------------------------------------ 75,000
76 to 100---------------------------------------------------- 100,000

In our industry there is no justification for making an excess profits tax retro-
active to cover part of 1950. Very little of tile business of the tool, die, and
machine shops has been for rearmament tooling. Even as late as October 25
reports received by our association from various tool centers over the country
showed that only a small part of the special tooling then being made in the shops
was for rearmament-not more than 10 to 20 percent. Earlier it had been almost
negligible in most are: s. After very generally poor business in 19149 and early
1950, orders for special tooling took a definite turn for the better in March of
this year, and there was a very strong upturn in shipments in June. There is
good reason to believe that this improvement would have continued throughout
1950 if there had been no Korean war. And retroactive legislation has no place
in a democracy.

Special incentives could properly be provided for plant expansion and modern-
ization through lower taxes on profits so spent. This would help the shop owners
prepare their equipment for more efficient production, which would be especially
valuable in case an all-out effort becomes necessary. Likewise, it would be fine
for the civilian economy.

The political pressure for a tax labeled as an excess profits tax is recognized.
But the typical independent small businessmen in our industry believe that the
public has proved it is aware of the need for sound thinking and courageous
action on the part of the lawmakers and will approve your doing what is really
best for the country rather than taking action to meet a demand from certain
elements of the population not based on an understanding of the problem-or any
real desire to solve it--or clear thinking about the effects of an excess profits tar
as compared with more equitable, effective, and workable alternatives.

STATEMENT OF ROBERT P. SCHERMER-IORN, CIIAIRMAN. TAXATION COMMITTEE,

BUFFALO CHAMI:ER OF COMMERCECE

After thorough study of all aspects of the excess profits tax proposal by
appropriate subcommittees and the taxation committee as a whole, the fol-
lowing statement was resolved by the committee and unanimously approved
by the board of directors of the Buffalo Chamber of Commerce on November
20, 1950:

"The Buffalo Chamber of Commerce has long advocated a pay-as-you-go
policy for the Federal Government. It now advocates a pay-as-you-fight policy.
We believe in a balanced budget arrived at lby foregoing less essential peace-
time activities and drastically cutting down on expenditures on deferable programs-
As additional revenue may be required, we urge that sufficient funds be raised
to balance the budget by imposing a nonrctroactive emergency tax at a rate to
be determined by Congress. We are of the opinion that such an emergency tax
should be in the form of either an emergency surtax in addition to existing
corporate tax rates or in the form of a fiat rate, across-the-board manufacturers'
lax imposed once only at the final stage of manufacture. Any emergency tax
imposed should be limited to the duration of the emergency. We respectfully
request that the Congress carefully give consideration to these alternatives to
an excess profits tax.

"While the so-called excess profits tax has a popular appeal, it is economically
unsound and has many bad features. Chief among the defects are:

"1. T'he difficulty of selecting a fair base for imposition of the tax.
"2. The undue burden of filing complicated tax returns placed on small

business enterprises and the possibility of being subject to penalties for
failure to meet technical requirements of the law.
"3. The high cost of collection of revenue derived from an excess profits

tax as compared with the costs of collecting other taxes. (In this connec-
tion it should be kept in mind that a substantial portion of the collections
classed as excess profits taxes would be recovered as normal and surtax if
it were not for exemptions granted on amounts subject to the excess profits.
tax.)
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"4. The unnecessary, costly, and prolonged litigation ill lhe ultimate settle-
ment of the liability of the tax. (There are still cases ill the courts from
1917.)
"5. The extravagance, waste, and high overhead expenses which result

from imposition of such a tax.
"The Federal Government itself can materially aid the detfenlse effort by cur-

tailing normal activities as previously mentioned, thus making more tax dollars
available for the emergency, and by strictly controlling defense procurement.
Much of the overbuying in wartime could bie prevented by nmore prudent pro-
curement and more effective controls. The establishment of a Civilian Control
Authority to police the spending of the Armed Forces procurement agencies would
result in a more orderly plan to reduce tihe possibility of wasteful spending for
unneeded supplies and equipment.

"Summarizing briefly, to raise additional funds, tlhe Buffalo Chamber of Com-
merce advocates the imposition of a nonretroactive emergency defense tax to put
the United States on a pay-as-you-go basis; that consideration be given to an
increased surtax or a manufacturers' tax in place of an excess profits tax; that
the Federal Government severely cut its peacetime activities and expenditures
and that a civilian control be established to plan defense procurement and assist
the Armed Forces procurement officers in curbing unnecessary spending."

The representative make-up and the expert qualifications of the members of
the taxation committee of the Buffalo Chamber of Commerce are evidenced by
the following list of its members and their business connections:

Ralph M. Andrews, partner, Hodgson, Russ, Andrews, Woods & Goodyear,
attorneys.

L. Robert Arthur, assistant vice president, Liberty Bank of Buffalo.
W. R. Bonthron, tax manager, Price, Waterhouse & ('o.
Homer Browning, vice president, Marine Trust Co., of Buffalo.
Robert S. Elster, owner, Thomas Elster Co.
Normal F. Ernst, vice president, Ryan & Cable, Inc., general insurance.
Karl E. Felmeden, vice president, J. F. Adams Co., Inc.
Charles J. Gerber, treasurer, Orchard Park Veneer & Container Corp.
Clay W. Hamlin, general agent, Clay W. Hamlin Co., general agents.
George F. Jebbett, assistant vice president, the Corporation Trust Co.
Edgar G. Lucker, senior partner, Lucker, Kennedy & Felneden, accountants.
Frank J. Maguire, partner, Albrecht, Maguire, Heffern & Gregg, attorneys.
Vincent G. Mansell, secretary and treasurer, Power Drives, Inc.
Charles E. Metz, secretary, Erie County Savings Bank.
James G. Miller, president and treasurer, Great Lakes Concrete Pipe Co., Inc.
Milton E. Moshier, assistant to general manager, Bethlehem Steel Co.
Lee L. Norton, vice president, Erie County ,Savings Bank.
R. Vaughn Pierce, president, Pierce's Proprietaries, Inc.
George F. Brunner, executive vice president, Buffalo Real Estate Board.
William L. Clark, treasurer, Buffalo Electric Co., Inc.
Joseph Cottrell, president, Cottrell Bus Service.
Herbert F. Darling, general contractor.
Roderick Potter, president, Ellicott Square Co., of Buffalo.
Claude O. Ilainey, secretary and treasurer, Morrison Steel Products, Inc.
William J. Regan, president, Bison Liquor Co., Inc.
John W. Rembold, accountant, Continental Grain Co.
H. E. Riordon, controller, Sylvania Electric Products, Inc. Colonial Radio and

Television Division.
W. G. Ritzer, comptroller, Twin Coach Co., Buffalo Division.
John W. Sanborn, partner, Percival G. Bixby & Co., accountants.
Robert P. Schermerhorn, certified public accountant, Robert P. Schermerhorn &

Co., accountants.
Weldon D. Smith, president, Oliver Gear & Machine Co., Inc.
Arthur E. Surdam, senior partner, Amen-Surdaln & Co., accountants.
Joseph H. Terreberry, agency manager, Alarchant Calculating Machine Co.
Mark N. Turner, partner, Brown, Kelly, Turner & Symons, attorneys.

Policy statements of the Buffalo Chamber are thoroughly reviewed by our
board of directors composed of leading executives of the Niagara Frontier area.
The members of the board who approved the foregoing statement are listed below :

Jack A. Ahern, vice president, Manufacturers & Traders Trust Co.
Charles W. P. Atkinson, vice president and treasurer, the Arner Co., Inc., phar-

maceutical manufacturers
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Samuel S. Auchincloss, vice president, Pinspotter, Inc., Division, American
Machine & Foundry Co.

George R. Bennett, president and treasurer, George R. Bennett Co., Inc., food
brokers.

John C. Best, vice president, National Gypsum Co
Louis R. Botsai, general manager, Westinghouse Electric Corp.
Fred C. Boyd, district manager, New York Telephone Co.
Norman J. Brautigan, general manager, Rock Island Lumber Co., Teachout

Division.
Joseph H. Coon, district manager, Sun Oil Co.
Chalrles H. Diefendorf, president, Marine Trust Co. of Buffalo.
George W. Gleasner, president, the Gleasner Corp., contractors' equipment.
John J. Lee, vice president, Twin Coach Co.
Edmund F. Martin, general manager, Bethlehem Steel Co.
Lee L. Norton, vice president, Erie County Savings Bank.
Albert T. O'Neill, vice president, Niagara Mohawk Power Corp.
John R. Peachey, president, Loblaw, Inc.,. grocers.
Howard W. Pearce, president and treasurer, Pearce & Pearce Co., Inc., builders

and real estate.
Ray H. Puffer, laboratory superintendent, Cornell Aeronautical Laboratory.
P. O. Rial, executive vice president and secretary, Weed & Co., hardware,

wholesale.
Austin C. Ross, vice president, Worthington Pump & Machinery Corp.
Wade Stevenson, president, Eastman Machine Co.
George E. Taylor, AGFA, New York Central System.
Herbert M. Uline, vice president, Adam, Mleldrum & Anderson Co., department

store.
Oliver J. Veling, president, Dohn, Fischer & Co., Inc., lumber and millwork.
Herbert J. Vogelsang, president, First National Bank of Buffalo.
Alton A. Way, plant manager, Chevrolet, Tonawanda, GMC.
Keith Williams, president, Pratt & Letchworth Co., Inc., foundry.

REDUCTION IN NONDEFENSE SPENDING

The Buffalo Chalmber of Commerce has been the leading exponent in our
region in advocating the adoption of the recommendations of the Hoover
report to bring about increased efficiency and greater economies in the
operation of the Federal Government. In meeting the enlarged expenditures to
increase our military strength to defend the Nation from communistic
aggression, it is self-evident that the first source to seek those funds should be a
prompt and substantial reduction of nonmilitary spending. Qualified reports
from within the Government itself have indicated potential annual savings of
$6,000,000,000. Curtailment of Federal nonmilitary spending is of prime and
immediate importance, first, to check the inflation which it has long been
generating; second, to redirect increasingly scarce manpower and materials into
the defense effort; and third, to establish on the part of the Federal Government
an example for every citizen, organization, and business in the Nation to
emulate in shifting from less essential spending to essential military invest-
ment and saving for increased economic strength against our Communist
enemies. American citizens bitterly resent that the Members of Congress
propose to impose sharply higher taxes on the grassroots communities when those
same citizens daily observe the wastefulness and squandering of their very sub-
stance by Federal Government z.gencies both in Washington and in the field.

REDUCED SPENDING NEEDED TO CHECK DEPRECIATION OF DOLLAR

It is a classical axiom in Marxism economics that capitalistic societies, of
which tile American Nation is the highest development in all history, are weak-
ened and destroyed most readily by a rotting currency, that is, by a deprecia-
tion in the buying power of money, commonly called inflation. The alarming fall
in the buying power of the dollar has resulted from the recurring unbalanced
budgets of the Federal Government over the past two decades. This im-
provident financing of the Federal Government, inspired by short-sighted politi-
cal considerations, has shown cynical indifference to the long-range health and
strength of the Nation. In consequence, although the value of the dollar
has already declined more than 50 percent, the prospects for a still, further
substantial decline under prevailing Government policies has generated since
Korea a renewed and violent rise in commodity prices. The Buffalo Chamber,
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therefore, clearly foreseeing the disasters lying ahead in the continued de-
preciation of the dollar, advocates a pay-as-you-fight policy, cost what it may
in taxes and deprivations to individual and business taxpayers alike.

In imposing additional taxes as a means to preserve the waning integrity
of our dollar, however, the Buffalo Chamber takes the position that the excess
profits tax, as proposed by P'resident Truman, is the worst possible form of
taxation that could be thrust upon the national economy.

When we were informed by telegram on November 17, 1950, that oral testi-
mony would be admitted to the hearing of the House Ways and Means
Committee only on the condition that it would relate solely to kind of details
in an excess profits tax bill, we sent the following telegram:

"Mr. CHARLES W. DAvIs,
Ways and Means Connmittee,

Horse Office Building, Washington, D. C.:
"The Buffalo Chamber of Commerce acknowledges your telegram received late

yesterday, response to our request of October 25. You offer chamber spokesman
15 minutes to present oral testimony at hearing on administration's excess profits
tax proposal but impose narrow restrictions limiting admissible testimony solely
to kind of details in excess profits tax law. We regard foreclosure of full exposi-
tion of defects as unfair.

"Our testimony would explain bad economic consequences of excess profits tax
on Buffalo economy, especially with respect to smaller growing enterprises.

"As Buffalo Chamber is not prepared to accept in principle any form of excess
profits tax which is always bad, we regret that we are being denied opportunity
to present our views, respectfully request that scope of your hearing be broadened
to analysis of evils of excess profits tax, alternative ways of raising adequate
defense revenue with less injury to general citizenry and our productive economy
essential to national defense, and ways to effect savings in Federal nondefense
spending. We shall file written statement on these matters trusting that it may
be included in the printed record of the hearings."

CHAMBER'S PRIOR CONDEMNATION OF EXCESS PROFITS TAX

The position of the Buffalo Chamber of Commerce in condemning the excess
profits tax in principle is one of long standing. Mr. Charles C. Fichtner, then
chairman of the taxation committee of the Buffalo Chamber of Commerce, testi-
fied in support of repeal of the excess profits tax law on March 20 and 21, 1945,
before the select committee of the House of Representatives created under House
Resolution 64, Seventy-ninth Congress, to conduct a study and investigation of
the national defense program in its relation to small business in the United States.
As members of the Ways and Means Committee have access to the printed record
of that hearing, reference need be made here only to part 1, pages 6-21 and
pages 44-62, for our reasons and evidence leading to the conclusion "the excess
profits tax should be repealed immediately," and that "the excess profits tax should
not be retained as part of the permanent peacetime tax structure." In other
words, our view is that the excess profits tax has no place in the tax structure in
wartime or peacetime.

REVENUES OF EXCESS PROFITS TAX EXAGGERATED

The name, "excess profits tax," is supposed to have great political appeal.
If so, that is its sole merit. Experience with the levy in two major world wars
has proved that only in a very minor degree is it an effective instrument to seize
profits caused by war. In so doing, the tax has caused such serious inequities
and such uncertainty that the additional cost to the Government far exceeds the
small amount in net revenue which can be attributed to it. Moreover, there are
other types of taxes which would raise the equivalent revenue without the same
deleterious results. That equivalent revenues could have been raised in both
world wars without the complications of the excess profits tax by raising the
rates of corporate net income tax has been acknowledged by former Assistant
Secretary of the Treasury John L. Sullivan and former Director of Tax Research
of the Treasury Department, Mr. Roy Blough.

The techniques developed in World War II in renegotiations of war contracts,
the repricing of war contracts under title VIII of the Revenue Act of 1943, the
profit limitations under the Vinson-Trammell Act, regulations on cost-plus-fixed-
fee contracts and other restrictions placed on war profits have proved effective
in limiting profits to that minimum needed to cover risk and no more. As

75900--50----39
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these techniques are now again to be employed, an excess profits tax would seem
unnecessary providing the Government meets its responsibility of maintaining
a sound and stable currency.

INEQUITIES OF EXCESS PROFITS TAX

The excess profits tax in principle is inequitable. No satisfactory solution
has ever been found or ever will be found to the baffling problems encountered
in the effort to define "excess profits." One approach is to define "excess profits"
as those in excess of the normal rates of return overaged over a period of years.
The valution of investments is an exceedingly complicated and highly discourag-
ing undertaking, however, as has been proved in prior experience with the excess
profits tax, with property taxation, and with the valuation of public utilities
for rate-making purposes. Questions arise as to whether borrowed capital
should be included in whole or in part as investments; how good will and
intangible values shall be appraised; whether investment values should be
revised annually, expressed in historic or current prices, etc. Some corpora.
tions have relatively large investments, others relatively small investments, in
producing similar gross sales and incomes. If income is derived primarily from
personal efforts rather than from investment, should that income be subjected
to the same tax formulas measuring excess profits? Executives of many small
corporations in Buffalo feel that the income of their corporations arises largely
from the efforts of management rather than from capital investment. Personal
service corporations, which offer very peculiar problems, have had to be allowed
the privilege of being taxed as partnerships in order to meet in part the per-
plexing question of valuation.

IMPOSSInILITY OF FIXING "NORMAL PROFIT"

Another difficult problem in the excess profits tax approach is the determina-
tion of the normal rates of return upon investments which may be used as a
basis for separating "excess" from "fair" profits. Because of the differences
in the risks assumed, great variability prevails in the profit ratios among dif-
ferent industries, among enterprises in a particular industry, and among many
individual corporations over a period of years. Corporate profits are character-
istically uncertain, varying with both general and particular economic condi-
tions. While theoretically certain economic forces should tend to reduce profits
toward a common norm, other forces arc always at work preventing profits
from maintaining a normal relationship to the investment. Consequently, some
arbitrary rate of return must be selected as a measure of normality for tax
purposes, since it is not feasible to tax every corporation with reference
to the rate of return which appears to be normal in view of its peculiar invest-
ment, cost, sales, income, and other factors. The ratio of profits in a single
year or even in a few years will not provide a suitable basis for determining
excess profits unless this ratio, as seldom happens, changes little from year
to year. If a long period is adopted, there are usually other fundamental
changes in the economy which make the frame of reference in a single enter-
prise inapplicable.

EXCESS PROFITS TAX WAS BAD IN WORLD WAR II

As a partial offset to the insoluble problems of valuing investments and deter-
mining normal profit ratios, the excess profits tax of World War II provided
that corporations could be taxed on the income in the tax year in excess of
an average income over a base period of years which was presumed to be normal.
In that law normal profits were considered to be 95 percent of the average
income of the four prewar years of 1936-39, with the illogical implication that
the remaining 5 percent represented excessive profits. In the proposal brought
to your committee by Secretary John Snyder on November 15, 1950, that average
was suggested at 75 percent of income in postwar years. We submit that the
implication that the remaining 25 percent in the period of 1946-49 represents
excessive profits is arbitrary and illogical.

In World War II most of the smaller and medium-size manufacturing enter-
plrises in the Buffalo area used the average earnings option because it resulted
in a lower tax liability and was simpler to calculate. Nonetheless, many of
these Buffalo corporations have insisted that their 1936-39 income did not in-
dicate their normal income. Many firms in Buffalo will quarrel violently with
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Secretary Snyder's idea that a 75 percent average of their 146(-49) earnings is
a proper measure of their current normal earning power. Congress, of course,
has recognized by the numerous adjustments permitted under section 722 that
this average earning base is niot a normal income base for many corporations
as well as that the invested capital method is unreliable. In short, in view of
the relatively few grants on the many thousands of applications for relief under
section 722, the conclusion is inescapable that the problem of measuring ex-
cessive profits is wholly insoluble.

ADVERSE EFFECTS OF EXCESS PROEiTS' TAX ON SMALL BUSINESS IN BUFFALO AREA

Regardless of the method whereby excessive profits may be measured, and
whatever modifications may be added to alleviate the harsh burdens of time tax,
new growing enterprises will always be penalized by comparison with mature
or declining enterprises. The excess profits tax of World War II was a crush-
ing burden on smaller corporations in the Buffalo area, many of which lacked
substantial surpluses at the outset of the war which could be used to finance
their expansion. Reinvestment of earnings was sorely needed to provide ma-
chinery and working capital to produce war materials. The earnings of small
business have often arisen chiefly from the efforts of the management in suc-
cessfully utilizing a small investment of capital. The excess profits which were
taxed away were merely a return for personal exertion and ability to produce
without drawing on capital equipment needed elsewhere in the defense effort.
Since we may assume that the getting of war materials produced is the vital
matter, rather than measuring the amount of investment drawn from other
alternative uses of that investment, it is clear that the excess profits tax exerts
a reverse bearing on incentives and motivations andill, therefore, is unsound
economically.

Small enterprises, moreover, tend to suffer a double disadvantage because they
are penalized either by the invested capital or the base period income method
of determining their excess profits. Many have had no adequate prewar record
of earnings. It is typical of new enterprises that their early years are loss
years. Unlike most larger and older corporations, therefore, they simply have
no avenue of escape. This gross inequity is underscored by the statistical record
showing that many large corporations with earning ratios on their investments
higher than those of smaller corporations have completely escaped payment
of any excess profits tax.

The excess profits tax has the further defect in that it offers significant ad-
vantages to monopoly enterprises which find themselves in a sheltered position
and, thus, can secure higher earnings free from excess profits taxation.

The excess profits tax, therefore, destroys new and small businesses and
shelters old and established businesses; it is a tax on initiative and risk taking;
it penalizes growth and rewards ossification; it is the enemy of flexibility and
adaptability in the economic system.

EXCESS PROFITS TAX 1S INFLATIONARY

We have noted that the spokesmen for the labor unions have advocated an
excess profits tax even more severe in detail than the one presented by Secretary
Snyder. We believe that the motives behind this position must be carefully
examined in light of the fact that the high excess profits tax rates weaken
the resistance of employers to demands of unions for wage increases. We be-
lieve that the unions are asking for an excess profits tax, not because it is anti-
inflationary but, on the contrary, because it would be inflationary on wage rates.
If wage rates continue to advance, tihe cost-of-living inflation will not lag far
behind.

We hold that the excess profits tax is inflationary, first, because a high tax rate
on profits is an encouragement to business spending on any item of cost which
is deductible for tax purposes; second, because it adds to the wage-price spiral;
and third, because by limiting reinvestment of profits in productive capital and
by discouraging incentives to produce, it tends to shrink the production of goods
which are necessary to hold down a general price rise on the supply side of the
price equation.

A TAX SHOULD NOT BE RETROACTIVE

We also object to the proposal of the labor unions that this tax te made retro-
active. One of the cardinal principles of sound taxation is that of certainty.
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To impose taxes retroactively to July 1, 1950, or to any other date in the past,
violates that elementary principle of fair play and stultifies the integrity of all
current corporation financial statements.

SUMMARY

The excess profits tax, in summary, is so rife with inequalities, complexities,
and uncertainties that in the judgment of the Buffalo business community, the
proposal to use it should be firmly rejected in the interest of not impairing our
defenses against communism.

Proposals to write an excess profits tax bill with provisions to exempt certain
industries and to set up machinery to alleviate hardships should also be rejected.
However devised, it is always a bad tax. World War II was won in spite of an
excess profits tax. In the long period ahead of maintaining industry and the
military on a war footing, on which Soviet Russia plans to keep us, however, the
excess profits tax would be fatal to ultimate victory. Unless the industries of
the Nation are permitted to earn a rate of return that will attract capital and
permit reinvestment of part of their profits for further growth, industrial pro-
duction, our greatest source of military strength, must inevitably falter and lag.
The issue is not only one of maintaining private enterprise; it is the military
security of the Nation itself that is at stake.

STATEMENT OF DUDLEY J. LE BLANC, PRESIDENT, THE LE BLANC CORP.,
LAFAYETTE, LA.

My name is Dudley J. LeBlanc. I am a State senator and president of the
LeBlanc Corp. of Lafayette, La.

This statement is made not only on my company's behalf, but in a sense pre-
senting the cause of many young, vigorous, and growing businesses whose future
progresses are endangered by an excess profits tax law. However, please under-
stand that I am not endeavoring to avoid taxation. I am willing to pay any
percentage of corporate taxes that we need to support our American way of
life. I am also willing, gladly, to pay any amount of personal taxes, but the
excess profits tax-due to the fact that we have made no profits during the first
4 years of our existence-would not only necessitate my paying a much higher
rate than my competitors but would practically ruin me.

My business is manufacturing a vitamin and mineral tonic known as Hadacol,
that has done much to enhance the health of our people. The Korean War, or
any other war, has no effect on my business. My company, the LeBlanc Corp.,
was started 6 years ago on $2,500 of borrowed money. We struggled for 4 years,
making little or no profits. In November 1949, however, we had approximately
$170,000 in profits for the year. I spent every bit of that in advertising during
November and Deecmber 1949. As a result, during the first 6 weeks of 1950 we
had sold 2/ million dollars worth of Hadacol-more than we had shipped during
the entire year of 1949.

Our profit for 1950, my auditor estimates, will be somewhere between 5 and
6 million dollars. This looks beautiful on the face of it, but since we started
without any funds and because of our ambition to expand and grow, it was
necessary that we enlarge our facilties in order to take care of the increased
volume of business.

We brought a large building in Lafayette from the Reconstruction Finance
Corporation. We recently constructed a two-story steel building with improve-
ments that cost over a quarter of a million dollars. We have over 150 trucks
that we use to deliver this merchandise. Thirty-seven of these trucks cost over
$10,000 each. The trucks alone represent an investment of over $750,000. The
storage tanks, machinery, and equipment represent another half million dollars.
The raw materials which we have to carry in stock, including bottles, labels,
caps, cases, etc., represent over a half million dollars. Our accounts receivable
are now 21/2 million dollars. We have tied up with the Government in alcohol
draw-back over 1 million dollars. So, all of our profits are tied up in the busi-
ness, w-hich is necessary for its successful operation. The fact of the matter is-
notwithstanding the fact that we will show a 5 or 6 million dollar profit this
year-it became necessary the beginning of this month to borrow from the
Whitney National Bank in New Orleans three-quarters of a million dollars to
carry on.
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Our business is increasing so rapidly that our purchases of glass and cartons
have amounted to so much that the companies manufacturing these products
are considering building branch plants in Lafayette to serve us.

Assuming, therefore, that an excess-profits tax is placed on us-in view of
the fact that we have never made any profits before, except this year, we would
never be able to pay the Government this tax unless we liquidated. The reason
for that is obvious.

If we were compelled to pay the Government-let's say, $4,000,000 next year-
we would have no funds with which to open up new territories, our greatest
source of profits-we would have insufficient funds to carry on a successful
advertising campaign, with the results that the business would soon become
stagnant and fold up. Our product is a very delicate and sensitive merchandis-
ing item and not an actual necessity. The trade is unwilling to stock it unless
it is highly advertised, creating a demand for it. While on the other hand,
since we are presently operating in only 22 States it would be to our great
advantage if we could operate in all of the 48 States, since then we could give
part of our advertising to national magazines, coast-to-coast radio programs,
and thus cover the 48 States more economically, comparatively speaking.

Our borrowing credit is, of course, very limited, and the problem that con-
fronts us now, if this law is enacted, is-would it be better for me to sell my
business for 10 or 12 million dollars, offers that I have already refused, take
a capital gain of 25 percent and retire?

If I did that, I have close to 800 employees who helped me make this business
what it is and who would probably be thrown out of employment because the pur-
chaser would undoubtedly move it away from Lafayette to a more centrally
located distributing point.

On the 7th day of December the citizens of Lafayette and other friends
throughout Louisiana are giving me a testimonial dinner on the part I have
played in the past year toward improving the welfare of our citizens. The post-
master will be there and can tell you that the postal receipts have increased
approximately 90 percent, mainly because I work 100 girls in my direct mailing
department. The Ford dealer will be there and can tell you we have brought
almost a half million dollars into his business this year through the purchase of
trucks, automobiles, accessories, and services. In fact, representatives of almost
every Lafayette business and many from throughout Louisiana will be there to
bear testimony to what we have done to make Lafayette and Louisiana a better
and more prosperous city and State in which to live.

Advertising my product has played an important part in building this business,
although the product is very, very meritorious--but, it is continually necessary
to take large gambles in the successful operation of a business of this nature in
spending huge sums of money for advertising, and it would make it more of a
gamble if the Government takes up to 67 percent of my profits when I am right
and assume none of the loss when I am wrong.

As an illustration, I recently bought $660,000 worth of billboards and three
dimensional terminal signs to be used in 60 days. I have never used this type
of advertising so extensively before, and only time can tell whether it will pay
off. Then, if it pays off, the Government will step in and take most of what I
make-but, if it doesn't pay off the Government is not willing to assume part
of the loss.

And this type of gambling is necessary in the promotion of this type of busi-
ness because we must grow to be successful, and a demand for the item must
be created. As it is now, we advertise in almost 850 daily newspapers, in 6,000
weekly papers, and buy ads of a minimum of 4 spots a day on over 700 radio
stations. We have trucks all over the South, building and putting up Hadacol
signs and doing whatever is necessary to promote the item.

I do not believe that an excess profits tax is the correct solution to the present
revenue problem. Regardless of the fact that an excess profits tax now might
not achieve the amount of revenue desired, its most important disadvantage is its
comparative inequity. It would fall on certain companies much more heavily
than on others, most heavily on the companies growing during the base period
and through 1950 and subsequently. It would be expensive to administer, in
comparison with an income tax rate increase which could produce the same
amount of revenue.

I suggest instead an increase in the corporation tax rates from the present
45 percent to 55 percent. It is my sincere belief that this would produce greater
revenues than an excess profits tax from which certain corporations with huge
earnings would be exempt because of their excess profits credit.
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But if of necessity an excess profits tax must be enacted, I feel that provision
should be made for companies such as mine. To stultify the growth of my cor-
poration by taking from it the earnings that are needed for expansion and devel-
opment, may result in a large tax for 1 or even 2 years, but will deprive the
Government of the large revenues that would be forthcoming as our earnings
increase in the future.

I am here today presenting my problem as a humble American citizen who
believes in the American way of life and who wants to continue to build and
construct, but I cannot do so if my business is penalized because I have grown
and made money this year and made none the years before.

H. R. 9827 as passed by the House of Representatives makes no provision for a
business such as LeBlanc Corp. This is a business which started from practically
nothing, and as a result of reinvesting its earnings into advertising and promo-
tion, was able to expand rapidly. It did not begin to realize its large potential
income until this year. In 1950, the sales will run approximately $20,000,000,
and in 1951 are estimated to run more than double this figure. These sales are
all the direct result of the development of a new and fine product and to the
development of public acceptance of this product. The sales have not been
influenced in any manner by the Korean crisis, nor are they affected by a war or
defense economy. Profits on these sales, of cou-se, will be substantial in 1950
and 1951. They will reflect entirely the normal growth of the company. The
perfect illustration is the fact that "Hadacol" is now being distributed only in
about one-half of the States in the United States. It is our plan to expand into
the remainder as our working capital will permit.

It is obvious that the LeBlanc Corp. is probably the most outstanding example
of "growth companies" in the United States, if not in the world. Such a "growth
company" will be severely penalized by the imposition of an excess profits tax
with a base period comprising the years 1946 to 1949. The excess profits credit
will he virtually 7ero, and, therefore, all of the corporation's earnings for future
years will be subject to the excess profits tax. Thus. the company's excess
profits tax will be based upon its normal earnings resulting from its normal
development and not on excess profits.

Even the relief provisions in H. R. 9827 do not satisfactorily provide for a
"growth company" such as the LeBlanc Corp.

Section 435 (e) which provides for "growth companies." will not help us,
since the first year in which the LeBlanc Corp. will realize substantial earnings
on development of its product and public acceptance of its product will be 1950,
a post-base-period year. Under section 435, Growth is limited to mean during
the base period. Therefore, its excess profits credit is virtually zero.

Section 443 of the new bill (which apparently substitutes for section 722 of the
former excess profits tax relief provision) offers practically no relief since, as I
have pointed out, the company commenced with the smallest possible capitaliza-
tion, and being subject to this excess profits tax, it will not be able to build up
its assets in the future to the scale commensurate with other members of our
industry. Therefore, to compute what constitutes our normal earnings on the
basis of percentage of return on total assets of our competitors who had been
able to build up their assets and equity capital over a period of many years when
they had not been subject to excess profits taxes is to penalize the company for
being a new one. As a new business, as any infant enterprise which is growing
rapidly, much of the earnings of the LeBlan Corp. have been plowed back in
advertising and promotion, which is not reflected in its assets as defined by sec-
tion 443 (c).

Apparently, section 442, applying to "abnormalities during base period," and
section 444, applying to new corporations, do not apply to the instant case, and
no relief could he gained thereunder. Nor would this corporation qualify under
section 454 relating to "abnormalities in income in taxable period."

It should be clear that the computation of relief under section 443 be made
in such a way that it would not penalize a corporation that was able to realize
a large return on a comparatively small investment. Section 443 concerns itself
with the particular industry as a whole. It does not take into account that
some companies, due to efficient operation, can realize a greater return on their
capital than others. Nor does it provide for those companies which can earn a
large income on a much smaller capital than is common to the industry. The
LeBlanc Corp. is such a company.

There is a suggestion which may be advanced which may not be completely
adequate in relieving "growth companies" such as the LeBlanc Corp., but which
is more equitable than either the old section 722 or the present section 443:
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It is the purpose of an excess profits tax to tax the increase in earnings for
the taxable year over the base period. In the case of corporations whose normal
growth extends into the excess profits tax taxable year, only the same propor-
tion of its current year's earnings should be taxed by tlhe excess profits tax
which is taxed to all corporate business. Thus, for example, if all corporate
earnings have increased 50 percent in the current excess profits tax taxable year
over the base period, only 50 percent of the earnings of thIe "growth company"
should be subject to excess profits tax in that year. Such a method would elim-
inate completely any increase in earnings due to war or defense economy, and
would put the "growth company" on the same taxable basis as industry in gen-
eral. The same method could be applied on an industry basis, since some indus-
tries are affected less by the changes in economic conditions than others.

I repeat, we have no objection to paying our just share of taxation, but an
excess profit tax, you must remember, would be an incentive to young and old
corporations alike to spend unnecessarily and excessively, while an excess profit
tax on us would destroy our business, and in that way the Government would
not collect any taxes from us whatsoever. In other words, it would "kill the
goose that lays the golden egg."

If the excess profits tax bill now under consideration is not substantially
changed, it is suggested that provision therein be made for corporations who
must suffer an inequitable, unjust, and discriminatory tax based upon its pro-
visions. Since it is impossible to provide in the bill for all contingencies, it is
suggested that a board of appeal be set up through which corporations with
unusual cases can seek relief. This board coull consist of representatives of
the Treasury Department, representatives of the bar, independent accountants,
and industry representatives. Possibly only those corporations subjected to the
maximum over-all tax limitation (67 percent in H. R. 9827) should be permitted
to appeal to this board.

I do not b lieve that the Government should assume a paternalistic attitude
toward businesses, but certainly I contend that the Government should lend all
assistance possible to small, young, and growing businesses. It should encourage
rather than discourage, and, in fact, the lawmakers of this Nation in the past,
through their good judgment and wisdom, have enacted legislation that had a
tendency to help and assist the small people. For instance, you enacted laws to
help the small farnler build himself a home and improve his property so that he
could grow. You enacted legislation enabling the poor, ex-servicenman to start
out in the world by lending him money to buy small businesses, by lending him
money to build a home for him and his family, and I feel confident that in your
wisdom and good judgment you will do tihe same thing for small businesses that
are making a sincere effort to grow.

SOME EcoxoMIc P'ROBI.LEMS OF AN ExCESS PROFITS TAx

(By Lewis Sverson)

I shall divide n- subject under three headings: (1) Some general problems of
any excess profits tax; (2) some particular problems of the last tax; and (3)
some problems of a new tax in the present inflated situation.

Almost everyone in this group knows something about the first of these head-
ings; only those who worked upon the last excess profits tax would know any-
thing about its problems; and the problems of a new excess profits tax is in
some measure a combination of these two. Therefore, I may bore many of you
with commonplaces of excess profits taxes and then talk tihe incomprehensible
language of the last law to nearly all of you. My topics are merely repre-
sentative and no claim is made that they include even the most important topics.

1. PROBtEMS OF ANY EXCESS PROFITS TAX

The basic problem of any excess profits tax is to establish a reasonable basis of
what excess profits means. Obviously, it is splitting off that part of a taxpayer's
total profits which is deemed to be excessive and subjecting only that portion to
confiscatory taxation, and leaving the nonexcessive residue undisturbed and
subject only to ordinary income taxation. Excess profits taxes have been levied
only intermittently in times of emergency. Consequently, there has not been
continuous inquiry into the meaning of excess profits as there has been into
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the meaning of total profits under the continuing income taxes on total income.
In fact, insofar as excess profits taxes are levied only in emergency, there is
scarcely any thought at all given to the meaning of excess profits. Our handling
of intermittent excess profit taxes discloses confusion and inconsistency; and,
what is perhaps worse, an unreasoned liberality which confiscates neither excess
profits in the extortionate sense nor profits which arise out of the emergency
when these are not immoderately high.

There are two general approaches to the determination of excess profits. Both
determinations are indirect by determining what part of profits is not deemed
to be excessive. One is a conventional rate of return on invested capital and
the other is average actual profits in a designated base period which is assumed
to be normal for industry in general. Our recent excess profits tax law provided
that each taxpayer could choose either one of these that was more advantageous.
The invested capital credit was: 8 percent on invested capital of not more than
$5,000,000; 7 percent on invested capital from $5,000,000 to $10,000,000; 6 percent
on invested capital from $10,000,000 to $200,000,000: and 5 percent on invested
capital of more than $200,000,000. Income credit was 95 percent of the average
earnings of the 1936-39 base period.

Both invested capital credit aind income credit only crudely measure profits
which are not excessive. First as to invested capital. It is only one factor of
production and of profits. Its validity and productivity depend more on the
competence of those who make and manage the investment than on its amount.
It ignores this differential competence, and rewards amount of investment and
penalizes economy and sagacity in investment. It can be, just as well as not,
a proletarian capitalistic method of rewarding incompetence. Indiscreet in-
vestment has been too common in American history to be acceptable as a measure
of profit productivity. In prosaic and standardized undertakings, such as rail-
roads, public utilities, real estate, banking and insurance, invested capital may
measure reasonably well both cost of saving and profit productivity. Such in-
dustries used almost exclusively invested capital credit under the last law be-
cause it was quite liberal compared to their normal earnings. But invested
capital is a poor and inadequate determinant of normal earnings in dynamic
industries.

Another and perhaps more serious shortcoming of invested capital credit as
a measure of normal profits is that it leaves out of account widely varying risks
in different industries. Four percent may be liberal on urban water works or
hydroelectric plants, but 8 percent on water shipping or shipbuilding may be
confiscatory if it does not even cover risks over a long period. Therefore, credit
of 8 percent against excess profits may permit 100 percent more profits than
usual for some industries before they pay any excess profits taxes while it may
confiscate all profits in other industries if they are crowded into emergency
periods as water shipping and shipbuilding tend to be. It is not satisfactory
public policy that leading industries with high invested capital paid no excess
profits taxes although they made higher earnings than usual during the war
period. It is doubtful whether any great industry should be free from excess
profits taxes in emergency even if it made only usual and moderate earnings of
3, 4, or 5 percent. It is not justifiable that great industries which earn 5, 6, or
8 percent in emergency should be free from excess profits taxes just because
these rates are not immoderate in the usual sense although they are aggregate
profits of 25, 50, or 100 percent more than are usually earned in these industries.
This is neither acceptable economics nor necessary politics in an emergency.

Next, credit against excess profits based on average base period earnings is also
open to serious criticism. All industries combined earned 5.11 percent on net
worth during the 1936-39 base period, compared to credit of 8 percent down to
5 percent on invested capital allowed by the statute. But variation in profits
among taxpayers within a given industry and among different industries during
any designated period is great and continuous. The average rate of profits during
a base period, or the rates allowed by the statute for all industry, has only slight
relationship to the high and low profits for large parts of the economy. It is as
much an average of great profits and great losses as it is a modal rate of profits
of all industries.

There are three serious shortcomings of average profits in any period as a
measure of normal or nonexcessive profits. First, the average may not cor-
respond to any important part of the economy. It may be merely an average
of extremes. Second, some industries, conspicuously those in which free entry
is lacking, regularly have profits of 20, 40, or 60 percent on invested capital.
Such profits are excessive on either economic or moral grounds whether the
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law says so or not. A country at war cannot afford the luxury of such concepts
of normal profits whatever its ignorance or l atienee might endure during peace.
Such profits are legitimized, and a blessing is put upon them by earned income
credit. Third, if the base period is shifted, average earnings of great groups
of industries shift, and normal earnings vary with the choice or accident of the
base period.

The problem involved here is one o' confusion and duality in the meaning of
excess profits, or just what it is that we try to tax or exempt from tax. A re-
turn of 6 or S percent in either peacetime or wartime is not excessive in the
sense that it is extortionate, morally shocking, or greatly removed from what
people are accustomed to. Yet it is substantially higher than some large, sta-
ble, and highly capitalized industries earn on the average, and in that sense it
is both excessive and it arises out of the war conditions. On the other hand,
some industries regularly earn 20 percent, 40 percent, or even 60 percent on in-
vested capital in peacetime. These profits are excessive, morally shocking, and
largely arise out of monopolization. Credit based on earnings in a base period
sanctions such earnings without paying excess profits taxes. Only higher earn-
ings than these are taxable as excessive. Thus 9 percent is excessive for some
industries because the maximum invested capital credit is limited to 8 percent;
but 25 percent is not excessive in other industries, because they have earned
that much in the base period. Thus in our dual meaning and dual measurement
of excess profits we exempt from excess profits taxes the most outrageous peace-
time earnings of some of our largest industrial fields and tax only such greater
excess as arises out of the war. On the other hand, we allow a growth of 25
percent, 50 percent, or 100 percent in the normal earnings in other highly capi-
talized industries because they are allowed an 8-percent credit whereas they
usually earned only 4, 5, or 6 percent. We thus largely exempt the greatest
source of excess profits taxes, and we tax neither the excessive profits in the
one area where they are usual nor the profits arising from war in the other
area when they are unusual. In neither case can the loss of taxes be well de-
fended in time of war. We should not sanction the luxurious profits in war-
times that some industries earn in peacetime nor the higher rate of earnings
of the normally low earning industries.

The problem involved in our dual approach to the measurement of excess
profits, and in the provision of two different credits against excess profits, is
a confusion and duality in meaning of excess profits, and in what we are trying
to tax. Are we trying to tax (1) excess profits or (2) profits arising out of
the war period? These are entirely different things; and in ,our groping and
granting of a choice of two attractive floors as a credit, we avoid taxing large
portions of either excess profits or profits arising out of the war. We should
do something better than say that those who never earn more than 4 percent
in peacetime may earn 8 percent in wartime without paying excess profits taxes;
and that those who earn 9 percent have excess profits although others who earn
25 percent do not have excess profits. The extreme of this situation in my
experience was a taxpayer which had profits of 60 percent of its sales, yet we
were required by the law to hold that its earnings were inadequate and sub-
normal and that it was entitled under the law to relief from excess profits
taxes. No doubt other cases among the 50,000 pending will exceed that.

2. PROBLEMS OF THE LAST EXCESS PROFITS TAX LAW

The last excess profits tax law provided relief in certain specified circum-
stances which indicates types of unavoidable and unsolved problems even under
a choice of earned or invested capital credit. The law provided relief (1) if
normal production was interrupted or diminished during any part of the base
period because of the occurrence, either immediately prior to or during the base
period, of events unusual and peculiar in the experience of the taxpayer; for
example, strike, fire, flood, or price war: or (2) if the taxpayer or the indus-
try of which it was a member was depressed in the base period because of
temporary economic circumstances unusual in the case of either the taxpayer
or the industry of which it was a member, for example, an industry-wide strike,
or price war, a widespread drought, or a war as it would affect export or import
industries. In both cases the problem was comparatively simple, and relief
consisted of reconstructing income to what it would have been in the absence
of the specified adversity. (3) Relief was provided when "the business of the
taxpayer was depressed in the base period by reason of conditions generally
prevailing in an industry of which the taxpayer was a member, subjecting such
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taxpayer to (a) a profit cycle differing materially in length and amplitude from
the general business cycle, or (b) sporadic and intermittent periods of high
production and profits, and such periods are inadequately represented in the
base period."

On the basis of some 2,000 sworn affidavits and claims, every one of the 92
major groups into which the Bureau of Internal Revenue divided American
industry had a variant profits cycle. All claimants firmly believed the general
business cycle was made by other industries, but each industry one by one
disqualified and eliminated itself as a participant and claimed to be a variant,
And then if a taxpayer had a strike, price war. or lost its market in competition,
didn't that make its profits cycle vary from the general cycle, which did not
generally have these adversities? So it was often alleged that any other ground
for relief also logically constituted a variant-profits-cycle qualification for relief.

Congress chose the unfortunate words material variation in "length and ampli-
tude." It is doubtful that this provides relief in even the majority of the most
harsh and inequitous base-period cyclical situations. The normality of the base
period for business generally consisted of reasonably good profits in 1936, 1937,
andl 1939 and poor profits in 193S. Better considered cyclical relief would have
been for taxpayers which were in a different phase of the cycle than for business
generally or possibly for those which on historical experience did not have three
reasonably profitable years and one poor year in the base period. Against my
strong opposition the Bureau tried to write in in its bulletin this phase aspect
in a half-hearted, double-talk legislative gesture which probably will have only
blame as its proper reward. An administrative agency is usually the whipping
boy for legislative ineptitude, and it will gain only an additional group of critics
if it tries to stretch a defective law in favor of tax-relief claimants.

Opposite tendencies, rather than differences in length and amplitude, from a
general business cycle are characteristic of some industries. For example, makers
of smoking tobacco bags make profits in direct proportion to the intensity and
duration of general depression and they have little profit when everyone can
afford to buy tailor-made cigarettes. Moonshining should profit most in hardest
times when the mass man cannot afford store liquor prices which are mostly
taxes. Some businesses, possibly railroad locomotive manufacturers, may be
genuinely sporadic and have no regular relationship to a general business cycle.

If either the economic or political facts of life require consideration of business
cycles and deviations therefrom, there is the elementary problem of identifying
a general business cycle. The phrase the general business cycle in the statute
is an embarrassment. It is definite, like a particular crack in the plaster or
grandpa's picture-only one and not a miscellaneous assortment. Yet, sophomore
students should know that a representation of business fluctuations varies as
the ingredients of the measured factors vary. When I sought light and guidance
from prophets and practitioners of business cycles before the Bureau cast its die,
I was asked in amazement if the law said the general business cycle, and by
another cycle seer I was told that the law is folklore. In administering this
law the Bureau adopted the profits of all corporations as representing the general
business cycle because the law requires a comparison of the taxpayer's profits
cycle. This was against my advice, and it constitutes one of the unstable elements
in the Bureau position, if some taxpayer finds another cycle more advantageous
to it. This is another case of administrative legislation to attempt to remedy a
defective statute. But the general business can scarcely be made out of corpora-
tion profits merely because it would make a defective statute a little less irrational.

The most involved and prolific relief section was when the average base period
net income was an inadequate standard of normal earnings because (4) "the
taxpayer, either during or immediately nrior to the base period, commenced
business or changed the character of the business and the average base period
net income does not reflect the normal operation for the entire base period
of the business. If the business of the taxpayer did not reach, by the end of
the base period, the earning level which it would have reached if the taxpayer
had commenced business or made the change in the character of the business
2 years before it did so, it shall be deemed to have commenced the business
or made the change at such earlier time * * *. Any change in the capacity
for production or operation of the business consummated during any taxable
year ending after December 31. 1939, as a result of a course of action to which
the taxpayer was committed prior to January 1, 1940 * * * shall he deemed
to he a change on December 31, 1939, in the character of the business."

This section provides for a new business or an old business with a change
in character, such as capacity, management, or a new product, and the base
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period does not represent normal earnings due to lack of time. The section
contains the famous 2-year push-back rule, the commitment rule, and the curtain
rule, each one a practical obstruction to administration. If the earning level
at the end of the base period would have been higher had the qualifying factor
occurred 2 years earlier, then the qualifying factor is deemed to have occurred
2 years earlier. Tax counsel, unable to calculate the profit of a qualifying
factor if it had occurred 2 years before it did, note the result of it 2 years
after the end of the base period. But the law specifically prohibits this under
another section which tax counsel pretend not to have read which says, "In
determining such constructive average base period net income, no regard shall
be had to events or conditions affecting the taxpayer, the industry of which
it is a member, or taxpayers generally occurring or existing after December
31, 1939." This is known as the curtain rule--one cannot peak behind the
curtain to see what actually happened from a change with 2 years more of
time for exploitation. This more effectively makes impossible the administration
of a law otherwise quite unenforceable.

Then there is the commitment rule. If a taxpayer was committed to a change
in capacity for production by the end of the base period, such change is deemed
to be made on December 31, 1939, however much later it actually was made, and
since such change could not possibly have produced a level of normal earnings
on the very date of its assumed occurrence, it automatically is pushed back
2 years earlier under the push-back rule. Thus, I had a broadcaster which was
committed to increased power and network affiliation by the end of the base
period, but this was not consummated until 1942 and the first full year of earn-
ings was in 1943. Nonetheless, the law required that we calculate without use
of any information after 1939, what the taxpayer would have earned from 1936
to 1939 if it had made these changes on December 31, 1937, or 5 years before it
did so. This is how the law provided how excess profits taxes shall be deter-
mined, and there are 40,000 to 50,000 cases yet to be determined over ensuing
decades.

Problems arising from such statutory provisions as these keep coming to thle
surface as work in involved cases proceeds. What profit would rayon maker A
have made from doubled capacity when each of nine other makers constituting
the industry also double capacity? Should the industry capacity be taken as it
actually was and only A's committed capacity doubled, or should one calculate
the committed capacity for the industry and on this basis calculate A's share
and its probable profits thereon when supply is doubled? When yon push back
a new brake fluid 2 years, it means nothing unless you push back cars with fluid
brakes 2 years before they actually appeared. What if the inventor of them was
still in prison 2 years earlier and could not invent until he got out? Shall you
assume he committed his crime and went to prison 2 years earlier and got out
2 years earlier? But what if, 2 years earlier, the law required a prison sentence
which would have been 5 years longer? What is one to plush back and where is
one to stop? We actually had a case of towel containers installed in British
factories during their prewar armament program which seemed to require push-
ing Hitler's aggression 2 years earlier. These are not nightmares, or, at least,
they came during the working day.

A final ground for relief in the last law was for "a taxpayer not entitled to use
the excess profits credit based on income" (mainly corporations which were not
actually in existence until after the base period) "if the excess profits credit based
on invested capital is an inadequate standard for determining excess profits,
because" (1) the invested capital of the taxpayer is abnormally low; or the
business of the taxpayer is of a class in which (2) intangible assets not includ-
ible in invested capital make important contributions to income, or (3) capital is
not an important income-producing factor.

One would expect relief in such cases to be a reconstruction of invested
capital to an equitable amount; but not so. Relief is by a constructive average
base period net income which would be "a fair and just amount representing
normal earnings." So, a broadcaster which came into existence as late as 1945
might be entitled to hare a constructive income computed for 1936-39. The 2-year
push-back is rather modest compared to this. So endeth the general relief provi-
sions, and also so endeth numerous harried men who tried to administer these
in concrete situations in-terms of dollar taxes in very large amounts.

3. PROBLEMS OF A NEW EXCESS PROFITS TAX LAW

If another excess profits tax law were invoked in the present inflated situation,
all foregoing problems would be involved. There would be no practical possibility
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of avoiding optional credit based on either invested capital or earning, although
it might be hoped that some ceiling would be placed on earned credit, say 10
percent, 12 percent, or double the invested capital rate applicable to a taxpayer. It
is not likely that all relief provisions could be avoided, but certainly reconstructed
income should be limited to, say, not over 10 percent on invested capital. But the
most formidable problem would be to determine a reasonable basis for earned
credit and I shall devote my remaining time to that.

Our economy has undergone long, great, sustained, and extremely variable
inflation since the 1936-39 base period. Whether inflation will continue or
deflation will occur, and, if so, when and how much, are matters upon which
there is great diversity of judgment. What period since 1939 or what factor
of inflation of 1936-39 earnings, would represent normal earnings and a suitable
basis for earned credit? And what earnings should he used-those before taxes,
some of which were not touched and others largely confiscated by the excess
profits tax, or those after excess profits taxes, under the presumption that excess
profits were substantially confiscated under the last law and normal income
was left after taxes. An answer is much easier with some simple index of
inflation and deflation from 1936-39 basis. I shall illustrate these extreme and
varying dispersions.

The excess profits tax ended with 1945. Therefore, subsequent years have
full inflated profits subject only to corporation income tax. What were the
1946 corporation profits? I have compared the profits of 76 manufacturing groups
before and after taxes with average profits in 1936-39 and in 1940-45. The
average in these periods is used as 100 in each case and 1946 profits are shown
as a percentage of this average.

Compared to 1936-39, 1946 profits were as follows :

Before taxes:
Low (automobiles) ------------------------------------------- 17
Quartile 1 (photographic equipment, gum, candy) --------------- 142
Median (steel producers without blast furnishes) ---------------- 211
Quartile 3 (clay products and paper)------------------ 338
High (toys and sporting goods) ------------------------------- 21,700
Arithmetic average---------------------------------------- 166

After taxes:
Low (aircraft) -------------------------- 32
Quartile 1 (office machines, gum, and candy) -------------------- 113
Median (food canning and preserving)-------------------------- 154
Quartile 3 (lumber and paper) -------------------------------- 243%
High (household utensils)------------------------------------ 26,700
Arithmetic average------------------- ------------------------- 137

Compared to 1940-45, 1946 profits were as follows:

Before taxes:
Low (electrical equipment)------------------------------------- 6
Quartile 1 (steel producers without blast furnaces) --------------- 623/
Median (chemicals) ------------------------------------------- 98
Quartile 3 (fertilizers and rayon yarn) ------------------------- 135
High (bread and cake)---------------------------------------- 229
Arithmetic average--- - - - - - - - - - - - - -

After taxes:
Low (aircraft)------------------------------------------------ 14
Quartile 1 (printing trades machinery)------------ 86
Median (nonferrous metal products)--------------------------- 129%
High (textile fabrics) -------------------------------------- 304
Arithmetic average-------------------------------------------- 116

Summarizing these four series, we have for 1946: Lows of 6, 14, 17, and 32;
highs of 229, 304. 21,700, and 26,700 medians of 98, 1291/, 154, and 211; arith-
metic averages of 73, 116, 137, and 166.

So from these data, how inflated or deflated were 1946 profits? I do not know.
There are averages to suit every taste and purpose, so tax experts and reformers
can step up and take their choice. But the trouble is in the great variations
from any average of any series. Any average, as a measure of inflation would
greatly and inequitably penalize or reward many industries. Profits for 1947

SSurvey of American listed corporations, data on profits and operations, Security and
Exchange Commission.
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and 1948 do not simplify the matter. The relationship of profits after taxes was
approximately as follows:' 2

Using 1940-45 as 100-
1946 was--------------------------------------------------------- 138
1947 was---------------------------------------- 193
1948 was--------------------------------------------------------- 236

It is not apparent from these profits data what period subsequent to 1936-39
base period could be used as a base period for a new excess profits tax, or what
inflation factor could be applied to 1936-39 profits, or what inflation or deflation
factor could be applied to profits during the excess profits tax years 1940-45
or subsequent years. A substantial part, but we do not know what part, of the
present inflation is built in to remain as normal for the future. And we do not:
know whether the circumstances which might warrant a new excess profits tax
would cause an additional inflation from present levels or not. But certainly
we cannot carry forward with much reliance 1936-39 profits or even rely upon
them for a percentage build-up. Besides the intervening war and postwar
inflation, we now have millions of changes in new taxpayers, new products, new
capacity, and enlarged resting places for dead and dying taxpayers of that
period. Adjustments from 1936-39 cannot be made either realistically or
equitably.

In closing, I remind you that my subject is problems, not solutions, of an
excess profits tax. Solutions here are lacking mainly because I have none. This
is not merely an individual frustration. My final task on excess profits taxes
was to consider some of these problems in a small Treasury group. My particular
responsibility was bases of credit against excess profits in present inflated
conditions, and relief problems. It was the tentative consesus of judgment that
no single or scientific basis of credit was possible. Numerous alternative and
somewhat arbitrary bases of credit gained tentative approval. For example,
1936-39 profits inflated by some percentage would be politically required to
salvage a few dead taxpayers: 1940-45 profits after taxes inflated by some
lesser percentage seemed defensible; average profits after 1945 deflated by some
percentage, or the highest year deflated by a larger percentage seemed to be
possibilities. This is a motley arnd unscientific list of suggestions; but the
present circumstance is motley and unscientific also. It was believed that a
choice of any one of four, five, or even six alternative bases of credit would
provide more substantial justice than any pretense of a scientific basis and much
preferable if it would be in lieu of all relief provisions. But it is doubtful that
multiple bases of credit would wholly withstand political pressure for some
relief provisions.

AMIERICA1N RETAIL FEDERATION,

Il'asington, D. C., Deccnber 7, 1950.

The Honorable WALTER F. GEORGE.
DEAR SENA'IoR GEORGE: The retail industry committee would like to file for

the record and for your earnest consideration the attached statement which was
presented on its behalf to the Ways and Means Committee.

This statement sets forth the reasons why tile retail industry objects to an
excess profits tax, and also states the provisions which the industry believes
should he in any such tax law if one is to be enacted. Since this position is
already available to you and to your technical staff we saw no reason to take up
your time w ith an oral presentation.

There is one point, however, which we sh(,uld like to call to your attention
and that is the desirability of deferring final action until taxpayers generally
have had an opportunity to study the technical provisions of the House bill.

The main principles of the House bill are fairly well known and understood
by taxpayers. We refer to such items as the rate of tax, the ceiling on tax
payments, the choice of alternative methods to compute the excess profits credit.
and the like.

There are, however, innumerable technical details which are not well known
to taxpayers, and with which these taxpayers have not had sufficient oppor-
unity to acquaint themselves. It has been impossible to analyze tile meaning

2Department of Commerce. all industries, andl National City Banik, 1,571 aind :8.2a12
manufacturing companies.
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and possible effect of these provisions in the short time that copies of the
hill have been available to taxpayers. And yet it is the meaning and interpreta-
tion of these provisions which will determine whether the excess profits tax, if
enacted, will work undue hardships on taxpayers, or whether the tax will be as
nearly equitable as it is possible for a tax of this nature to be.

It has been impossible for many interested taxpayers to, obtain and study
copies of the bill as it passed the House of Representatives. and these taxpayers
know the contents of the bill only in general terms.

Naturally they are confused as to the effect of the bill on their own businesses.
For example in retailing, stores expand, enlarge, opeln at new locations on long-
term leases and assume different degrees of risk without substantially alerting
their capital structure. These shifts in the amount of risk assumed cause ab-
normalities in income, both in the base period and in the tax year. Without
copies of the bill these retail taxpayers have had no opportunity to apply the
provisions of the bill to their own conditions and to determine whether the bill
treats all such situations as nearly equitably as is possible.

Without a careful analysis of these and other provisions, in the light of the
taxpayer's own experience it becomes virtually impossible to give any well con-
sidered opinion as to the merits or demerits of the technical language of the bill.

The retail industry committee earnestly hopes, therefore, that final action on
the bill can be postponed until early next year so that sutlicient time can be
afforded to taxpayers to make these studies and give the Congress the benefit of
their experience. As rapidly as criticisms and analyses of the effects of the hill
are received from the members of the committee and their associates they will be
made available to your technical staff.

A subject which is necessarily as complicated as an excess profits tax should
be studied carefully, and no harm, hut great good will ensue by delaying final
action on the bill for a few weeks in order that taxpayers may have a reasonable
opportunity to determine precisely in what manner the bill will affect them.

Sincerely yours,
RowI ArND JONES, Jr.

STATEMENT OF JoIN F. LEaoR, RETAIL INDUSTRY COJInrITEE

My name is John F. Lebor. I am treasurer of Federated Department Stores,
Inc., with headquarters at 707 Race Street, Cincinnati, Ohio. I appear repre-
senting the Retail Industry Committee, a group of 51 national retail trade asso-
ciations. A list of the members is attached to the statement filed with your
committee.

Let me say first that retailing is in favor of paying for the defense program
as we go by tax revenue and all possible economies in nondefense expenditures.
Only in this way can we minimize serious inflationary effects with its widespread
adverse results to our country, lo us as retailers, and to our customers. Although
we have been advised that your committee desires to have testimony at these
hearings directed primarily to the preferable nature of an excess profits tax, if
one is to be enacted, we believe that we would he derelict in our duty if we did
not express our view that it is impossible to write an excess profits tax bill that
does not create more problems than it solves. The nomenclature "excess profits
tax" has appeal in times of temporary emergency. The difficulty comes in
defining with any reasonable degree of accuracy what is "normal earnings" and
what is truly "excess earnings." The problem becomes more acute when an
attempt is made to do so for a period as short as a single taxable year.

We believe that revenue requirements should be met by methods of taxation
other than a so-called excess profits tax, for a wide variety of reasons, including
the following:

1. The difficulty of defining "normal earnings" for each corporate taxpayer
in each year.

2. The difficulty of writing so-called "relief provisions," which in practice
as well as in theory provide prompt and enitable relief from abnormalities
in both the base period and the year in which the tax is imposed. Abnor-
mlities exist in large numbers.
3. If "normal earnings" of each taxpayer are not equitably measured, the

effect of an excess profits tax is that of creating a system of progressive rates
of corporate income taxation. Progressive corporate income taxation is
undesirable and should not become part of the tax structure, particularly
throu-h the "back door" of a so-called excess profits tax.
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4. It removes incentive for efficiency at a time when its need is greatest.
5. It is an ill-conceived type of tax to counteract inflation.
6. It is difficult and expensive to administer, and uncertain for decades as

to the ultimate revenue produced.
7. It is ill-suited to a period in which enlarged revenue requirements may

be needed for a protracted period.
8. It stifles new enterprise and interferes with the expansion and growth

of existing enterprise. It is conducive to a static or decadent economy as
contrasted to a dynamic economy. We are in a period when a healthy civilian
economy is necessary to carry our heavy load of defense requirements.

PRINCIPLES OF EXCESS PROFITS TAXATION

If, contrary to the logic of the situation, there is to be a so-called excess profits
tax, the following principles should be reflected therein:

I. Profit equalization should not be an objective
It should not be a device to equalize profits among the efficient and inefficient;

the lucky and the unlucky; the progressive and the decadent. Therefore, its
determination of the amount of earnings exempt from excess profits rates should
not be made by abstract formula unrelated to the individual taxpayer.

II. Credit should be related to specific taxpayer and not determined by abstract
formula

The determination of what is "normal" and what is "excess" should be par-
ticularized to each individual taxpayer. Earnings exempt from "excess profits"
rates should, therefore, depend upon each taxpayer's individual situation, and
not upon where he stands in relation to the average performance of all tax-
payers. Presumably, the theory behind an excess profits tax is that there is a
point at which profits become excessive and abnormal. It is obvious that there
is no such point that applies equally to all taxpayers. Profits are simply the
rewards of risk; and naturally the greater the risk taken, the greater the profit
should be. Risk is variable between industries, between branches of an industry
and in fact, between different companies within the same industry. Retailing is
a highly competitive business subject to substantial risks. In fact failures are
not uncommon. We submit that there is no justice, no advantage to the economy
of our country, if the point above which earnings are designated as "excess" is
the same for retailing as it is for other industries entailing less risk. The same
principle applies within the varying segments of retailing, as well as between
dfferent companies operating within the same segment of retailing.

III. Taxpayer should have a choice in designating base years for determination
of excess profits tax credit

The taxpayer should be allowed to have a wide area from which to select a
determination of his so-called "normal earnings." This will result in a closer
approximation to normal than if a narrow, inflexible, and arbitrary formula is
imposed upon it. It will also have the important practical effect of minimizing
the number of relief claims required to he processed by the internal revenue
bureau, agencies such as the excess tax council, the courts, etc.

IV. Taxpayer should hare a choice between invested-capital and earned-income
credit

The taxpayer should be permitted to elect either an invested-capital credit,
with appropriate adjustments, or an earned-income credit.
V. Invested-capital credit

(a) Definition of invested capital.-If an invested-capital credit is elected.
"invested capital" should consist of all stock (common and preferred), all sur-
plus and surplus reserves, and all borrowed capital (with an adjustment to earn-
ings to eliminate all interest plaid on borrowed capital). All borrowed capital
should be included because as a practical matter it is merely one of the alterna-
tive methods of raising capital for the operation of a business, an one which
it has been increasingly necessary to rely upon because of the conditions in our
markets for equity securities for many years, particularly for small companies.
Retailing is characterized by a large number of small enterprises.

Accumulated earnings subsequent to the end of the base period should, of
course, be added to the invested-capital base in each year subject to the so-called
excess profits tax.
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(b) Credit should be allowed at taxpayer's historic rate of return--The per-
missible rate of return on invested capital before earnings are designed as
"excess" should be that rate of return which each taxpayer has made on its
invested capital during the base-period years. Certainly there is no justification
for designating any portion of such amount as "excess earnings." Moreover,
there should be a permissible minimum allowable rate of return on invested
capital which is sufficiently high to justify the risk assumed, after it is reduced
by the application of the normal tax and surtax. It should also be sufficiently
high to permit the raising of new capital. In connection with the latter, it is
important to be realistic about the relationship between earnings after all forms
of taxes and the prices at which corporate securities can be sold in the open
market. It is hardly necessary to point out that the 8-percent return allowed
on the first bracket of invested capital by World War II excess profits tax results
in only a 4.4-percent return after a 45-percent normal and surtax rate. This
would require new capital to be provided on the basis of 22.6 times earnings,
which, of course, is far in excess of the price-earnings ratios that can be com-
manded by practically all of the strongest and best-known companies, let alone
the average company. This is true irrespective of whether it be engaged in
retailing or other competitive activities.

(c) Rate of credit should be flat.-There should be a flat rate of credit on all
invested capital. Large corporations should be allowed to earn as much on their
investment as smaller ones, particularly since the larger the corporation the
stronger the likelihood that the number of individual stockholders will be greater,
and the average investment per stockholder will be smaller. Here, again, the
principle of progressive taxation should not be applied to corporations, by reduc-
ing the permitted rate of return as the amount of invested capital becomes
greater. To do so subjects the corporate stockholder-who bears the brunt of
such taxation-to varying rates, depending upon whether his investment is con-
centrated in a small corporation or diversified among a number of larger cor-
porations. There is no justification for creating competitive advantages or dis-
advantages, depending upon the size of the taxpayer corporation, but without
regard to the size of the stockholdings.

t'I. Earned income credit
(a) Base period years.-If the taxpayer elects the earned-income credit, it

should be allowed to select certain years, from a wider range of years, as its
base period. The relationship of a given industry, a segment of the industry, or
indeed a specific taxpayer within a segment of the industry to its own business
cycle or other determinate of its "normal" is likely to be at wide variance from
the average of all industries in a specific year, or small number of years. The
retailer in a town devoted primarily to manufacturing heavy machinery, for
instance, is likely to have quite a different earnings picture in a given year than
a retailer located in a textile town. Variances of this kind were particularly
noticeable in the reconversions from World War II to the present economy.
Moreover, the relationship between a year like 1946 and one like 1949 is quite
different for retailing than for many segments of manufacturing.

In order to allow for such wide variances we recommend that a taxpayer should
be given the right to elect as its base period any 2 of the 4 years 1946, 1947, 1948,
and 1949. We do not dwell on the complete inadequacy of any years prior to
this because we believe it is universally accepted that conditions in those years
are completely unrelated to post-1945 conditions. Likewise, we would emphasize
that the area of selection should be no narrower than 1946-49 because of the
varying impact of different years on different businesses.

(b) Base period earned income credit should be adjusted to reflect historic
(normal) earnings on changes in invested capital.-lf the taxpayer elects the
average earnings base, it should be permitted to add to its base period earnings in
an amount equivalent to the earnings normally to be expected on any invested
capital added to the business subsequent to the end of the base period. If the
amount of invested capital has been reduced in such period, the base period earn-
ings should be correspondingly reduced. The adjustment to be made in the
earnings base for such capital changes should be measured by the specific tax-
payer's rate of actual earnings on its invested capital during its base period.
The definition of "invested capital" for this purpose should be the same as that
used if the taxpayer elected the "invested capital" basis instead of the "average
earnings" basis. World War II excess profits tax allowed an adjustment in the
income base for additions to capital resulting from the sale of equity securities.
Presumably, this was because it was recognized that as the amount of capital at
work in a given business increases, the dollars if earnings should normally in-
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crease correspondingly, and that it would be a rank injustice to tax any such
increased earnings as if they were all excess. In this proposal we are therefore
merely urging that this principle be extended to recognize that the same is true
irrespective of whether the increased amount of capital in the business during
the excess profits tax years is derived from (1) the sale of new equity securities;
(2) the issuance of other types of securities or obligations; or (3) by the reten
tion in the business of accumulated e:lrning.. Also that the earnings allowed
on the additional capital be at the historic ( normal ) rate of the specific taxpayer
instead of at some arbitrary rate. Provisions such as these are of vital impor-
tance to a growing company. Therefore, even though the average earnings basis
is elected, the taxpayer should be allowed to add to its earned income credit an
amount equal to its historic rate of return on the additional capital employed in
the business during each year subsequent to the end of the base period. This
right should continue so long as the so-called excess profits tax is in effect.

(C) Excess profits ta.r should not apply to normall earnings" measured in a
dollar of a changed value.--Ve also urge that your committee take cognizance
of the fact that the purchasing power of the dollar has changed materially in
recent years, and that a dollar of pre-tax earnings does not serve the same pur
pose at the present time insofar as its use in the business is concerned, as a
dollar of earnings in the earlier years. Therefore, we believe consideration should
be given to adjusting earnings in the base period years for price changes between
such years and any years subject to excess profits tax. Otherwise, "normal earn-
ings" measured in the changed value of the dollar would be taxed as if they were
"excess earnings."

VII. Relief pr-ovisions
(a) Should be more specific.-Relief provisions in any new excess profits tax

should be more specific than in the past to assure that the relief for abnormalities
intended by Congress is, in fact, promptly and equitably available. Experience
with all prior excess profits taxes has indicated that such has not been the result
in practice. Undoubtedly, there would be unanimous agreement that if the relief
provisions do not provide equitable relief, the tax is not functioning as was in-
tended.

(b) Section 722.-Section 722 of the code has undoubtedly had the widest atten-
tion amoni the relief sections of World War II excess profits tax. The philosophy
of the section as enacted might seem to prevent injustices, inequities and unjusti-
fied penalties. However, in practice such has not resulted. Almost 10 years
after its enactment, only a comparatively small number of claims have been
disposed of. Taxpayers and the Government alike have grappled with many
abstruse and difficult questions which have arisen. In a field of activity in which
it is difficult, if not impossible, to arrive at an irrefutable conclusion by statistical
or other methods, the taxpayer has frequently had to assume the unfair burden
of presenting incontestable proof of certain phenomena, or have his claim denied.
This has taken such form as a retailer who expanded its capacity being asked
to prove that its business would not have grown if it had not expanded its capac-
ity-or if unable to conclusively prove such fact, have its claim denied. We
suggest, therefore, that if the Congress chooses to enact an excess pr fits tax,
that it write into any new legislation specific objective standards to provide the
relief they intend to grant for purposes similar to the "qualifying factors" under
section 722 of World War II excess profits tax. Past experience indicates that
only in this way can the relief intended be protected against arbitrary dis-
allowance.

(c) Other important relief provisions.-Numerous other relief provisions sim-
ilar to those in the last excess profits tax bill are of great practical importance
to retail organizations, and should be reenacted in any new bill; these are as
follows :

Section 711 (b) which deals with abnormal deductions in the base period.
Section 713 le) and 713 (f) : If a longer base period than 2 years is re-

quired for the computation of an income credit.
Section 721 which deals with the elimination of abnormal income in the

taxable year.
Section 723 which permits taxpayers to use the sum of its adjusted net

assets as of the first dlay of its excess profits tax year, where it is unable to
compute its equitable invested capital under section 718.

Sections 742 aid 760 pertaining to acquiring corporations, so as to pre-
vent the earnings of a business, owned by a taxpayer in the taxable year but
not during the base period, from all being subjected to excess profits tax
rates.

75900-50---40
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A section that will place taxpayers reporting income on the installment basis
on a basis of tax equity with accrual basis taxpayers for purposes of excess
profits tax is vitally important to retailing. Section 736 of the last act dealt
with this subject. I understand that recommended modifications of the old
section 736 are being suggested by other spokesmen for retailing.

It is to be noted that an inequity for installment basis taxpayers is present
in any form of taxation designed to recover profits on income accrued during
any given period, such as the emergency period. Therefore, 736 Ia) type of
election to report for emergency tax on the accrual basis should be accorded
whether Congress may ultimately adopt a corporate defense or war profit tax
in lieu of an excess profits tax.

VIII. Specific exemption
There should he a specific exemption of $10,000. This continues the favored

treatment of small business which has been accepted by the Congress in the
past, and will eliminate many relief cases which are troublesome and expensive
to administer.

IX. There should be a ceiling rate on combined Federal taxes based on income

There should be an over-all ceiling rate for combined Federal taxes based on
income. In the opinion of retailing. this ceiling should be very close to the
combined total of all Federal taxes based on income during World War II.
We understand this was in the vicinity of 50 percent. Adequate incentives are
particularly vital to retailing. Profit margins arc narrow and profits can dis-
appear very rapidly if there is niot aln incentive for careful buying, adequate
fulfillment of the public's merchandise requirements, and careful expense control.
\We believe that tihe loss of incentive and efficiency becomes so great when the
taxpayer cannot retain at least hallf of any improvement in pretax earnings that,
if additional revenue is needed, tihe (Congress should resort to other methods
of taxation in lieu of higher excess profits tax rates. Business profits must bear
their fair share of increased taxation. A flat-rate defense prfits tax applied to
eoporlation profits would, in our opinion, le a more effective method of raising
suh revenue.

N. Expiration date
If a so-called excess profits tax is enacted, it should expire no later than Decem-

her 31, 1951. It should not be allowed to become a permanent part of the tax
structure. If enacted it should be subject to frequent and careful study of its
effects. With all of its known defects, Congress soul not permit it to become
a law without the necessity of subjecting it to an early and thorough review
before it is allowed to continue.

SI. Retroactive taxation

In closing, retailing strongly urges that the principle of retroactive taxation
be avoided on all occasions. If business is to provide the driving force that it
should in our free economy, it must know the rules of the game before the race
begins, and not be told at the end of the race that the rules have been changed
retroactively.

RETAIL INDUSTRY COMMITTEE

(Chairman: Jerome M. Ney, Boston Store Dry Goods Co., Fort Smith, Ark.
Vice chairmen:

Dr. Paul H. Nystrom, Limited Price Variety Stores Association, 25 West
Forty-third Street, New York, N. Y.

Vincent D. Kennedy, California Retailers Association, 1508 Central Tower,
San Francisco, Calif.

Secretary: James C. Lucas, American Retail Federation, 1627 K Street NW.,
Washington, D. C.

Anmerican National Retail Jewelers Association :
Charles T. Evans, secretary, 551 Fifth Avenue, New York 17, N. Y.
Arthur J. Sundlun, A. Kahn, Inc., 935 F Street NW., Washington, D. C.

American Association of Nurserymen:
Richard P. White, executive secretary, room 636, Southern Building, Wash-

ington, D. C.
Charles S. Burr, C. R. Burr Co., Manchester, Conn.

Footnotes on p. 622.
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American Booksellers Association, Inc.:'
Gilbert E. Goodkind, executive secretary, 724 Fifth Avenue, New York 19,

N.Y.
American Hotel Association:

Paul M. Hawkins, 1405 IK Street NW., Washington 5, D. C.
Edward T. Lawless, vice president, Greenbier, White Sulphur Springs,

W. Va.
American Institute of Iaundering:

Harold K. Howe, manager, Washington office, 2481) Sixteenth Street NW.,
Washington, D. C.

George Klinefelter, president. Elite Laundry, PBaltimore, Md.
American Retail Federation:

Rowland Jones, Jr., president, 1627 K Street NW., Washington, D. C.
E. N. Allen, Sage Allen Co., Hartford, Conn.'
John G. Byler W. T. Grant Co., 1441 Broadway, New York 18, N. Y.'
H. J. Cook, vice president, F. W. Woolworth Co., New York, N. Y.3
(leorge V. Sheridan, Ohio State Council of Retail Merchants, Columbus, Ohio.3

Fred Lazarus, Jr., Federated Department Stores, Inlc., 707 Race Street, Cin-
cinnati, Ohio.3

E. C. Lipman, Emporium-Capwell Co., San Francisco, Calif.'
Bruce MacLeish, Carson, Pirie Scott & Co., 1 South State Street, Chicago, Ill.'
Stanley Marcus, Neiman-Marcus Co., Dallas, Tex.'
Charles B. Dulcan, Sr., vice president and general manager, the Hecht Co.,

Washington D. C.'
Bernard F. Gimbel, (imbel Bros., Inc., New York. N. y.
John A. Goode. Goode's Drug Stores, Inc.. Asheville, N. C.3

Joseph B. Hall, The Kroger Co., Cincinnati, Ohio.'
Clarence Haverty, Haverty Furniture Cos., Inc., 22 Edgewood Avenue,

Atlanta, Ga.'
Edwin I. Marks, R. H. Macy & Co., Inc., New York, N. Y.'
Morton J. May, May Department Stores, Inc., St. Louis, Mo.'
Jerome 1I. Ney, Boston Store Dry Goods Co., Fort Smith, Ark.
Nath:n S. Sachs. Sachs Quality Stores, 330 Bruckner Boulevard, New York,

N. Y.3
James B. Webber, Jr., The J. L. HIudson Co., Detroit, Mich.3

American Retail Coal Association:-
B. E. Urheim, executive secretary, 388 Dearborn Street, Chicago 3, Ill.
Leon Glenicki, Polonia Coal Co., 5492 Northwest Highway, Chicago 20, Ill.

Association of Credit Apparel Stores, Inc.:'
Frank A. Sieverman III, association secretary, care of Sieverman Stores,

Inc., 40 East Thirty-fourth Street, New York 16, N. Y.
Milford Desenberg, care of King Clothing Co., 110 West Forty-second Street,

New York, N. Y.
J. Butler, care of H. H. Butler Stores, 44 West Eighteenth Street, New York,

N.Y.
Associated Furniture Dealers of New York:' James B. McMahon, Jr., association

assistant secretary-treasurer, 45 East Seventeenth Street, New York, N. Y.
Associated Retail Bakers of America: William Quinlan, general counsel, 1317

F Street NW., Washington 4, D. C.
Associated Retail Confectioners of the United States:' 2 William D. Blatner,

secretary and treasurer, 221 North LaSalle Street, ('hicago, Ill.
California Retailers Assciation : 4 Vincent D. Kennedy. managing director, 1508

Central Tower, San Francisco. Calif.3

Chamber of Cmmlnrlerce : 2
Charles M. Isaac, manager, IDonestic Distribution Department, 1615 H

Street NW., Washington, D. C.
J. D. Runkle. vice president arnd general manager, Crowley, Milner & Co.,

Detroit, Mich.
Philip M. T'albott. S'., vice president, Wood,(lward & Lothrop, Washington,
D. C.

Eastern Gasoline Dealers Association : 2 Harry R. Wainwright, executive director,
426 Equit ble Buildinz, Baltimore, Md.

Illinois Federationll of Retail Associations: 4 J. T. Meek, executive director, 7
South Dearborn Street. Chicago, Ill.

Independent Grocers' Alliance of America: 2 J. Frank Grimes, president, 131
South Wabash Avenue, C hicago, Ill.

Footnotes on p. 622.
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Institute of Distribution: '2
Mrs. Gladys Kiernan, executive secretary. 25 West Forty-third Street, New

York, N. Y.
Seymour R Askin, president, Askin Stores, Inc., 461 Eighth Avenue, New

York, N. Y.
Limited Price Variety Stores Association, Inc. :'

Dr. Paul H. Nystrom, president, 25 West Forty-third Street, New York, N. Y.
A. Q. Smith, F. W. Woolworth Co.. New York N. Y.
G. L. Ward, S. H. Kress & Co.. New York. N. Y.

Linen Supply Association of America: 2

Stanley I. Posner, Washington representative. 1367 Connecticut Avenue NW.,
Washington, D. C.

George Klinefelter, president, Elite Laundry, Baltimore, Md.
Mail Order Association of America: ' 2

Dudley D. Richards, secretary-treasurer, 1194 National Press Building,
Washington, D. C.

M. J. Spiegel, Jr., president, Spiegel, Inc., Chicago, Ill.
Edward Gudeman, Sears, Roebuck & Co., Chicago, Ill.
W. R. Voigt, Sears, Roebuck & Co., Washington D. C.

Master Photo Dealers and Finishers Association :
R. J. Wilkinson, executive manager, 103 West Michigan Avenue, Jackson,

Mich.
William A. North, Photo Art Co., Inc., 129 North Warren Street, Trenton

7. N. J.
National Appliance and Radio Dealers Association :

Ira L. Lavin, acting managing director, Merchandise Mart, Chicago 54, Ill.
Mort Farr, 119 South Sixty-ninth Street, Upper Darby, Pa.

National Association of Chain Drug Stores : 1

Carl Willingham, secretary-treasurer, 427 Vanderbilt Hotel, New York,
N.Y.

Louis Gundling, director, People's Drug Stores. 77 P Street NE., Washington.
D. C.

National Association of Credit Jewelers: 12
WVilliam Wagner, executive secretary, 545 Fifth Avenue, New York 17, N. Y.
Henry H. Brylawski, Washington representative, Wood ward Building, Wash-

ington, D. C.
B. N. Burnstine, Burnstine's, Washington, D. C.
H. A. Goldberg, Cooper's, Inc., Portsmouth, Va.

National Association of Food Chains: 
John A. Logan, president, 726 Jackson Place NW., Washington, D. C.
A. D. Davis, president, Winn & Lovett Grocery Co., Jacksonville, Fla.

National Association of Ice Industries :
William T. Jobe, general counsel. 1706 L Street NW.. Washington, D. C.
Guy 1V. Jacobs, Steubenville Ice Co.. Steubenville, Ohio.

National Association of Independent Tire D-alers:' W. V. Marsh, general
manager, 1302 Eighteenth Street NW., Washilngton. D. C.

National Association of Music Merchants: 
"

Williiam R. Gard, executive secretary, 2s East Jackson Boulevard, Chicago
4, Ill.

Earl Campbell, Campbell Music Co., 11, G Street NW., Washington, D. C.
National Association of Retail Clothiers and Furnishers:12

Louis Rothschild, executive director, 1006-10 Munsey Building, Washing-
ton, D. C.

Walter Nordlinger, The Mode, Inc., Washington. D. I'.
Robert B. Underwood, Berry Burke Co., Richmond. Va.

National Association of Retail Druggists:' werge F'rates, Washington repre-
sentative, 1163 National Press Building, Washington D. ('.

National Association of Retail Grocers:1 Mrs. . M. Kiefer. secretary-manager,
360 North Michigan Avenue, Chicago, Ill.

National As.sociation of Retail Meat and Food Dealers. Inc. :
George T. Nepil, secretary and treasurer. 330 South Wells Street, Chicago, Ill.
Charles Bauer, 4371 W't Eighth Street, Cincinnati, _ohio.

Footnotes on p. 622.
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National Association of Sh,,e Ch'lain Stores :"
Edward Atkins, executive secretary , 51 East Forty-second Street, New

York, N. Y .
Mark Edison Edison Bros. Stores, Inc., St. Louis, Mo.

National Automobile Dealers Association:' M. Robert Deo, managing director,
1026 Seventeenth Street NW., Washington, D. C.

National Congress of Petroleum Dealers: Rankin P. Peck, president, 205 East
Adams Avenue, Detroit 26, Mich.

National Contract Hardware Association:
John R. Schoemer, managing director, 420 Madison Avenue, New York 17, N. Y.
Paul Easby-Smith, Builders Hardware Corp., 1022 Twentieth Street NW.,

Washington, D. C.
National Industrial Stores Association:'

Hull Bronson, executive secretary, 416 Southern Building, Washington, D. C.
Paul C. Jamieson, assistant to general manager and merchandise manager,

General Stores, Huntington. W. Va.
National Institute of Cleaning and Dyeing:

Max Feinberg, legal counsel, Silver Spring. Md.
T. E. Milholland, Zenith Cleaners, Dallas, Tex.

National Luggage Dealers Association:
A. B. Sheldon, executive secretary. 241 Genesee Street, Utica, N. Y.
W. A. Tuerke, Jr., Tuerkes, Baltimore, Md.

National Office Machine Dealers Association:
Harold W. Mann, executive secretary, 1267 North Wilton Place, Los Angeles

38, Calif.
Edward J. Toussaint, Central Duplicator & Typewriter Co., 511 Broadway,

Camden, N. 3.
National Restaurant Association : ' Robert J. Wilson, Washington representative,

2003 I Street NW.. Washington, D. C.
National Retail Dry Goods Association: 1 2

J. Gordon Dakins, general manager, 100 West Thirty-first Street, New York,
N.Y.

Lew Hahn, 100 West Thirty-first Street, New York, N. Y.
George Hansen. Chandler & Co., Boston, Mass.
John Hazen. Washington representative, SOS Kass Building, Washington,

D.C.
Harold Hodgkinson, Winll. Filene's Sons Co.. Boston, Mass.
A. W. Hughes. J. C. Penney Co., New York, N. Y.4

Arthur C. Kaufmann, Gimbel Bros., Inc., Philadelphia, Pa.
Wade McCarzo. H. V. Baldwin & Co., Richmond, Va.
Dr. Malcolm P. McNair, Graduate School of Business Administration, Har-

vard University, Cambridge, Mass.
Charles G. Nichols. The G. M. McKelvey Co., Youngstown, Ohio.4

Harold J. Nutting, Marshall Field & Co., Chicago. Ill.
Theodore Schlesinger. Allied Stores Corp., New York, N. Y.
Q. Forrest Walker, R. H. Macy & Co., Inc., New York, N. Y.
Irwin Wolf, Kaufmann Department Stores, Pittsburgh, Pa.

National Retail Farm Equipment Association:''
Paul M. Mulliken, 207 Hotel De Soto Building, St. Louis, Mo.
William R. Noble. Washington representative, 912 Seventeenth Street NW.,
Washington, D. C.

Charles A. Snavely, Snavely John Deere Equipment Co., Baldwin, Md.
National Retail Furniture Association:''

Roscoe Rau. executive vice president and secretary, 666 Lake Shore Drive,
Chicago, Ill.'

Leo J. Heer, vice president, 720 Dupont Circle Building, Washington, D. C.
W. E. S. Griswold. Jr., W. & J. Sloane Co., 575 Fifth Avenue, New York, N. Y.
M. I. Behrens, Ludwig Baumann, New York, N. Y.
Maury L. Nee, P. J. Nee Co., 745 Seventh Street NW., Washington, D. C.
Thomas I. Levitt, Davidsol-Boutell Co., Marquette at Fifth, Minneapolis,

Minn.
National Retail Hardware Association:'

Rivers Peterson, managing director, 333 North Pennsylvania Street, Indian-
apolis, Ind.'

Willam R. Noble, Washington representative, 912 Seventeenth Street NW.,
Washington, D. C.

A. B. Hill, Standard Hardware Co., Portsmouth, Va.

Footnotes on p. 622.
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National Retail Lumber Dealers Association:'
H. R. Northup, executive vice president, the Ring Building, Eighteenth and

A1 Streets NW., Washington 6, D. C.
Clyde Fulton, Colborn Fulton Lumber Co., Charlotte, Mich.

National Retail Tea and Coffee Merchants Association :'

Oliver J. Corbett, secretary-manager, 1441 Merchandise Mart, Chicago, III.
Joseph T. King, Washington representative, care of 1028 Barr Building, 912

Seventeenth Street NW., Washington, D. C.
W. A. Gerbosi, vice president, Jewel Tea Co., Inc., Jewel Park, Barrington,

Ill.
National Shoe Retailers Association ' 2

L. E. Langston, executive vice president, 274 Madison Avenue, New York,
N.Y.

Gilbert Hahn, William Hahn & Co., Washington, D. C.
National Sporting Goods Association :

G. Marvin Shutt, secretary, 1 North La Salle Street, Chicago 2, Ill.
Shelby D. Himes, Bailey & Himes, Inc., Champaign, Ill.

National Stationery and Office Equipment Association: 2

Paul E. Burbank, general manager, 740 Continental Building, Washington,
D.C.

Charles Sinisgalli, sales manager, R. P. Andrews Paper Co., First and H
Streets SE., Washington, D. C.

National Voluntary Groups Institute:' Gerald D. Ungaro, secretary, 77 West
Washington Street, Chicago 2, Ill.

Pennsylvania Retailers' Association: John E. Means, managing director, 417
Fulton Bank Building, Lancaster, Pa.

Retail Credit Institute of America, Inc.:
William J. Cheyney, executive director, 1627 KIi Street NW., Washington,

D.C.
C. S. LaRue, vice president and treasurer, Sterchi Bros. Stores, Knoxville,

Tenn.
Retail Tobacco Dealers of America, Inc. : Eric Calamia, managing director, 26

Platt Street, New York 7, N. Y.
Society of American Florists:'

Robert H. Roland, executive secretary. 600 South Michigan Avenue, Chicago
5, Ill.

Granville Gude, 1212 F Street NW., Washington 4, D. C.
Super Market Institute, Inc. : 2

Don Parsons, executive director, 500 North Dearborn Street, Chicago 10, Ill.
James Cooke, general manager, Penn Fruit Co., Philadelphia, Pa.

Virginia Retail Merchants Association: Charles B. McFee, Jr., managing direc-
tor, room 812, Life Insurance Co. of Virginia Building, Richmond 19, Va.

i Member of American Retail Federation.
2 Member of Retail Trade Advisory Committee of the Department of Commerce.
3 Member of executive committee, American Retail Federation.
SMember of National Conference of State Retail Associations.

SLICK AIRWAYS, INC.,

December 8, 1950.
The honorable the COMMITTEE ON FINANCE,

United States Senate, Washington, D. C.
GENTLEMEN: The problems presented to the all-freight airlines, who are mem-

bers of the Air Freight Association, and Slick Airways, Inc., in particular, by the
proposed excess profits tax bill have not yet been solved. We respectfully ask
direct consideration of their situation.

The air-freight industry was a new industry in the base period years, 1946
through 1949, and experienced such tremendous losses, due to peculiar circum-
stances, that further adjustments ought to be made in the proposed law. In
addition, section 446 of the bill should be clarified to assure applicability to
members of the industry who have service activities in addition to flight
operations.

The air-freight industry was not organized until late 1945 and early 1946.
(Slick Airways did not begin business until after January 1, 1946.) The industry
grew out of techniques developed during World War II to handle the tremendous
movements of air cargo by the Air Transport Command and the Naval Air
Transport Service. Many individuals who had participated in these air-cargo
operations, or witnessed them at close range, organized companies to carry
commercial air freight.

As with almost any new business, it was expected that the initial period of
operations would bring either losses or low profits, but that, as volume increased,
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Substantial profits would appear. Commercial shippers responded well to the
salesmanship and service of the new industry. During the last half of 1945,
only about 1.000,000 ton-miles of commercial freight moved by air, but ill 194;,.
the new all-freight carriers hauled approximately 27,000,000 ton-miles. During
1946 the established passenger airlines, witnessing this response, began a colln
certed effort to increase their freight business and to exclude the new companies
who had proved their potential. Aided by their mail-pay subsidy, the passenger
lines cut rates below cost, driving many of the new companies out of lusilness
and causing heavy losses to the others.

As a result of these factors, the air-freight industry lost money throughout
the years 1946 through 1949, although its losses steadily declined. During the
period 1946 through 1949, Slick Airways operated at a loss every year and tlhe
losses totaled almost $2,000,000, of which only about $500,000 can be carried
forward for income tax purposes. The correction of the rate situation was not
fully completed until May 1950 when the Civil Aeronautics Board issued its
directional rate order. In the same month, Slick Airways began showing con
sistent net profits. A study of the earnings and operating history of this industry
demonstrate that substantial profits would have been earned this fall, even in
the absence of the Korean situation.

Under the proposal now before you, however, the industry, and this company
in particular, would be placed in the position of having very inadequate excess
profits credits because it began business during or just prior to the year 1946,
and operated at a loss during the base period.

Slick Airways, Inc., has the option of computing its excess profits credit on
one of four possible bases: (a) average base period net income, (b) invested
capital, (c) idustry base period rate of return for new corporations, and (d)
regulated public utility credit. None of these methods appear equitable in rela-
tion to the losses we have incurred in founding this industry.

The use of a past period as a standard of normal earnings in determining
excess profits credit is completely inapplicable to all-freight airlines, since the
industry sustained net operating losses throughout the base period.

The alternative of a credit based on invested capital is also completely inade-
quate. Equity capital was almost totally unavailable during the period 1946
through 1949 because of the uncerain competitive position of the air freight car-
riers. A large portion of the capital required had to be obtained by debt financing.
Moreover, capital requirements were abnormally low when the companies were
organized, because of the availability of surplus aircraft and equipment at bar-
gain prices. These planes and equipment must be replaced not only at full prices,
but at inflated prices. Even though the bill passed by the House of Represent
atives provides that invested capital will include the net worth of the business
at the beginning of any taxable year, this fails to provide a reasonable base for
normal earnings since the net worth of these companies has been greatly re-
stricted by their large net operating losses.

The provision for determining the. excess credit of new companies by applying
an industry base period rate of return to the total assets of the new company
does not help this industry. Net operating losses have depressed the normal
increase in asset value and the rate of return for this industry was less than
zero. The industry is not comparable to any other industry, and even if the rate
of return for the passenger lines was applicable, that too would be a net deficit.

Another method of computing the credit is apparently available to the air
freight carriers as regulated public utilities. This credit includes the sum of
current income taxes and 5 percent of equity and borrowed capital. It is prob-
ably adequate for the regular well-established public utilities since it is designed
to allow a return of 5 or 6 percent on equity and borrowed capital, after income
taxes, before subjecting a utility to excess profits taxes. The air-freight industry
is in a different position, however, in view of the fact of its short existence and
its initial operation without profits. The same objections are present in this
method as in the invested capital method with respect to equity and borrowed
capital. The addition of current taxes into the base merely offsets, to a greater
or lesser degree, the reduction in return on capital from 12 to 5 percent.

However, there is a danger that even this method of computing credit may be
denied.some of the carriers. This provision of the bill (sec. 446) now includes as
"regulated public utilities" only utilities "substantially all" of whose excess
profits net income for the taxable year is derived from regulated public services.
The use of the phrase "substantially all" as a criterion for application is highly
undesirable. It leaves the applicability of the section entirely dependent upon



624 EXCESS PROFITS TAX ON CORPORATIONS, 1950

administrative interpretation and is sure to produce great uncertainty among
taxpayers and, if strictly construed, a volume of litigation. The language should
be changed to a stated percentage of excess profits net income. The percentage
should not be in excess of 75 percent, or three-fourths of excess profits net income.

The practical need for this percentage is demonstrated by the situation of
Slick Airways. It has for some years maintained a service and supply division,
whose chief activity was the modification or reconditioning of surplus aircraft
for the armed services of this country, or friendly foreign countries, or for other
airlines. Income from these operations may, in the event of large demand for
aircraft conversions, amount to 25 percent of the company's total net income.
The operations are directly connected with its primary function as a regulated
air carrier and are all directly in aid of national defense and the public interest.
Yet the income derived from them would not fall within the class of income
described in subsection (c) of section 446. If the Treasury should take the posi-
tion that the remaining three-fourths of the company's excess profits tax net
income, derived from sources described in subsection (c), was not "substantially
all" of its income, the company would be deprived of its tax status as a regu-
lated public utility and would be penalized because of operations directly in aid
of national defense.

The industry does not ask for anything other than an opportunity to offset
its initial losses in determining excess profits. We ask only (1) that the industry
be permitted to carry over to the excess profits tax years and for excess profits
tax purposes the full amount of losses which it cannot presently offset against
income tax for 1950, and (2) that it be treated as a regulated public utility so
long as its income from service and supply activities does not exceed 25 percent
of excess profits net income.

It has been and is difficult to attract equity capital to this high-risk industry
because of its heavy losses. An opportunity to recoup them in part would
greatly aid in expansion of the industry as a vital adjunct to national defense.
The desirability of expansion of new businesses has already been recognized
in preparation of the bill. The purpose should apply with multiple force to the
air freight industry. It is obvious that we may at any future time be faced
with an emergency in which speed and volume of air transport may spell the
difference between life and death of thousands, or even millions of our people.

Respectfully submitted.
EARL F. SLICK,

Chairman of the Board.

STATEMENT OF H. L. MASON, CHAIRMAN, PUBLIC UTILITIES COMMIssION OF OHIO

I. REASON FOR APPEARING

The primary duty of the Public Utilities Commission of Ohio is to see that the
people of Ohio are adequately served at reasonable rates by their public utilities.
This involves, among other things:

(a) Allowance of a return high enough to enable the utility to attract
sufficient capital to construct the property and plant which it needs to ade-
quately serve the people.

(b) Maintenance of a financial position which will insure the lowest pos-
sible over-all cost of money in the long run, and thus the lowest possible
rates.

In our opinion, the World War II excess profits tax seriously impaired the
ability of the regulated utilities in Ohio to do these. A similar tax put in effect
now would likewise impair their ability to attract capital and maintain low rates.

During the last excess profits tax period the earnings or profits of the average
corporation in the United States increased 51 percent over 1940, while the class A
and B Ohio telephone companies profits dropped 8 percent, the nine largest Ohio
electric utilities profits dropped 12 percent, and the five largest Ohio gas utilities
profits dropped 3 percent from 1940.

Regulated utilities are already carrying more than their share of the Federal
income-tax burden. In 1949 the Ohio electric utilities were paying 8.7 percent
of revenue in Federal income tax, the Ohio gas utilities 5.9 percent, and the
Ohio telephone utilities 9.3 percent compared with 3 percent for the average cor-
poration in the United States.
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II. BASIC POSITION

Regulated utilities are not in the same position as a nonregulated industry
during periods when war or defense spending can lead to war profiteering.
These regulated utilities cannot, in fact, earn excessive profits. If their profits
become too high, our job is to lower the rates.

The profits of the Ohio utilities have not been excessive during the postwar
years. While the average earnings of all corporations in the United States had
increased 172 percent over 1940 during the years 1946 to 1949, the earnings of the
Ohio telephone companies had increased only 21 percent since 1940, the earnings
of the Ohio electric companies had increased only 39 percent, and the earnings of
the Ohio gas companies had increased only 75 percent.

During the years 1946-49 stockholders of the average manufacturing cor-
poration earned 15.5 percent on their investment in equity capital. During the
same period Ohio telephone utility stockholders earned only 40 percent as much,
Ohio gas utility stockholders only 65 percent as much, and Ohio electric utility
stockholders only 73 percent as much. Yet utilities must compete with manu-
facturing corporations for the stockholders' dollar for use in expanding plant.

III. ALTERNATIVE POSITION

This committee and Congress may decide that it is still possible for regulated
utilities to earn excess profits because of lags in regulation or short-term in-
creases in earnings. If so, the following provision should be included in any
excess profits tax law to apply specifically to regulated utilities:

"The minimum basic exemption on any base should be not less than 6 percent,
after the deduction of normal taxes and surtaxes, of the average stock, surplus
and long-term debt during the tax year."

Such a provision will make the excess profits tax exemption of regulated
utilities commensurate with their regulation. A similar provision has been
endorsed by the National Association of Railroad and Utility Commissioners.

This provision would allow the growth to continue that has seen the Ohio
telephone companies increase their investment in property and plant 55 percent
since 1945, the Ohio electric companies increase their property and plant 42
percent since 1945, and the Ohio gas companies increase their property and plant
27 percent since 1945.

This provision would not handicap the financial position of the Ohio utilities
by drastically lowering the rate on invested capital of 7 percent earned by the
electric companies and telephone companies, or 8 percent earned by the gas com-
panies in 1949. The Ohio gas, telephone, and electric utilities all earned less
than 6 percent on total investment in property and plant during 1949.

In addition, this provision should not discriminate against the debt capital
so necessary to keep the over-all cost of money low, and thus keep rates low.
In 1949, Ohio electric utilities had 50 percent of debt capital, Ohio gas utilities
had 20 percent of debt capital, and the Ohio telephone utilities 7 percent of debt
capital (or 41 percent if Ohio Bell Telephone Co. and Cincinnati and Suburban
Bell Telephone Co. are excluded), as compared with 12 percent for the average of
all manufacturing corporations.

Excess profits tax legislation data, Ohio electric companies--Equity capital and
earnings

Year Equity capital Net incom Percent net Net income
Year Equity capital Net income of equity index

1940.................------------------------------------------. $365,830,000 $34,951,000 9.7 100
1941..............------------------------------------------- 373, 744, 000 30, 122,000 8.1 86
1942.................------------------------------------------- 355, 868,000 30,218,000 8.5 86
1943............------------------------------------------- 352, 525,000 30, 194, 000 8.6 86
1944..............------------------------------------------- 359,107,000 29,027,000 8.1 83
1945..............----------------------------------.. 343. 860. 000 35, 232, 000 10. 2 101
1946.............----------------------------------------- 366, 96, 000 41, 747. 000 11.4 119
1947-..-..-.. --. - - - --... . . . . 389,093,000 46, 312, 000 11.9 132
1948 .......... . . . . . . ..... 409,845, 000 49, 919, 000 12. 2 143
1949 ............ ------------------------------------------- 505, 206,000 6, 422, 000 11.1 161

NoTE.-Companies included: Central Ohio Light & Power Co., Cincinnati Gas & Electric Co., Cleveland
Electric Illuminating Co., Columbus & Southern Ohio, Dayton Power & Light Ohio Edison, Ohio Power
Ohio Public Service, and Toledo Edison.
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Oh io telephone utilities-Equ ity capital and carings

Percent net Nt income
Year Equity capital Net income Percent net Net incomeof equity index

1940 .............................. . $203, 725, 000 $15, 801,000 7.5 100
1941 _........ .. . . . .. . . . .. . . . .. . . . 216,464, 000 15, 155, 000 6.8 96
1942 ..... .... ..... .... ..... .... .... . 215, 643,000 13,854, 000 6.2 88
1943 ......_ _ _ _ __._ _ _ _ 216,059,000 14,638. 000 6.6 93
1944-...........--.. --.. --------.----... 216. 984, 000 14, 402, 000 6.4 91
1945--------------------------------------- 218, 642, 000 14,862,000 6.6 93
1946 --- - --- -- --- -- - - -- 238,705, 000 20,162.000 8.2 127
1947 279, 307. 000 16. 610 000 5.8 105
1948 __-_________ 317, 240, 000 16i, 255. 000 5.1 105
1949 ...............................- 335,100,000 23,188, 000 6.7 147

NoTE.-Companies included: All Ohio class A and B companies (35).

Oh.io gas utilities-Equity capital and earnings

Percent net income
Year Equity capital Net income of equity Net

of equity index

19 0 ----------- ------- - --------------- $122,555, 000 $8. 3410. 000 6 8 100
1941- - - - - - - - - 123. 100. 000 6,223.000 5.0 75
1912- - - - - - - - - - - - - - - - 121, 390, 000 7,249,000 5.8 87
1913-- - 131, 231, 000 9, 467,000 7.2 113
1944 13, 6132, 000 8, 17. 000 6i.1 98
1945 136, 65, 00 9, 362. 000oo 6.9 112
1916 132, 705. 000 12, 590. 000 9.5 151
1947 _ - - - - - - - 110, 307, 000 16 12.0 202
198- 155, 181, 000 14, 471. 001 9.3 173
1949 - _ _ _ 15., 720, 000 14,553,000 9.2 175

NOTE.-Companies included: East Ohio Gas Co., Lake Shore Gas Co., Ohio Fuel Gas Co., Portsmouth
C.,1 Co., and West Ohio Gas Co.

Ohio chct'ric utilities-Gross plalt and gross incoIme

Year (ross plant Index Gross income Index Rate of
return

Percent
1940 $75, 292, 000 100 $49. 609, 000 100 6.3
941 - 815, 397, 010 104 44. 013. 000 89 5.4

1942 8---- - 6-111,0--- - , 196, (000 1103 45, 360, 0100 91 5.6
194:3-- -- -- - -- - - -- - - 817, 323. 000 104 52, 180, 000 105 6.4
1 44 ...... .......... ... ..... -... .... . 837, 187, 0110 107 97,410,000 95 5.7
1945 ...... ..... . ..... ....- - 855, 525,000 109 55, 362, 000 111 6.5
1946 -- ---------- 66------- -4. 925, 010 112 55, 404,000 111 6.
1947 949,382, 000 121 59,469, 000 120 6.3
198_ _ ___ ____ ____ ___ 1,093,853,000 140 63, 452, 000 127 5.8
199 1,.218, 775, O00 155 711, 700,00 142 5.9

Ohio telephone utilities--Gross plant and gross income

Year Gross plant Index Gross income Index Rate of
return

Percent
1940.. -.......... ............-......... $-275, 113. 000 100 $16, 565, 000 100 6.0
19-11 . .. ... . ...................... 299, 391,000 119 15, 221,000 92 0.1
1942_... . .. . .. ...__ ..... ......... 313, 810, 000) 113 13. 854. 000 83 4.4
1943 _.. . .___ ...___ ___ . .__ . . 318,472. 001 116 14,1.643,000 88 4.6
1944.. ._~_ .. . . __ _____.. . . . . 323,765.000 118 14,401,0)0 87 4.5
1945 ................ . ..... -...... .. 337, 842. 000 123 14,862.,000 90 4.4
1946 -----...------------.. . 372, 9415, 0)0 136 20, 162, 000 122 5.7
1947 .............. _____.. 409,662,000 149 18, 638, 000 112 4.6
1948 . ....... __ __.. .. . . . __ . 491,056, 000 179 17,844, 0110 10 3.6
1949. ...... . ................ .. .__. . 523, 818,000 190 24,616,000 149 4.7
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Ohio yas utilities-Gros. plant arn(d gross income

1940 -... - - -- -.
1941 ......- . -...
1942............
1943- . -.. -.... . . .
1944 -
1945............
1946 -.. -- -. .
1947 -
!948 ............
1949 -.-... - -..

Gross plant Index

$192,117,000 0lot
197, 236, 000 lo
197,668,000 10
205, 338,000 107
206,601,000 101
210,168, 000 104
210, 262, 000 104
228, 208,000 114
252, 303, 000 131
268,644,000 14C

Gross income

$9, 435, 000
7, 442, 000
8, 340. 000

10, 34:3, 100
8,984, 001
10, 310, 000
13, 159, 0o10
17, 386, 000
15, 323, 000
16,012,000

Index

100
79
89
110

95
110
138
185
163
170

627

Rate of
return

Percent
4.9
3.8
4.2
5.0
4.4
4.8
6.2
7.6
6.1
6.0

Major Ohio electric companies--Earnings on total capitalization

ross Rate, gross

Year Equity Debt Total Gross income/total
income capitalization

1940------------------------- $365, 830, 00 $369, 279, 000 $735, 109, 000 $49, 607, 000 6.7
1941-------------------------- 373,744,000 382, 674,000 756, 418,000 44,013, 000 5.8
1942------------- 355,868,000 379, 602, 000 735,470, 000 45, 360, 000 6.2
1943------------- 352, 525, 000 376, 611,000 729, 136, 000 52,180, 000 7.2
1944- ----- ------ 359, 107,000 368, 704, 000 727,811,(000)O 47, 410, 000 6.5
1945- --- 343, 860, 000 370,985, 000 714, 845. 000 55, 362,000 7. 7
1946 366,896,000 365,249,000 732, 145, 000 55,404,000 7.5
1947------- - ----- .. 389, 093, 000 394, 299,000 783, 392, 000 59, 469, 000 7.6
1948- ----------- 409,845,000 501,462, 000 911,307,000 63,452, 000 7.0
1949.---------------------- .505,206, 000 512, 268,000 1,017,474,000 70,700,000 7.0

Percent of total... . . . . . . 50 50 100 - -- -- - . . . . . . .

Class A and B telephone compi nies-Earm wings on total capitalization

1940.................
1941-
1942-
1943.
1944...................
1945. - - - - - - - - -
1946
1947 .- - - - - -- - - - -1948 ..................

1949

Percent of total

A
Pe

Equity

$203,725,010
216, 464, 000
215, 643, 000
216,059,000
216,984,000
218, 64
238,70
279,30
317, 24
335,10

Debt

$10, 261,000
15, 537,000
21,503,000
12, 475, 000
12,282,000

Total

$213,986,000
232,001,000
237,150,000
228, 534, 01)0
229, 266, 000

2,000 12, 239, 000 231, 881, 000
5,000 16fi, 691,000 255, 396, 000
7,000 18,318,000 297,625,000
0,000 29, 262, 000 346, 502, 000
0,000 25,542,000 360,642,000

92.9 7.1 100

Gross
income

$16, 565, 000
15, 221,000
13,854, 000
14,643, 000
14,401,000
14, 862, 000
20, 162, 000
18, 638, 000
17,844,000
24, 646, 000

Rate, ross
income/total
crapitalization

7.7
6.6
5.8
6.4
6.3
6.4
8.5
6.3
6.1
6.8

EXCLUDING OHIO BELL TELEPHONE AND CINCINNATI & SUBURBAN BELL
TELEPHONE

Equity Debt Total

m ount- - --..-..-..-.. . . . . . . . . . . . . . . . . . . $37,098,000 $25,542,000 $62,640, 000
e r c e n t .-. -.. . - --.-- --. . .. . 5 9 4 1 1 0 0

----------------------
----------------------

--------------- - ----
----------------------
----------------------
----------------------

----------------------
----------------------

--------- -----------
--------------------
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Mayor Ohio gas oompanies-Earnings on total capitalization

Year Equity Debt Total Gross Rate, gross
mrme income/totalYear Equity Debt Total inome cmetoa

capitalization

1940-------------------------........ $122, 555, 000 $7,524, 000 $130, 079, 000 $9,435.000 7.2
1941....--------------------------. 123,100,000 6, 767,000 129,867,000 7,442, 000 5.
1942-------------------------- 124,390, 000 4,627,000 129,019,000 8, 340, 000 6.4
1943......-------------------------- 131,231,000 3,818,000 135,049,000 10,343,000 7.
1944-------------------------- 134, 632, 000 9,928,000 144, 560, 000 8,984,000 6. 2
1945 ...........-------------------------- 136, 653,000 8,716, 000 145, 639, 000 10, 310, 000 7.1
1946-------------------------- 132,705,000 999,000 133, 704, 000 13,159,000 7.0
1947.........-------------------------- 140,307,000 1,191,000 141,498,000 17,386,000 12.3
1948-------------------------- 155,181,000 32,008,000 187,189,000 15, 323,000 8.2
1949........ -............ 158,720,000 41,830,000 200,550,000 16,012,000 8.(

Percent of total---------------- 79. 5 20.5 100

Income taxes, percent of revenue

Telephone Gas Electric

Year

Revenue Tax Per- Revenue Tax Per- Revenue Tax Per-
cent cent cent

1940____ $66,447,000 $4,837,000 7.3 $59,945,000 $3,294,000 5.5 $161,681,000 $10,062,000 6.2
1941_-._ 73,790, 000 9,490,000 12.9 61,630, 000 4, 011,000 6.6 182,090,000 21,859,000 12.
1942-..- 80,969, 000 13,140,000 16.2 67,961,000 8,492,000 12.5 195,132,000 29,547,000 15.2
1943 -.. 91,120,000 17,286,000 19.0 74,617,000 10,721,000 14.4 217,759,000 28,711,000 13.2
1944 -..- 97,773,000 20,391,000 21.0 74,186,000 5,347,000 7.2 232,750,000 32,177, 000 13.
1945...- 106,312,000 20,484,000 19.9 78,644,000 7,826,000 10.0 230,627,000 17,421,000 7.6
1946..._ 117,295,000 11,480,000 9.7 82,568,000 8,821,000 10.7 238,352,000 20,863,000 8.8
1947.... 127,033,000 10,110,000 8.0 98,974,000 8,998,000 9.1 281,020,000 24,473,000 8.7
1948 ..- 143,484, 00 10,109,000 7.1 104,477,000 6,612,000 6.3 318,821,000 27,584,000 8.6
1949.... 162,565,000 13,474,000 8.3 108,597,000 6,379,000 5.9 331,177,000 28,883,000 8.7

(Whereupon, at 5:20 p. in. the committee recessed, to reconvene at
10 a. in. Friday, December 8, 1950.)
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FRIDAY, DECEMBER 8, 1950

UNITED STATES SENATE,

COIM£ITTEE ON FINANCE,

Washington, D. C.
The committee met at 10 a. m., pursuant to recess, in room 312, Sen-

ate Office Building, Senator Walter F. George (chairman) presiding.
Present: Senators George, Millikin, Taft, Butler, and Martin.
Also present: Colin F. |tam, chief of staff, Joint Committee on In-

ternal Revenue Taxation; and Elizabeth B. Springer, chief clerk.
The CHAIRrAN. The committee will please come to order.
Mr. Sligh is the first witness to be called on on the list this morning.
Mr. Sligh, will you please be seated and identify yourself for the

record.

STATEMENT OF CHARLES R. SLIGH, JR., CHAIRMAN, TAXATION
COMMITTEE OF NATIONAL ASSOCIATION OF MANUFACTURERS,
ACCOMPANIED BY HARLEY L. LUTZ, TAX CONSULTANT, AND
JOHN C. DAVIDSON, DIRECTOR, GOVERNMENT FINANCE DEPART-
MENT

Mr. SLIGH. My name is Charles R. Sligh, Jr. I am a furniture
manufacturer and president of the Charles R. Sligh Co., Holland,
Mich. I appear here as chairman of the taxation committee of the
National Association of Manufacturers.

I have with me Mr. Harley L. Lutz, tax consultant, and Mr. John C.
Davidson, the director of the Government finance committee of the
NAM.

I ask your permission, sir, to read a summary of my statement, and
submit the full statement for the record.

The CHAIRMAN. Yes, sir; you may do that.
Mr. SIGH. It is always a privilege to testify before this committee,

but especially so at this time. In September Congress, upon your
advice, resisted tremendous pressure to enact an excess profits tax
patterned after the inflationary and inequitable formula used in World
War II. Action was ordered delayed until this highly important
proposal could be given adequate study by your committee, and by
other congressional and Treasury tax experts.

The delay gave business an opportunity, which it would have been
denied had the attempt to put an excess profits tax on the books suc-
ceeded, to document the shortcomings of this bad law and to explain
them to you.

Our association favors putting all of the increased defense costs on
a pay-as-we-go basis. We are not here trying to safeguard the cor-
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porate pocketbook from new taxes. We know that this is only a part
of the tax load vet to come. Business wants to pay its fair share of
this increased burden. But we know-and you know-that business
cannot pay it all. All segments of the economy must bear their fair
share of the burden, too.

We are here, Mr. Chairman, to help your committee to avoid the
repetition of a costly error made in World Wars I and II. We come
with an alternative program which will take any specified number of
dollars from corporation profits without inflicting irreparable harm
especially upon small and growing businesses which are the backbone
of our industrial economy.

Mr. Chairman, I offer two documents for the record. One is entitled
"A Federal Tax Program for the Period of Defense and Partial Mobi-
lization." The other is a study by Dr. Harley L. Lutz entitled "An
Excess Profits Tax Is Against the Public Interest."

(The docments referred to are as follows:)

A FEDERAL TAX I'RO( RAM FOR TIE I'ER!OD OF DEFENSE AND

PARTIAL MOBILIZATION

(October 1950, Taxation Conmittee Natiolal Ass-oliation of Manufacturers)

FOREWORD

The twin enemies of every American today :ire connuiism and inflation.
Putting more money in circulation by financing the rearmament effort through
deficits would endanger the very fonlndaltion of our Nation's welfare and
security.

The alternative to deficit financing and more inflation is pay-as-we-go. We

can pay as we go--pay for defense on a cash basis--if we start promptly and
lmake proper use of our tax resources.

This means a heavy increase in taxes for all taxpayers. If we, as Americans,
are not willing to bear the burden of national defense on a cash and carry
basis, then we are condemning ourselves now and our children hereafter to
a heavier burden, a vastly more dangerous burden-runaway inflation.

Deficit financing of World War II almost cut in half what our dollars will
buy. We can't afford to have this happen again.

Experience shows that price controls and rationing provide no lasting pro-
tection against price increases which, sooner or later, come from deficit financing.
Deficit financing means more dollars in our Ipockets than goods on the counter.
This soon means goods under the counter, and eventually a higher general price
level. The low income and fixed income groups, have no protection against
either black markets or steady price increases: they would suffer a much heavier
and more lasting burden under further inflation than they would under pay-
as-we-go taxation.

In a practical sense, at the core of our culture, wealth, and civilization is
a sound, stable currency system. In ternls of that currency we measure income,
prices, savings, insurance policies, and all our worldly goods. The intangible
values, the most prized aspect of our culture and economy, are dependent on
this basic monetary stability. A sure road to demoralization and despair is
the steady depreciation of a nation's money and the disappearance of the
material and moral benefits of sound money.

Disregard for these dangers, inherent in a steady rise of the public debt.
is an effective way of playing the enemy's game, for he would far rather we
destroyed ourselves than that he he forced to (do it. Socialism and communism
feed upon weakness and poverty. The immense volume and wide diffusion of
out wealth have so far effectively immunized us against these isms. But these
bulwarks will protect us only while they have the vitality of a money and
credit system strong enough for confidence, and sound enough for sacrifice.

CHARLES It. SaIGH, Jr.,
Chairman . Taxation Committee,

National Ass.ociation of Manufacturers.
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FEDERAL TAX POLICIES FOR TIIE PERIOD OF DEFENSE AND PARTIAL MOBILIZATION '

1. The financing of defense should be placed imnlediately oni a pay-as-we-go
basis.

2. Pay-as-we-go requires diversion of private income equal to government'sdiversion of product.
3. To achieve a pay-as-we-go basis, the division of private income must be

universal: no groups shoul be protected against the diversion of income while
other groups bear the brunt of such diversion.

4. Diversion of )ri-vate income can be effectively (done only througli a variety
of taxes, not through any one tax.

5. The diversion of private income must be 0so done, certainly in all stages
short of all-out total war, as to preserve as much as possible of the economic
incentives to produce at the lowest cost. The tax recommendations for initial
defense financing, as included in the Revenue Act of 1950, are inadequate in
that they provide for tax increases in both of the income taxes, but for no
increase in the excises except for adding a few classes ct goods to the taxable
list.

6. Under pence, defense, or war conditions the present discriminatory Federal
excise system is not a sound revenue instrunt,ent-the first essential step, needed
under peace conditions but even more so in the defense financing, is to revise
the existing excise tax situation by subs'ituting a uniform excise tax on all end
products of manufacture except food And food products, to replace all existing
excises except those on alcoholic beverages and tobacco, which would continue
to be taxed separately and would' not be subject to the uniform excise. This
uniform excise tax would be at 'a moderate rate and become in principle a per-
mnanent feature of Federal taxation.

7. An additional uniform |xcise rate should be imposed, to be especially identi-
fied as a defense charge.

8. As part of the special emergency financing, the following services now taxed
(telephone, telegraph, cable; leased wires; local telephone: transportation of
persons; admission) should be subjected to a uniform excise tax rate at such
level as may be established for the combination of basic and defense emergency
uniform excise; recommended in paragraphs 6 and 7.

9. Since ex-ise taxes on alcoholic beverages and tobacco are still at the highest
level impose during World War II, there should be no increase of excise taxes
on these Pr ducts in connection with the defense financing.

10. The, procedure for initial readjustment of the individual income tax.
recommended by the President and included in the Revenue Act of 1950, is ap-
proved;--Namely, repeal of the percentage credits against the basic tax provided
in the RE.venue Acts of 1945 and 1948.

11. If' and when greater revenue should be required from the individual income
tax, thel rate change should be made in such a way as to include an advance in
the &Ft bracket, which would increase the tax of all income taxpayers. A
SUWIe'htmtai procedure to be considered only if the need for more revenue
should become very great would be to lower the exemptions from $600 to the
World d War II level of 8500

12!. The taxation of corporate income at progressive rates must be steadily
sPPsed from every standpoint. Following the recommendation of the President,

the Revenue Act of 1950 employs a rate structure which is the entering wedge
for "ull progressive taxation of corporate income (the new rate schedule is 25
percent on all normal tax net income and 20 percent on surtax net income above
a, exemption of $25,000).

'13. Experience with an excess profits tax during World Wars I and II shows
that this method of taxation is unsound. Abnormal profits from sales to civil-1 tas can most effectively be prevented through pay-as-we-go taxation. In the cash
f Government contracts, abnormal profits can most effectively be prevented
through efficient procurement policies. An excess profits tax contributes to infla-ro because it tends to reduce the incentives for management and government to,
Control costs and make the most efficient use of materials and manpower. It is
economically unsound because there is no sound basis for determining the profit
rt urn necessary to continued growth of industry, especially new and small

business. It is administratively unworkable. It requires excessive compliance
tosts and involves years of costly examination and litigation before the final tax

approved by the hoard of directors of the National Association of Manufacturers. on
recommendation of the association's taxation committee.
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liability is determined. Finally, the additional revenue that can be realized from
this unsound method of taxation has been grossly exaggerated.

14. In lieu of an excise profits tax with its inevitable inflationary conse-
quences and administrative difficulties, the tax contribution from corporations
toward the pay-as-we go tax program should be made through an addition to
the corporation income tax to be known as the corporation defense tax. To effect
a clear distinction between the income tax and the corporation defense tax, and
to avoid imposing too heavy a burden on small business, the standard corporation
income tax rate should be set at 38 percent by changing the normal tax rate in
Ihe Revenue Act of 1950 from 25 percent to 18 percent, while leaving the surtax
rate at 20 percent. The corporation defense tax should be imposed as a flat per-
centage of the amount of the corporation income tax.

A FEDERAL TX PROGRAM FOR THE PERIOD OF DEFENSE AND PARTIAL. MIOILIZATION

During the years tHat have elapsed since the end of the shooting of World War
II, the major concern df-all private agencies that have been studying the Federal
linauc'es has been the reduction of public spending and the development of taxation
methods that would supply the necessary public services and at the same time
distribute the tax burden so as to involve the least impediment to the growth
and efficiency of the productive forces. The sudden emergence of a state of war
in Kiorea, with an accompanying conditicl of grave uncertainty as to the future
peace of the entire world, has compelled a sg r ift reversal of all financial planning.
Instead of spending less, the United States now faces the obligation, for an in-
definite period ahead, to spend much more (An military and related purposes.
Instead of a prospect of lower taxation, the people now face the certainty of
heavier taxation.

Many of the basic principles and proposals of the NAM Federal tax program
as heretofore developed are still sound. Among then' are such matters as the
treatment of business net losses, the recommendations inspecting depreciation,
etc., the equal taxation of all business organized and openfated for profit, and
various other points. It is not necessary to repeat all of these established policy
positions here. The present purpose is to discuss the immediate problems of
financing the defense effort. Such a discussion necessarily involves reference to
some aspects of public spending as well as to the particulars of increased taxation.

WE SHOULD PAY-AS-WE-GO FOR THE DEFENSE COSTS '5

The first point to be made in connection with the financing of defene is that
it should be paid for as we go. The Federal debt is now about $257,000,000,000.
As a consequence of short-sighted and improvident policies of debt management,
there is now an immense volume of short-term or floating debt, and also a huge
amount of other debt, consisting of both Treasury bonds and savings bonld s , that
\\ ill mature in the near future. The task of handling the necessary refl1 ancng
operations without resort to arbitrary policies that would impair public con-
fidence in the integrity of the Government's intentions will be extremely di i cult
without the added complication of large new financing. An illustration ofisuch
arbitrary action is at present in the rumor stage only. It is that the Trea,sury
may attempt pressure on holders of maturing savings bonds to accept new bends
rather than cash.

Entirely apart from the problems of debt management, however, is the g1ues-
tion of further inflation. Here is the most serious and important reason 40r
putting the defense program on a pay-as-we-go basis and keeping it there. T'he
people are disturbed and excited over the prospect of more inflation. Many do nNot
understand the real cause and they see only the ultimate manifestation of iln-
flation, which is a rise of general prices. The damage will have been done, loig
before this final inflation indicator has become visible, by floating large, nE'W
Government loans with the banks. But such inflationary financing is nevitaille
unless there is prompt action to provide and maintain tax receipts sufficient .to
cover all of the Government spending.

Reduce nondefense spending
It is self-apparent that the first step in assuring a cash payment basis fo r

the defense effort from the beginning is through the reduction of nonmilitary
expenditures. Even with the most prompt and diligent effort to introduce tax in'
creases, there will be a certain time lag before these increases can begin to shou
additional receipts. The reduction of spending can be effective almost immedi-
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ately, and it is the first line of defense against inflation. The extent to which
this can be done, and the manner of doing it, are discussed in the report of the
Government spending committee.

If it be assumed that extensive reductions be made in the civilian expenditures,
there would still be a deficit because of the increase in military spending,
the amount of which is simply not determinable at this time. The President
has already requested some $12,000,000,000 of additional funds for military
purposes, and an increase for arms aid of $4,000,000,000 over and above the
$1,678,000,000 for this purpose in the general appropriation bill. It is possible
that additional requests will be transmitted to, and acted upon by, the present
session of Congress before it adjourns. When the Eighty-second Congress con-
venes, in January 1951, there may be more and larger estimates of the military
need, but the application of these appropriations will fall mainly in the fiscal
year 1952 and later years. The more urgent and immediate problem, now, is
the probable budget deficit for the fiscal year 1951.

If, without additional revenues, all of the additional funds already asked for
were to be voted and spent before June 30, 1951, there would be a deficit of at
least $16,000,000,000, even assuming that the economies recommended by the
Government spending committee were to be introduced. To whatever extent
these economies are not made, the deficit would, by so much, exceed $16,000,-
000,000, up to a possible $21,000,000,000. There is, however, an offset factor,
namely, the lag in the actual spending of the military appropriations. The bulk
of these apropriations must first be obligated through contracts for military
materiel, and in numerous cases, production under these contracts cannot proceed
without preliminary conversion and adaptation of plant facilities. In other
cases, of course, procurement will involve heavier purchases of the kinds of goods
now in production.

There is no way of ascertaining, even approximately, how the goods required
will divide between those already in production and those which will involve con-
version delays. If it be assumed, solely for illustrative purposes, that it would
be a 50-50 division, then it is possible that as much as half of the additional
military appropriations would be spent in the current fiscal year. On this
basis the deficit would be at least $8,000,000,000, plus the margin in the regular
budget, up to $5,100,000,000 that was not covered by drastic economies in the
prospective nondefense spending.

Current plans for tax increase
At the time of this writing the Senate is debating the tax bill reported out by

the Senate Finance Committee. This committee had deleted the excise tax
reductions in the bill passed by the House (H. R. 8920),2 and otherwise con-
verted it into a bill to provide increased revenues, following the pattern which
had been laid out by the President in a communication to the chairmen of both
congressional taxation committees on July 25, 1950. Minor additions were made
in the list of excise taxes; the credits against individual tax authorized by the
1948 act were reduced by 25 percent for the tax year 1950, and eliminated for sub-
sequent tax years; and the top rate of corporation tax was raised to 45 percent,
effective as to the second half of the year 1950. The House bill provisions for
accelerating corporation-tax payments were retained, but the withholding tax on
dividends was dropped. The Finance Committee's estimate of the additional
revenue, at current national income levels, was $4,508,000,000 in a full year,
and $2,957,000,000 in the fiscal year of 1951. This committee recognized that
the additional revenue would not be sufficient to offset the new defense and
related expenditures, but it stated that the bill accomplished all that could be
done quickly.

In view of the time required to prepare new withholding tables and print the
necessary forms for use by October 1, the case for prompt action is evident.
Whether the bill contained all that could have been enacted at this time is a
matter of political judgment, and the congressional leaders possess undoubted
competence in this field. On the other hand, the President's letter, mentioned
previously, pointed the way by expressing concern over the added impetus that
a growing deficit would give to inflationary forces. Even the briefest considera-
tion of the present distended state of the economy, by comparison with the situa-
tion in 1940 when substantial defense programs were inaugurated prior to World

2 Hereinafter referred to as the Revenue Act of 1950.

75900--50- 41
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War II would reveal that we now have a far greater obligation to step up the
revenues rapidly. The following comparisons will illustrate the point :

TABLE I

1940 19501940 (6 months)

W holesale Price Index (1926 base) -. -----..... ..........- percent__ 78.6 153.8
Industrial production (FRB 1935-39 base)_ 125 189
Unemployment (thousands) _- - -___ ___ __ ____ ____ 8,120 3,874
Unemployment of civilian labor force -....................... percent- 14.6 6.2

In view of these and other readily available facts, it is a matter of real regret
that the tax program proposed by the President and accepted by the Congress
is not more extensive.

Cart wee pay-as-we-go for the defense program?
The important financing question before the country is whether or not we

can pay cash as we go for tile defense program. The answer to this question
involves thie relation of the additional military burden to the productive capacity
of the economy. For an understanding of this relationship there is presented,
next, a brief discussion of the economics of how the private economy supports
the Government.

THE ECONOMICS OF GOVERNMENT SPENDING AND THE PRIVATE ECONOMY

The most elementary proposition is that both the people and the Government
must derive their support at all times from current production. We cannot eat,
today, next year's food crop, nor wear the clothing and shoes that will be made
next year. We cannot today fabricate steel from ore to be mined next year,
nor construct buildings and highways with next year's cement.

It follows that everything that Governlent requires in a given year must be
drawn from the product available in that year, whether its scale of operations
be the moderate one appropriate to peace conditions or the expanded one which
intensive defense, or war, m.ay require. In either case, supplying the Govern-
ment involves a diversion of part of thie current product from private to public use.
Federal budget balance protects the price Iccl

Under normal, peacetinlme conditions anld a sound fiscal policy, the diversion
of goods and services to public use is accomplished by a parallel diversion of
private income through taxation, supplemented in small degree by nontax re-
ceipts from private income such as fees, fines, interest, penalties, sales of public
property, and various miscellaneous charges. Government must pay for the
goods and services which it buys, and while the budget is in balance, this is done
by drawing off the necessary amount of private income.

Here is the reason why the combination of taxing and spending under a balanced
budget is neither inflationary nor deflationary. Government income reduces
private inonme, but Government spending replaces private spending. The pro-
viso of a balanced budget is essential to the argument, for the creation of new
purchasing power through bank loans would leave relatively more income with
the people than would be needed to absorb the share of produced goods and
services available to them, at the existing price level. The competitive use of
tils extra money will force prices up. As long as the Government pays all of
its bill with money collected from the people, the combination of taxing and
spending is neutral so far as the general price level is concerned.
Inflation caused b Gor'ernrmet borrocwilng

But when the Government fails to mtaintain this balance between diversion
of product and diversion of private income, and instead, creates its own means
of paynert by selling its bonds to the banks in exchange for new deposit credits,then there is an excess of total purchasing power in relation to the goods cur-
rently available for private use. Government has taken part of the current
iproduct, but it has not correspondingly reduced the current income in the pos-
stss:s.n of the people. Iathier, it has added to their purchasing power. The
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obvious consequence is that prices are forced up. As prices rise, there is greater
pressure for wage increases to keep up with the rising cost of living. Tihe cost
of the goods and services needed by Government goes up, and it soon becomes
necessary to step up the rate of fresh borrowing in order to pay the bills. Thus
the familiar, and dreaded, spiral of inflation, leading to still more inflation, gets
under way.

The principal action that will prevent inflation is for the Government to avoid
the creation of new funds through bank loans and to draw off, by the various
tax methods, enough private income to pay for the goods and services bought.
The crux of the matter is in the question whether or not it is possible to do
this, and where, if at all, is the limit to a pay-as-we-go policy for defense-
or war.

Current product only source of pa!lment
As a first approach, it should be noted that Government always has and

exercises the prior claim to current product. It takes whatever may be required
(or whatever loose and improvident procurement policies determine is required)
and the people must get along on what is left. This explains why economists
have always insisted that the real economic burden of war falls on the war
generation. The people who live and work during the war years must undergo
the privations ensuing from an abnormal diversion of product to Government
use. It is they who must put up with shortages, the complete disappearance of
some items formerly abundant, with the rationing, controls, and the many in-
conveniences caused by the regimentation that always emerges in modern, all-
out war effort. This regimentation, in all of its aspects, will become necessary
sooner if inflationary means of payment are used by Government than would be
the case if the enlarged program were kept fully, or more nearly, upon a cash
basis. Even though we are not now dealing with all-out war, but only with a
defense program far short of total war, the economic facts are the same. To
the extent that there are inroads upon the volume of goods for private use as
a result of the expanded defense program the curtailment of private consump-
tion must be endured now. It cannot be postponed to later years.

We can pay-as-we-go
An important reason why it has never been possible, in this country at least,

to proceed on a cash basis of defense--or war-financing has been that in every
case the emergency has been precipitated so suddenly that appropriate and
adequate changes in the Federal tax structure could not be made in time to
supply even the funds needed for the initial increase of production. Once buor-
rowing on a substantial scale has begun, the impossibility of gearing up the tax
system rapidly enough to cover the rising expenditure requirements has usually
served as an excuse for not making a serious effort in that direction.

This excuse is not valid today, for the Nation is on notice that increased mili-
tary expenditures are ahead, not only for this year, but for some years beyond-
There is still time for a constructive reshaping of the Federal tax system, and
for a release of tax revenue to the military purposes by a drastic pruning of
nonmilitary spending, to get the total spending and taxing off to a fairly even
start. It is not necessary this time to plead the obstacle of insufficient time
to put our financial house in order before the storm breaks.

The basic economic character of the diversion process and its effect in de-
priving civilians of goods is not altered by the fact that there may be a sub-
stantial increase of total product during an intensive war effort. All, or a very
large part of the increased production under such circumstances will consist of
military materiel, or of food, clothing, and other supplies purchased by the Gov-
ernment. We had a demonstration of this in the last war. Gross national
product rose from $101,400,000,000 in 1940 to $215,200,000,000 in 1945, but it was
nevertheless necessary to introduce rationing of many goods and strict allo-
cations of basic materials.

Some idea of our capacity to carry the increased cost of the defense program
on a cash basis may be had by reference to the latest available national income
statistics. The components of gross national product for the year 1949 and the
first half of 1950 were as follows:
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TABLE II.-Components of gross national product, 1949 and 6 months, 1950

[Billions]

1950 (annual
1949 rate,6

months)

Personal consumption expenditures........... ------------------------------------- $178.8 $183.4
Gross private domestic investment........--------------------------------------- 33.0 42.2
Net foreign investment................------------------------------------------------- .4 -2.0
Government purchases of goods and services..............--------------------------------. 43.3 41.4

Gross national product.............------------------------------------------- 255.5 265.0

After deducting from gross national product the capital charges and costs
of business, and business tax and nontax liabilities, the remainder is national
income. The components of national income for the same period were as
follows :

TALE III.-Comnponents of national income, 1949 and 6 months, 1950

[Billions]

1950 (annual
1949 rate,6

months)

Compensation of employees....------------------------------------------- $140.6 $144.4
Business and professional income and inventory adjustment ----------------- 21.0 21.8
Income of farm proprietors...--------------------------------------------- 13.4 12.2
Rental income of persons .-----------------------------------------------. 7.3 7.2
Corporation profits and inventory adjustment------------------------------ 29.9 28.4
Net interest..--------------------------------------------------------- 4.7 5.0

Total national income. ------------------------------------------- 216.9 219.0

Source: Data in tables II and III from Midyear Report of the Council of Economic Advisors, July 1950

These figures include the existing budget transactions for military and civilian
purposes. The present dimensions of the additional defense program are of
,the magnitude of $16.,000,000.000. As the Government spending rises the first
effect would be to reduce the supply of materials available for personal consump-
tion and for business plant and equipment. If the additional spending were
paid for with funds taken from current income, the amounts remaining as dis-
posable personal income and corporation profits after taxes would be smaller.
The further expansion of total product, if any, would come from a more com-
plete utilization of existing plant and manpower, or from such new plant as
might be constructed for the defense program needs.

With the economy operating at its present high levels, the absorption of the
presently proposed and prospective increases of defense spending should not
involve a degree of hardship too great to be endured. The important point
to be emphasized is that the primary impact of the diversion should be on
personal consumption rather than on investment in the productive plant and
equipment. Above all, it is essential that the Nation's productive facilities be
maintained and, where possible, enlarged, for there is no way of telling when
the military demands upon them may be very greatly increased. Preservation
of the productive plant at a high level of operating efficiency will also permit
the continued production of a substantial flow of consumer goods for as long
as the military demand does not curtail too greatly the allocation of basic
materials to such production. And, as long as capital formation is allowed
to continue on a large scale, the diversion from civilian to military consumption
will be correspondingly offset in the years ahead.
Some general rules applicable to cash basis financing of the defense program

The expansion of revenue receipts in sufficient amount to cover the growing
defense needs and to make possible the avoidance of inflationary deficits must
be done in accordance with certain rules or principles. both to be effective and
to assure a proper distribution of the burden. The following rules are
suggested:
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1. The diversion of private income must be universel.-To the degree that the
greater diversion of product involves deprivation, the incidence of this depriva-
tion should be general, and it follows that there must be a general incidence
of the levy on private income or purchasing power. The whole purpose of
avoiding price distortion would be defeated if one group were compelled to
make all of the surrender of income while other groups were left in possession
of their entire income and were free to use it in bidding up prices. Hence, no
groups should be protected against the diversion of income while other groups
bear the brunt of such diversion.

2. The diversion of private income can only be effectively done through a
variety of taxes, and not through any one tax.-The basic reason for this is
that there is no one tax that would apply with sufficient universality to all
private income to accomplish the first objective set out above. At first glance,
it may appear that the individual income tax is sufficiently broad to serve
the purpose. But the fact is that as taxable income is now determined, there
is a large number of recipients and a large volume of personal income that are
not touched, and cannot be touched, by this tax.

According to statistical data supplied in connection with Secretary Snyder's
statement of August 2 before the Senate Finance Committee, the total net income
in taxable individual returns at 1950 income levels would be $140,819,000,000,
and the taxable income in these returns would be $82,461,000,000. The gap
of untaxed and untaxable income is $58,358,000,000. If to this there be added
the income in nontaxable returns, the total of personal income not subject
to tax at all would probably be as much as $75,000,000,000. In 1949 the total
of personal consumption expenditure was $178,832,000,000. The individual
income tax would not apply at all to some 60 percent of the income available
for such expenditure.

For similar reasons it would not contribute to the important result of inflation
control to undertake the collection of enough additional revenue from corporation
profits alone to cover the deficit. In 1949 corporate income after existing taxes
was $17,024,000,000, and dividends were $7,821,000,000. Complete confiscation
of the remaining net income of more than $9,000,000,000 would probably cover the
first year's deficit, but such a policy would be so completely destructive that it
could not be repeated.

3. The diversion of private income must be so done, certainly in all stages short
of anll-out, total war, as to preserve as much as possible of the economic incentives
to produce at the lowest cost.-Maintenance of a high level of production is essen-
tial to the rapid supply of the necessary military material, and it will, of course,
hold to a minimum the deprivations which civilians must endure while the defense
program is being developed. High-level production will generate a correspond-
ingly high volume of income, and this, in turn, will make possible the payment of
taxes to cover the Government's share of the product without involving as heavy
a burden as would be necessary at a lower level of output and income. It is only
when a nation has become engaged in a life and death struggle, and all civilians
have been reduced to a subsistence level, that it can afford to eliminate further
capital formation for nondefense production purposes. Short of that point of
extreme sacrifice, there must be some provision for sustained civilian production.
The best way to get this result is through recognition of the profit incentive.

TAX METHODS FOE DEFENSE FINANCING

The foregoing foundation of economic and fiscal principles supplies the basis for
presentation of the details of a defense tax program to be financed on a cash basis.
The principal forms of taxation available to the Federal Government are already
well known, for all of them are now in use. They are: the excises, the individual
income tax, and the corporation income tax. In the budget estimates for 1951,
these taxes would produce 97.22 percent of total Federal tax revenue. The estate
and gift taxes, and the customs, accounted for 2.78 percent. Miscellaneous non,
tax revenues were estimated at $1,095,000,000.

The guiding rules set out previously, lead to the conclusion that there should
be increases and in each of the three major Federal taxes. The tax program
for financing essentially the first year of the defense program, as proposed by
the President and accepted by the Congress, is defective in that it provides for
tax increases in both of the income taxes, but for no increase in the excises other
than the trivial amounts to be obtained by adding a few classes of goods to the
taxable list, such as television sets and deep-freeze units. The omission is serious,
for a prompt increase in excise tax yield is the only way by which Treasury
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changes of income tax rates and the response to these changes in tax collections.
The Senate Finance Committee estimates of the results of the Revenue Act of
receipts can be expanded quickly. There is a serious time lag between the
1950 indicate that whereas the corporation tax rate increases would produce
$1,500,000,000 in a full year, they would bring in only $1,120,000,000 in the fiscal
year 1951, including $800,000,000 from accelerated tax payment. Similarly, the
increases of the individual income tax would produce $2,745,000,000 in a full year,
but only $1,624,000,000 in the fiscal year 1951. In both cases, the great bulk of
the 1951 yield will not be realized until some time in the calendar year 1951. Thus
this legislation necessarily leaves the financing of the first 6 to 9 months of the
defense program on a deficit basis, with all that is involved toward the develop
ment of a fresh inflationary situation.

Excise taxes
The existing NAM position on excise taxation was formulated in anticipation

of continuing peaceful conditions and of the possiilty of reduction in Govern-
•nent spending and taxes. This position asserted, first, that there should always
be a substantial reliance upon excise taxes at the Federal level because of the
contribution which such taxes make toward the maintenance of budgetary sta-
tbility; and, second, that there should be uniformity in the distribution of the
excise taxes, except for those on alcoholic beverages and tobacco, in order to put
all producers on a par in competing for the consumer dollar and to put all con-
sumers on a par in making their choices among consumption goods. Accordingly
the NAM position called for repeal of all existing excises except those on alco-
)iolic beverages and tobacco, and in substitution therefor the introduction of a
uniform excise on all consumer products except foods and food products, to be
levied at the final stage of manufacture. It was further recommended that the
rate be such as would produce a revenue equivalent to that now obtained from
the selective excises to be repealed, namely, some $4,000,000,000, and at current
production levels it was estimated that a rate of 5 percent would suffice.

In face of the enlarged defense requirements, the principal issue involved is to
determine, first, how much more than the replacement revenue of $4,000,000,000
should be obtained from excise taxes; and, second, how best to accomplish what-
ever revenue result may be determined upon.

No finally conclusive answer can now be given to the first of these questions,
since there can be no present determination of the extent of the financial need.
Tentatively it would appear that there should be at least another $4,000,000,000
from these taxes, and possibly more. The answer to the second question may
throw further light on this matter.

In answer to the second or procedural question, the following suggestions are
made:

Present inequities need correction
It is clear that in peace, defense, or war conditions, the Federal excise system

as it stands in 1950 is not a proper sort of revenue instrument. It is discrimina-
tory, illogical, and inequitable. It cannot be defended as being merely a set of
luxury taxes, for there is no generally acceptable distinction between luxuries
and other goods in a free economy, where free persons may spend their own
income in any way, for any purpose, that appears good and sensible to them.
In origin it was not designed primarily to conserve manpower and materials,
as has often been asserted, for an examination of the reports of the Ways and
Means Committee on the tax bills of 1942 and 1943 will reveal that the committee
was careful to point out, in connection with virtually every tax dealt with in those
'bills, that there would be on adverse effect from the tax on the volume of sales.
The first essential step, needed under peace conditions but even more badly
tieeded in the defense financing, is to equalize the existing excise tax situation
'by extending it across the board at a uniform rate. We cannot justify making
the consumers of certain products and services contribute to the defense cost
while leaving the consumers of all other products exempt from a part of this
burden.

Basic uniform rate essential
The first recommendation respecting the excises is the repeal of the existing

taxes and the substitution of a uniform tax on all endl products of manufacture.
As noted above, this recommendation does not apply to alcoholic beverages and
tobacco, both of which have been taxed for many years separate and apart from
the general excise system. For the purposes of the long-range future, this
uniform tax at a moderate rate should be regarded as the basic Federal excise,
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to be carried through into the period beyond the defense program, or even a third
war, as a permanent feature of Federal taxation.

Additional specific defense recommendations
Since there should be additional revenue from the excises during the emergency,

the second recommendation is that an additional uniform rate be imposed, to be
expressly identified as a defense charge. If the basic rate of .5 percent would
produce replacement revenue of $4,000,000,000, a special defense tax rate of
another 5 percent would produce upward of the same amount, or, say, $3,500,000,-
000 of additional revenue for defense purposes.

As part of the special emergency defense financing, the taxes on certain services
should be retained at such level as may be established for the combination of
basic and defense emergency uniform excise. Table IV contains a list of these
services now taxes, with actual and projected tax yields.

TABLE IV.-Serviccs now subject to excise tax, rates of tax, actual and projected
yields

[Thousandsj

Projected
Service Rate Yield, 1949 yield at

10 percent I

Percent
Telephone, telegraph, cable.-..-....-------------------------- 25 $289,321 $115, 728
Leased wires------------------------------------------------ 25 22,059 8,824
Local telephone .........-------------------------------------------- 15 224,531 149, 688
Transportation of persons ...........------------------------------------- 15 251,389 167, 592
Admissions ------------------------------------------------ 20 384,071 192,035

Total............----------------------------------- ------ 1,171,371 633,867

The projected yield at 10 percent is a straight adjustment proportionate to the 1949 yield at present rates
In some cases there may be a somewhat higher return at the lower rate.

Bource: Annual report of the Commissioner of Internal Revenue, 1949, table I.

There should be no increase of the excise taxes on alcoholic beverages and
tobacco in connection with the defense financing. The historic policy has been
to segregate these classes of commodities for special, and usually, heavy tax
treatment. The present Federal taxes are, by far, the highest ever imposed;
and, in addition, there are substantial State and local taxes. In the case of
the liquor taxes, it is well understood that the tax rates can be so high as to
defeat the revenue purpose by inviting large-scale illicit production and dis-
tribution.

Potential excise revenue
For the requirements of the defense program, it would appear that a total

excise revenue, aside from the taxes on alcoholic beverages and tobacco, of
$8,000,000,000 to $8,500X),000,000 could be realized. Including $3,500,000,000 from
these sources, on the basis of 1949 yields, the total excise revenue could thus be
brought up to $12,000,000,000 during the emergency.

Character of uniform excise levy
There are some points about excise taxation that should be cleared up.
First, the recommended manufacturers' uniform excise tax is not a new form

.of Federal taxation. The excise taxes which the President recommends for
retention include not less than 20 classes of goods that are taxed on the basis
of the final manufacturer's price. In 1949 the yield from these taxes was $1,771,-
500,000, or nearly half of the total revenue received from all Federal excises
excepting those imposed on alcoholic beverages and tobacco.

Second, the tax would he levied in all cases at the final point of manufacture.
This point would be determined, for all taxable goods, as it now is under the
present manufacturers' excises. The procedure is that the seller does not in-
clude the tax if the buyer can furnish an exemption certificate, obtainable from
the Bureau of Internal Revenue on a showing that the buyer ordinarily uses
the materials purchased in some further process of manufacture.

Third, it is not feasible generally to provide that the tax he shown as a sepa-
rate item and thus invoiced through the subsequent stages of the distribtion
process. The actual tax payment will be made by the final manuf:acturer who
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has collected it at the time of sale, and there will be an eventual reimbursement
from the final consumer as the goods are sold to him.

It should be remembered that the people have been living with exactly this
kind of tax for many years and under it they have been contributing a large
amount of revenue through the levy of a wide range of rates on a limited list
of taxable goods. All that is proposed here is that the list be extended to include
everything except foods, and that the rate be uniform across the board. This
rate should be such as would produce, during the emergency, more revenue than
that provided by the present excises to be repealed.

The pyramidingg" argument
Another point likely to be brought up is that the tax will be pyramided. It

will be said that after the tax is paid, it becomes a cost to be carried forward,
and that each middleman in the distribution chain will compute his mark-up
on the tax as part of his cost. Hence, by the time the article is sold at retail,
it is alleged that the consumer will pay much more than the tax by reason of
the percentage increases.

Some of the present manufacturers' excise taxes are at a rate of 25 percent.
There was no testimony before the Ways and Means Committee in regard to the
excessive prices paid by the consumers of these goods on account of a pyramid of
the taxes through to the consumers.

So far as can be learned, there has been no serious complaint on this score
with respect to the 20 classes of goods now taxed at the final manufacturing
level. The extent of pyramiding has been exaggerated. If it were to occur
consistently, the practical result would be that profits at the several distribution
levels would be greater than they would be if there were no such tax because
inclusion of the tax would create a larger cost base for computing mark-ups. And
it would follow, also, that the higher the rate of tax, the greater the middleman
profits would be. This view disregards the source and reason for profit, which is a
return that is gained from the successful performance of a service that others
are willing to pay for. In the field of merchandise distribution, this service
consists essentially of supplying to consumers the kinds and qualities of goods
that they want, at prices they are willing to pay. The value of this service from
the consumer standpoint, is not enhanced by the fact that the various middlemen
are acting, in turn, as relays in a tax collection process. The competition for the
consumer dollar in which all of the thousands of merchants and other distributors
are engaged is the effective determinant of the profit rewards which any of them
will get. The issue involved is not whether the consumer will bear the burden
of the tax, but rather one of how much more than the tax he will pay because of
the actual pyramiding. It is evident that whatever the consumers pay, over and
above the tax, would constitute enhanced middleman profits. The position taken
here, on the basis of economic logic, is that competttion throughout the dis-
tributive mechanism will tend to prevent any abnormal surcharge above the tax,
because the mere relaying of the tax is not a service which the consumer would
value enough to pay for.

The point that has been exaggerated is that there will be an abnormal ex-
pansion or blowing up of the original tax by the time it gets to the consumer.
If it were really true that all distributor profits would be materially en-
hanced because of this tax-collection service, the middleman groups should
logically demand a high tax rather than a low one or none at all. Actually,
they know that a high tax would diminish both their sales and their profits.
The advantage of an across-the-board tax is that it tends to keep the general
competitive situation in a state of balance, so far as concerns all classes of
goods, all producers, and all consumers.

The fact that this, as well as all other excise taxes, must be borne by con-
sumers is not a valid argument against such taxes. All taxes come out of in-
come, either as it is received or as it is spent. Regardless of where or by
whom the original tax payments are made, their burden falls ultimately on the
income of the people. This ultimate burden cannot be escaped by avoiding ex-
cise tax and concentrating the levies upon income. To some extent such levies
are shifted promptly, and in any event the final result of excessive income
taxes will be to hamper the formation of capital to a point where the consum-
ers will be forced to foot the bill in higher prices or lower living standards.

The "Regressivity" Argument
Another point is likely to be the objection that such a tax would be "regressive."

As the term is used by the academicians, it means that a given amount of tax
is a large proportion of a small income than the same amount of tax would be
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of a large income. Being a matter of arithmetical relations, this criticism can
be brought against many taxes, but the argument is always advanced most
vociferously when the contestant is opposing a tax. If he happens to like a tax,
this point is soft-pedalled.

The fact that is usually overlooked in such arguments is that the purchase
price of a given article is itself a larger proportion of a small than of a large
income. In other words, the complaint which is lodged against the tax, usually
a small part of the total price, could, with even greater force, be lodged against
the whole system of market prices. There is no practical way in a free economy
by which the system of prices can be so modified as to produce a different result.
The implication of the criticism directed against the excise taxes as being regres-
sive is that there is involved some sort of unique oppression of those with small
incomes. By this standard there is a far greater degree of oppression in the
whole price system than there can be in taxes which are ordinarily only a small
proportion of the price. And if this line of argument were valid, either as to its
major or its minor applications, there should be some indication of this oppression
somewhere in the economy. There is no such indication. On the other hand, the
Nation has grown and prospered under a regressive price system.
Tax consciousness regarding excises

Another point to be mentioned briefly is the concern of some that the people
will not be aware of paying excise tax. It is true that complete awareness would
require of the citizen an encyclopedic knowledge of the tax law and of the eco-
nomic theories of tax shifting and incidence. Very few persons carry such details
in their heads, and hence very few are likely to be aware whether or not there
is an excise tax on a given article; and if so, what is the rate of tax. It can be
said of the proposed uniform excise that since there is only one rate, applicable
across the board, there would be very much less excuse for people generally not
having knowledge of it than under the present complicated system.

Advantages of fiat excise proposals
The plan offers the following advantages in peace as in war:
First, it will put all consumers on an equality in their buying and it will put all

producers on an equality in competing for such consumer dollars as may be
available for consumption spending.

Second, it will end the obvious discriminations in the distribution of the defense
or war cost, and in the deprivations which the people must endure.

Third, it will obviate the need for as high income tax rates as would otherwise
be necessary, a consideration that is always of prime importance, but particularly
so during the partial mobilization and the conversion period, when large amounts
will be required to finance the transition from civilian to military production.

Fourth, it will drain off income from all segments of the population and thus
be a more effective restraint on the competitive bidding up of prices across the
consumer field than the present excise system can be.

Fifth, it will be an effective and necessary complement to the income tax as an
inflation restraint. Data were given above to show that some 60 percent of
present personal consumption expenditure could go on out of income which cannot
be touched by the personal income tax, regardless of how high the rates of that
tax are set. Excise taxation is the only way of distributing a part of the defense
burden over this portion of individual incomes, and of imposing upon it some
restraint in consumption spending.

The individual income tax
The second phase in the development of an effective and sound tax program to

put the budget, including the defense spending, on a pay-as-we-go basis, is a
readjustment of the individual income tax. The procedure for doing this that
was recommended by the President, and accepted by the Senate Finance Com-
mittee, is approved. In effect, the result is a greater increase of the first bracket
rate than for any other rates, because the credits against tax which are to be
repealed were largest at the bottom of the scale. Secretary Snyder put the case
as follows in his statement to the Senate Finance Committee: "Moreover, a rela-
tively small increase in the rate in the lowest brackets contributes more revenue
than a larger increase at the higher income levels. For example, a 1 percentage
point increase in the first bracket rate is equivalent in revenue to a 3 percentage
point increase for all other brackets together."

The arithmetic underlying the result stated by Mr. Snyder may not be generally
understood. To provide a basis for the subsequent discussion, it will be helpful
to separate the rate scale into its elements as shown below.
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Basic or
or first Surtax TotalTaxable income brackets or first Surtax Totalbracket element rate

rate

Percent Percent Percent
$0 to $2,000 ------------------------------------------------------ 20 0 20
$2,000 to $4,000 --------------------------------------------------- 20 2 22
$4,000 to $6,000 --------------------------------------------------- 20 6 26
$6,oo000 to $8,000 --------------------------------------------------- 20 10 30
$8,000 to $10,000. --------------------------------- 20 14 34
$10,000 to $12,000 ------------------------------------------------- 20 18 38
$12,000 to $14,000----- ----------- 20 23 43
And so on to the top bracket, which is over $200,000 ---------------------- 20 71 l91

This analysis of the tax rate scale into a basic or first bracket rate and the
successive increments which are the true progressive surtax elements, demon-
strates that the great bulk of the tax yield must be the product of the basic rate.
As stated previously, it is this rate that applies clear across the board. Its
large yield comes not merely from the concentration of incomes into the low-
income brackets, but from the fact that it is the only part of the rate scale that
applies to all income, in whatever income bracket it may be. Mr. Snyder's state-
ment regarding the relative revenue productivity of the first bracket rate may be
tested by following calculations employing data from his statement already cited:

TALE V.--Estimated taxable income, 1950, yield of first bracket rate, and total
tax yield, under present law and under the President's plan

[Millions]

Taxable income---------------------------------------------------- $82,461
Present law:

Total tax-.---------------------------------------------- 16,495
First bracket------ ------------------------------------ 13,689
Surtax 2- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  2,806

The President's plan:
Total tax--.---------------------------------------------- 19,660
First bracket - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 16,492
Surtax - -------------------------------------------------- 3,168

1 The first bracket rate under present law is the effective rate of 16.6 percent, being the
statutory rate of 20 percent, less the 17 percent credit now allowed.

2 The yield of the surtax elements is the difference between total tax and the product
of the basic or first bracket rate.

3 The first bracket rate under tile President's plan would be the statutory rate of 20
percent, since the credit is to be disallowed.

4 See note 2.

Under present law, the first bracket rate would account for 83 percent of the
total yield, and under the Revenue Act of 1950 this proportion would rise to
83.8 percent. The return from the first bracket rate would rise by $2,803,000,000
as a result of the change, while the return from the surtax elements of the rate
would rise by $362,000,000.

These data clearly point the way to increase further the yield of the individual
income tax, if and when a greater revenue should be required from this source.
The rate change should obviously be made in such a way as to include an advance
in the first bracket which would increase the tax of all income taxpayers. A
supplemental procedure to he considered only if the need for more revenue should
become very great would be to lower the exemptions from $600 to the war level
of $500.

The corporation income tax
The corporation income tax is the one part of the Federal tax structure that

is least likely to be approached and dealt with in an attitude of objective con-
sideration of fiscal need and economic consequences. There is always a certain
foundation of prejudice against business as such, and corporations in particular.
And on top of this foundation there is a further degree of prejudice and mis-
understanding with regard to the current level of corporation profits which,
though large in dollar amount by comparison with previous peacetime records,
are no greater in relation to sales after taxes are deducted than they were prior
to World War II. And finally, there is a certain element of hysteria over war
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profits. In view of this combination of sentiment, semantics, and prejudice, it
is the more necessary that the problem of obtaining a larger revenue through the
corporation tax be dealt with dispassionately and solved satisfactorily. In
particular, it is essential that especial regard be given to the long-range as well
as to the immediate aspects of the case.

All sensible persons, regardless of their occupation or station in life, are fully
aware of the waste and futility of war. It destroys lives, interrupts careers,
erodes capital, exhausts scarce natural resources, and provides no final settle-
ment of the issues involved. And if it is not paid for out of current income, it
always leaves a mountain of debt which must eventually be repudiated by inflation
if not by direct action because it cannot be repaid.

The key to the manner whereby the tax contribution of corporations to the
defense effort and to the pay-as-we-go tax policy is to be handled is found in
the third of the guiding principles proposed on pages 6-7. This principle is that
the diversion of private income which must occur in order to pay for the defense
program as we go must be done so as to preserve as much as possible of the
private incentives to produce at the lowest cost. Short of all-out last-ditch war
for survival, there must be continued capital formation for the twofold purpose
of supplying the needed military materiel rapidly and at minimum cost and also
of supplying the civilian population with the goods requisite to the maintenance
of an adequate standard of living. These production goals can be met only
through continued recognition of the incentives to achieve maximum production
at minimum cost, and the most important of these incentives is the profit motive.

This standard provides a test as clear and decisive as the litmus test of alkaline
and acid reaction for distinguishing between the bad and the good way of increas-
ing the corporation tax burden during the defense period. The two methods most
likely to receive consideration that are demonstrably injurious to the whole
economy are (1) taxation of corporation income at progressive rates and (2)
an excess profits tax. These unwise, injurious forms of corporate taxation will
be dealt with briefly in turn.

Progressive taxation of corporation income
Wherever a justification of the use of tax-rate progression is offered, It is

always based on the assumption that such rates exemplify and apply taxation
according to ability to pay. And when the term "ability to pay" is thus used,
it invariably refers to individuals and the income at their disposal. Some persons
have confused a large corporation income with a large individual income and have
concluded that if size indicates greater ability to pay taxes in the case of the indi-
viduals it must also indicate greater ability in the case of the corporation.

This would be true only if the corporation existed and operated solely for its
own corporate purposes and were entirely free to retain and dispose of its entire
income in support or furtherance of these purposes. The concept of legal per-
sonality does not extend this far. Every corporation is an association of indi-
viduals who, collectively, own the capital stock and whose investments have
made the corporate activity possible. Fundamentally, the corporation is a form
of business organization which exists to earn income for its stockholders. The
amount of income earned, as such, shows nothing whatever regarding the ability
of the several stockholders to pay taxes, or regarding the amount of tax which
any one of them should pay as an individual. All of the large corporations in
this country have many thousands of stockholders. These persons have, at one
extreme, incomes so small as to be exempted entirely under the personal income
tax, and at the other extreme incomes so large as to be subjected to the maximum
rate of that tax. The levy of progressive taxes on large corporation incomes
would result in a most inequitable taxation of these widely varying personal
incomes, with no regard whatever to the basic conditions of other sections of the
income-tax law and, indeed, in violation of the clear intent of these other pro-
visions.

In another respect, also, the taxation of corporation income at progressive
rates is unsound, and it could be actually destructive of the structure of Ameri-
can business. Under normally competitive conditions, profit margins in relation
to sales tend toward uniformity within a given industry, and the aggregate
amount of profit becomes dependent mainly upon sales volume. When the tax
is applied to the total income at progressive rates, it follows, that there is a pro-
gressively deep cut into the profit margin as sales volume increase. This would
strike directly at management's effort to expand sales volume, and when the tax
rates become heavy enough the distortion of the competitive situation would
compel dismantlement of the large companies. Let us recognize that the country
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needs a larger number of prosperous small businesses, but let us not forget that
it also needs some large businesses, and that small and large business need
each other. Taxation of corporation incomes according to size at progressive
rates would destroy the business structure which is the basis of our prosperity
and national strength.

An excess profits tax
The demand for an excess profits tax is always based on emotional and political

considerations rather than on those of economic fact and fiscal need. It pro-
vides a convenient cloak for those whose real purpose is the imposition of heavy
taxes on large amounts of profits, and for those others who would put the destruc-
tion of American business before every other objective. The ostensible purpose
of such a tax is to take away the profits from war business, but there is no definite
way of distinguishing, in all cases, between true war profits and any other profits,
so the statute always ends up by using the amount of profit, in relation to some
arbitrary standard of normal profit, as the base of the excess profits tax. In
other words, it is always a tax on relatively large profits and not on war profits
per se.

An excess profits tax is subject to the following major objections. First, it is
economically unsound because there is no generally applicable measure of what
constitutes a normal profit. Profit is the result of good management and the
Successful assumption of risk. There is no possible way of determining how much
profit should be earned by a given company or by all of the companies in a given
industry in order to evoke the best efforts of management to keep costs down
and promote sales, or in order to compensate investors for the risks involved.
The tax law must set rigid, arbitrary standards, and the difficulties involved were
recognized, during World War II, by the extraordinary provisions of sections 721
and 722. The inadequacy of these relief provisions is established by the immense
number of appeals for adjustment.

All of these inadequacies and distortions will be magnified as time passes and
the established base period for measuring normal profit recedes into the past.
Recognition of the unreality of a prewar base period for measuring normal profit
in the postwar period was a powerful consideration in the repeal of the last
excess profits tax. It should be an equally powerful consideration now against
the repetition of the experiment.

As a revenue measure the excess profits tax has been vastly overrated. There
is a general impression that this tax was the primary source of large revenue
from the corporations in World War II, and that without such a tax the yield
of the corporation tax would have been very meager. The facts are as follows:

TABLE VI.-Corporate net income, income tax, and excess profits tax, 1940-45

[Millionsl

Total Rate of
Excess income and flat tax

Year Net income Income tax profits me to produce
ta profits tax same yield

liability (percent)

1940..............--------------------------------- $11,203 $2,145 $374 $2,519 22.5
1941............----------------------------------. 18,111 3, 744 3,359 7,103 39.2
1942..............--------------------------------- 24,052 4,338 7,852 12,190 50.8
1943...............---------------------------------- 28,718 4,479 11,291 15,770 55.0
1944-.--------------------------------- 27,124 4,354 10,432 14,786 54.8
1945..........--------------------------------- 22,165 4,183 6,557 10,740 48.4

Total.......--------------------------- 131,373 23,243 39,863 63,108 48.4

Source: Preliminary Statistics of Income, 1947, pt. 2, summary data.

The significant part of this exhibit is the final column, showing the equivalent
flat rate on net income that would have been required to produce the same
total revenue as was actually produced by the combination of ordinary tax and
excess profits tax. Carrying this point a step further, it is found that for the
entire 6-year period, a flat rate of 48.4 percent would have produced as much as
the combination of taxes yielded.

Superficially, it would appear from table VI that the excess profits tax pro-
duced almost two-thirds of the entire amount of taxes paid by corporations.
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This was, however, essentially a result of terminology. The ordinary rate of
corporation income tax, normal tax and surtax combined, was 40 percent during
the years 1942 through 1945. If a rate of 40 percent had been imposed over the
whole period, it would have produced $52,692,000,000. Since the actual total of
both taxes was $63,108,000,000, the true net advantage from the excess profits
tax was $10,416,000,000, or an average of $2,083,000,000 ier year.

The second ground for objection to an excess profits tax is that it is adminis-
tratively unworkable. This condition stems from its arbitrary character, which
in turn makes necessary a variety of relief and escape provisions. The interpre-
tation of these provisions and the determination of the exact extent of their
applicability to thousands of different business cases involve years of research
during which taxpayer and the Government are at great expense, returns are
held open, uncertainty continues with regard to final tax liability, and quite
frequently, cases can be closed only by rulings which are either accepted out of
sheer exhaustion or are carried into the courts for final adjudication.

The third ground for objection is that the excess profits tax contributes to
inflation. The reason ties back to its economic unsoundness. The tax under-
mines the incentives to control cost by coming, eventually, to virtually complete
confiscation of the excess profits net income. The record of the rates in World
War II shows how rapidly the confiscation policy can develop. In the act of
1940 the rates on excess profit net income ranged from 25 percent on the first
$20,000 to 50 percent on all such income above $500,000. The 1941 act added
10 percentage points throughout the scale, but the act of 1942 went to a flat 90
percent tax on all excess profit income, with an 80 percent limitation on the
combination of income and profits taxes. In later years this rate was 95 percent
with a 10 percent refund.

Rates of 80, 90, or 95 percent obviously will tend to decrease managerial
attention to costs, and when costs are not watched very carefully they are
certain to rise. The Government must pay more for military goods and the
civilians must pay more for their supplies, because of the rising costs. The
end result is a larger volume of deficit financing and hence a greater inflationary
pressure on prices.

A corporation defense tax
Instead of resorting to methods of taxation that would be positively destruc-

tive and indefensible on both economic and administrative grounds, it is sub-
mitted that there is a procedure whereby the revenue from corporations can
be increased with a minimum of disturbance to the economy and its productive
incentives. This alternative method will first be stated summarily and then
explained. In substance, it is a percentage increase of the ordinary corporation
income tax, this increase to be identified as a corporation defense tax. To
provide the proper base on which to compute and add the percentage increase,
the basic or standard rate of income tax should be established at 38 percent
by changing the normal tax rate in the act of 1950 from 25 to 18 percent, leaving
the surtax rate at 20 percent as now provided in that act.

The case for this approach to the problem includes the following points:
(1) Assuming that a corporation income tax will always be a part of the

Federal tax structure, it is necessary to look beyond the period of defense
financing and when this is done it becomes clear that the 45-percent rate of
the act of 1950 is too high. This rate was set, upon recommendation of the
President, as a feature of the defense financing, but there was no clear and
definite indication of the distinction that should be made between the permanent
long-range tax and the temporary additions thereto. The establishment of the
rate at 38 percent is intended to provide a basis for this necessary distinction,
and to make entirely clear that such additional tax as may be necessary during
the defense period is for the purposes of the defense program and is in no sense
to be regarded as a permanent increase. In the absence of emphasis on this
point, there is every likelihood that the 45-percent rate of the 1950 act may become
the floor of the future corporation tax.

(2) Having assured that, as the permanent, long-range policy, there should
be a corporation tax rate of not more than 38 percent, the next step relates to
the manner of increasing the corporation tax during the emergency defense
period. It is proposed that this be done, for all corporations, by determining
the tax liability at the rates of 18 percent normal tax and 20 percent surtax,
and then adding thereto such percentage increase of the tax as may be fixed
by the tax law. This percentage increase could be 20 percent, or whatever per-
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centage might be set. It should be the same percentage increase across the
board, for small and large corporations alike.

(3) The manner of the long-range tax rate adjustment would be of particular
advantage to the small corporations with net incomes up to $25,000. It would
substitute a tax rate of 18 percent for the rate of 25 percent which these com-
panies must pay under the 1950 Revenue Act.

(4) Some idea of the effect of various percentage increases may be had from
the following: An 18-percent increase would be approximately the equivalent,
in revenue, to the amount that would be collected under the rates of the act
of 1950, and a 30-percent increase would be the approximate equivalent of a
50-percent standard rate. When it is recalled that the average rate of 48.4
percent would have produced as much revenue during World War II as was
actually collected from the combination of income and excess profits taxes, it
becomes clear that a 30-percent addition to the tax as determined under the
new rates of 18 percent normal tax and 20 percent surtax is about the maximum.
Table VII illustrates the tax liability of corporations with net incomes of $25,000,
$100,000, and $1,000,000 under the Revenue Act of 1950 and under the proposed
corporation defense tax. It will be noted that for a corporation with $1,000,000
of net income, a 20-percent corporation defense tax rate would result in slightly
greater tax liability than under the Revenue Act of 1950, columns 2 and 7, and
that a 30-percent rate would result in total tax liability of approximately 50 per-
cent of net income, columns 1 and 9.

TABLE VII.--Corporation income tax

NAM plan
Revenue

Act of
1950- Basic Corporation Total income and

Taxable net income 25 percent tax- defense tax at- corporation defense tax at-
normal, 18 percent _

20 percent normal,
surtax 20 percent 20 25 30 20 25 30

surtax percent percent percent percent percent percent

(1) (2) (3) (4) (5) (6) (7) (8) (9)

$25,000 -.- ... $6, 250 $4, 500 $900 $1,125 $1,350 $5, 400 $5, 625 $5, 850
$100,000------------- 40,000 33, 000 6,600 8,250 9,900 39, 600 41,250 42, 900
$1,000,000........---------. 445,000 375,000 75,000 93,750 112,500 450,000 468,750 487,500

(5) Finally, the difference in the effects on incentive should be noted and
emphasized. Under the plan recommended here, the basic tax plus the per-
centage increment would in no case take more than half of the corporation
income. Under the last excess profits tax there was a net rate, after the refund,
of 85.5 percent with an over-all limit of 80 percent for the combination of income
and excess profits tax. It is obvious that the plan recommended here will pro-
vide a far greater incentive to keep careful control of costs, and it will there-
fore be a far greater contribution to the prevention of inflation than any excess
profits tax is capable of being. The recommended plan will involve no addi-
tional administrative or compliance problems, for it would affect in no way the
administration of the existing corporation income tax. There would be no post-
var period of prolonged delay, expensive investigation and litigation, and
uncertainty with respect to final tax liability.

Conclusion
It is possible to put the defense program on a cash basis if we set about it

promptly and if we make the proper use of our tax resources. There will be
an increase of tax burdens, but they will be measurable increases, determined
by the advances of tax rates. If we do not push through a cash-and-carry
program we still shall not save ourselves from the burden of the defense pro-
gram, for the necessary diversion of goods will occur anyway and it will be
paid for by new purchasing power created through inflationary bank loans. Ra-
tioning and price controls are not an adequate defense for the low-income groups
as experience has shown. The pressure of large amounts of inflationary pur-
chasing pcwer will force an outlet into black markets, with even more than pro-
portionate shortages of essential goods at the official prices. The low-income
groups, and those living on fixed incomes, have no protection against black
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markets, and they would suffer an even heavier burden than they would under
an orderly system of taxation anti its concomitant, and orderly systein of prices.
The cash basis of defense financing would avert tlhe flood of inew purchasing
power and thus prevent, or materially discourage, black and gray markets.

There are other and even more serious issues involved which need to be soberly
considered in facing a decision on the proper method of defense filnanrce. The
principal reason for building upl our defenses and engaging ill wLar to resist
aggression is the desire and need to preserve our ideals, our standards, and our
way of life. In part, these are intangibles, though n'ine tllhe less important for
all that. In part, however, they are t;algible and practical.

In the cttcrete, practical sense, the basis of our culture, our wealth, and
civilization is a sound and stable currency system. In the terits of that cut-
rency we measure our income, our prices, our savings, our insurance policies, and
all of our material well-being. The intangible values that comprise the most
prized part of our culture and civilization are dependent (I this lasic monetary
stability. A sure road to the chaos of demoralization and despair is the steady
depreciation of a nation's money and the disappearance of the material and
moral values which are measured in money. Socialism and communism feed
upon poverty and discontent. The immense volume and wide diffusion of wealth
and income have effectively immunized us, thus far, against these "isms." These
bulwarks will continue to protect us only while they have the vitality which
springs from a money and credit system strong enough to sustain confidence
and real enough to make sacrifices for. Continuing and seemingly contemptu-
ous disregard for the dangers inherent in a steady rise of the public debt is an
effective way of playing the enemy's game, for he would far rather we destroyed
ourselves than that he be forced to undertake it.
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AN EXCESS PROFITS TAX IS AGAINST THE PUBLIC INTEREST

(By Harley L. Lutz. tax consultant to the National Association of Manufacturers,
and professor emeritus of public finance, Princeton University)

National Association of Manufacturers, 14 West Forty-ninth Street,
New York 20, N. Y.

CORPORATION DEFENSE TAX

1. Experience with an excess profits tax during World Wars I and II shows
that this method of taxation is unsound. Abnormal profits from sales to civilians
ran most effectively be prevented through pay-as-we-go taxation. In the case of
Government contracts, abnormal profits can most effectively be prevented through
efficient procurement policies. An excess profits tax contributes to inflation be-
cause it tends to reduce the incentives for management and government to con-
trol costs and make the most efficient use of materials and manpower. It is eco-
nomically unsound because there is no sound basis for determining the profit
return necessary to continued growth of industry, especially new and small
business. It is administratively unworkable. It requires excessive compliance
costs and involves years of costly examination and litigation before the final tax

1 Policy position approved by the board of directors of the National Association of Manu-
facturers upon recommendation of the association's taxation committee.
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liability is determined. Finally, the additional revenue that can be realized from
this unsound method of taxation has been grossly exaggerated.

2. In lieu of an excess profits tax with its inevitable inflationary consequences
and administrative difficulties, the tax contribution from corporations toward
the pay-as-we-go tax program should be made through an addition to the corpo-
ration income tax to be known as the corporation defense tax. To effect a clear
distinction between the income tax and the corporation defense tax, and to avoid
imposing too heavy a burden on small business, the standard corporation income
tax rate should be set at 38 percent by changing the normal tax rate in the
Revenue Act of 1950 from 25 to 18 percent, while leaving the surtax rate at 20
percent. The corporation defense tax should be imposed as a flat percentage of
the amount of the corporation income tax.

SUMMARY

It is shown that an excess profits tax is against tihe public interest because it
is economically unsound, administratively unworkable, and contributory to
inflation.

The fact remains that during a period of defense or actual war there must be
a substantial increase of tax revenue, and the corporation income tax is a logical
source of a part of this increase.

The most important, and also the most difficult, matter in making decisions
about the corporation income tax is that of attitudes. It is so easy to yield to
the clamor incited by prejudice, so difficult to hold to the hard, though unpopular,
facts of experience. Corporations are essentially tax collectors, not tax bearers.
The actual bearers of any corporation tax include, in part, the consumers, and
in part the investors who own the company. In an important respect, a corpora-
tion tax is a choice of methods, being one way of levying more on consumers,
stockholders, or both. Nevertheless, since it is a very convenient method, it will
doubtless always be used, and we may expect an increase of the tax rate as a
feature of emergency financing.

Another fact of experience is that there is no way of making a clear and sharp
distinction between war profits and other profits. Any profit at all that a com-
pany may earn from a Government contract during war is a war profit. In a cer-
tain sense all of the profits earned in a war economy are war profits, whether they
come from munitions contracts, renting hotel rooms, or selling goods and services
to the civilian population. The most intelligent course to pursue in approaching
the problem of increased revenue through the taxation of corporations is to
forego the whole futile effort at a distinction between the sources of profit, or
in the character of profit, and to provide for an increase of the tax load on all
corporation profit without regard to origin or amount.

It is submitted that the corporation defense tax which is outlined on page
3 of this document resolves all of these problems. It recognizes that more cor-
poration tax must be paid during a defense or war emergency, and it applies the
increase to all corporation income without regard to its origin in war business or
other business. It escapes the administrative and compliance difficulties of an
excess profits tax, and it will provide whatever additional revenue may be
required from this tax source without impairing the incentives of management
and without bleeding the economy white so far as concerns continued capital
formation. In particular, it will be much less severe as applied to small business
than an excess profits tax is likely to be.

The duration of the present defense emergency, and of the heavy tax load that
must be assumed, cannot now be forecast. On the most optimistic basis of cal-
culation, however, the emergency and the increased tax burden will endure for
some years. It is therefore of the gravest importance that the measures taken
for accomplishing the financial task be such as will make possible some further
growth of the Nation's productive capacity rather than freezing and steriliz-
ing our national economic potential.

AN EXCESS PROFITS TAX Is AGAINST THE PUBLIC INTEREST

The emotional aspects
The clamor for an excess profits tax has developed since the outbreak of the

war in Korea. There has been a certain amount of insistence upon such a tax,
even in peacetime. But the general view has been that there is no justification
for taxing so-called excess profits during peace. Now, however, in a situation
which was certainly far short of full-scale war, the pressure developed so rapidly
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and so strongly that congressional leaders were able to keep such a tax out of
the 1950 Revenue Act only by including in that act instructions that the tax-
writing committees should proceed to draft and report an excess-profits tax
bill.

While there appears to be a fairly general public demand for an excess profits
tax, the source and inspiration of this demand are special pressure groups. The
general public is not sufficiently informed regarding the particular problems
and difficulties involved in this tax to grasp its full implications, and the basis
of its response is obviously emotional rather than a thoughtful consideration of
facts. The time has come to emphasize the facts and to state some of the argu-
ments against excess profits taxation. Such is the purpose of the present
memorandum.

The realistic aspects
At the outset it must be said that industrial leadership does not want war.

All sensible persons, regardless of their occupation or station in life, are fully
aware of the waste and futility of war. It destroys lives, interrupts careers,
erodes capital, exhausts scarce natural resources, and provides no final settle
meant of the issues involved. The arguments against excess profits taxation
presented here are in no sense offered as a defense or protection of exorbitant
profits to be made out of war as such.

The case against excess profits taxation rests on the following grounds:
1. The conviction that such taxation is, on every count, economically unsound;
2. The record of the impossibility of proper administration that was made in

World Wars I and II;
3. The evidence of its contribution to inflation and the cost of the military

effort.
These points will be discussed in order.

1. AN EXCESS PROFITS TAX IS ECONOMICALLY UNSOUND

The elusive excess profit
The presumption underlying the concept of an excess, or excessive, profit is

that there is a clear, sharp dividing line between a fair, normal, or reasonable
profit for a given industry or business concern, on one hand, and an unfair, ab-
normal, or excessive profit on the other. No such dividing line exists as an eco-
nomic reality. Profit is the economic return, or reward, for the successful as-
sumption of risk. There are all degrees of risk among the great multitude of
business enterprises in a flourishing economy. Every new business venture in-
volves risk; so does every new industry; and even the oldest, strongest, best-
established companies face the risk that their very age and apparent strength
may not be adequate in a trial against young, vigorous competitors. Risk, in
some degree, pervades all private, competitive enterprise.

It is impossTble, by any statutory device, to weigh and measure the variables
of risk. The managers and investors whose jobs and capital, respectively, are
dependent upon the wisdom of their decisions can do this only imperfectly. That
they make many mistakes is evidenced by the numerous instances of business
failure.

Any statutory definition of an excess profit must necessarily be arbitrary and
inadequate. In view of the wide differences in the profit return required to off-
set the particular risks involved and to assure the necessary flow of capital
funds into the immense array of business ventures which make up our economy,
an arbitrary measure of excess profit may in some cases allow a greater return
than the risk may warrant, and in other cases set an altogether too 16w ceiling
on profits. Such ceiling will ordinarily affect most adversely the new industries,
the rapidly growing concerns, and enterprises that should keep all of their earn-
ings in order to exploit the competitive opportunity that may lie before them.

Statutory discrimination
In addition to discrimination arising out of the basic economic differences in

risk, there is also a certain discrimination which results from the differences in
applicability of the formulas used to different company experiences. For ex-
ample, companies with high earnings in the base period will fare better than
those with low earnings in that period. The conservatively capitalized com-
panies will be harder hit than those with liberal capitalization under the in.
vested capital method. There is given, in table I, a summary of all corporation
returns with net income and all excess profits returns in the years 1940-45.
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TABLE I.-All corporation returns with net income, and excess profits returns,
1940-45

[Dollar amounts in millions]

All returns with net income Excess profits returns

Year

Number Net income Number Excess profits
net income

1940...........-------------------------------------- 200,977 $11,203 13,440 $2, 998
1941............--------------------------------------- 264,628 18,111 42,412 12,073
1942...........-------------------------------------- 269, 942 24,052 54,002 17, 084
1943..........-------------------------------------- 23, 735 28, 718 6R, 202 22, 307
1944.........--------------------------------- 288, 9041 27. 124 55, 912 20, 472
1945.....---------------------------------- 303,019 22,165 52,097 14,165

Source: Statistics of Income, pt. 2, for the several years.

The difference between total corporation net income and excess profits net
income is much greater than would be accounted for by the specific exemption of
$5,000, which was raised to $10,000 for 1944 and 1945. There is no way of de-
termining, now, the extent to which the corporations not subject to excess
profits tax simply did not have earnings sufficient to bring them under this tax,
or the extent to which the particular statutory formula used allowed them to
have substantial earnings without being in the excess profits tax category.

Insofar as the use of an arbitrary formula for measuring normal or standard
profits does set too low a ceiling on profits, it penalizes growth, expansion, bold
adventuring into new business fields. In this respect it favors, relatively, the
established, well-financed concerns and thus it tends to create conditions leading
to monopoly by stifling the growth of potentially effective competitors.

Small corporations hit hard
It is commonly supposed that only the larger corporations have to pay excess

profits tax. The facts are otherwise, as revealed by World War II experience.
Table II shows, for the years 1940 through 1945, the number of corporations
with net income up to $50,000, and the amount of excess profits tax paid by them.

TABLE II.-Number of corporations with net incomes up to $50,000, excess profits
net income and excess profits tax

IDollar amount ts in thousands]

Adjusted Excess
Year Number excess profits profits tax

tax net after credits
income I against tax

1940 .-------------------------------------------------- 11,408 $114, 373 $29, 032
1941........-------------------------------------------------- 28,360 360, 113 128,982
1942 -------------------------------------------------- 37, 877 489, 543 365, 052
1943 -------------------------------------------------- 48, 720 552, 555 488, 499
1944............-------------------------------------------------- 34,850 001,592 428, 059
1945. -------------------------------------------------- 36,388 501,885 394,637

I Adjusted excess profits net income was the income on which excess profits tax was levied. It was de-
rived from normal tax net income by deducting the specific exemption, the excess profits credit, and some
other items. The specific exemption was $5,000 through 1943 and $10,000 in 1944 and 1945.SCertain credits were allowed against excess profits tax as computed, such as an allowance for debt retire-
ment, the postwar refund, and in lieu of the latter a straight reduction of 10 percent of the tax in the later
years of its application.

Source: Statistics of Income, pt. 2, for the several years.

The significance of the number of corporations in the above table may be
seen from the fact that in 1940 the total number of excess profits tax returns
was 13,440, of which only 2,032 were in the net income classes above $50,000.
The largest number of returns filed was 68,202 in 1943, of which less than 20,000
showed net income above $50,000. The decline in number of returns, excess
profits net income, and excess profits tax, in 1944 was produced by an increase
of the specific exemption from $5,000 to $10,000 for that year.
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The revealing thing about the table is the kind of squeze that the excess
profits tax put on the small companies. It clearly put a very serious limitation
on their capacity to expand through retention and investment of earnings. It
is hardly too much to say that the damage done them was far worse than that
done to the large companies.

Relative aspects of the profit picture

The recent record of business profits will Ibe cited by somel advocates of excess
profits taxation in the attempt to show that these profits are large enough to
warrant taxation a rates above those now imposed, or in such a way as to
exact more taxes from the concerns having profits above some arbitrary standard
or limit. In this connection, also, the course of prices is likely to be mentioned
as evidence of peacetime "profiteering." The record and its meaning require
some attention.

General advance of tlhe economy.-The powerful inflationary impulse of the
war financing carried on into the postwar years despite the sharp decline of
Government spending and of deficit financing.

2 
It is inevitable that such an

inflation should manifest itself in various ways anid that the dollar amount of
profits should be influenced, as it always is, by an inflationry expansion of the
economy. Some pertinent data are presented in table III.

TABLE III.-Pertinnt indicators of tle growth. of the economy, 1946-50 (6
monthh)

[Billions of dollars, except columns 6 and 7]

Con- Compen- Corpora- Business Index of Index of
National sumer tionof tio and pro- indus- whole-

S endi- employ- profits fessional trial pro- sale
ures es Year income duction prices

(1) (2) (3) (4) (5) (61 1 7)

1946 -------------- 180.3 146.9 117.1 23.5 22.4 170 121.1
1947.------- - -- -- - 198.7 165.6 128.0 30.5 21.3 187 152.2
1948.------------------------ 22. 5 177.4 140.2 33.0 22.5 192 16.1
1949------------------------ 216.8 178.8 140.6 27.6 20.3 176 155.0
1950 -..... ..................- _ 219.1 183.4 144. 4 30.1 22.6 189 153.8

Figures for the first 6 months of 1950 are preliminary estimates of annual rates.

Source: Midyear Report of the Council of Economic Advisers, July 1950.

The selected data shown in table III illustrate, in a general way, how the
forces of supply and demand have been operating since 1946. The indicator of
supply, namely the FRB index of production, shows how the output of goods has
expanded with the colnpletion of reconversion after World War II. In the period
beginning with 1947 the level of output has become established on a definitely
higher plane than in 1946. The preliminary estimates of annual rates for the
first half of 1950 show a recovery of almost all of the ground lost in the leveling
off in 1949.

On the demand side we have the national income, which in the first half of 1950
was at an annual rate some 38.8 billion dollars above the 1946 amount. The
compensation of employees, business and professional income, and corporate
profits are included to show the trend of some of the important elements in
national income.

The forces of demand and supply meet in the market place, and the outcome is
(1) the total of consumer spending and (2) the level of prices. These factors are
interactive, for prices are a determinant of the amount of spending, while the
amount of income that people are willing to spend is, in turn, a determinant of
prices. The total of consumer spending was certain to rise with the increase of
available income, and the movement of total national income shows the scope of
this increase. Prices, as indicated by the wholesale-price index, rose rapidly
through 1948, and they have declined since then.

In all, we have here a record of reasonably consistent good business, high-level
production, and a growing volume of income. The continuing large volume of

2 See H. L. Lutz, Public Spending and the Private Economy, NAM, 1949.
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consumer purchasing is in part a product of the expanding needs of a rapidly
increasing population, and in part an indication that there is still an accumula-
tion of shortages from World War II. Neither of these factors would have
supported the spending, however, if the increase of income and purchasing power
had not occurred. In view of the actual situation that prevailed, namely, insist-
ent demand backed by ample purchasing power, price reductions by primary pro-
ducers would not in all cases have inured to the advantage of final consumers,
but would have led to the expansion of black and gray markets in the distributive
fields.

Increase of corporate profits mnisunderstood.-It is not surprising, nor remark-
able, that corporation profits should have increased as part of the general advance
of the economy. Their failure to do so would have been the basis for far more
serious concern about the future. The assumption, so often made as a reason for
excess profits taxation, to the effect that a large dollar total of profits is in itself
evidence that profit is excessive or exorbitant is a case of looking too closely at
only one of the elements in the growth of the economy. If the data in table III
were extended back into the prewar years, it would be found that all elements in
the national income had experienced a substantial expansion. As this expan-
sion occurs, the dollar volume of business sales will increase, and total profits
may be expected to rise even with a constant ratio of profits to sales. For such
light as may be shed on the subject, there is given in table IV the relation of
profits to sales for all manufacturing corporations since 1936.

TABLE IV.--Percentage of profits to sales, before and after corporation income
tax, 1936-50, all manufacturing corporations

Percentage of profit to Percentage of profit to
sales sales

Year Year
Before After Before After
income income income income
tax tax tax tax

1936---------------------- 8.7 7.4 1944 - -- --- --- 11.6 9.7
1937-- 8.3 7.0 1945-. 8.4 7.0
1938---------------------- 7.3 6.2 1946---------------------- 8.6 5.0
1939 ---------------------- 7.2 6.9 1947----------- 11.0 6.7
1940---------------------- 9.6 7.5 1948 ---. . 11.1 7.0
1941---------------------- 12.2 9.6 1949 ---------------------- 9.3 5.9
1942---------------------- 12.6 10.7 19501 10.1 6.2
1943---------------------- 12.5 10.8

I Annual rate in first quarter.

Source: Data for years 1936 through 1945 from Statistics of Income, pt. 2, for the respective years. Data
for the years 1946 through 1950 from annual reports of the Council of Economic Advisers.

The selection was limited to manufacturing corporations in order to obtain
a consistent series from 1936. The Council of Economic Advisers has limited
its comparison to this group, and their reports are the only source of such data
for the years not covered in the published statistics of income. The only deduc-
tion for taxes is the corporation income tax, which was levied, at some rate,
through the period. The excess profits tax of the war years was not considered
since it was not applicable throughout the period.

The relation of profit to sales before income tax may be of interest to some,
but the more significant comparison is that of profit with sales after tax, since
it is a fairly definite and certain fact that corporations will aways be subjected
to some kind of tax on income. And the important question that is presented
by this over-all record is whether or not the return, after ordinary income tax,
during the war period was so much in excess of the return in the prewar and
postwar periods as to afford a warrant for calling it an exessive return. The
average percentage of profits to sales for the five prewar years 1936-40 was 7
percent; for the five war years, 1941-453, the average of profits to sales was 9.5
percent; and in the five postwar years, 1946-50 (3 months) it was 6.1 percent.
The full record for 1950 will of course modify the average for this last period.

The differential of some 2.5 percentage points between the war and the nion-
war periods covered in the table is the result of taking into account only the
ordinary corporation income tax paid during the war years. Had there been
no excess profits tax, the rate of the corporate income tax would undoubtedly
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have been higher and the result could very well have been to reduce the sales-
profit ratio of the war years below the range of the nonwar years.

The steadiness of the ratio in the general range of 6 to 7 percent in the prewar
and postwar periods is striking. This outcome is to some extent haphazard
rather than planned, because of the substantial difference in the rates of corpo-
ration income tax before and after the war. It does suggest, however, that
business pricing and selling policies have been fairly successful in holding the
line of the sales-profit ratio despite rising costs and higher taxes. A definite
inference is provided that the higher taxes have been passed along, for otherwise
the tax increase would have been registered as a decline of this ratio.

The conclusion appears warranted from the above record that there was no
such wide difference between the relation of profits to sales in the prewar and
postwar periods and the relation that prevailed during the war years to justify
as defective a taxing instrument as an excess profits tax. Every revenue pur-
pose sought through this tax could have been better achieved by other methods
of corporate taxation, and the great volume of complaints, litigation, and expense
created by this tax could have been avoided. There is no question, here, of
whether or not the corporation taxes should have been increased, for this is
both logical and necessary in a period when the Government's needs are greater
and taxes are being increased at other points.

Inflation profits unreal.-In view of the actual course of prices during and
after the war, there is one respect in which the dollar amount of all business
profits is unreal. This is in the fact that as prices rise, the replacement cost
of capital equipment is in excess of the amounts which are currently allowed as
depreciation charges against earnings in determining tax liability. Adjust-
ments for price-level changes were not considered during the war, and at that
time there were some who forecast depression, unemployment, and price decline
as soon as the shooting ended. None of these things happened, Instead, prices
continued to advance, though with some breaks and irregularities. The national
income accounts contain an adjustment against corporate profits for changes in
inventory valuation: but none for the difference between original cost and re-
placement cost in the category of capital assets other than inventory. Some idea
of the magnitudes involved may be gained, however, by noting the relation of the
inventory adjustments to total profits. This is shown in table V.

TABLE V.-Corporation profits and inventory valuation adjustment, 1946-50

[Billions of dollars]

Corporation Inventory Profits after
Year profits before valuation adjustment

tax adjustment

1946......... -------------------------------------------- $23.5 -$5.2 $18.3
1947_.~. .------------------------------------------------- 30.5 -5.8 24.7
1948 --------------------------------------------------- 33.9 -2.0 31.8
1949..............--------------------------------------------------- 27.6 +2.2 29.9
1950...........-------------------------------------------------- 30.1 -1.6 28.4

1 Rounded figures do not add to totals.
2 Preliminary estimates of annual rates in first 6 months.

Source: Council of Economic Advisers, op. cit.

In view of the immense investment by industry in depreciable assets other
than inventory it is evident that any recognition of an adjustment for their
higher replacement costs during a prolonged inflation would lead to a further re-
duction of the real, as against the reported, profits.

This is not the place to deal with the various solutions that have been offered
for the problem of depreciation and the price level. The problem itself is
germane, nonetheless, to the charge that corporate profits have been so high as
to warrant the imposition of a crippling, punitive excess profits tax.

Purpose and effect of excess profits taxation
This raises the issue of the purposes to be achieved through an excess profits

tax. There are, evidently, one two major purposes namely (1) to get additional
revenue, or (2) to penalize the companies that are most successful in earning
profits through their capaciy to produce for military or civilian needs.
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Revenue aspects of an excess profits taz greatly exaggerated.-The general
belief is that an excess profits tax is necessary if a substantial increase in cor-
poration tax revenue is required. In the popular view, this tax is the big mule
that will pull the larger part of the corporate tax load. And there is an equally
strong belief that without an excess profits tax the revenue collectible from cor-
porations would be quite meager.

Both of these ideas are erroneous. The published records suggest that the
excess profits tax produced the major part of the corporation tax revenue dur-
ing the second world war. The same records indicate that an equivalent revenue
could have been obtained in the years 1940-45 by a fiat rate of 4S.4 percent on all
corporation income. The data are given in table VI.

TABLE VI.-Corporate net income, income tax, and excess profits tax, 1940-45

[Millions]

Total Rate of flat
Year Net income income tax Excess income and tax to pro-

profits tax profits tax duce same
liability yield

Percent
1940....... ......--------------------------- $11,203 $2.145 $374 $2,519 22.5
1941---------------------------- 18.111 3,744 3,359 7,103 39.2
1942---------------------------- 24,052 4,338 7,852 12,190 50.8
1943.---------------------------- 28,718 4,479 11,291 15, 770 55.0
1944..........----------------------------. 27,124 4,354 10, 432 14,786 54.6
1945.........----------------------------. 22, 165 4,183 6, 557 10,740 48.4

Total---------------------- 131,373 23, 243 39,865 63,108 48.4

Source: Preliminary Statistics of Income, 1947, pt. 2, Summary Data.

The superficial impression conveyed by table VI is that the excess profits tax
accounted for almost two-thirds of the total corporation tax revenue during the
war years. This impression comes from the terminology and the technique em-
ployed. The real test of its net revenue advantage is in a comparison with other
tax methods. For example, the rate of corporation income tax was advanced
to 40 percent in the Revenue Act of 1942. If the only tax on corporation income
through the period 1940-45 had been a rate of 40 percent, it would have produced
a total revenue of $52,692,000,000. Since the combined yield of income tax and
excess profits tax in this period was $63,108,000,000, it follows that the bona fide
net gain from excess profits tax, over what would have been collected at a fiat
rate of 40 percent on all corporation income was only $10,416,000,000 ($63,-
108,000,000 minus $52,692,000,000).

It is not necessary here to enter into all of the details whereby taxable excess
profits net income was determined. The point is that having determined such
net income, a tax was imposed on this segment of income that rose closer to
complete confiscation as the war progressed. The relationship of corporation
net income adjusted excess profits net income, and excess profits tax, is shown
in table VII.

TABLE VII.-Corporate net income, adjusted excess profits net income, and
excess profits tax, 1940-45

[Millions]

Adjusted ex Percent, tax
AdjuYear Ne t income cess profitsedex- Excess profits to adjusted

netYear Netincomincomee tax excess profits
net income

1940.............-------------------------------------- $11,203 $912 $374 41
1941..............--------------------------------------- 18,111 6,335 3,359 53
2942.....--------------------------------------- 24,052 10,495 7,852 75
1943....----------------------------- -- 28,718 14,553 11,291 77
1944...........--------------------------------------- 27,124 12,936 10,432 80
1945.............--------------------------------------- 22,165 8, 368 6,557 78

Source: Statistics of income, pt. 2, for the several years
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It is seen from table VII that the adjusted excess profits net income, the base
on which the excess profits tax was levied, was never as much as half of the total
corporation net income. There is no evidence to show that this adjusted excess
profits net income was solely or exclusively war profits, and we know, from table
II, that it was not imposed exclusively on large corporation incomes. What the
record does show is that the tax absorbed an increasing percentage of such
income as happened to be defined by the law as "adjusted excess profits net
income" because of the tax rate increases that were made.

But table VI contains some other facts which are illuminating. The final
column of that table shows the equivalent fiat rate of corporation income tax
that would have been required to produce a revenue equal to the combined yield
of the corporation income and excess profits taxes. The highest rate of such
tax was 55 percent in 1943 and as an average for the entire period, a rate of 48.4
percent would have sufficed.

If such a result would have been obtained during the Second World War, it is
reasonable to suppose that a comparable one would follow from a repetition of the
experiment, assuming that anything like the same kind of excess profits tax law
were to be enacted. Because of the enormous advantages from the utilization
of the established corporation income base for the Bureau in administering the
tax, and for the taxpayers in complying with it, there is every reason to avoid
the complexities and hardships of an excess profits tax in view of the small net
revenue gain that is in prospect.

Penalty purpose of excess profits taxation.-The net revenue advantage from
excess profits taxation over that provided by other ways of increasing the taxes to
be paid by corporations is too small to make a case for this tax on revenue grounds.
In fact, there is no intent to make such a case, and no desire for it. The demand
for an excess profits tax does not rest on facts but on a compound of sentiment,
semantics, and prejudice. Inflammatory slogans such as "Take the profits out of
war," "Draft dollars along with men," "Corporation profits are already too high,"
have a wide appeal. They are designed to suggest the contrast between some of
our people being killed in battle and others being comfortable and prosperous
at home, but they make no contribution to a sound, genuinely productive tax
program. Rather, they illustrate the nonfiscal attitude toward the use of the
taxing power, in which the main purpose is to inflict a penalty or to exercise a
control without regard to the effect of such measures upon the productive forces
or upon the tax revenue which can legitimately be obtained from them without
too serious impairment of their vigor. In submitting to the influence of sug-
gestions like those set out above, the people are likely to be injuring rather than
promoting the chances of their young men who must do the fighting. The fact is
that fewer of our men will be killed in battle in proportion as they are provided
with the best possible equipment for offense and defense, in whatever quantity
may be necessary for the job. The job of industry and of those who remain at
home is to produce enough so that the men in uniform can have as much as they
need, when and where it is needed, and also enough more so that the people for
whom these men are fighting can be safeguarded, to the extent possible, against
the long-run bad effects of a severe decline of living standards. It would be
pointless to force the civilian population to live in foxholes and subsist on pack-
aged rations because the men in battle must accept these conditions. It is foolish
to talk about drafting everything and everybody because the Armed Forces must
fill their ranks by a selective-service draft. The emphasis should be, instead,
upon the greatest possible productive effort, the greatest possible conservation of
scarce manpower and materials, and the provision of the goods required for both
military and civilian use at the lowest possible cost.

rExcess profits taxation str.ngles the economy.-The necessary expansion of
production cannot and will not occur without the maintenance, or even an
increase, of capital investment. The tax system must be so devised, in every
stage short of an all-out, last-ditch struggle for national existence, as to permit
the continued growth of our productive facilities. An excess profits tax will
hinder rather than promote this objective. No one knows for certain just how
much profit can and should be taxed away during war without defeating the great
national obiective of maximum production at lowest cost. If the CGovernment
were to be successful in taking all of the profit out of war, it would very likely be
successful to about the same degree in taking away the incentive to conserve
manpower and materials and to get the output at the lowest cost.

The economic unsoundness of an excess profits tax is thrown into sharper focus
by the prospect of a prolonged period of large military spending and partial
mobilization. This tax is a method of economic strangulation. It sets arbitrary
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ceilings beyond which economic growth can be only slow, feeble, and haphazard.
With the passage of time any base established for determining standard or normal
profit would become increasingly inadequate, and eventually entirely obsolete.
In its report on the 1945 bill which repealed the excess profits tax, the Senate
Finance Committee said:3

"The primary reason for advocating the repeal of the excess profits tax as of
the first of 1946 is the belief that this tax is a major obstacle in the way of recon-
version and expansion of business which are essential for the attainment of a
high level of employment and income. The tax takes such a large portion of
corporate profits that most businesses are not willing to take the risk of expanding
their business while this tax is in operation."

Among other reasons given for the repeal is the following:
"The longer the excess profits tax is retained the less the income of 1936-39

base period is a proper measure of 'excessive' profits. This base period will be
a particularly poor measure of earnings in the postwar period when many cor-
porations will be entering new fields of enterprise or expanding their businesses."

This reasoning is as valid today as it was in 1945. The acceptance of a static
base for the measurement of normal or excess profit over an extended period
would be as damaging for the future years after 1950 as the Senate committee
realized it would be for the years after 1945. A high duty of both business and
political statesmanship is to cooperate in developing a system of Federal taxation
which will supply the needed revenues and at the same time impose the minimum
of restraint and hindrance upon the full and free development of our capacity to
produce and to consume. An excess profits tax is wholly unworthy of considera-
tion as part of such a tax system.

Excess profits tax promotes lax procurement.-A further contribution which
the excess profits tax makes to unsound economic policy is in the promotion of
laxness in procurement. Military purchasing, even under peace conditions, has
never been characterized by a high regard for the value of money. Under the
pressure of an emergency, this laxity becomes much more pronounced. Yet the
lack of prudence, often reinforced by an insufficient knowledge of industrial
processes and costs among military procurement officers, has been the principal
cause for contract terms that would afford large profits on individual contracts.
The knowledge or belief that a drastic excess profits tax might siphon off much
of the extra profit too often serves as an excuse to avoid sharp, or even careful,
bargaining. What is not so clearly perceived is that the siphoning is also operative
against cost control on the part of management, with the result that the cost of
both military supplies and civilian goods is materially increased.

2. AN ExCESS PROFITS' TAX IS ADMINISTRATIVELY UNWORKABLE

It was pointed out above that any definition of an excess profit, by statute, is
necessarily arbitrary, and hence incapable of being adapted to the myriad
conditions which arise throughout industry in the private quest for profit. It
becomes necessary, if the law is to operate at all, to introduce variations and
exceptions from the standard pattern. But the ramifications of variations in
actual business practice and experience are so numerous that no statutory classi-
fication can possibly cover and apply to all of them. The result is, inevitably
an immense amount of complaint and litigation. There is something seriously
wrong with any tax law that creates issues between the Government and the
taxpayers which involve years of long-drawn-out, expensive controversy. Both
of the previous excess profits tax laws were prolific sources of such controversy.

8 Report of the Senate Committee on Finance to accompany H. R. 4309 (the revenue bill
of 1945), 79th Cong.. 1st sess., p. 19.
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The Commissioner of Internal Revenue reported as follows at the end of the fiscal
year 1949:

TABLE VIII.-Applications for excess profits tax relief (sec. 722), cumulative,
1942-49

[Dollar amounts in millions]

Excess profits tax reduction

Item Number - Increase inincome tax
Claimed Allowed

Net receipts of applications (excluding transfers
and reopened cases) ----------- 53,651 $6, 231 ................... .......

Disposals:
Allowed in whole or in part ---------------- 7, 791 240 $91 $37
Disallowed ........-----------------------------. 10,659 430 -- ------ ------
W withdrawn ---..-.....--.. . . . . 9,865 697 -... -........... .. .....
Eliminated .....I----------.. ...... ...... - 3,055 6 ..-.......-......... ......

Total disposals........-------------------------- 31,370 1,373 91 37

On hand, June 30, 1949......------------------------ 22, 281 4,858 ................... .....

I Applications eliminated upon agent's finding that no tax liability existed.

Source: Annual Report of the Commissioner of Internal Revenue, 1949, p. 30.

The significance of the data in this table may not be generally appreciated. It
appears that during the 7-year period 1942-49, there were 53,651 applications for
relief under section 722. The relief provisions of that section related only to
excess profits returns made on the average base period income method. In these
appeals the total amount of tax involved was $6,231 million, which was 15.6
percent of the entire collection of excess profits tax during the operation of the
law through 1945. On June 30, 1949, there were still 22,281 unsettled cases in-
volving $4,858 million of contested excess profits tax. The final closing of these
cases could very well drag on for years longer, with all of the expenses and
uncertainty of ultimate tax liability that are involved.
- Table VIII summarizes the record of proceedings before the Excess Profits
Tax Council, a special agency established in 1946 for the following purposes :

(1) To issue interpretative rulings with respect to section 722 for the guidance
of the field committees and taxpayers generally.

(2) To review determinations made by the field committees with respect to all
claims, irrespective of whether or not agreement with the taxpayer had been
reached.

(3) To make determinations in cases in which agreement was not reached
by the field committees and taxpayers, and in cases where the Council did not
approve the field committees' determinations.

In commenting upon the task of the Council, the Commissioner said, in his
1949 report:

"Disposition of these claims must be made under an admittedly complex statute.
In addition, the work involves extensive research in the fields of economics,
statistics, and related subjects in order to determine the constructive average
base period net income. The results of such studies must be translated into net
income figures, which will require a mass of analytical accounting work."

This brief description of the nature of the work to be done in resolving the
differences between the Government and the taxpayers in determining excess
profits tax liability reveals that such work is so extensive, intricate, and esoteric
as to be virtually impossible of accomplishment except by arbitrary findings
which are either accepted by both parties out of sheer exhaustion, or are even-
tually referred to the courts.

All of this, and more, may be expected from a third experiment in excess profits
taxation. And, as is conclusively shown by the data in table VI, none of the
administrative fumbling with economic and business issues too complicated for
official disentanglement, and none of the delay and abnormal expense of research
into these issues, are necessary. Every revenue objective of an excess profits
tax can be achieved with a minimum of additional expense and delay for both the
Government and the taxpayers by making appropriate adjustment in the rate of
the ordinary corporation income tax.
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S. AN EXCESS PROFITS TAX CONTRIBUTES TO INFLATION

The third basis for opposition to an excess profits tax is that it contributes to
inflation. This result stems from its economic unsoundness. The arbitrary
application of unnatural and artificial measures of allowable normal or standard
profit undermines the incentives to assume risks and to hold production costs
down. It was pointed out above that the essence of economical, that is, prudent
management is production at the lowest cost. The incentive to keep costs down
is the other side of the profit incentive shield. A very good way to increase profits
is to reduce costs. Industry is often attacked for seeking profit, but seldom
praised for its effort to reduce costs. Yet the two attitudes are closely, even
inseparably, connected.

Costs rise when profit motive is impaired.-The consequence of undermining
the profit incentive is also to undermine the cost control incentive. When man-
agement fails to give diligent attention to costs they rise, for cost is the economic
analog of the spirit of evil in theology, which is always abroad in the land except
as it is restrained by the superior force of good. Exorbitant taxation that
impinges on profit will inexorably take its toll of higher cost. The sequence of
cause and effect leads directly from disregard of production cost to larger total
payments by government for its military materiel, and thus to acceptance of the
view that payment can be made only by resort to credit inflation. The chain
reaction of credit inflation on price compels ever larger use of credit and both the
government and the people are seriously affected by the spiral. At the termina-
tion of the emergency they are burdened with debt and always exposed to the
political temptation to escape this burden by partial or complete repudiation.
The mere fact of debt increase is, in itself, a dilution of the dollar as the basic
standard of value, and hence a cancellation of some part of the values originally
represented by all savings, investments, annuities, and similar benefits.

Waste of manpower and materials.-Disregard of cost means inefficient use of
manpower and materials. This is what it would mean in peacetime, and of
course the same result would follow during war or other emergency. Careless
and inefficient use of manpower, particularly when the available labor force is
virtually fully employed, limits by so much the possible scope of production. Less
goods will be turned out and if the military preempts its established quota, the full
impact of the shortage will fall upon the civilian population. It is possible that a
sufficient waste of manpower may occur to affect even the volume and the quality
of the materials and supplies needed by the Armed Forces. Inefficient use of
materials cuts more rapidly than would otherwise be the case into the stockpiles
of scarce and strategic materials, and into the irreplaceable reserves of our
natural resources.

The logic of the effect of severe impairment of the profit incentive upon cost
control is inescapable. The slackening of this control would find expression in
manifold ways, some open and others devious. Increases of wage and material
costs would be accepted with greater complaisance, and with a shortage of man-
power, there could ensue an active competition to hold workers. This would
redound to the advantage of those workers whose favor was thus being courted
but it would also be reflected in higher wage costs without there being, necessarily,
a corresponding increase of productivity. During World War II there were
numerous instances, some of which had a considerable notoriety, of large bonuses,
abnormal expenditures for advertising and for the promotion of unavailable
products to retain consumer good will, padded travel and entertainment expenses,
and so on.

High excess profits tax rates demoralizing.-The demoralizing aspect of an
excess profits tax lies not only in the arbitrary character of the statutory defini-
tion of an excess profit, but also in the extreme rate or rates that are likely to
be levied upon such profit as defined. During World Wor II this rate was eventu-
ally raised to 95 percent, with a refund of 10 percent paid in non-interest-bearing
bonds which were made redeemable on and after January 1, 1946. Even the net
tax rate of 85.5 percent was an effective discouragement to any concern against
seeking greater profit in the excess profit zone by careful attention to cost. There
were substantial totals of excess profit reported and taxed during the war years.
These were the product of large Government orders, given on a far larger scale
than necessary because of the lavish appropriations, and the lax standards of
military procurement. The point that is emphasized here is that the certainty
of, a net tax rate of 85.5 percent on excess profit left very little incentive to show
an increase of that excess by careful control of costs. Hence, the excess profits
tax contributed to higher production costs, and thus to a larger volume of credit
inflationary financing.
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Inflation of war cost.--The thesis advanced here is that the excess profits tar
contributed to the inflation that occurred during World War II. The primary
source of that inflation was, of course, the creation of bank credit through loans
to provide a substantial part of the purchasing power which the Government
used to pay its bills. The tax policy led to higher costs and hence compelled a
larger volume of borrowing than would have been required if the costs had been
lower. A crude indication of the degree to which inflation increased national
defense costs is provided by converting the dollars of actual expenditure into
equivalent 1939 dollars. This is shown in table XI:

TABLE XI.-National defense expenditures, converted to 1939 dollars

[Dollar amounts in millions]

National National
Year defense defense 1939

actual dollars

194 1 - -........ .....- - ----------- --- - --- - -------- - -- ------- $6,370 $6,078
1942 -- - - - - - - - - - - - - - - -- --- - - - - - - - - - - - -- - - 26,847 21,881
1943 .-...--.- -- - - - -. 70,267 53,375
1944 - - - - - - - - --- - -- - - - - - - - - - - - - - - - - - - 83,766 62,460
1945 - -.-.. --..-.. . . . . . . . . . . . . . . . . . . . . . . . . . . . ----.. . 84,569 62,157
1946 - -..... . . - ---------- --------- - - --- - --- ------ - 45,134 32,2561

Total............-----------------------------------.- - --- --. .... 316, 953 238, 202

The difference is $78,751,000,000, or about 25 percent of the cost in actual
dollars. Wesley C. Mitchell estimated that the cost of the Civil War was
increased by about 25 percent through the inflationary influence of the green-
backs.

There is at this time a general dread of further inflation, and fairly wide-
spread indications of support for a strong, vigorous policy of taxation that
would keep the Government's revenue in balance with its outgo. To do this
will require prompt, decisive action to increase taxes, because the full impact
of the spending program will not be felt before the fiscal year 1952 or 1953,
and because time is required to get the necessary tax machinery in motion
to produce larger revenues.

CONCLUSION AND RECOMMENDATION

It has been shown that an excess profits tax is against the public interest
because it is economically unsound, administratively unworkable, and contributes
to inflation.

The fact remains, however, that during a period of defense or actual war there
must be a substantial increase of tax revenue, and the corporation income tax
is a logical source of a part of this increase.

In view of these consideration, it is submitted that the corporation defense
tax which is outlined on page 3 of this document resolves all of these problems.
It recognizes that more corporation income tax must be paid during a defense
or war emergency, and it applies the increase to all corporation income without
regard to its origin in war business or other business. It escapes the adminis-
trative and compliance difficulties of ap excess profit tax, and it will provide
whatever additional revenue may be required from the corporation tax with-
out impairing the incentives of management and bleeding the economy white
so far as concerns continued capital formation. In particular, it will be much
less severe as applied to small business than an excess profits tax is likely to be.

The duration of the present defense emergency, and of the heavy tax load
that must be assumed, cannot now be forecast. On the most optimistic basis
of calculation, however, the emergency and the increased tax burden will endure
for some years. It is therefore of the gravest consequence that the measures
taken for accomplishing the financial task be such as will make possible some
further growth of the Nation's productive capacity rather than freezing and
sterilizing our national economic potential.

Mr. SLIGH. Let me repeat that we have advocated and shall con-
tinue to advocate a pay-as-we-go policy. There are some who doubt
that this is possible, in view of the prospective budget programs.
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These persons say that there are no tax methods that would produce
the needed revenue, and that the people will not tolerate tax burdens
of the indicated magnitude. We maintain, first, that a Federal tax
program can be geared to meet the budget requirements of the defense
period, and, second, that with a vigorous campaign of educational
activity and statesmanlike leadership, the people will respond. No
body of men in this country except the Congress of the United States
can spearhead such a campaign.

The plan which we recommend for the increase of corporation taxes
in the present emergency is as follows:

First, determine the ordinary corporation income tax by imposing
a rate of 18 percent on normal tax net income, and a rate of 20 percent
on surtax net income in excess of $25,000.

Second, impose a corporation defense tax to be determined as a
flat percentage increase of the ordinary income tax as ascertained by
the combination of rates proposed in the preceding paragraph, namely,
18 percent normal tax and 20 percent surtax above an exemption of
$25,000.

The first point to be noted is that this plan rolls back the maximum
rate of the ordinary corporation income tax from 45 percent to 38
percent. This involves a change in a recent enactment, but precedent
exists for this in the replacement of the corporation tax provisions
in the Revenue Act of 1935 by those in the Revenue Act of 1936 before
the rates of the earlier act had become effective. The reason for the
proposed roll-back of the rates is this:

The corporation income tax will always be a part of the Federal
revenue structure, and when we look beyond the present defense emer-
gency, it is highly important to have, for that eventual peacetime
period, a definite benchmark in the tax law that indicates a ceiling
on the corporation tax. Even a 38 percent maximum rate is too high
for the long-range good of the economy, and consequently it is vitally
important to hold the line there. The increase of the maximum rate
by 7 percentage points to 45 percent in the act of 1950 was done be-
cause of the increased requirements of the defense program, but the
mere substitution of one maximum for another made no direct refer-
ence to this fact, and the effect was to obliterate from the law any
evidence that the 7-percentage-point increase was in the nature of
a temporary increase for defense purposes. In time, without such
evidence, the rate of 45 percent will become the accepted floor for the
corporation tax.

The first objective of our plan is, therefore, the preservation in the
tax law of a basic maximum rate, or ceiling, on the ordinary corpor-
ation income tax. This, we hold, can be accomplished only by retain-
ing this ceiling in the law throughout the period of emergency
financing.

The second feature of our plan-the corporation defense tax-pro-
vides for an increase of the total to be paid by any corporation,
through a flat percentage increase of the tax as determined by the
basic rates. This percentage mark-up of the basic tax can be set at
whatever figure the Congress may determine. The actual percentage
is readily adjustable to the total revenue requirements and the pro-
portion of that total which it is deemed proper that corporations
should bear.
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The operation of this plan is illustrated in the table which follows:

Illustration of the proposed corporation defense tax

Act of Basic NAM plan
1950- tax-

Taxable net Tax at 25 per- 18 per- Total income and corpora-
1949 tax cent cent Corporation defense tax tlincome 194ax normal, normal, tion defense tax

law 20 per- 20 per- A
cent cent At 30 At 333 At 40 At 30 At 33$ At 40

surtax surtax percent percent percent percent percent percent

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

$25,000...------------ $5.750 $6,250 $4, 500 $1,350 $1.500 $1,800 $5. 850 $6,000 $6. 300
$100.000....----------- 38,000 40,000 33, 000 9,000 11, 000 13, 200 42,000 44,000 46, 200
$705,000 ...----------- 267, 000 312,250 262, 900 78, 870 87,600 105. 160 341,770 350, 500 868.060
$1,000,000 ...---------.. 380.000 445.000 375,000 112,500 125,000 150,000 487,500 500,000 525,000
$10,000,000- - 3, 800, 000 4, 40, 000 3,750,000 1,125, 0001, 250, 000 1, 500, 0004, 875,0005, 000,000 5. 20000

In this table we show, for selected corporation incomes, the tax that
would have been paid under the tax rates applicable in 1949, the tax
payable under the 1950 law, and the tax that would be payable under
our recommended combination of basic income tax and corporation
defense tax overlay. The entire table is instructive, but I would
direct your attention particulary to the columns which show the result
of a percentage overlay of 331/3 percent-columns 6 and 9. At the
net income of $25,000, this overlay results in a somewhat lower tax
than would be paid under the 1950 act. Even with a 40 percent over-
lay, the tax on $25,000 is just about equal to that of the 1950 act. At
the $100,000 net income level, the effective rate on total income resulting
from the 331/3 percent overlay is 44 percent. This effective rate be-
comes about 50 percent of a net income of approximately $705,000,
and remains near 50 percent thereafter, with an overlay of 331/3
percent of the basic tax. An overlay of 40 percent results in an effec-
tive rate of around 52 to 53 percent from about the $705,000 net income
level upward.

We recognize that similar results in terms of the tax burden on
corporations and in terms of the revenue collected would be obtained
by changing the surtax rate upward. We do not approve this method,
and we strongly urge consideration of our way of doing the job, for
these reasons:

First, an increase of the surtax rate would perpetuate the oblitera-
tion of the long-range ceiling on the corporation income tax that has
already occurred in the act of 1950. As stated above, we consider it
highly important to preserve in the law a record of the fact that there
is such a ceiling for ordinary times and conditions.

Second, a mere advance of the surtax rate does not provide a clear
identification of a part of the tax as being imposed for defense pur-
poses. Our plan does this by using a label which definitely earmarks
the increase as caused and justified by the defense program.

Third, by imposing the defense tax as a superstructure upon the
regular tax, it will be easier to remove the overlay than it might be
to secure a reduction of a tax rate which after some years may have
become accepted as the normal level of the corporation tax.
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I submit that our plan will produce fully as much revenue, and po-
tentially more revenue, as would be obtained through any sort of con-
ventional excess profits tax. It would provide the minimum disturb-
ance to production, and hence, in the long run, the maximum tax base.
Further, it is entirely flexible as to yield because of the ease with which
the percentage of tax overlay can be changed.

In addition to the revenue potential, the plan has the following
further advantages:

1. It will apply to all corporation income and not merely to some
arbitrarily determined segment thereof. It involves no artifical, in-
equitable segregation of profits into normal and excessive profits.
There will be no question of undue favoritism or penalty because of
the wide differences in the way any given normal income base would
apply to different corporations.

2. It will involve no administrative or compliance difficulties be-
yond those now presented by the ordinary corporation income tax.
There will be no vast accumulation of appeals for settlement at great
expense in future years.

3. It provides a beneficial advantage to small corporations through
reduction of the normal tax rate from 25 percent to 18 percent. It
provides, as no excess profits tax can, for fair taxation of new and
growing business, by levying on their income, if they have income,
without regard to amount, source, or other special characteristics.
When the basic ordinary corporation income tax is determined at rea-
sonable rates and by procedures well established and generally under-
stood, it is right and proper that all corporations, small and large, new
and old, should contribute to the defense program. There should be
no exemptions, and there would be need of none.

4. It establishes a clear demarcation between the ordinary, basic,
long-range corporation tax burden and the special levies made neces-
sary by the emergency.

5. It retains a reasonable incentive to expand production, to con-
serve scarce manpower and materials, and to control costs. All of
these are essential to continued national growth during and after
the emergency.

It is evident that the revenue that can be obtained under the recom-
mended combination of basic tax and percentage overlay is flexible
within any reasonable limits. An important question is: How much
should be collected from corporation income?

This question cannot be answered adequately from the standpoint
of any particular company, or even from that of the Government's
budget. If we are to hold fast to the objective of continued national
growth, we must face and seek to answer the question in the light
of the over-all, national situation. For this purpose, let us assume
that Secretary of the Treasury Snyder is correct in assuming total

665
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corporation profits of $37,000,000,000 in the calendar year 1950.
Now, let us compute the taxes on this total:

Computation of total corporation tags at (1) 1950 rates plus House bill
increase, and (2) NAA alternative plan

1. Tax on $37,000,000,000 at 1950 rates:
$37,000,000,000 at 25 percent normal tax____-__--------- $9, 250, 000, 000
$32,000,000,000 at 25 percent surtax'__----------------- 6, 400, 000, 000

Total income tax______----------------------------- 15, 690, 000,000
Add excess profits tax, Ways and Means Committee esti-

mate---------------------------------------------- 3,000, 000, 000

Total income and profits tax___--------------------- 18, 690, 000, 000

2. Tax on $37,000,000,000 at NAM plan:
Basic or ordinary income tax:

$,7,000,000,000 at 18 percent normal tax ------------ 6, 660, 000, 000
$32,000,000,000 at 2() percent surtax------ 6, 400, 000, 000

Total ,basic or ordinary income tax -___------------- 13, 060,000,000
If percentage overlay is 331/3 percent, add______ -------- 4, 340, 000,000

Total income tax plus 331/ percent overlay ------------ 17, 410, 000,000
If percentage overlay is 40 percent, add_______ 5, 224,000,000

Total income tax plus 40 percent overlay______________ 18, 284, 000, 000

' The exemption of $25000 from surtax excludes all income of corporations having not
more than $25,000, and also the amount of $25000 for each corporation having income
subject to sultax. It is estimated that the total of these exemptions from surtax would
be about $5,000.000.000 at the corporation income level of $37,000,000,000.

It is seen that the tax at 1950 rates, plus an additional $3,000,000,000
would exceed one-half of total corporation income by $190,000,000,
while the NAM plan with a 40-percent overlay would fall short of
one-half of $216,00,000. A percentage overlay of 43.1 percent would
produce as much revenue as the act of 1950 plus the Ways and
Means Committee estimate. It would require an overlay of 50.7
percent to produce $4,000,000,000.

It now remains to consider the over-all corporate position after
taxes, for this is the real milk of the coconut. In view of the close
approximation of the two methods in the matter of tax yield, the out-
come would be of the same order of magnitude under either tax
method. The results are as follows:

Corporation position after taxes

[Millions

Acto 1950' NA
plus f 1ays NAM plan NAM plan
andMen s with 40-per- with 50-per-
increase cent overlay cent overlay

Assumed total corporation income --_.................... $37, 000 $37,000 $37,000
Total tax as calculated above .. .......................-..... 18, 690 18, 284 19, 690

Income after taxes, available for corporate purposes - 18,310 18,716 17,310
Dividends at 4 percent of national income_ .............. -... 9,000 9, 000 9,000

Balance available for plow-back -................ 9,310 9, 716 8,310
Average plow-back of earnings, 1940-49 . ....--.. . 9, 850 9, 850 9, 850

i In the years 1946-49, dividends a-eraged about 4 percent of national income, as against a longer historical
average of 5 percent or more. See attached chart.
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It is evident that with total corporation income at $37,000,000,000,
a tax that would take much more than half of the total, by whatever
method or combination of methods imposed, would shortly become
self-defeating. If the tax is further increased directly on corpora-
tions at the expense of dividends, it would shortly not be a net revenue
gain because of the tax loss on the diminished dividend component
of individual incomes. If the tax increase were to be paid at the ex-
pense of retained earnings available for corporate reinvestment, or
plow back, there would result rather promptly a decline of total cor-
porate income and earnings because of the inability to maintain and
expand the capital equipment which enables business to earn income.

In conclusion, we submit that we have a plan of corporation taxa-
tion for the defense period that is capable of producing as much
revenue as it is safe to take out of the collective corporate till, if we
expect and intend that the national economy shall continue to grow in
strength. It is a plan that is simple, effective, involving no added
difficulties to interpretation or administration, and no postdefense
period headaches for Government and taxpayer. It is an additional
tex on all profits, whether gained from defense contracts or other busi-
ness. Except for the label of "excess profits tax," to which even Secre-
tary of the Treasury Snyder objects, it can be regarded as an ade-
quate and conscientious fulfillment of the directive which the Con-
gress issued to itself in section 701 of the Revenue Act of 1950.

Thank you, sir.
The CHAIRMAN. Thank you very much.
Are there any questions by members of the committee?
You may place your brief for the record with the reporter.
(The statement submitted by Mr. Sligh reads in full as follows:)

STATEMlENT OF CII 'RLES R. MULGH, JR., C(IAIRMIAN, TAXATION (COMMITTEE,

NATIONAL ASSOCIATION OF MIANUFAtTURRS, PRESIDENT, CHARLES I. SLI( Co.

My name is Charles R. Slih, Jr. I am a furniture manufacturer and presi-
dent of the Charles R. Slih (Co., Holland. liceh. I appllar her- :Is chairman of
the taxation committee of the National Association of Manufacturers.

It is always a prix ileze to testify before this committee, but especially so at
this time. In September C'onaress, upon your advice, resisted tremendous pres-
sure to enact an ex-ess profits tax patterned after the inflationary and in
equitable formula used in World WVar II. Action was orered dlelayled until this
highly important proposal could he gi en adequate study by your committee, and
by other congressional and Treasury tax experts.

The delay gave business an opportunity, which it would have been denied had
the attempt to put an excess profits tax on the books succeeded, to document
the shortcomings of this bad law and to explain them to you.

Our association favors putting all of the increased defense costs on a pay-as-
we-go basis. We are not here trying to safeguard the corporate pocketbook from
new taxes. We know that this is is only a part of the tax load yet to Come.
Business wants to pay its fair share of this increased burden. But we know-
and you know--that business cannot pay it all. All segments of the economy
must bear their fair share of the burden, too.

We are here, Mr. Chairman, to help your committee to avoid the repetition of
a costly error made in World Wars I and II. We come with an alternative
program which will take any specified number of dollars from corporation
profits without inflicting irreparable harm especially upon small and growing
businesses which are the backbone of our industrial economy.

Mr. Chairman, I offer two documents for the record. One is entitled "A Fed-
eral Tax Program for the Period of Defense and Partial Mobilization." The
other is a study by Dr. Harley L. Lutz entitled "An Excess Profits Tax is Against
the Public Interest."
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Dr. Lutz' study demonstrates that this kind of tax is inflationary; it is eco-
nomically unsound; it deadens incentives; it penalizes the efficient and patriotic
while leaving plenty of room for malingering at the public expense; it is wasteful
of manpower and materials; it is enequitable and involves endless administra-
tive complexities; and finally, it is not notably efficient as a revenue producer,
for as much, or more revenue can be obtained from corporations by other means
without incurring all of these evil consequences.

The bill now pending before this committee is, in essence, a repetition of the
World War II type of profits tax. It is dressed up with some different lan-
guage, and contains some different gadgets, but it contains the faults and de-
fects that so conspicuously characterized the earlier legislation. Because these
obvious shortcomings cannot be corrected, I prefer to lay it aside and to place
before you the plan which we recommend for increasing the tax on corporation
income during the defense period.

Let me repeat that we have advocated and shall continue to advocate a pay-
as-we-go policy. There are some who doubt that this is possible, in view of the
prospective budget programs. These persons say that there are no tax methods
that would produce the needed revenue, and that the people will not tolerate tax
burdens of the indicated magnitude. We maintain, first, that a Federal tax pro-
gram can be geared to meet the budget requirements of the defense period, and
second, that with a vigorous campaign of educational activity and statesman-
like leadership, the people will respond. No body of men in this country except
the Congress of the United States can spearhead such a campaign.

It cannot be emphasized too strongly, however, that this costly defense pro-
gram must be accompanied by sharp reduction in nonwar spending. The Na-
tion will not grumble about higher taxes to assure its security if the people
know those tax dollars are not being wasted on projects or services which we
simply cannot afford during this crisis.

The particular part of our over-all tax program that I shall present here
relates to the recommendations for increasing the tax on corporation income.
It has been formulated in full recognition of the need for a great increase in Fed-
eral revenue during the defense period, but with emphasis also upon the impor-
tance of preserving the capacity of the Nation to grow sufficiently to carry its
he:lavier burden without being overwhelmed by it. The demand for goods and
services by Government for the purpose of defense and the military effort means
a corresponding diversion of current product from private to public use. Pay-
ing as we go for the larger share of current products taken by Government in-
volves an equivalent diversion of private income. On the point that we must
increase our economic strength as the burden increases I quote from our Fed-
eral tax program as follows:

"The diversion of private income must be done, certainly in all stages short of
all-out, total war, as to preserve as much as possible of the economic incentives
to produce at the lowest cost. Maintenance of a high level of production is es-
sential to the rapid supply of the necessary military material, and it will, of
course, hold to a minimum the deprivations which civilians must endure while
the defense program is being developed. High level production will generate a
correspondingly high volume of income, and this, in turn, will make possible the
payment of taxes to cover the Government's share of the product without involv-
ing as heavy a burden as would be necessary at a lower level of output and
income. It is only when a nation has become engaged in a life and death strug-
gle, and all civilians have been reduced to a subsistence level, that it can afford
to eliminate further capital formation for nondefense purposes. Short of that
point of extreme sacrifice, there must be some provision for sustained civilian
production. The best way to get this result is through recognition of the profit
incentive."

We are not yet in the stage of all-out, total war. We still have the dual re-
sponsibility of changing the nature and stepping up the volume of production to
supply Government with the military goods required, and also of sustaining a
sound civilian economy, both to safeguard health and well-being and to avoid too
great deterioration of civilian morale. These heavy production requirements
will fall, in large degree, upon American corporations, for they supply, in the
aggregate, a large proportion of the Nation's total output. To the extent that
they are unduly or improperly restricted and impeded in the performance of
their economic function of production, the Government, and the soldiers, and the
people at home alike will suffer the consequences.

The plan which we recommend for the increase of corporation taxes In the
present emergency is as follows:
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First, determine the ordinary corporation income tax by imposing a rate of

18 percent on normal tax net income, and a rate of 20 percent on surtax net
income in excess of $25,000.

Second, impose a corporation defense tax to be determined as a flat per-
centage increase of the ordinary income tax as ascertained by the combination
of rates proposed in the preceding paragraph, namely, 18 percent normal tax and
20 percent surtax above an exemption of $25,000.

The first point to be noted is that this plan rolls back the maximum rate of
the ordinary corporation income tax from 45 percent to 38 percent. This involves
a change in a recent enactment, but precedent exists for this in the replacement
of the corporation tax provisions in the Revenue Act of 1935 by those in the
Revenue Act of 1936 before the rates of the earlier act had become effective. The
reason for the proposed roll-back of the rates is this:

The corporation income tax will always be a part of the Federal revenue
structure, and when we look beyond the present defense emergency, it is highly
important to have, for that eventual peacetime period, a definite bench mark in
the tax law that indicates a ceiling on the corporation tax. Even a 38 percent
maximum rate is too high for the long-range good of the economy, and conse-
quently it is vitally important to hold the line there. The increase of the maxi-
mum rate by 7 percentage points to 45 percent in the act of 1950 was done be-
cause of the increased requirements of the defense program, but the mere sub-
stitution of one maximum for another made no direct reference to this fact, and
the effect was to obliterate from the law any evidence that the 7 percentage point
increase was in the nature of a temporary increase for defense purposes. In
time, without such evidence, the rate of 45 percent will become the accepted floor
for the corporation tax.

The first objective of our plan is, therefore, the preservation in the tax law
of a basic maximum rate, or ceiling, on the ordinary corporation income tax.
This, we hold, can be accomplished only by retaining this ceiling in the law
throughout the period of emergency financing.

The second feature of our plan-the corporation defense tax-provides for an
increase of the total tax to be paid by any corporation, through a flat percentage
increase of the tax as determined by the basic rates. This percentage mark-up
of the basic tax can be set at whatever figure the Congress may determine. The
actual percentage is readily adjustable to the total revenue requirements and
the proportion of that total which it is deemed proper that corporations should
bear. The operation of this plan is illustrated in the table which follows:

fllistration of the proposed corporation defense tax

Act of NAM plan
1950-

Taxblenet Tax at 25 per- BasicT e taxaax-- Corporation defense tax- Total income and corpora-
Talal normal, ntax- tion defense tax-

income la nomllprnt____________i 20 per- normal,
cent a
cent 20 per- At 30 At 33 5 At 40 At 30 At 335 At 40

surtax cent percent percent percent percent percent percent
surtax

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

$25,000- - $5,750 $6,250 $4,500 $1,350 $1,500 $1,800 $5,850 $6,000 $6,300
$100,000 ------- 38.000 40, 000 33. 00) 9, 000 11,000 13.200 42,000 44,000 46,200
$705,000..-....... 267,000 312,250 262,900 78,870 87.600 105,160 341,770 350,500 368, 060
$1,000,000 - -....... 380,000 445,000 375,000 112.500 125.000 150.000 487,560 500000 525,000
$10,000,000-.. .. 3, 800, 000 4, 450, 000 3, 750, 000 1,125, 000 1. 250. 000 1. 500,000 4, 875, 000 5,000,000 5, 250,000

In this table we show, for selected corporation incomes, the tax that would
have been paid under the tax rates applicable in 1949, the tax payable under
the 1950 law, and the tax that would be payable under our recommended com-
bination of basic income tax and corporation defense tax overlay. The entire
table is instructive, but I would direct your attention particularly to the columns
which show the result of a percentage overlay of 331 percent (colunms 6 and 9).
At the net income of $25,000, this overlay results in a somewhat lower tax than
would be paid under the 1950 act. Even with a 40 percent overlay, the tax on
$25,000 is just about equal to that of the 1950 act. At the $100,(01) net income
level, the effective rate on total income resulting from the 331/ percent overlay
is 44 percent. This effective rate becomes about 50 percent at a net income
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of approximately $705,000, and remains near 50 percent thereafter, with an
overlay of 333 percent of the basic tax. An overlay of 40 percent results in an
effective rate of around 52 to 53 percent from about the $705,000 net income level
upward.

We recognize that similar results in terms of the tax burden on corporations
and in terms of the revenue collected would be obtained by changing the surtax
rate upward. We do not approve this method, and we strongly urge considera.
tion of our way of doing the job, for these reasons:

First, an increase of the surtax rate would perpetuate the obliteration of the
long-range ceiling on the corporation income tax that has already occurred in
the act of 1950. As stated above, we consider it highly important to preserve
in the law a record of the fact that there is such a ceiling for ordinary times
and conditions.

Second, a mere advance of the surtax rate does not provide a clear identifi-
cation of a part of the tax as being imposed for defense purposes. Our plan does
this by using a label which definitely earmarks the increase as caused and
justified by the defense program.

Third, by imposing the defense tax as a superstructure upon the regular tax,
it will be easier to remove the overlay than it might be to secure a reduction of a
tax rate which after some years may have become accepted as the normal level
of the corporation tax.

I submit that our plan will produce fully as much revenue, and potentially
more revenue, as would be obtained through any sort of conventional excess
profits tax. It would provide the minimum disturbance to production, and hence,
in the long run, the maximum tax base. Further, it is entirely flexible as to yield
because of the ease with which the percentage of tax overlay can be Changed.

In addition to the revenue potential, the plan has the following further
advantages:

(1) It will apply to all corporation income, and not merely to some arbitrarily
determined segment thereof. It involves no artificial, inequitable segregation of
profits into normal and excessive profits. There will be no question of undue
favoritism or penalty because of the wide differences in the way any given
normal income base would apply to different corporations.

(2) It will involve no administrative or compliance difficulties beyond those
now presented by the ordinary corporation income tax. There will be no vast
accumulation of appeals for settlement at great expense in future years.

(3) It provides a beneficial advantage to small corporations through reduction
of the normal tax rate from 25 to 18 percent. It provides, as no excess profits
tax can, for fair taxation of new and growing business, by levying on
their income, if they have income, without regard to amont, source, or other
special characteristics. When the basic, ordinary corporation income tax is de-
termined at reasonable rates and by procedures well established and generally
understood, it is right and proper that all corporations, small and large, new
and old, should contribute to the defense program. There should be no exemp-
tions, and there would be need of none.

(4) It establishes a clear demarcation between the ordinary, basic, long-
range corporation tax burden and the special levies made necessary by the
emergency.

(5) It retains a reasonable incentive to expand production, to conserve scarce
manpower and materials, and to control costs. All of these are essential to
continued national growth during and after the emergency.

It is evident that the revenue that can be obtained under the recommended
combination of basic tax and percentage overlay is flexible within any reason-
able limits. An important question is: How much should be collected from
corporation income?

This question cannot be answered adequately from the standpoint of any
particular company, or even from that of the Government's budget. If we are
to hold fast to the objective of continued national growth, we must face and
seek to answer the question in the light of the over-all, national situation. For
this purpose let us assume that Secretary of the Treasury Snyder is correct in
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assuming total corporation profits of $37,000,000,000 in the calendar year 1950.
Now, let us compute the taxes on this total:

Computation of total corporation taxes, at (1) 1950 rates plus House bill increase,
and (2) NAM alternative plan

1. Tax on $37,000,000,000 at 1950 rates: Million
$37,000,000,000 at 25 percent normal tax----------------------- $9, 250
$32,000,000,000 at 25 percent surtax'--------------------------0, 6,400

Total income tax. - - - - - - - - - - - - - - - - - - 15, 690
Add excess profits tax, Ways and Means Committee estimate ----- 3, 000

Total income and profits tax------------------------------- 18, 690

2. Tax on $37,000,000,000 at NAM plan:
Basic or ordinary income tax:

$37,000,000.000 at 18 percent normal tax----------------- 6,660
$32,000,000,000 at 20 percent surtax- ------------ 6,400

Total basic or ordinary income tax----------- 13,060
If percentage overlay is 331/ percent, add__--------------------- 4, 340

Total income tax plus 331 percent overlay-------- 17, 410

If percentage overlay is 40 percent, add----------------------- 5,224

Total income tax plus 331/ percent overlay------------------ 17, 410

'The exemption of $25,000 from surtax excludes all income of corporations having not
more than $25,000, and also the amount of $25.000 for each corporation having income
subject to surtax. It is estimated that the total of these exemptions from surtax would
be about $5,000,000,000 at the corporation income level of $37,000,000,000.

It is seen that the tax at 1950 rates, plus an additional $3,000,000,000, would
exceed one-half of total corporation income by $190,000,000, while the NAM
plan with a 40-percent overlay would fall short of one-half by $216,000,000. A
percentage overlay of 43.1 percent would produce as much revenue as the act
of 1950 plus the Ways and Means Committee estimate. It would require an
overlay of 50.7 percent to produce an additional billion dollars.

It now remains to consider the over-all corporate position after taxes, for
this is the real milk of the coconut. In view of the close approximation of the
two methods in the matter of tax yield, the outcome would be of the same order
of magnitude under either tax method. The results are as follows:

Corporation positio after taxes

[Millions of dollars]

Act of 19501 NAM plan NAM plan
plusla Ways ~ lplus ways with 40-per- with 50-per-

increase cent overlay cent overlay

Assumed total corporation income -....-.................... $37, 000 $37, 000 $37, 000
Total tax as calculated above ------------- --- 18, 690 18, 284 19, 690

Income after taxes, available for corporate purposes---- 18, 310 18, 716 17,310
Dividends at 4 percent of national income -.............. 9,000 9,000 9,000

Balance available for plow-back 9, 310 9, 716 8,310
Average plow-back of earnings, 1946-49 ...-.. . 9, 850 9, 850 9, 850

I In the years 1946-49, dividends averaged about 4 percent of national income, as against a longer historical
average of 5 percent or more. See attached chart.

It is evident that with total corporation income at $37,000,000,000 a tax that
would take much more than half of the total, by whatever method or combination
of methods imposed, would shortly become self-defeating. If the tax is further
increased directly on corporations at the expense of dividends, it would shortly
not be a net revenue gain because of the tax loss on the diminished dividend
component of individual incomes. If the tax increase were to be paid at the
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expense of retained earnings available for corporate reinvestment, or "plow-
back," there would result rather promptly a decline of total corporate income
and earnings because of the inability to maintain and expand the capital equip-
ment which enables business to earn income.

In conclusion, we submit that we have a plan of corporation taxation for the
defense period that is capable of producing as much revenue as it is safe to take
out of the collective corporate till, if we expect and intend that the national
economy shall continue to grow in strength. It is a plan that is simple, effec-
tive, involving no added difficulties of interpretation or administration, and no
postdefense period '"headaches" for Government and taxpayers. It is an addi-
tional tax on all profits, whether gained from defense contracts or other business.
Except for the label of excess profits tax, to which even Secretary of the Treasury
Snyder objecs, it can be regarded as an adequate and conscientious fulfillment of
the directive which the Congress issued to itself in section 701 of the Revenue Act
of 1950.
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Senator BUTI.ER. It is your opinion that your proposed plan would
be fair to all business firms, regardless of whether they are small firms
or large firms?

Mr. SLII. Yes, sir, that is my contention, and I happen to be the
president of a very small firm myself. We feel that it would be fair
to small firms.

I might say in that connection that the NAM is made up of over
15,000 members. Eighty-three percent of those members have less
than 500 employees. I have yet to find anyone in the National Associa-
tion of Manufacturers that does not approve this plan.

Senator MILLIHIN. I am sorry that I did not hear the first part of
your testimony. Mr. Sligh, but in looking over the manuscript, I
noticed that you say you favor putting all of these defense costs on a
pay-as-you-go basis. Do you think that is feasible?

Mr. SLIGIo. We do, sir, during the period of defense. We feel it can-
not be done, of course, if it is not distributed fairly over all segments of
the economy.

Senator MILLIKIN. Assume a fair distribution, and assume that
in the fiscal year 1952, commencing the middle of next year, that we
had to have, say $20,000,000,000 to balance the budget. Would you
take that much more out of the economy on a pay-as-you-go basis?

Mr. SLIGH. We feel that in the long run we pay as we go in one way
or another anyway.
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Senator MILLIKIN. But keep our mind right on the pay-as-you-go
by taxes.

Mr. SLIGH. Yes. I say we feel it should be clone through taxes, and
-we feel that the American public is ready and willing that it should be
done through taxes.

Senator MmLIKIN. In putting the question to you, I am trying to get
your judgment on whether, if we require from fifteen to twenty billion
dollars, let's say, in the fiscal year 1952 to balance the budget, whether
you think you could add that much taxes without seriously injuring
our economy.

Mr. SLIGH. Our answer to that would be "Yes."
I would like to call on Dr. Lutz, if I may, if he has any further

statement in that regard.
Senator MIILLIKIN. What do you think, Doctor?
Mr. LUTZ. Yes; I think you can do that, Senator. As Mr. Sligh

has said, it has to be done by a comprehensive overhauling and read-
justment of the entire Federal tax structure. You cannot get that
much additional money out of corporation profits without destroying
the business section of the economy, obviously.

Senator MIILLIKIN. Of course, take a look at your progressive in-
come tax and study it from the middle on up. How much more then
would you add to that?

Mr. LUTZ. There is not a great deal more room in the upper brackets
of income, in individual income taxes. Obviously, if you are going
to get a great deal more additional revenue out of the individual in-
come tax, you have to do it by increasing the rates at the bottom of the
scale.

Senator MILLIKIN. DO you think that is feasible?
Mr. LUTz. I think it is.
Senator MILLIKIN. To the extent of 15 or o20 billion dollars?
Mr. LUTZ. I would not try to get that all out of the individual in-

come tax, either.
Senator TAFT. It could be done. Why not? The only trouble is,

will the people accept the reduction of the standard of living made
necessary by the war. I do not think they will unless you impose
controls. It is conceivably feasible, I would think. Whether you
want to do it, is the question.

Mr. LUTz. That is very likely the case, Senator.
Senator TAFT. What is the total individual income today?
Mr. LUTZ. The total taxable income is about 82 to 85 billion dol-

lars, as I remember the Treasury figures.
Senator TAFT. But individual income is what?
Mr. LUTZ. Two hundred and fifteen to two hundred and twenty

billions.
Senator TAFT. Out of which we take today 20 in taxes, or 10 per-

cent.
Mr. LUTZ. Yes, 10 percent.
Senator TAFT. Conceivably, in theory you can take 10 percent more.
MJr. LuTz. Quite obviously.
Senator TAFT. But whether you can get away with it, that is an-

other question.
Senator MIILLIKIN. Well, theoretically, you can take everything.

The question is what happens to your economy, and what happens
to your social order.
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Mr. LUTZ. I know, but the thing that you have got to bear in mind
is that the people are with you to a surprising extent, because there
is not anything in our domestic situation that they are more concerned
about than inflation.

Senator MILLIKIN. If yOU had been beating the bushes recently to
get yourself close to what the people are thinking, you will find they
have a certain allergy to increased taxes. They are willing to pay
them, but they couple that with demands for limiting waste.

Mr. LUTZ. We would subscribe to that.
Senator MILLIKIN. There is not this hysterical yearning for more

taxes that many theorists think there is, and that yearning will be-
come less as the impact of these taxes is felt.

Mr. LuTz. I do not suppose anybody ever yearns to pay more taxes,
but it seems to me that when you consider the millions of people who
have insurance policies .and savings deposits and savings bonds, and
other forms of investment, that sort of thing, which will simply melt
away if we get another disastrous inflation, that it should be possible
to bring home to them the hard choice they have got to make. They
have either got to see the whole thing wiped out by inflation, which
is what you will get if you pay for it that way, or preserve the value
of their dollars by paying the bill now as we go along.

Senator MILLIKIIN. I think there is quite general agreement on that.
What I mean to say is I think everyone recognizes if you do not bal-
ance your budget, approximate it, you are destroying the value of your
dollar. That has taken us to a 50-cent dollar already, and the same
process can take it to a no-cent dollar.

Mr. LUTZ. As far as the French franc is.
Senator MILLIKIN. The question remains: How much, as a prac-

tical matter, how far toward balancing that budget, can you go? That
involves more than just an operation with a pencil; that involves pub-
lic thinking, public willingness to sacrifice. Part of that relates it-
self to the type of taxation which you propose.

This is a very practical business that we are in here.
Mr. LuTz. That is right, but I think the people are pretty practical

minded, too, when you get the whole story before them so that they
see what is involved on both sides of the issue.

Senator MILLIKIN. You would be surprised at the apathy which
often greets sound economic arguments.

Mr. LTrrz. Well, I do not know whether it is any greater than that
which greets unsound economic arguments, Senator. I would rather
try to give them sound arguments.

Senator MILLIKIN. You would be surprised at the enthusiasm that
often greets unsound economic arguments.

Senator TAFT. In fact, this is not very different from just increas-
ing the corporate rate on everybody, this proposed plan?

Mr. LUTZ. Yes, it is, Senator.
Senator TAFT. You add a percentage to the tax paid.
Mr. SLIGH. Percentage of the tax liability figured under the 38

percent rate.
Senator TAFT. IS that very different from just increasing the rate,

the additional defense rate?
Mr. LUTZ. In dollars of revenue, it would not be different.



EXCESS PROFITS TAX ON CORPORATIONS, 1950

Senator TAF. I mean, does it affect a particular corporation
differently?

Mr. LUTZ. No, but we think there is a very sound reason for ap-
proaching it the way we have proposed, which is that under our method
we keep in the law a record of what the ordinary-

Senator TArT. Yes; I understand that approach. I am talking
about the practical payment in dollars of any corporation. That would
be about the saime as if you increase the rate?

Mr. LUTZ. Yes, and they would have about the same effect, of
course.

Senator MILLIKIN. When you add a uniform percentage all the way
along the line, that in itself carries certain discriminations, because
there is a vast difference as you ascend from your base in the ability
of corporations to pay that added tax. Because you add a uniform
tax does not mean that you are going to have a uniform result so far as
corporations are concerned. With a uniform tax, there might be, for
example, much more inability to carry a uniform increase as far as
the smaller businesses are concerned than the more profitable larger
businesses.

Mr. LUTZ. Well, I think that raises some questions about the relative
profitability of the large and small businesses that would have to be
explored.

Senator MILLIKIN. Of course. That is exactly what I am talking
about. I mean we have not got any little one-pill cures for our whole
taxation problem.

Mr. LUTZ. No; this is only one of the pills.
Senator MITLLIKIN. By doing the thing one way everybody gets into a

sort of a tax utopia, and by doing it another way everything goes to
the devil

I am simply making the point that we are accustomed to making
flat increases around here, and we are accustomed to the results. I
am simply pointing out to you that a flat increase does not produce
uniformly equitable results to recipients of the increase. It depends
somewhat on the state of the individual business.

Mr. Luz. I think that is a matter that could be debated so far as
any imputation of the ability to pay taxes of corporations is concerned.
I do not think that is a field where you can talk about ability to pay
at all. If there is any meaning to the meaning of ability to pay, it is
adaptable only in connection with individuals, not a corporate entity
as such.

Senator MILLIKIN. That is something business leaders should keep
strongly in mind. Perhaps that is a little hint I am trying to drop
into your heads.

The CHAIRMAN. Thank you very much for your appearance, Mr.
Sligh, and your associates.

Mr. SLIGH. Thank you.
The CnAIRrAN. Mr. Ellsworth Alvord. You may be seated.
Mr. ALVORD. Thank you, Senator. I will probably stand for a while.
The CHAIRMAN. Please identify yourself for the record.

678
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STATEMENT OF ELLSWORTH C. ALVORD, WASHINGTAN, D. C., AP-
PEARING AS CHAIRMAN OF THE COMMITTEE ON FEDERAL
FINANCE OF THE CHAMBER OF COMMERCE OF THE UNITED
STATES

Mr. ALVORD. IMr. Chairman and gentlemen, I regret it has been
impossibe for me to prepare a written statement for presentation to
you this morning. I would like, in lieu thereof, to do two things : I
would like to file presently for the use of the committee the statement
I made before the Committee on Ways and Means of the House, which
was not included in their record of the hearings. I would also like to
file, if I can prepare it before the hearings are printed, a detailed
discussion of the bill.

The CHAIRIAN. You may do so. You may file what you have ready
now. We hope to have the full record printed early next week.

Mr. ALVORD. Yes, sir. I will do my very best to prepare a detailed
statement. Time simply has not been available.

(The statement presented before the Committee on Ways and Means
is as follows:)

STATEMENT BY ELLSWORTH C. ALVORD, CHAIRMAN, COMMITTEE ON FEDERAL

FINANCE, CHAMBER OF COMMERCE OF THE UNITED STATES

INTRODUCTION

My name is Ellsworth C. Alvrd. I appear before you as chairman of the
committee on Federal finance, Chamber of Commerce of the United States. We
appear primarily to assist your committee in analyzing the problems involved
in defining "excess profits" and to assist you in your endeavor to formulate
policies designed to segregate "excess profits" from "normal profits" and to tax
"excess profits" at rates higher than can be imposed upon "normal profits."

OUR BASIC POLICY

The American people have united upon a basic policy : Resistance to the spread
of communism-at home and abroad.

The keystone of this policy, as we have so frequently stated, is strength-
economic strength, fiscal strength, spiritual strength, moral strength. Only with
such strength can we build and maintain unprecedented military strength, ade-
quate to protect us from military aggression. With strength throughout the
indefinite period ahead of us we shall succeed. With weakness during any
portion of that period we shall fail.

DANGERS AHEAD

The American people know the dangers involved in our resistance to the spread
of communism:

(1) When we have built that extraordinary military machine necessary to
protect and defend us, we must not become an aggressor nation.

(2) We must build and maintain the necessary military machine without
regimentation and a dictatorship.

(3) We must stop inflation.
The American people also know that the fiscal policies of their Government

have had, and will continue to have, direct effect. The fiscal policies of the
administration and of the Congress can, and will, lessen the dangers and help
avoid them, or can and will force aggression, regimentation, and inflation. The
problems involved are above politics. Faith, determination, courage, and con-
fidence are required.

FISCAL OBJECTIVES

Your committee on many occasions has accorded us the opportunity to present
our fiscal objectives. We are, of course, happy that they have now been recog-
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nized by the administration. Secretary Snyder, on page 2 of his statement be-
fore your committee on November 15, says:

"The President has a threefold objective: First, to contribute to meeting the
increased cost of defense; second, to help check inflationary pressures and en-
able the Government to maintain a strong financial position; and, third, to tax
the high profits resulting from the defense program."

SUMMARY OF THE TREASURY'S POSITION

Our study of Secretary Snyder's statement and of the facts upon which it is
based gives us the following summary:

(1) There are no "high profits resulting from the defense program" during
1950-a statement founded upon fact, for defense expenditures so far this year
are actually less than during 1949.

(2) There will probably be no "high profits resulting from the defense pro-
gram" during 1951-a prediction with which we agree, for scheduled expected
deliveries of "hard goods" for use of the military in 1951 are only about
$9,000,000,000.

(3) The best definition at this time of "excess profits" is "high profits resulting
from the defense program"-a definition which we accept.

(4) It is impossible to devise a workable excess profits tax to raise $4,000,-
000,000 in additional revenues, as recommended by the President-a conclusion
with which we are in complete accord.

(5) There will be no "cash" deficit this fiscal year; a conservative estimate
predicts only a relatively small "book" or "budgetary" deficit, and there may be
no deficit-predictions with which we agree, with perhaps more emphasis upon
the possibility of no deficit.

(6) A balanced budget each year is now vital--a principle from which we
have never departed, and which is now finally adopted by the Treasury after
financing deficits during 19 of the last 21 years.

(7) Corporate profits during the third and fourth quarters of this year are
much higher than in previous years-a statement which disregards the 50-cent
dollar (resulting from the inflationary policies of the administration), fails to
consider the fortunate consequences of the $100,000,000,000 industrial expansion
since 1945, gives no credit for success in lowering costs, overlooks the fact that
the ratio of corporate profits to national income is remaining constant, blinks
the well-known fact that investors do not now receive, and for many, many years
have not received, a return upon their investments adequate to meet the risks
involved, and forgets that our governments are now taxing corporate profits at
rates (aggregating about 50 percent) never before dreamed of, and tax them
again when distributed as dividends.

(8) The needs for additional revenues justify a tax of 75 percent upon normal
profits of corporations-a recommendation with which we disagree exactly 100
percent. If, for a fairly indefinite period into the future, the fires of inflation
are to be fought and not fanned, if rigid regimentation is to be avoided and not
required, if the people and not the military are to be the master, if strength and
not weakness is the objective, then certainly there can be no dispute about one
of the essentials: Production, more production, ever-increasing production; ex-
pansion, more expansion, ever-increasing expansion; volume, more volume, ever-
increasing volume. (Time does not permit of discussion at this time of other
essentials.)

The Treasury by its proposal is opposing the specific objectives just enumerated,
and flies directly in the face of the President's threefold objective quoted above.

OUR POSITION

In addition to the position we have taken with respect to basic policies and
objectives and with respect to Secretary Snyder's statement and the Treasury's
proposal, we summarize:

(1) As the first step in preparing to finance the military program, the admin-
istration and the Congress should reduce nonmilitary expenditures by at least
$6,000,000,000.

(2) The administration and the Congress should guard zealously against waste,
whether in the military or the nonmilitary.

(3) The taxation of paper profits resulting from inflation is a tax upon capital
and must be avoided.

(4) A Federal tax in excess of 50 percent upon the normal profits of corpora-
tions cannot be justified, and a 50-percent rate can be carried for only a limited
period of time.
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(5) We accept Secretary Snyder's definition of "excess profits" as "high profits
resulting from the defense program."

(6) We agree with Secretary Snyder that currently there are no excess profits
and there probably will be none during 1951.

(7) There is no necessity for, and no justification of, any excess profits tax
applicable to any portion of 1950 or to 1951.

(8) The consequences of inflation are too gruesome to play with-even though
it is frequently said that inflation in its early stages is popular.

(9) The military program, for as long as possible, must be kept on a pay-as-
we-go basis.
(as they doubtless will be in 1952 and subsequent years), every possible source
must be explored and tapped, including a considerable increase in our revenues
from excises.

(10) If and when additional revenues are necessary for the military program
(as they doubtless will be in 1952 and subsequent years), every possible source
must be explored and tapped, including a considerable increase in our revenues
from excises.

THE TROUBLES WITH AN EXCESS PROFITS TAX

Everyone with experience knows that a so-called excess profits tax must not
be designed to produce substantial revenues, and that no excess profits tax has
yet been devised which-

(1) Is a reliable revenue producer:
(2) Can be administered;
(3) Applies fairly and without discrimination;
(4) Encourages growth, expansion, new industries, new products;
(5) Promotes competition and lower prices;
(6) Contributes to economies and encourages decreasing costs;
(7) Rewards ability, ambition, risk taking, and progress;
(8) Gives industry the elbow room it needs;
(9) Creates financial independence and stimulates sound financing;
(10) Grants to youth the opportunity to build a business;
(11) Builds strength.

THE JUSTIFICATION FOR AN EXCESS PROFITS TAX

On the other hand, in times of war and grave emergency, requiring high mili-
tary expenditures, and after effective price and wage controls have been imposed,
an excess profits tax will-

(1) Discourage war profiteering;
(2) Make price and wage controls more palatable;
(3) Keep on about the same profit level war industries and the nonwar indus-

tries which realize exceptional profits from a war economy.
(4) Produce substantial revenues if excessive profits are not otherwise

controlled.

OUTLINE OF BASIC POLICIES FOR AN EXCESS PROFITS TAX

If a so-called excess profits tax must be considered at the present time, we
urge that it be based upon the following general policies (a detailed discussion
of which, to the extent that time permits, will follow) :

(1) It should expire by its own terms in 2 years.
(2) Normal profits must be carefully defined and not be taxed as excess profits.
(3) Reasonable profits from expansion, increased production, increased volume,

decreasing costs, and new products must be determined after adequate experience
and should not be taxed as excess profits.

(4) Capital gains should not be taxed as excess profits.
(4) Capital gains should not be taved as excess profits.
(5) Profits from foreign sources should not be taxed as excess profits.
(6) Profits technically taxable during the taxable year but attributable to prior

activities (such as profits from installment sales, payments accruing after a dis-
pute, settlements made, facts affecting income which could not be determined,
etc.) should not be taxed as excess profits.

(7) The principle that normal profits during the taxable year should be
measured by either prior earnings or a fair return on invested capital should be
preserved and improved.

(8) Earnings during any period during which there are no "high profits result-
ing from the defense program" will usually reflect normal profits.

75900-50-- 44
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(9) The earnings base must be adjusted to exclude unusual costs, expenses,
and losses, and to exclude costs and expenses technically deductible but attribut-
able to prior activities.

(10) Statutory formulas should be adopted to replace, as far as possible, the
general relief provisions of the prior law (sec. 722).

(11) Normal profits following consolidations, mergers, or acquisition of assets,
whether or not taxable, should not be taxed as excess profits.

(12) There should be no denial of the use of unused excess profits tax credit-
backward and forward-during the period of application of the excess profits tax
and for a reasonable period thereafter. There should be a 5-year carry-forward
and a 2-year carry-back of operating losses for all corporations, and 100 percent
credit for intercorporate dividends.

(13) Many corporate profits have been declining since 1945 and should be per-
mitted to return to the 1946 level, for example, before they are taxed as excess
profits.

(14) Corporations which have had losses or small profits since 1945 should be
protected by a credit of not less than 150 percent of their credit under the prior
law, which should not be subject to a reaudit.

(15) There can be no excess profits until after the normal tax has been paid.
(16) The so-called Vinson-Trammell Act should be repealed.
(17) Renegotiation under the present act, or under a new act of more general

application, should be after taxes.
(18) The formulation and adoption of an excess profits tax will be greatly

simplified when it is realized that about 50 percent of the corporation's profits
will be taken by the Treasury in any event.

SPECIFIC PROVISIONS

We recommend the adoption of the following specific provisions:

Base period earnings
(1) The base period should include the years 1946, 1947, 1948, 1949, and 1950.
If an excess profits tax is imposed for a portion of the year 1950, the first 6

months of 1950 should be doubled.
(2) The credit should be the amount of the net income for any one of the base

years adjusted for the "net capital addition" or "net capital reduction."
(3) Discounting the earnings (the 95-percent rule of the prior law and the

75-percent rule suggested by the Secretary of the Treasury) has no justification.
Secretary Snyder offered none, except as a device to tax normal profits at the
excess profits tax rates; and no one has attempted to justify the 95-percent rule,
except as a compromise in reaching an agreement to accept prior earnings as a
yardstick for measuring normal profits.

(4) The adoption of 1 year out of the 5 will remove many of the complications
of the prior law; the growth formula (sec. 713 (f)) will not be necessary; a new
growth formula in reverse will not be necessary to protect corporations with
declining earnings during the postwar period; the 75-percent rule (sec. 713 (e)
(1))-in fact, all of section 713 (e)-can be eliminated; adjustments to base
period incomes (sec. 711 (b)) will be simplified; and, of immeasurable impor-
tance, most of section 722 (the general relief provisions) goes out the window.

(5) The net capital addition (sec. 713 (g)) should include all contributions
to capital, all borrowed capital, and all accumulated earnings and profits during
the period from the end of Word War II to the taxable year, and the base period
earnings should be appropriately increased in computing the credit (sec. 713 (a)
(1) (B)). A similar adjustment should be made in the case of a net capital
reduction (sec. 713 (a) (1) (C)).

(6) In no event should the earnings credit be less than the earnings credit
computed under the prior law for 1945 (adjusted for capital changes) increased
by 50 percent, to offset the effects of inflation. Reviews and reaudits should be
prohibited.

(7) Normal profits from increased capacity or new products (if normal profits
are greater than the adjustment for the net capital addition) should be exempt
from the excess profits tax. Thus an adjustment to base period earnings will not
be necessary-and more of section 722 goes out the window.

(8) Adjustments to base period income of the nature prescribed by section
711 (b) must be made but should be liberalized. For example, base period earn-
ings should be increased by the full amount of unusual losses, costs, and expenses
which are allowable as deductions-even though they are not abnormal. The
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use of 1 year out of 5 will eliminate the necessity of an adjustment to prevent
penalizing taxpayers who elected to continue amortization of emergency facili-
ties after September 29, 1945.

The essentials of a flexible base
(1) As we have stated, an excess profits tax will shackle and freeze industry

to the preemergency level unless flexibility is injected into the definition and
determination of normal profits. Otherwise, all prolils from increased volume,
increased capacity, new ventures, and new products will be considered and taxed
as excess profits. In the prior law, the Congress made a sincere effort to provide
partial solutions. Unfortunately, the solutions were in large measure inade-
quate and ineffective-not only because they were but partial, but also because
of the administrative application, or misapplication, of them.

(2) The statutory concept of normal profit per unit of production for the
mining industry (sec. 735) needs revision.

(3) A new concept of normal profit per unit of production should be formulated
and applied wherever possible. For example, the earnings of the transportation
industry are derived from the operation of a known number of cars, busses,
trucks, or planes. Suppose an air transport company operated 100 planes during
its base period and 150 planes during the taxable year. Certainly, all the profits
from the additional 50 planes are not excess profits. And certainly no company
could possibly increase its transport capacity if the resulting profits are to
be taxed as excessive profits. A nomal profit per unit can readily be computed
and applied to the additional planes, with an appropriate adjustment for over-
head.

(4) A ratio of net profits to payroll, or perhaps a ratio of net profit to gross
sales, should be a proper measure of normal profits in cases of increased volume
and increased capacity.

Invested capital
(1) Although exceedingly complicated, we suggest the retention of the compu-

tations of invested capital (including the 125-percent adjustment for new equity
capital) prescribed by the prior law (sec. 714). For example, the invested
capital should be based upon the computation for 1945, and then brought down
to date. But review and reaudit of that computation under the prior law should
be prohibited.

(2) However, 100 percent of borrowed capital should be included, rather than
only 50 percent.

(3) The credit should be a flat 8 percent of the invested capital--assuming
that the normal tax is first deducted, as we have recommended. A very much
larger credit must be prescribed if the segregation method of the 1942 act is
followed.

Supplements A and G
Supplements A and C of the prior law must be extended to include taxable

reorganizations and transactions so that both the earnings credits (Supp. A)
and the invested capital credit (Supp. C) of the acquiring corporation will be
appropriately increased to reflect normal profits from the newly acquired assets.
In our opinion, a corresponding adjustment to the credit of the transferor corpo-
ration is not of particular importance, for normally a business enterprise parts
with assets only when it expects to derive greater profits from the proceeds.
Nevertheless, if an appropriate adjustment can be devised, we would recom-
mend its adoption.

Effective relief
(1) Experience has established the ineffectiveness of section 722. We believe

the entire section can be discarded and adequate and effective solutions sub-
stituted.

(2) Interruptions to production (resulting from fires, floods, lack of raw
materials, transportation tie-ups, strikes, etc.) during the base period require
adjustments. The period of the interruptions should be excluded, and the bal-
ance of the :,ear placed upon a 12-month basis. The selection of 1 year of
the base period greatly simplifies the adjustment and in many cases eliminates
it entirely. Thus minost of section 722 (b) (1) can be forgotten.

(3) The balance of section 722 (b) (1) and all of section 722 (b) (2)-
unusual temporary depression-and all of section 722 (b) (3)--depression in
the taxpayer's industry, as distinguished from business generally, and feasts and
famines-are eliminated by the selection of 1 year for the base period and the
adoption of the old base as a protective basement.
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(4) Section 722 (b) (4) was intended to meet the problems of new ventures
(together with sec. 722 (c)), new products, increased production, increased
capacity, and new management. We recommend that efforts to measure in-
creased normal profits resulting from new management be abandoned. We be-
lieve that our recommendations with respect to the determination of normal
profits from increased production and increased capacity adequately dispose of
those problems. The problem of measuring normal profits for new products and
new ventures remains.

(5) Normal profits for new products can be determined. Actual experience
over a reasonable period of time ( adjusted for volume increases) can be used-
if high profits resulting from the defense program are not involved. Experience
from similar products will frequently do the job. The few remaining cases will
be discussed shortly.

(6) Similarly, normal profits for new ventures can be determined. Again,
actual experience can be used-if high profits resulting from the defense pro-
gram are not involved. But many cases will require another solution.

(7) The determination of normal profits for new products and for new ven-
tures requires a businesslike consideration of precisely the same factors that
businessmen and bankers consider every day. Their decisions are normally
reached promptly. Why not let the taxpayer present his facts to an independent
committee (designated, for example, by the Governor of the Federal Reserve
Bank for his district)? Such a committee can give him its opinion without
delay. If he accepts it, it will be controlling. Otherwise, he will face the neces-
sity of proving his own case to the Bureau or the Tax Court. In either case,
he knows what to expect.

(8) Section 722 (b) (5) is all that remains. It can be forgotten. It already
has been. Even the cross reference to section 735, in section 722 (f), is not
necessary; and, of course, section 722 (g) will not be necessary.

(9) In our opinion, it is not yet too late to remedy retroactively mo.t of the
defects of section 722.

Adjustments to net income during the taxable year
(1) Under the World War II excess profits tax, certain adjustments of a cor-

poration's net income, defined in sections 711 (a) and 721, were permitted to be
made in computing its excess profits net income. All of these should be continued
under any new excess profits tax.

(2) Capital gains should be excluded from excess profits net income in their
entirety. The old law excluded only long-term capital gains. Short-term capital
gains as well as long-term capital gains do not constitute business income and
are properly outside the scope of an excess profits tax.

(3) All income from foreign sources should also be excluded from excess profits
net income. By its very origin this income cannot be attributable to the defense
program. Furthermore, the application to such income of the confiscatory excess
profits rates contradicts the program for the encouragement of American enter-
prise abroad.

(4) More liberal depreciation practices should be allowed under an excess
profits tax. The tax benefit rule should be applied in order to permit corporations
to deduct in computing this tax the full amount of their costs of depreciable
property not previously deducted from taxable income.

(5) The adjustments for abnormalities provided in section 721 should be con-
tinued and expanded. The general purpose of the adjustments is to avoid sub-
jecting to the tax income properly attributable to other years if technically real-
ized in the taxable year by reason of the taxpayer's accounting method, the
recovery of a judgment or the settlement of a dispute, or the completion of busi-
ness operations extending over a long-term period. The application of the sec-
tion should be expanded by eliminating the requirement that the abnormal
income be in excess of 125 percent of a 4-year average, and by permitting the
accrual of deductions such as liability for vacation pay for which the taxpayer
establishes a reserve.

AMORTIZATION

We regret that we are compelled to advise your committee that the amortization
provisions adopted in the Revenue Act of 1950 require immediate amendment.
The Congress did not intend that the postemergency or the post-5-year value of
the facility should be considered in determining the amount of the costs to be
amortized.
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CONCLUSION

There are many other factors and problems which should be considered in
framing an excess profits tax, but time is not available to develop them on this
occasion. Finally, all our statements should be considered in the light of the
actioIn of the Chamber board of directors last Friday in recommending against
enactment of an excess profits tax applicable to either 1950 or 1951. The reasons
in support of that action are summarized in a Chamber press release which I am
filing as part of this statement.

Mr. ALVORD. I confess that I am wholly unprepared to discuss this
bill. I have only had it since last Saturday. There are innumerable
provisions in it which I do not understand; and most of the provisions
which I think I understand, I cannot understand the policy behind
them.

Our committee urges this committee to take time enough to review
the budgetary requirements of the Government, so that you, the Con-
gress, can determine how much must necessarily be raised.

After all, the budget for 1952 will be with you in about 3 weeks,
and it would seem as though there should be two fundamental ques-
tions: ( 1) How much can you eliminate from the so-called nonmilitary
expenses! I leave military out, because I am quite confident that
the Congress will provide adequate funds for the military program,
and I trust that military program does not reach the point where others
will conclude that we are becoming an aggressor nation.

Senator TArFT. Of course, this committee has a pretty definite man-
date that it must report a bill. The Congress might determine that
policy, but this committee's hands are pretty well tied by the fact it
says we have to report.

Mr. ALVORD. During this session of Congress.
Senator TAFT. Yes; during this session of Congress.
MIr. ALvORD. I might mention that the mandate does not require you

to report the bill favorably, nor does it prohibit you from studying
the requirements for revenue.

Senator TAFT. As far as the bill.
Senator MIILLIKIN. It was thought better to report the bill in Decem-

ber than to report a bill made before we left in September.
Mir. ALVORD. That, I appreciate, Senator, very much.
I might, while we are on that point, point out to you that Senator

George and Senator Millikin were very careful to write into their
substitute for the O'Mahoney amendment a specific provision directing
a study of how to tax high profits resulting from the defense program.
This bill does not meet that mandate, nor, so far as I know, any other
requirement.

Somewhere someone decided that you should raise $4,000,000,000
more from corporations, regardless of what the revenue requirements
are, despite the fact, I am confident, that you can eliminate $6,000,-
000,000 from the nonmilitary functions of your Government, and de-
spite the fact that we still do not know, we have no conception of the
military requirements for the fiscal year 1952.

Senator MILLIKIN. At the time the subject came up in the Senate,
it was thought that $4,000,000,000, together with the other things
that had been done or were being done at that time, would balance the
budget for fiscal 1951. Of course, that was being very unrealistic, but
at the time it was done it was thought that $4,000,000,000 more would
balance the budget for that fiscal year. So at that time there was a
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rational reason-perhaps a rational reason-for a $4,000,000,000 in-
crease.

Mr. ALVORD. I do not remember, Senator, that a $4,000,000,000
increase in addition to the 1950 act was discussed back in September.
It may have been. I am not sure about it, but I do not think so.

Senator MILLIKIN. It was not necessary-well, of course, it was
valuable to discuss it; but whether or not $4,000,000,000 was speci-
fically mentioned, it has been brought out in the testimony here that
had the anticipated budgetary requirements of the Treasury Depart-
ment had validity in them, $4,000,000,000 would have balanced the
budget. But the whole situation has changed. There is no sanctity,
as I see it, in this $4,000,000,000 figure. Perhaps we ought to make it
6, or perhaps we ought to make it 7 Perhaps $4,000,000,000 is a very
modest approach to our tax problem.

Mr. ALVORD. In that connection, let me give you my picture of the
fiscal situation. For fiscal 1951, you will

Senator MILLIKIN. I might add that perhaps it should be only three.
Senator TAFT. I think you could leave that out.
Mr. ALVORD. Of course, it depends upon what fiscal year we are

talking about and really what our revenue requirements are. I do not
think we know today. Certainly, I do not.

For fiscal 1951 which has but 61/2 months still to go, there will be no
cash deficit. The Secretary has estimated expenditures at about
$45,000,000,000 and receipts at about $43,000,000,000. That means a
budget deficit of $2,000,000,000, but no cash deficit.

It is possible that expenditures for fiscal 1951 will be stepped up.
I do not see much income in the picture. It is difficult to make ex-
penditures until you know what you want and get it. So far as I
know there are virtually no new defense contracts outstanding or in
the process of being let.

My guess i:; that the burden of your defense program or cash outlay
will not appear until the latter part of calendar 1951 and 1952, and
on into 1953 and 1954.

Senator MILLIKIN. When will you commence to take in cash from
this bill, assuming it passes?

Mr. ALVORD. YOU may make this bill effective, even though it is
passed next year, any date you wish.

Senator MILLIIN. When will the cash come in, under the shortest
possible time?

Mr. ALVORD. There will be practically no cash in fiscal 1951.
Senator TAFT. March 1952.
Senator MILLIN. By March 1952 there will have been contracts

let. A number have been let on which at least partial payment will
have to be paid. Is that correct?

Mr. ALVORD. Yes, sir. If you provide for the same effective date of
the act, you will get just as much cash in calendar 1952 as you would
if you passed this bill now.

Senator MILLIKIN. That is true.
Mr. ALVORD. And you can get just as much cash in calendar 1951 as

you would if you passed this bill now.
Senator MILLIKIN. And you would get as much cash if you passed it

now.
Mr. ALVORD. That is true, sir.
Senator MILLIKIN. That is right.
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Mr. ALVORD. From the cash position point of view, there is no neces-
sity for haste. It seems to me that with the emergency with which
we are confronted there is all the more necessity for proceeding rather
slowly, with absolutely sound judgment and after we have some idea
as to where we want to go and where we are going.

The bill is entitled "A bill to impose a corporate excess profits tax."
It does not do it. It is a bill to impose confiscatory rates upon

normal industrial profits. I am inclined to think, if I were giving
a title to the bill, I'd call it a bill to define success and progress, to make
success and progress a crime, and to impose appropriate penalties
therefor.

Senator M/ILLIKIN. It comes with heavy impact on me considering
that I have voted many times to avoid confiscation of the business
of the payroll makers to find that I am engaged in a process which
is confiscatory and which will destroy our economy. I do not think I
am engaged in anything of that kind.

Mr. ALVORD. I am sure you are not, sir.
Senator MILLIKIN. And I would not unless
Mr. ALVORD. Otherwise you would not be considering this bill.
Senator ILLIKIN. Otherwise I would not be considering this bill.
Mr. ALVORD. I honestly think it will take more time than this com-

mittee has to perfect the bill to impose an excess profits tax. I would
like to point out some of the things I see in the bill.

Senator MILLIKIN. I invite your attention that more time might
cause more extreme ideas as to what should be done in the way of a
so-called excess profits tax bill.

Mr. ALORD. If that is true, Senator, my guess is those extreme ideas
will prevail next session of Congress as well as this.

Senator MiILLIKIN. But you do not want them to prevail in the next
session, and I think that you have got to take into consideration the
psychology of these things.

Mr. ALVORD. That I appreciate, but it is my understanding--
Senator MILLIKIN. It is much better to have one this time than to

have one the next time because the full impact of many things that are
happening when the public gets those impacts, you are going to have
some reactions that no one can anticipate, but they will not be in the
direction of less taxes.

Mr. ALVORD. That I realize, and it is my understanding that this
is but a second supplementary step and we can expect a third one
next year.

Senator MIILLIKIN. And h]low.
Mr. ALVORD. My guess is, that psychological attitude which you

say may exist next year is going to exist anyhow. The fact you
pass this bill now, even though it is more moderate than the bill that
would be passed next year, does not mean that this is the bill that is
going to be enforced.

Senator MILLIKIN. I would say if there is time enough in this ses-
sion, it will be in force.

Go ahead with your argument. I am sorry to have interrupted
you.

Mr. ALvonD. That is quite all right, sir.
There are two or three general propositions I would like to discuss

before I begin to discuss the specific provisions of the bill.
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I say it is not an excess profits tax because under the standards of
701 (b) of the Revenue Act of 1950, which you, Senator Millikin, and
the chairman, drafted, under those standards and under the standards
suggested by the Secretary of the Treasury, there are no excess profits
in 1950, and there will probably be none in 1951. That standard is
"high profits from the defense effort." There are none. As a matter
of fact, your deliveries during 1950 of hard goods, the stuff from which
excess profits are supposed to flow, and your defense expenditures are
less during 1950 than they were during 1949.

Senator MILLIKIN. You do have a stimulation of your economy due
to the fact that everyone knows we are going into a greater
mobilization.

Mr. ALVORD. You have somewhat of a stimulation. I am not sure
that did much in stimulating profits. It may have in a few lines but
I doubt it. At most, it probaly did not more than to increase some
current profits at the expense of future profits.

Senator MILLIKIN. I think Senator Taft made a very wise observa-
tion the other day when he said that independent of war we are in a
period of inflation where profits, so-called profits, would increase. I do
not, think you can unscramble the eggs completely. I do not think you
can say that all profits now are war profits or that any particular part
of the profits are now war profits. No one has brains enough to say,
"This is nonwar. This is war."

But I do think it is true that basically there will be war profits and
basically there is a great stimulation of the economy entirely aside
from inflationary processes due to war.

Mr. ALVORD. That is certainly true, sir, and that stimulation, I
assume, will be seriously increased when we begin shelling out the
billions of dollars that are contemplated. I do not think there has
been much stimulation to date. There is some scarce buying and ad-
vance buying, but to the extent that there was advance buying it should
result in less buying in 1951.

As a matter of fact, I would be a little worried about corporate in-
comes in 1951. With allocations, priorities, and controls, plus taxes,
it may very well be that corporate incomes for 1951 will decline.

Senator MILLIKIN. In the interest of our country I hope that is not
true.

Mr. ALVORD. So do I, sir.
Senator MILLIKIN. Because it would indicate that we are not mobi-

lizing fast enough.
Mr. ALVORD. This is what you are confronted with in mobilization.

It is almost essential to curtail civilian production before defense pro-
duction begins. It takes a year, a year and a half, 2 years, to get into
active defense production, and in the meantime a certain portion of the
raw-material requirements must be diverted nevertheless and taken
away from civilian production.

Senator MIILLIKIN. Well, what you are saying is that if your war
expenditures do not equal the lessening of your civilian economy,
you might get yourself into a tailspin.

Mr. ILVORD. That is right.
Senator MILLIKIN. And I think that is entirely possible, if, roughly

speaking, what you add to your economy for war does not equal
that which you have taken out of your normal civilian economy.
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Mr. ALORD. And on the inflationary point, Senator, I merely
point out to you that we are playing with a 50-cent dollar today. In
some fields it is a 40-cent dollar. I think it is highly important that
we not permit inflation to take more than 50 percent of the savings,
the income, the insurance, and the homes of the American people
if we can stop it.

Senator MILLIKIN. That is right.
Mr. ALVORD. And the plans by which this defense productive Ipro-

gram are to be financed will determine in very large part whether
we have the 50-cent dollar or, conceivably, a 10-cent dollar.

We have in the bill an effort to define "excessive" but not "excess"
profits. Not high profits resulting from the defense effort. but an
arbitrary definition of "high" profits. The purpose is to impose a
75-percent tax upon a very substantial portion of normal profits.

It is done in this way very briefly: We take 1946, '47, '48, '49 as
normal years. Now, gentlemen, they were not normal years. They
were probably the most abnormal years in the history of this country.
Every type of accident which has ever happened to industry has
happened during the period 1946, '47, '48, '49. Even if we take a3
out of the 4 years as suggested in the bill, that is not going to define
normal profits in the slightest. Even if you were to take 2 out of 4
years, it will not define normal profits.

Senator MILLIKIN. What would you suggest as a base?
Mr. ALVORD. For an earnings base, I would make this suggestion,

if any part of this tax is to be imposed on 1950 incomes
Senator MILLIIN. Assume that it will be just for discussion's sake.
Mr. ALvoRD. Yes, sir.
I would use as a base no more than two years of the base period,

and I would include just as soon as I could 1950 in the base period.
It must be admitted that up to July 1, 1950, there were no defense
profits because, after all, Korea occurred on the 25th of June.

Senator MILLIKIN. Do you see any difficulties in including the first
half of 1950?

Mr. ALVORD. I see no difficulties at all. It is not going to be fair
to all companies, but I see no reason at all why it should not be per-
mitted. And the moment we get into 1951 tax I would include all of
1950 because there just are not any defense profits in 1950.

But, in any event, I think that 2 out of those 4 or 5 years will be
much fairer to industries and businesses which have had incomes
during the latter part of this base period.

Let me remind you that there are corporations, of course, which
have had fairly steady incomes during the so-called base-period years.
I do not know of any, but there must be some. There are corpora-
tions which have had increasing incomes. The provisions of the bill
are, let's say, reasonably fair to them, leaving out the growth provision
for the moment.

There are corporations that have declining earnings. The provi-
sions of the bill are unusually unfair to them.

There are corporations which have had either no income or have
had losses during 2, 3, or 4 years of your base period. Those corpo-
rations will be crucified.

I would suggest for that type corporation a prior base-period earn-
ings basement.

Senator LucAs. What is that?
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Mr. ALVORD. A World War II base-period earnings basement.
Senator MILLIKIN. YOU mean a reconstructed base?
Mr. ALVORD. I would say that in no event shall the average earnings

base under this new bill be less than the average earnings base under
the World War II Act, increased by, say, 50 percent, as an inflation
adjustment.

That will not be fair, but it will at least protect those corporations
which have had no incomes or have had losses throughout 1946 to
1949. There are many of them. There are a great many of them.
They are corporations which normally survive by earnings power
rather than by invested capital.

For the declining earning corporation, 2 out of the 4 or 5 years will
protect them. Certainly it is unfair to say to a corporation which
has had declining profits since the war, declining because of condi-
tions beyond their control, the period being certainly abnormal, that
they should not get back up to a level of 1946 or 1947 profits, for
example, before we start calling them excess profits. Under the theory
of excess profits, they should have a chance to come back.

Two out of the four or five years will make your growth provision
unnecessary.

Senator MILLIK[N. If you include 1950?
Mr. ALVORD. If you include 1950.
Senator MILLIKIN. Yes.
Mr. ALVORD. It will give you a chance to provide what I call a flexible

base so that you do not freeze everything as of the end of 1949, or as
of the end of July 1, 1950, or December 31, 1950.

This flexible-base concept, it seems to me, is important.
Senator BUTLER. HOW about a 1-year base ?
Mr. ALVORD. A great deal can be said, Senator, for a 1-year base.

From 1946 through 1950 there were no defense profits. Although we
were spending 12, 13, or 14 billion dollars on defense, a very substan-
tial portion of that was for compensation, food, clothing, and trans-
portation, and very little for materiel and equipment.

Furthermore, you know the Navy still has renegotiation in force
and the Vinson-Trammell Act is still in force. I trust that that act
will at least be suspended. It ought to be repealed. When you con-
sider renegotiation, I trust it will be after taxes.

A 1-year period of earning is what I advocated before the Com-
mittee on Ways and Means. I felt at the time, and I still feel, there
is a great deal to support it. If this committee feels otherwise, I
certainly believe that you should not go beyond 2 out of the 4 or 5
years.

There may be, as you know, some extraordinary profits in 1950, and
you may not want to include all of 1950. There might be justification
for 85 percent of 1950 earnings. There is no justification for less
than 100 percent of earnings of the other years. 1919 was less than
1948. It may be that you won't want to include both 194 and 1950.
If you do not take the i-year basis, you might want to take 2 years, or
perhaps 2 consecutive years, out of the 5.

But in any even I certainly would use a standard which will be
reasonably fair to those corporations which had incomes. Two out
of four, or a two out of five would be reasonably fair to corporations
having declining incomes, and there a tremendous number of them.
Mr. State can tell you all about them.
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There are a tremendous number of corporations which had either
no income or actual losses, and the only way to l)rotect those cor-
porations, so far as I know, the only general scheme I have been able
to evolve is this basement idea, which says: In any event, give us
our base period earnings under the World War II Act.

I see no reason why fiscal-year corporations should not be treated
on a fiscal-year basis well on into 1950. You recognize that corpora-
tions with a fiscal year ending during the first quarter of 1950 may
include their fiscal years, but obviously the same principle goes right
straight on to June 30. I do not know of any reason why it should
not go straight on through the year with an allocation back, perhaps,
for the first 6 months, if that is the way you want to do it.

Now we come to the invested-capital provision of this bill. The
only thing I can tell you about them is that they stun me. I have
not the slightest conception of what they do.

You recall that we had an invested capital concept in the First
World War Act which was basically cash paid in for stock, property
paid in for stock, that is, its value at the time paid in, and accumulated
earnings and surplus.

The World War I Act said to take March 1, 1913, value for value
of assets paid in for stock prior to March 1, 1913.

Those computations were determined for many thousands of
corporations after many years of effort.

Now we come to the World War II Act. We very wisely-I say
wisely in quotation marks and with a big question mark-abandoned
everything we knew under the World War I Act and said kick out
the March 1913 values and go back to original cost.

Those World War II Act cases are in the process of computation
and determination. It will be a few more years before final decisions
are reached, but I lknow of no reason for abandoning the computa-
tions as reached.

I know of no reason why invested capital cannot b^ defined as
invested capital at the end of 1945, when the excess profits tax was
repealed, adjusted down to date. It is perfectly simple to do. But
we do not do that. We take somebody's concept of invested capital
that is this:

Take the balance sheet of any corporation, take the total assets,
subtract your total liabilities. Now, if we stop there, then we would
have a concept of net worth, a concept that has often been suggested
for invested capital but never adopted. But we don't stop there. We
immediately adjust the asset side to tax basis for determining gain,
which again includes March 1, 1913, value, and then we add back cer-
tain liabilities. In adding back liabilities, bear in mind, you do not
take care of your deficit corporation, your operating loss corporation,
prior to 1946.

What the computation ultimately will be I do not think anybody
knows. I will make this prediction: that equity capital under this
bill will not be determined for any sizable corporation within 15
years. I think I am being conservative. Now, selfishly, I only have
about 25 more years to practice law, and that will take care of 15
years of them. But it is foolish to do it.

What I would do is to
Senator MILLIKIN. YOU mean 25 years from now we are not going

to have the pleasure of having you before us?
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Mr. ALVORD. I trust you will be here, Senator, but I am afraid I
will not be.

Senator MILLIKIN. I was counting on that. Well, that is the worst
impact we have had today. It shocks me.

Mr. ALVORD. We have had three tax bills in 1950, you know. We
started in on a tax-reduction bill. You will recall that even on the
5th day of July the Secretary of the Treasury was still willing to have
a tax-reduction bill, provided you pushed up corporate rates some-
what to make up for the reduction in excises. About a week after
that we came out for no reduction at all, and a short while after that
the President and the Secretary of the Treasury came out for no
reduction at all. Then we started in on a tax-increase bill, which
I fear most everybody has forgotten until they come to pay it.

The CHAIRI\AN. They will be reminded.
Mr. ALVORD. Now we have another one.
Invested capital is an impossible computation in any event. It will

be used much less under this bill because there are many of the pro-
visions of the earnings credit which are definite improvements over
the old law. But invested capital under the World War II Act should
be frozen. Do not even let them reaudit. Let's take the thing and
go on. It will cost more to reaudit and redetermine, I think, than
we will get out of the effort.

I would like now to start with a page-by-page discussion of the bill.
I will move just as fast as I possibly can.

On page 2, lines 19 and 20, it seems highly improper, in computing
the 07 percent over-all, to deny to public utilities and to Western
Hemisphere corporations their so-called exemption (which was
changed in the 1950 act to a credit) from surtax.

Section 433, page 9, lines 2 and 3:
This ties in with corresponding adjustment on page 17, lines 9 and

10. The effect of the two adjustments is to adopt the provision that
was in the revenue bill of 1950 as it passed the House and was promptly
eliminated by this committee, eliminated by the Senate, and eliminated
in conference.

That had to do with the denial of losses on the sale of capital assets
used in the business. In theory it was not quite a denial. Under
117 (j) of the code, if you have a loss on the sale of capital assets used
in the business that loss will be considered an ordinary loss.

Thle House wanted to make them a capital loss, and, in effect, to
practically everybody that meant denying the loss.

The two provisions of the House bill say we exclude 117 (j) losses
on sale or exchange from both the base period and the taxable year,
which. I think, is improper and should not be done. If they are ordi-
narv losses, as the law says, they should be ordinary losses during the
base period, and they should be ordinary losses during the taxable year.

Now, I am not sure what effect another provision has which says
we shall also exclude, unless they comply with certain rules, losses on
abandonment and the loss of useful life of business assets. That is
described as a section 23 (f) loss, but it might conceivably affect aban-
donment losses under section 117 (j).

The relation between those two sections ought to be studied pretty
carefully. In any event, certainly a loss on sale, exchange, or abandon-
ment of a business asset ought to be a normal loss, and an allowable
loss.

692
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On page 9, lines 19 on, we have a new provision which says that we
don't get losses on the retirement of bonds.

I do not understand why we do not. It is quite true that under the
old law an adjustment of that nature was made to the base period,
but the loss was allowable in the taxable year. This says it is not
allowable in the taxable year, and there is a corresponding adjustment
to the base period.

But you see what happens is this: if I have none of those losses in
the base period, I am denied my taxable year loss in full, if you put
them both back in. I think the original law was right, and I think
a loss on retirement of bonds should be allowed.

I am only hitting a few of the high lights of this bill.
Now we come to abnormal deductions in the base period. They

begin on page 20, section 433.
I call your attention to some changes in the old law and some un-

fairness in the present provision.
The first change I want to call your attention to is that all cas-

ualty losses covered by paragraph (C) on pages 20 and 21, lines 1
through 5, were restored unconditionally under the old law to base
period earnings. In other words, you just added them back in com-
puting your base period earnings.

Under this bill they are subject to the abnormal loss conditions.
This means, among other things, that they must exceed 115 percent
of the average amount of deductions of that class for the four previ-
ous years and must also exceed 5 percent of the excess profits tax net
income for the base period.

Let me tell you the effect of that. First, casualty losses should be
added back in without limitation and without condition. They are
strange, extraordinary losses. There is no reason for any limitation
or condition.

Suppose, for example, that you happen to have a fire in one year and
a flood the second year. This provision denies the loss entirely, as I
read it. It must exceed 115 percent of the average of the losses of the
four previous years, and if you have two or more of these extraor-
dinary losses you will not do so.

I also point out to you that this four-previous-years average, which
is taken out of the old law, takes you right back into the war years. I
do not know why we should go back into the war years, but that is
what this requires.

Another similar situation which this "four thing" will do: Suppose
I pay two judgments, one in one year and one in another. This 115
percent rule, I would guess, in practically all the cases, would deny
the restoration of the amount of those judgments.

Now we come to another of the provisions of which I think I un-
derstand the wording, but of which I do not understand the policy.

On page 22 it says with respect to these abnormal losses you do not
get any of them; you have got to keep them in your base period and
depress your base period earnings by the full amount unless the
total exceeds 5 percent of the average excess profits net income dur-
ing the base period years.

The only purpose of that provision, so far as I can see, and I can-
not believe it is the policy, is: If you happen to have a corporation
of fairly substantial size so that its excess profits net income during
this base period, which isn't the same as excess profits net income dur-
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ing the taxable year; but its excess profits net income during this
base period is large, it is denied all abnormal deductions just ipso
factor, because abnormal losses in the case of a fairly large corpora-
tion with a large income will not exceed 5 percent of its net income.
It must be in here solely to say to the larger corporations, the corpo-
rations you are going to depend upon for your defense effort, you
do not add back your abnormal losses even though they are admit-
tedly abnormal. Only the other fellow can do that. You cannot.

On page 22, lines 16 and 20, we have a new word added.
In reaching my conclusions, I tell you that I have studied the Ways

and Means Committee report as much as I could in the time available,
and I have read what they say, but I do not understand.

There are certain tests as to whether these abnormal deductions
during the base period will be restored. One of the tests under the
old law is that the taxpayer must establish that this abnormal deduc-
tion was not a "consequence" of increased gross income, decreased
deductions, or of a change in type, manner of operation, size, et cetera,
of the business.

In the new bill it is proposed to add that the taxpayer must also
prove that the abnormal deduction is not a "cause," for example, of a
change in the size of the business.

Well, let's apply the provision to a fire which, I suppose, is about as
'bnormal a deduction as you could expect. We prove the excess all
right. But can we prove that the excess is not a cause of a charge in
the type, manner of operation, size or condition of the business?

Here is a simple case: A plant burns. It is reconstructed, it is made
larger, it has different facilities. It has to be. And conceivably it
might be used to produce a few different things. Will the deduction be
restored? It certainly should be, and I cannot believe that the pro-
vision was intended to provide otherwise. Whether it does or not,
I do not know.

On page 27. I merely point out to you again, that there is no reason
why we should not go at least to July 1, for the fiscal years in the base
period. I know of no reason why you should not use all fiscal years
ending in 1950. You may allocate back if you decide to take the first
6 months of 1950, for example.

Now, I have already discussed putting 1950 in. I have discussed
the average base period earnings under the old law. I ask again:
7Whyy 85 percent when 100 percent is proper?

I come to page 29. We find a normal growth provision which is a
little strange. Again, I can read the bill, I can read the committee
report, but I just do not understand it.

This provision says that you cannot be a growing corporation
if your total assets exceed $20,000,000. It does not say your equity
capital, but your assets.

If there is anything in this country that you gentlemen want, I
think it is to encourage normal growth regardless of assets, particularly
in this period of time that is ahead of us, normal growth for defense
purposes and normal growth for civilian purposes. I cannot under-
stand where the $20,000,000 limitation came from. I know of no
statistics to support it. I do not understand why it is there, except as
indicated in the beginning of my statement. It is intended to stop
progress, to stop growth. Life stops at 20.
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Senator MILLIKIN. Mr. Chairman, may I ask Mr. Stain what is the
genesis of that provision?

The CHAIRMAN. Yes.
Mr. STAM. I might say, Senator, that the growth provision was

viewed somewhat as a relief provision, and it was thought that some of
these very large corporations, with very large base period incomes,
were not really concerned too much about relief, and that, therefore,
unless you had some limitation like this on it that you wou]d be
further upsetting the competitive situation between the smaller cor-
poration and the larger corporation. In view of the fact that the
larger corporation, by and large, had a pretty fair base period experi-
ence, it was thought necessary to have some limitation in there so as
to not upset further the competitive situation existing between the big
corporation and the smaller corporation. That was the philosophy
back of it.

Mr. ALVORD. That pretty much confirms my guess. I cannot believe
that that is a sound reason. We will need all businesses during the
period ahead of us, and the competitive situation will not be nearly
as important as productive power, productive capacities.

Growth is a very difficult, perhaps impossible, thing to handle in
an excess profits tax. It was taken care of only in a fair way in the
last act. It can be taken care of now in a fair way if your excess
profits tax is going to be of limited duration. But one of the objec-
tions to an excess profits tax, and I am saying a real excess profits tax
now, and certainly a stlronger objection to this bill, is that it. freezes
things at the end of your base period.

This bill has made some very substantial improvements in the old
law, in putting capital additions in, at 12 percent, including a fraction
of borrowed capital, and including accumulated earnings and profits.
Putting them into the average earnings credit is very, very helpful,
and very sound. But it does not take adequate care of growth.

You have two real problems on growth. One is growth during the
base period. The other is growth during the taxable year. This pro-
vision on page 29, except for its strange $20,000,000 limitation, does
a fair job on growth during the base period. Except for the limited
capital adjustment provisions, however, there is nothing to take care
of growth during the taxable year. Something should be done to take
care of growth during the taxable year.

I might point out in passing, that another way to take care of the
corporations with declining earnings during the base period would be
to apply the reverse of the growth formula, so if the first 2 years of
the base period exceeded the third year, you could take the first 2 years'
average, or the first year if higher.

I have already discussed the invested capital concept. I mentioned
that the recent loss adjustment does not go back of 1946. I do not
know why. It is my recollection that there were quite a few deficit
corporations during the depression, and it is my recollection there are
quite a few loss corporations during both the depression and the war.
But for some reason, we do not consider those as recent losses.

I can jump over now, hitting a few high spots, to the very familiar
subject of inadmissible assets.

I know of no reason at all why at least under this concept of invested
capital we adjust by a ratio of inadmissibles to total assets. We



696 EXCESS PROFITS TAX ON CORPORATIONS, 1950

should permit no adjustment for inadmissibles, and add back the
income from them.

I also point out that in the public utilities section-section 446, page
73-the adjustment for inadmissibles is wrong. It reduces the entire
excess profits tax credit by the ratio or inadmissible assets to total
assets. Correctly, the adjustment should only be the amount computed
under paragraph (b) (2)-that is the sum of the adjusted aggregate
capital to average borrowed capital. I believe this is a clerical mistake.
I assume the experts will correct it.

Now I shall discuss abnormalities-section 442, page 58.
I think the experts have done an excellent job, on the whole, on sub-

stituting mathematical adjustments for the adjustments which were
intended to be made by section 722 of the old law, but which have not
yet been made, and probably will never be made.

I merely raise a few questions. On line 16, page 58, why the prior
to January 1, 1946, test? If it stays in, I point out to you that the poor
little corporation that begins business on February 1, 1946, for ex-
ample, gets no relief anywhere in the bill. That also, I think, is just
a clerical drafting mistake. I think they designed it to have the two
provisions precisely mutually exclusive. But they are not.

Senator MILLIKIN. May I ask, Mr. Stam, whether it is a clerical
mistake?

MIr. STAM. Those were organized after January 1, 1950?
'Mr. ALVORD. In the first quarter of 1946.

Mr. STAM. January-
_Mr. ALvORD. I thought I said February 1, 1946. I meant any cor-

poration which begins business during the first quarter of 1946, for
example, gets nothing under sections 442, 443, or 444.

Mr. STAM. The corporations that commenced business in the base
period are supposed to get the new corporation treatment.

Mr. ALVORD. They do not get that.
Mr. STAM. Those prior to January 1, 1946, of course, do not get

the new corporation treatment, so they get this treatment.
Mr. ALVORD. A corporation which begins business-and this is

purely a clerical mistake I am sure-which begins business during the
first quarter of 1946 will not get 442, 443, nor 444.

Mr. STAM. We will look into that.
1Mr. ALvORD. And will not get 444.

Mr. STAM. The general thought back of it was that those covered
under the new corporation treatment would not be covered under the
abnormality.

Mr. ALVORD. I am sure that was intended, but you will find a gap
in there.

I merely ask a question with respect to paragraph (a) (1), which
has to do, for example, with a strike. It normally happens in case
your plant is shut down by a strike that your income does not im-
mediately cease. There are a lot of goods on the shelves that are being
sold, and a lot of goods in transit being sold, and there are a lot of
goods on the shelves of your distributors that are being sold. Your
income is not affected until your inventories of finished products are
depleted, in effect.

I am not sure whether this says that we adjust for the period of
strike, or whether we adjust for the period affected by the strike.
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Certainly it should be the latter. That same comment applies to most
all of these paragraph (1) adjustments.

Now I confess to you that I like the solution, I think it is better than
the solution I suggested-I like the solution of using the industry
index.

I might point out to you that it is very possible--I think Mr. Stamin
would Inow the cases. I can only imagine one or two-it may very
well be that the industry index may be for an industry which itself was
depressed during this base period, whereupon you get no relief.

Now what can be done about that, I do not know, unless you go
back to my solution, with which Mr. Stam is familiar.

Now we get over to section 443. I point out to you that the year
1946 is excluded in determining whether there was a change in prod-
ucts. I do not know why. Of course, there is nothing with respect
to 1950 or subsequent years, and there should be.

The subsequent year problem is one that certainly must be covered.
I do not know why 1946 is excluded, because all the income from these
new products, starting in 1946, will not necessarily be coming in and
be properly reflected in the base period.

The committee report says that we will know pretty much what the
substantial change in products, or in the services-furnished clause
means. It says all we have to do is go back to the experience under
section 722, and that will tell us.

I point out to you this situation in 722, where, as was very normally
the case, you had increased capacity, as well as new products. The
Treasury took the position that your adjustment had to be limited to
the increased capacity judgment, and not to the new product.

Are they going to do the same thing here? I am afraid that the
committee report of the House might be interpreted as confirming that
practice.

Furthermore, it will not be as easy to determine what new products
are, as the committee report indicates, I fear.

I also point out that it seems to me that income from a new product
should be related to the industry index for that product, and not for
the product of the taxpayer as a whole. That new product may be
wholly unrelated to other products. If I have a product which is a
new product, the industry index for that product is what I should get
on and not what I get based on the larger part of my income.

Now, it seems to me that this new product adjustment can well be
carried on into the taxable year. I do not know of any reason why
we should stop. The same industry indexes are available. If I bring
out a new product in 1951, 1952, or 1953, it seems to me as though I
am entitled to a normal profit on that new product. Are we to dis-
courage new products? I think the principles of this bill can be made
applicable to that situation without difficulty.

Page 75. The fact that I am omitting much of the bill does not
mean I either understand or approve it. I am trying to hit a few of
the high spots.

I merely ask, who do you think can conceivably carry on or enter
into the air-transport business on the basis of a 5 percent return?
Air transport is probably one of the most hazardous of regulated
industries.

I do not know where the 5 percent came from. I understand that
the Civil Aeronautics Board tries to allow 8 percent. But I also know,

7590--50--45
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from reading published reports, there are very few air transport com-
panies that had anything approaching 8 percent during the base
period. I think the industry as a whole lost money.

There are only a few other comments that I might make.
I assume on the public utility definition, which requires substantially

all the assets be from public utility services, that means consolidated
income in case a consolidated return is filed. I am quite sure it does,
but I was asked the question, and I said, "I am sure it does, but it
ought to be specific." The Finance Committee report will be enough
to make it specific.

And in that connection, it just occurs to me that if there is a member
of the affiliated group which, by reason of the requirement that sub-
stantially all income be from public utilities, and if by including
that corporation in the affiliated group it means that the group is
outside the public utility provision, they should be privileged to
kick that corporation out of the group and to include only those cor-
porations substantially all the income of which is from public utility
services.

Now, while I am on consolidated returns, let me point out a provision
that I just do not understand at all. We have the exemption of the
Western Hemisphere corporation, exemption from excess profit tax-
there are times when Western Hemisphere corporations are included
in the consolidated return, and there are times when they are not.

For some strange reason, way over on page 143, we find, as I read
it, that a Western Hemisphere corporation must be included in a con-
solidated return if at any time for the taxable year or for any other
back to December 31, 1943, it filed a consent to be included in consoli-
dated return. It must be included now without consent. I do not know
why the provision is there. I trust it is a mistake. It seems base-
less.

Now we get over to part 2, which has to do with reorganizations.
I want to point out two things which I think should be covered.
The committee report says that split-ups are covered by the provi-

sions of the bill. However, if you read the provisions of the bill, you
find that only split-ups under 112 (b) (5) are covered. Many split-
ups are made under 112 (b) (4). They also should be covered.

Then I cannot understand why part 2 does not apply to a corpora-
tion which, for example, has purchased all the assets of another cor-
poration during the base period for cash.

I can make that position go further by saying that if you only pur-
chase part of the assets, I think there ought to be a carry-over of
the income on that part of the assets. But certainly there should be
an inclusion of the earnings base attributable to the assets, when all
the assets are sold, not in a nontaxable reorganization, but in a taxable
acquisition. Certainly that should be true where the old corporation
immediately liquidates or liquidates shortly thereafter, as would nor-
mally be the case.

I can recognize that if only part of the assets of a corporation are
required, the Treasury would say, "Well, we will have to do an allo-
cation; we have to take away part of the base-period earnings of the
selling corporation, in order to add to the base-period earnings of the
acquiring corporation."
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I do not think that is necessary, but I would be perfectly willing to
say let that be done under regulations of the Secretary of the
Treasury.

Incidentally, on the blocked-currency provision, I just do not believe
it is sound to make the provision subject to regulations of the Secre-
tary of the Treasury. He has a very doubtful mimeograph on the
subject. Maybe he is striving to give that legality, I do not know.
But in any event he could, under those regulations, prescribe the same
conditions which the mimeograph prescribes and come out the same
way.

Now, I will end with just one more comment on a provision which is
not in the bill.

You gentlemen recall, I think, with substantially no opposition
you included a new amortization provision in the Revenue Act of
1950. During your consideration of that provision the Treasury sug-
gested that the amortization should be based upon the difference
between the cost and the postwar value. They went back to adopt the
concepts of amortization of the First World War Act.

Your World War II Act said, "No; write off the whole cost over the
5-year period. We will forget about value after the war," which is a
sound rule. That is the rule this committee thought it was adopting.

You went to conference, and it was again suggested that the amount
should be limited to the difference between cost and postwar value.
That was again rejected on the theory that the entire cost should be
written off.

Now, we come to the regulations, and we find in the regulations a
provision that says, "Consideration shall be given to the value of the
facility after the 5-year period."

That is precisely the policy which you gentlemen refused to adopt,
precisely the policy which the conferees refused to adopt, precisely
the policy which the Congress refused to adopt.

Senator MILLIKIN. Mr. Stamin, are you familiar with that regulation?
Mr. STAM. No; I am not, Senator. I will be glad to look into it.
Senator MILLIKIN. I think it is very serious.
Mr. ALVORD. I have it here. I will read it for the sake of the record.
This is title 32 (a), National Defense Act, appendix, chapter 4,

subparagraph (c), of paragraph 600.2:
In determining the portion of the facility attributable to defense purposes,

consideration will be given to the probable economic usefulness of the facility for
other than defense purposes after 5 years.

Now you see what that means. You wrote into the amortization
section the provision, which I thought was sound at the time, giving
to the certifying authority the power to prescribe percentages, so that
if he thought that the entire facility was not necessary for war pur-
poses, which, under the old War Act, included civilian purposes, too,
that then he could determine the percentage of the cost which was
allowable. Under this paragraph, the certifying authority is com-
pelled to discount and allow only a percentage based upon his esti-
mated value of the facility after the 5-year period.

For example, in the case of land, I assume he can take land out
entirely, even though it was a highly essential acquisition for the war
facility, because I suppose he might say that the land at the end of the
5-year period must have the same value as it had at the beginning of
the 5-year period.
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Mr. Chairman, that is all. I hope I will have time to make this
statement-

Senator MILLIKIN. Will you connect that up with the excess profits
bill now?

Mr. ALVORD. Yes, sir.
The reason the amortization provision went into the Revenue Act

of 1950 was twofold
Senator MILLIKIN. I understand that. I am simply asking you to

complete your case by connecting what you said with the bill before us.
Mr. ALVORD. The amortization allowance, of course, is essential in

computing taxable net income. Taxable income is a factor in deter-
mining where your excess profits tax is going to apply, and the amorti-
zation deduction is allowed in the computation of your normal tax net
income. Therefore, it is allowed in the computation of your excess
profits net income.

I have been reminded there are cases where the accelerated write-
back of amortization at the end of the last war was not taken, and those
amortization deductions will appear in the base period. They ought
to be considered abnormal deductions, and rejected.

Did I answer that question adequately, Senator Millikin?
Senator MILLIKIN. Yes.
Mr. ALVORD. Mr. Chairman and gentlemen, that is as far as I am

prepared. I will be very happy to answer any questions.
The CHAIRMAN. Are there any questions by any member of the

committee?
If you prepare an analysis of the bill, which you asked the privilege

of doing, the committee will be very glad for you to get that in, if
possible, by Monday of next week.

Mr. ALVORD. I will do my very best over the week end.
The CHAIRMAN. Thank you very much for your appearance, and

those associated here with you.
Mr. ALVORD. Thank you.
(The following detailed statement, referred to above, was later sub-

mitted by Mr. Alvord:)

STATEMENT OF ELLSWORTH C. ALVORD ON ANALYSIS OF H. R. 9827

INTRODUCTORY COMMENT

On the authority of both the Congress and the Secretary of the Treasury, the
proposed tax is definitely not an excess profits tax. In section 701 of the Revenue
Act of 1950, the so-called excess profits tax mandate, Congress indicated its under-
standing of the term '"excess profits' 'as those profits "accruing to corporations
as a result of the national defense program in which the United States is now
engaged." In his testimony before the Committee on Ways and Means on Novem-
ber 15, Secretary Snyder indicated a similar understanding of the term. It is
clear that in this sense there will be no excess profits in 1950. Furthermore, the
bill would tax not only 1950 profits but, in the case of many fiscal year corpora-
tions, some 1949 profits. Even in later years, a very substantial part of the tax
will be paid on profits less in amount than those of the base period. For this
reason Secretary Snyder has insisted on referring to this bill as one for profits
taxes. The true nature of the bill is that of a progressive corporate tax, the
rate graduation under which must be stated in 148 pages instead of a table.

INCIDENCE

The tax is to apply to all corporations having adjusted excess profits net in-
come, except corporations which are expressly exempt (sec. 430 (a)).' The

'Section references, unless otherwise indicated, are to sections of the Internal Revenue
Code as it would be amended by H. R. 9827, as passed by the House.
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classes of corporations exempt from this tax are the same as those exempt under
the 1945 excess profits tax with one exception (sec. 452). The exempt classes
include corporations exempt under section 101 of the Internal Revenue Code,
foreign corporations not engaged in trade or business within the United States,
and domestic corporations whose income is largely from business sources outside
the United States. The exception is the former conditional exemption of the mail
pay of airlines, which is not allowed by this bill. No corporation is exempt,
whatever its nature, if it is a member of a group filing consolidated returns.

COMMENT

SCorporations taxable only on Supplement U income (that is income from an
unrelated business or a Supplement U lease) under the Revenue Act of 1950, but
otherwise continuing to be exempt under section 101, would appear to be exempt
from this tax.

EFFECTIVE DATE

The tax is applicable to all taxable years ending after June 30, 1950 (se. 101
of the bill). Where a taxable year begins before July 1, 1950, the tax is com-
puted as if it applied to the entire taxable year, and is then reduced to that
fraction of such total which the part of the taxable year after June 30, 1950,
bears to the entire year (sec. 430 (b)).

Comment
As suggested heretofore, this results in the taxation in the case of many fiscal

year corporations, of 1949 profits. In the case of all corporations it will result
in the taxation of pre-Korea profits, sometimes when the post-Korea profits are
lower than the allowable credit.

RATE AND RELATION TO NORMAL TAX

The rate of the tax is 30 percent (sec. 430 (a)). This rate is applied only to
the adjusted excess profits net income, which is that part of the corporation's net
income in excess of the sum of the excess profits credit and the unused excess
profits credit adjustment based on other years (sec. 431). Unlike the situation
in 1945, the corporate normal tax and surtax will continue to apply to the
entire corporate net income, and the 30 percent rate of the excess profits tax
will be superimposed upon the 45 percent rate of the corporate normal tax and
surtax, making an aggregate rate applicable to excess profits of 75 percent. A
ceiling limits the over-all rate on the entire net income to 67 percent (sec.
430 (a)). In order to avail themselves of this ceiling, public utilities and West-
ern Hemisphere trade corporations are required to forego the credit heretofore
allowed them in section 26.

The tax would become subchapter D of chapter 1 of the Internal Revenue Code.
This would make it a part of the same chapter of the code as that imposing the
corporate normal tax and surtax.

Comment
The relationship of this tax to the other corporate income taxes, while tech-

nically different from the two-basket approach of the 1942-45 law, reaches sub-
stantially the same result as to the amount of tax liability. The new method
permits a simplification of procedures relating to interest computations, to ap-
plication of the statute of limitations, and to the assertion of deficiencies.

It is not clear why either public utilities or Western Hemisphere trade cor-
porations should be denied their section 26 credits in computing the 67 percent
ceiling. The denial as to the latter group is new with this tax.

It is impossible to understand how any corporation can have excess profits
until after its normal tax and surtax have been paid.

ExCESS PROFITS NET INCOME

The base on which the tax is imposed is the adjusted excess profits net income.
As has been stated, this is the amount by which thle net income exceeds certain
credits. The net income for the purposes of this computation is not the same
as that for purposes of the normal tax or surtax. The excess profits net income
is the normal tax net income of section 13 of the code with certain specified
adjustments (sec. 433 (a) (1)).
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Many of these adjustments are similar to those provided in the 1945 law, such
as (a) the exclusion of income derived from the discharge of an indebtedness at
less than its face amount, (b) the exclusion of income attributable to the recovery
of a bad debt for which a deduction was allowed in a non excess profits tax-year;
and (c) the exclusion of income attributable to a refund of taxes paid under
the Agricultural Adjustment Act of 1933.

Certain adjustments have been modified, however, and others added-
(1) Short-term, as well as long-term, gains and losses from sales and exchanges

of capital assets will not be allowed, nor will there be allowed gains or losses from
the sale or exchange of business properties;

(2) The unlimited credit for dividends received will be allowed with respect
to the dividends of foreign as well as domestic corporations;

(3) Deductions on account of retirement of bonds will be disallowed, this rule
having applied under the 1945 law only as to base period years;

(4) Where property is held under a long-term lease executed prior to July 1,
1950, by the terms of which the lessee is required to pay any part of the lessor's
taxes, the lessee will not be allowed a deduction with respect to such payment
and the lessor will not be required to include the payment in its income, this
provision along with related provisions pertaining to base period income and a
reallocation of excess profits credits between the lessor and lessee being necessary
in order to prevent an unwarranted increase in the lessee's ultimate liability;

(5) Income will be excluded which would have been includible in the taxpayer's
gross income for a year prior to the effective date of this tax except for foreign
monetary, exchange, or other restrictions, and deductions chargeable against such
income will also be excluded-this exclusion being limited, however, to income
"derived from sources within any foreign country."

Other adjustments which were formerly allowed by section 721 are largely
revived, but not entirely. Under the old law, if a certain class of income was
'"abnormal" in kind or amount, such parts of it as were economically attributable
to previous or future taxable years might, under certain circumstances, be attrib-
uted to such years for the tax purposes. Under the bill (sec. 454), the amount
which is considered "abnormal" and permitted to be attributed to other years is
that in excess of 115 percent of a 4-year average, rather than 125 percent. The
bill revives the express definition of certain classes of income, including (a) in-
come arising out of a claim, award, judgment, or decree, (b) income includible in
the current taxable year because of a change in accounting period, (c) income
from exploration, discovery, or prospecting, and (d) income from sale of patents
or processes developed over a period of more than 12 months. But it drops any
reference to income from research or development, and also to that resulting
from a termination of a lease.

Com'nc t
The disallowance of losses on the sale of business properties in without justi-

fication. It will be recalled that the Treasury Department asked for the dis-
allowance of these losses for income-tax purposes at the time the Congress was
considering the Revenue Act of 1950. The proposal was rejected by the Com-
mittee on Finance, the Senate, and the conference committee. The logical con-
sistency that similar losses would also be disallowed in base period years is of
no benefit to the taxpayer which had no such losses in the base period, or which
does not use the base period earnings credit. Losses of this character clearly re-
duce net income equally as much as inventory or any other losses.

The same comment is pertinent as to the justification of disallowing deductions
on account of the retirement of bonds. Although this deduction was disallowed
in the old law as to base period years and would also be disallowed in such
years in this law, these facts are small comfort to a taxpayer which does not
have equivalent deductions of this character in its base period.

The limitation on the exclusion of certain unblocked foreign income to that
"derived from sources within any foreign country" may have an entirely un-
intended effect as to much of the income to which the provision would be
expected to apply. Section 119 prescribes rules as to the "source" of income
under which, for example, one-half of the income from the sale in a foreign
country of goods manufactured within the United States is from sources within
the United States. The result would seem to be that the exclusion would apply
only to one-half of the proceeds of such a business operation, even though the
entire proceeds had been received in the form of a blocked foreign currency. In
my opinion, this provision (all of par. (M) on pp. 13-14) should be eliminated.
The proposed "cure" is worse than the disease.



EXCESS PROFITS TAX ON CORPORATIONS, 1950 703
It is not clear why income from research or development or that from the

termination of a lease, if abnormal should not be subject to reallocation as it
was under section 721 of the old law. This subject is discussed hereinafter.

ALTERNATIVE CIEITS

The bill provides four alternative methods of computing the excess profits
credit, two of which are available to all corporations, and two only to certain
limited classes of corporations secss. 434, 435 (e), and 446). The taxpayer may,
in any case, use whichever available method results in the least tax. These four
methods are: (1) the invested capital method; (2) the average earnings
method; (3) the growth method, for small corporations; (4) a legal-return-
after-taxes method, for regulated public utilities.

Comnment
The first two of these are counterparts of methods piermmitted by the old

law. The third is designed to stop growth and would succeed. The fourth is new.

INVESTED CAPITAL CREDIT

The invested capital credit is computed from an equity capital element and a
borrowed capital element. That part of the credit allowed on the equity capital
element is at the rates of 12 percent on the first $5,000,000, 10 percent on the next
$5,000,000, and 8 percent on that over $10,000,000. These brackets are applied
without reference to the amount of borrowed capital (secs. 436, 437 (a) and
(b)).

The amount of the equity capital subject to these rates is determined by ref-
erence to three items:

(1) The total of the taxpayers assets reduced by the total of its liabilities
as of the beginning of the year, each asset other than money being included at
its depreciated basis (sec. 437 (b) and (c)) ;

(2) Plus the "capital addition" or minus the "capital reduction" for the tax-
able year, these items representing the money or property (also at its depreci-
ated basis) actually paid in during the year for stock or as a contribution to cap-
ital, and that distributed during the year otherwise as a dividend, respectively,
weighted in each case according to the proportion of the year it was in the hands
of the corporation (sec. 437 (d) and (e);

(3) Plus a "recent loss adjustment," representing the aggregate excess, if any,
of the net operating losses during either the period 1946-49 or 194049 over oper-
ating income for the same period, this being intended to protect against the effect
of capital depletion attributable to such recent losses (sec. 437 (f)).

So much of the taxpayer's capital as represents an increase in its capital
through contributions of money or property to the corporation made after the
beginning of the taxable year, or so much as represents such an increase through
contributions of capital and the accumulation of earnings after the beginning
of the first taxable year, is permitted to increase the taxpayer's credit at the 12-
percent rate whether or not the taxpayer's total equity capital is in the 10-percent
or 8-percent bracket. Contributions of capital for the purposes of this provi-
sion do not include contributions by certain corporate affiliates, or by any other
corporation in a tax-free transfer (secs. 436 and 438).

In all these computations no stock dividend is deemed to be either a contribu-
tion to capital or a distribution of earnings, and distributions of cash or property
in the first 60 days of a taxable year are to be treated as having been made from
accumulated earnings in the preceding year.

The part of the credit allowed on the borrowed capital element is an amount
equal to one-third of the taxpayer's allowable interest deduction for the year
on its "borrowed capital." The 1945 definition of "borrowed capital" is en-
larged to include conditional sales contracts. This element of the credit is
subject to a ceiling equal to 3 percent of the average borrowed capital for the
year and a floor equal to 1 percent, the amount of borrowed capital for purposes
of determining this latter limitation not being deemed to include obligations of
an original maturity of less than 5 years (sec. 439).

Finally, the sum of the equity capital credit and the borrowed capital credit
is retluced in that proportion of the entire sum which "inadmissible assets" bear
to the total assets of the corporation. "Inadmissible assets" are, as before,
defined to include corporate stock on which a 100-percent dividends credit is
allowed, and Government obligations, the interest on which is exempt under sec-
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tion 22 (b) (4). No election to treat Government obligations as "admissibles,"
and include the interest from them in gross income, is permitted (sec. 440).

Comment
The method of determining the equity capital element is a novel one. Under

the World War I excess profits tax, the 1913 value of properties was used for
invested capital purposes. Under the World War II excess profits tax, the
original cost of properties was used. Much time and money has been devoted
by the Government and its taxpayers to determining the amount of invested
capital under each of these two methods in succession. The hill now proposes
that they should make a determination under an entirely different method,
devoting much more time and money to this further task.

Why not 'freeze" the World II computations, prohibit reaudit, and bring
them down to date?

The adjustment for "inadmissible assets" under the old law was made through
the application to the invested capital otherwise determined of a ratio of
"inadmissibles" to total assets. A better method, however, and one which
would entirely avoid discriminating against corporations according to whether
their liquid funds are carried in the form of cash or of equity or Government
investments, would be to permit the taxpayer to include all dividends and
interest on "inadmissibles" in its income and make no reduction for "inadmis-
sibles" of any sort. This was permitted under the old law with respect to
Government obligations.

AVERAGE EARNINGS CREDIT

The excess profits credit computed according to the average earnings method
is composed of four elements:

(1) 85 percent of the "average base period net income,"
(2) Plus the "base period capital addition,"
(3) Plus 12 percent of the 'net capital addition" or minus 12 percent of the

"net capital reduction,"
(-1) Plus an addition or minus a reduction for changes in borrowed capital

(sec. 435).
The "average base period net income" is computed from the taxpayer's excess

profits net income during the base period (secs. 435 (b), (c), and (d)). It
may be roughly described as being the average of the taxpayer's excess profits
net income for any three of the four base period years. The base period is the
four calendar years 1946-49, unless a taxable year of the taxpayer ended in the
first quarter of 1950, in which case it is the 48-month period ending with the close
of such year. The base period average is computed by reducing the excess
profits net income for each taxable period entirely or partially within the base
period to an average monthly amount, either eliminating from the base period
any 12 consecutive months or retaining in the base period any 36 consecutive
months, and dividing the aggregate of the income for each of the retained 86
months by 3. In making these base period computations, the income for any
month during which the taxpayer was not in existence, and income for any
month which appears in a deficit amount, is treated as zero.

The "base period capital addition" is an amount intended to reflect growth in
the latter half of the base period (sec. 435 (f)). It is computed from 12 per-
cent of the capital addition or reduction occurring during the last two taxable
years in this period, and one-third of the increase or decrease during the period
in the taxpayer's annual interest obligations. Such amount of the increase or
decrease in each of these items as occurs in the first year is taken into account
only to the extent of 50 percent; that occurring in the second year is taken into
account in full. The net increase, if any, becomes the "base period capital addi-
tion." If there is a net decrease, it is disregarded.

The "net capital addition" or "reduction" as the third element in this credit
is a figure intended to reflect the increase or decrease in the taxpayer's equity
capital after the close of the base period (sec. 435 (g)). It is computed by
aggregating the increase or decrease in the taxpayer's equity capital between the
end of its base period and the beginning of the taxable year with contributions
to or distributions from capital made during the taxable year, the latter weighed
according to the time of the year at which they occurred.

In determining both the "base period capital addition" and the "net capital
addition" or "net capital reduction," the amount of any addition to or reduction
in capital must be offset by the amount of any additions to or reductions in
'"inadmissible assets."
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The additions and reductions in borrowed capital are similarly intended to
reflect changes in the taxpayer's borrowed capital occurring subsequent to the
base period (sec. 435 (h)). This figure is computed by multiplying the average
interest rate for the taxable year times one-third the increase or decrease in the
average amount of borrowed capital for the year as compared with the amount at
the end of the base period. There is a ceiling on both additions and reductions
equal to 3 percent of the increase or decrease in borrowed capital, but no floor.
Comment

The reduction of the average base period net income by 15 percent subjects
normal earnings to a progressive rate of tax.

Elimination of 1 of tile 4 years in the base period is no more than necessary to
cut out the height of the reconversion period. Many fiscal-year corporations,
it must also be remembered, will have 1945 experience reflected in their base
period under this bill. It would be necessary to eliminate a second of the 4 years
if it were desired merely to eliminate the eccentric abnormalities of 1945 and
1946.

The number and magnitude of the abnormalities affecting business in general
during the past 5 years have been such that many first will not show even 2
years of normal experience within this period. The least protection that could
be afforded them would be to permit the use (as a "basement") of the average
base period earnings under the old law--1936-39--adjusted for capital additions
since 1909 and increased by 50 percent, for example, to adjust for the subsequent
inflation.

Furthermore, there are many taxpayers which, unfortunately, suffered de-
clining earnings throughout the base period. Certainly they should be encouraged
to restore their profits to the highest level of the base period, without confiscation
or penalty.

The formula for the determination of the "base period capital addition," in
taking the taxpayer's "last two taxable years" preceding its first excess profits
taxable year as the period during which capital expansion will be recognized for
this purpose, seriously prejudices the firm which has recently changed its taxable
year. Such a firm might not get this type of credit for capital additions in more
than 13 months instead of the 2 years which are generally contemplated.

An intelligent and fair selection of base period years will eliminate many
problems. 1950 should be included, for example, in the base period for the 1951
tax. There simply were no high profits in 1950 from the defense program. There
were, however, in some cases, unusually high profits during 1950. A 15 percent
discount of 1950 earnings might, therefore, be justified. But there is no justifica-
tion for discounting the earnings of 1946, 1947, 1948, or 1949.

The earnings of 1 year during the base period years are unquestionably the
best measure available of "normal" profits, and should be used. In no other
way can confiscation of normal nondefense earnings be avoided. And other ad-
justments discussed hereinafter are essential to exempt from the proposed tax
normal profits resulting from growth, increased efficiency, expansion, and new
products.

The method prescribed for reducing excess profits net income to a monthly
average will seriously prejudice corporations which were on a fiscal-year basis
in 1945-46. Under section 13 (a) (2) as amended by the Revenue Act of 1942,
the excess profits credit was subtracted from a corporation's net income in order
to arrive at its "normal tax net income." This was changed by the Revenue
Act of 1945, but only as to taxable years beginning on and after January 1, 1946.
Thus, a corporation then on a July 1 fiscal year will have, under this bill, a
base period income for the first half of 1946 which is its actual income for that
period less its excess profits credit under the old law. This, I trust, is merely a
clerical error which will be corrected.

BASE PERIOD NET INCOME

The figure representing anual net income for the purpose of computing "average
base period net income" is "normal tax net income" adjusted in certain specified
respects (sec. 433 (b)). These adjustments are, in the main, the same as those
used in converting normal tax net income into excess profits net income for
excess profits tax years. There are, however, certain differences for the base
period years-

(1) The net operating loss deduction is not allowed;
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(2) The disallowance of gains and losses with respect to business properties
applies in the case of theft, seizure, or destruction of such properties as well
as in the case of sales and exchanges;

(3) Certain repayments of processing taxes to vendees are disallowed, as in
the 1945 law, this being complementary to the exclusion in taxable years of
income attributable to a refund of AAA taxes;

(4) Casualty and abandonment losses are disallowed but, contrary to the
1945 rule, are subject to the restrictions applicable to the disallowance of certain
"abnormal" deductions ;

(5) A deduction is allowed for various classes of "abnormal" expenses or
losses, but the "old" rules have been moditied-(a) the amount disallowed is that
in excess of 115 percent, rather than 125 percent, of a 4-year average, (b) the dis-
allowance is contingent upon the amount of the deduction exceeding 5 percent
of the average base period excess profits net income computed without such
deduction, and (c) the "abnormal" deduction must be shown by the taxpayer
not to be a "cause" (as well as not to be a "consequence") of an increase in the
gross income of the taxpayer during its base period, or a change in type, manner
of operation, size, or condition of the business.

Coin men t
Under the old law, casualty and abandonment losses were disallowed for base

period years without regard to their "abnormality." Insofar as a taxpayer has
sustained such losses in the base period, its experience in that period is obviously
distorted from the "normal" in any reasonable sense, and there is no justifica-
tion for arbitrarily prohibiting the exclusion of 15 percent of these losses. There
is less justification and no logic whatever in ruling that a taxpayer which has
had a series of such losses can exclude none of them, which is the effect of the
4-year average limitation. There is also no justification in making the disallow-
alnce contingent upon the amount of the deduction exceeding 5 percent of the
average base period net income. This is simply a discrimination between
taxpayers on the basis of their size.

The purpose of the condition to the disallowance of "abnormal" deductions
that they should be shown not to be a "cause" of an increase in the taxpayer's
gross income is not clear. The report of the Ways and Means Committee, page
12, incorrectly states that this condition was also present in the old law. It
would seem to have the anomalous effect of denying a casualty deduction to the
extent that the taxpayer increased its income in future years through rebuild-
ing a more modern plant than the one which was destroyed.

Another type of "abnormal" loss for which an adjustment should, but is not,
made is illustrated by the postwar experience of many businesses. For example,
it was not uncommon for a business to lose money, or to make insignificant profits,
during 1 or 2 or even 3 years following World War II, on contracts entered into
ill-advisedly. Its experts on civilian business had not returned from the war and
the substitutes were inexperienced. If thie losses actually realized on business
operations (even though the over-all business was not in the red) exceeded losses
actually realized on similar business operations over a 10-year period, they should
certainly be disregarded in computing normal base period earnings. As in the
case of many other adjustments, this proposed adjustment will not be necessary,
however, if 1950 is included in the base period years and if one year is selected
for the earnings credit.

ALTERNATIVE CREDIT BASED ON GROWTH

The growth formula of the 1945 law has not been revived. Instead, a corpora-
tion qualifying for a new growth method is permitted to use as a credit its net
income during the last year of its base period, or the average of its last 2 years,
increased or decreased by reason of equity capital anti borrowed capital addi-
tions or reductions since the beginning of its first taxable year (sec. 435 (e)).
In order to qualify for this method the taxpayer must-

(1) Have commenced business before the beginning of its base period;
(2) Have total assets as of the beginning of its base period not in excess of

$20,000,000; and
(3) Show in the last half of its base period an increase over the first half of

30 percent of total payroll and 50 percent of gross receipts.

Cort in ent
The $20,000,000 limitation is obviously and expressly aimed at the larger

corporations. The growth formula in the old law was available to all corpora-
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tions whose history showed the required justification for the formula. There is
no justification for the proposed limitation. The production of aureomycin and
ACTH should not be restricted.

On the other hand, growth during the base period is appropriately reflected, of
course, if the earnings credit is based upon 1 or 2 years of the base period; and
no special formula is necessary.

Growth after the base period, however, is a problem which requires solution
unless the growth of America is to be stunted. This problem is discussed
hereinafter.

ALTERNATIVE CREDIT FOR PUBLIC UTILITIES

Section 446 of the bill prescribes a new alternatie credit for regulated
public utilities. This credit is in an amount equal to the sum of (a) the normal
tax and surtax and (b) a certain percentage of total capital, reduced by (c)
the interest deduction for the year on borrowed capital. The percentages for
local transportation companies and for telephone, telegraph, electrical energy,
gas, water, and oil and gas pipeline companies are 6 percent, and for interstate
railroad and air transport companies, 5 percent. The capital of such utilities
is defined for the purposes of this credit as the sum of equity capital and bor-
rowed capital for the year, the former including the "recent loss adjustment." To
qualify as such a utility, "substantially all" of the taxpayer's excess profits net
income must be derived from such sources.

Comment
The problem presented is, What kind of a job do you want the public utilities

to do during the emergency or defense period ahead of us? They will un-
questionably do their best. But their best will be determined by what will be
left after taxes. The rates of return to be prescribed must bie determined
accordingly. Certainly one of the most glaring inadequacies is the allowance of
only a 5-percent return to airlines, the history of which as shown this to be one
of the most hazardous of business undertakings. Furthermore, outr air trans-
port system of today and tomorrow is an essential part of our national defense.

As to all utilities, a 12-percent credit for new capital additions should be
allowed, as in the case of other industries.

As I pointed out in my oral testimony, the adjustment for "inadmissible
assets" is celarly wrong. In fact, there should be no adjustment, and the income
from inadmissibles should be included. But if an adjustment is to be made it
should be made to the amount computed under paragraph (b) (2), not by re-
ducing the "regulated public utilities credit" as is now provided in paragraph (a)
of section 446.

Furthermore, if the inclusion in a consolidated return of one of more affiliated
corporations would produce a consolidated "excess profits net income" which does
not meet the "substantially all" test of paragraph (d) on page 75, then such
corporation should be excludible and a consolidated return permitted for the
remaining corporations.

Section 117 (j) losses are disregarded in computing excess profits net income
(sec. 443), but deducted in computing normal tax net income. In effect they are
subjected to both excess profits tax and normal and surtax-section 446 (b) (1)-
for the deduction for normal tax and surtax purposes is virtually wiped out.

MINIMUM CREDIT AND CREDIT CARRY-OVER

The bill contains no fixed exemption comparable to the $10,000 exemption in
the 1945 law. Instead it provides a minimum credit in the amount of $25,000
(sec. 431).

The unused excess profits credit adjustment includes a carry-back of an unused
credit for 1 year and a carry-over for 5 years. No part of the $25,0)0 minimum
credit may contribute to an adjustment for other years, however (sec. 432).

RELIEF PROVISIONS

There are three relief provisions aimed at permitting a reconstruction of base
period income. Each of these utilizes a concept of an average rate of return in
the industry of which the, taxpayer is a part. These rates will be determined
through publication by the Secretary of the Treasury of a classification of tax-
payers by industry, and of an average rate of return for each industry classifica-
tion for the calendar years 1946-49. The classification is to be generally that
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used by the Treasury Department in compiling published statistics from corpora.
tion income tax returns, and the rate is to be the sum of the aggregate net income
and aggregate interest deduction for all corporations in each industry classifica.
tion divided by the aggregate of total assets for such corporations. The Secretary
is to publish by March 1, 1951, tentative rates of return for each industry classifi-
cation, which are to be used until final base period rates are published (sec. 445).
Section 442

The first relief provision applies to taxpayers which commenced business prior
to the base period, whose normal production or operation was interrupted by
"events unusual and peculiar in the experience of such taxpayer," or whose
business was depressed because of "temporary economic circumstances unusual
in the case of such taxpayer." A taxpayer suffering such an abnormality either
in 1 or 2 years of its base period may reconstruct its income for those years by
bringing it into the same relative proportion to its income for its normal year or
years in the base period which obtains between the industry rates of return for
such years. This reconstruction may be made, however, only if it increases the
taxpayer's income by at least 10 percent.

Section 443
The second relief provision, also applying to taxpayers which commenced busi-

ness before the base period, permits a reconstruction of income on the part of a
taxpayer showing during the period 1947-49 "a substantial change in the products
or in the services furnished." It is a condition of this relief that during 1 of
the 3 years following the year of such change more than one-third of the tax-
payer's net income be attributable to the new products, and its entire net income
be more than 25 percent greater than the average of that for the period from
1946 until the change occurred. The reconstruction is made by multiplying the
base period rate of return for the taxpayer's industry by the taxpayer's total
assets at the end of the year in which it shows the required amount of net
income from the new products, or on December 31, 1949, whichever is later.
Section 4414

The third relief provision permits a new corporation commencing business
after the beginning of the base period to use for each of the first 3 years
of its existence (or such of them as are taxable years) an average base period
net income computed by multiplying the amount of its total assets on the last
day of the taxable year by the base period rate of return for the industry. For
succeeding taxable years a similar computation may be made, using the amount
of assets on the last day of the third year or on December 31, 1949, whichever
is later.

Under both sections 443 and 444. capital additions or reductions may be
made only for periods subsequent to the date on which the taxpayer's assets
are aggregated in order to be applied to the industry rate of return.

Relief must be specially applied for under each of these provisions. How-
ever, if the amount of relief claimed is in excess of 50 percent of normal
tax net income, payment of the amount of the claim is permitted to be deferred
until the relief is finally determined, unless the industry rates on the basis
of which the claim is computed are tentative, in which case only 80 percent of the
claim may he deferred (sec. 430 (d)).

Jurisdiction to try these claims is not limited to the Tax Court.
Comment-general

Provisions for "relief" are designed to cover only one clans of cases: Where
both the invested capital and the base-period earnings are inadequate to measure
the taxpayer's "normal" income. Similarly, there is only one basic problem:
To exempt "normal" profits from the confiscatory rates of the excess profits
tax. If we focus upon this class of cases and upon this problem, practical
and sensible solutions are much more simple to work out.

The basic "relief" provisions of the World War I act (special assessment)
and of the the World War II act (sec. 722) relied upon administrative decisions.
The reu'_ts under both were bad. The provisions of the bill are a decided
improvement but are inadequate.

There are obviously two approaches: (1) To correct the base period, or
(2) to determine normal profits during the taxable year and exempt them from
the excess profits tax. The relief provisions of the bill use approach (1). In
my opinion, both approaches should be used, just as both are used elsewhere
in the bill-to correct "abnormal" losses in the base period, for example, and
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to give a deduction (called an adjustment) for certain "abnormal" income
during the taxable year.

The following examples (definitely far from an all-inclusive list) are illustra-
tive of the types of cases for which relief is necessary :

(1) A plant, or a portion of it, is shut down during a part of the base period,
as in the case of a strike, flood, extensive repairs, lack of raw materials, or lack of
normal business. If one or conceivably two years of the base period are to be
used, substantially all cases of this type disappear. In any event, section 442 can
be eliminated. The only remaining class of cases provided for are those where the
business throughout the base period was abnormally low. The only solution for
this type of case is the protection afforded by the "basement" provision lprevious-
ly discussed-in no event should the taxpayer's average earnings under the new
law be less than his average earnings under the World War II law. This "base-
ment," of course, should be adjusted upward by say 50 percent as a result of the
subsequent inflation; and the appropriate adjustments already provided in the
bill (for capital additions or reductions, for reorganizations, etc.) can readily
be made applicable.

(2) The taxpayer's volume increases, because he was on a one-shift basis
during the base period and is an a three-shift basis during the taxable year.
There is no provision in the bill to meet this situation. However, it should be
very simple to determine the taxpayer's "normal" profits based on his base-
period volume and apply that determination to this increased volume during
the taxable Near. l'erlhaps the simplest method of increasing production is to
increase hours of production. It seems foolhardy to say that we want increased
production and concurrently to penalize it.

(3) The volume of services increases because of an increased number of
units. The best illustration of this is perhaps found in the field of transporta-
tion services. An airline, for example, may be using 100 planes on the average
during the base period and 150 during the taxable year. Its normal profit per
unit during the base period can readily be determined (although unquestion-
ably it will be necessary to use its experience during 1950 to avoid the losses and
subnormal profits of the industry during the postwar years). This normal profit
per unit can then readily be applied to the 150 planes in use during the taxable
year, thus encouraging the company to continue to increase its services-with
facilities which also.will be available for national defense.

(4) The taxpayer has expended considerable sums of money in research and
development in the production of new or better products, or new or better ser-
vices, and the results of his work do not appear (or appear only partially) dur-
ing the base period. Television broadcasting is a typical illustration. This
type of case is not covered by section 443 of the bill-which applies only in the
case of substantial change during 1947, 1948 or 1949, for example. This type
of case requires the double approach above referred to: (1) The expenditures
devoted to research and development (whether or not they put the taxpayer "in
the red") must be disregarded in computing the taxpayer's average earnings
and (2) the normal profits derived from the new or better product (or new or
better services) must be exempt from the excess profits tax. This second ap-
proach is similarly necessary when income is derived from new or better
products (or new or better services) during the taxable year-whether or not
deductible expenses were previously incurred. The industry-index approach in
section 443 is probably as practical and as fair as can be prescribed. Care
should be taken, however, to make certain that the proper industry index is
used-that is, the index applicable to the new or better product or new or better
service, regardless of the nature of the taxpayer's other income. It will, of
course, be difficult at times to determine the proper industry index and appro-
priate examples should be given in the committee report. The discovery or
development of another aureomycin or another ACTH or of a cure for cancer
during the taxable year must be encouraged and not penalized. The benefits to
mankind justify a millionfold the time required to adopt appropriate provisions.

(5) The taxpayer's volume increases or his costs decrease during the taxable
year by reason of efficiency-new or better facilities, for example. There is no
provision in the bill to meet this situation. On the contrary, the bill undeniably
penalizes efficiency. It should not'be difficult to measure the savings involved.
The taxpayer himself should assume the burden of proving his volume increases
resulting from efficiency and of establishing the profit resulting therefrom. The
same is true in the case of decreased costs. He need go back only to a period
prior to the effective date of his increased efficiency-whether or not this takes
him back into his base period.
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Appropriate provisions covering the above cases will encourage increased
production and decreased costs. In addition, they will, when coupled with other
relief provisions discussed hereinafter, give taxpayers the opportunity to 1Pay
at least a portion of the tax through ever-increasing production, ever-increasing
efficiency, and I trust through increasing his profits.

Whether the 12-percent credit for new capital is adequate to encourage in-
creased capacity is questionable. The normal tax and surtax promptly reduces
this credit to about 6 percent. But the provisions of the bill in this respect are
a decided and definite improvement over old section 722.

Comment, section 412
The section can and should be eliminated-by giving an earnings credit based

on 1 (or perhaps 2) years of the base period; by doubling the first half of 1950
and including it in the base period; and by including all of 1950 in the base period
(reduced perhaps by 15 percent) fcr the 1951 tax. I repeat: Everyone admits
that there are no defense profits in 1950.

If the section is retained, however, the adjustment should be made to the
period the profits of which are affected. As I pointed out in my oral testimony,
profits will usually continue long after a shut-down of the producing plant
begins-and the effect of the shut-down will not be felt until the inventory of
finished goods is seriously depleted.

Comment, section 448
Section 443 is comparable to part of old section 722 (b) (4). Its inadequacies

have already been discussed.
The basic test of its applicability-whether there is a substantial change in

the products or in the services furnished-is one which would seem to require
further elaboration. The report of the Ways and Means Committee states only
that this concept has been well developed under the prior law-and it is doubtful
that either the Government or many taxpayers would join in this assertion.
(See, Bureau Bulletin on sec. 722, pp. 55-58.)

The requirement that more than one-third of the taxpayers net income within
3 years after the change be attributable to the new products makes the provision
unavailable to taxpayers with a diversified line of products.

The industry ratio applicable in any particular case should be that of the
industry to which the new product belongs.

The following additional questions are prompted:
(1) Why the 36-month period, in (a) (1) ?
(2) Why must the change ie made during the base period?
(3) Why not let us see the tentative industry classifications and rates of return

before we are compelled to pass judgment?
(4) Why the test of gross receipts, in paragraph (d), on page 65, if we are

seriously striving to determine normal profits for the new product?
(5) What relief will be granted if the entire industry is depressed?

Comment, section 444
Section 414 is comparable to part of old section 722 (b) (4).
It was obviously intended that all corporations, so far as the date of their

establishment is concerned, should be eligible for either section 442 and section
443 relief, or for section 444 relief. The sections do not perfectly dovetail'how-
ever. For instance, a corporation which commenced business in January 1946,
would not be eligible for relief under any of the three sections if its taxable
year ended in the first quarter of 1950.

REORGANIZATIONS AND LIQUIDATIONS

In the case of certain exchanges during or after the base period, mostly in con-
nection with corporate reorganizations, the prior earnings experience of the
transferor corporation or partnership may be availed of by the transferee cor-
poration for the purpose of determining its average base period net income
(sec. 461-465). The provisions apply only to so-called tax-free exchanges, i. e.,
those on which gain or loss is not recognized for income-tax purposes. But all
tax-free exchanges are not covered. The types of exchanges which are covered
are those which were similarly treated under supplement A of the old law, ex-
cept that the bill adds a new clause covering transfers of part of the properties
of a corporation or partnership to which section 112 (b) (5) is applicable.

The provisions of the bill dealing with intercorporate liquidations (sec. 470)
requires that a corporation which receives the assets of another corporation in
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a tax-free complete liquidation subject to section 112 (b) (6) of the code shall
include such assets in its equity capital for purposes of the invested capital
credit at a substituted basis derived from the basis of the transferee corporation
in the stock given up on the liquidation. This substituted basis is to be ad-
justed for depreciation of the properties from and after the date on which the
transferee corporation acquired ownership of 80 percent of the transferor's
stock.

Comment
The new clause covering transfers of a part of the properties of a corporation

or partnership is said in the report of the Ways and Means Committee to be
intended to permit a carry-over of the earnings experience of the predecessor
after a so-called corporate split-up. Section 112 (b) (5) of the code has fre-
quently been held not to apply, however, to transfers of assets followed by the
transferor's distribution to its stockholders of the transferee's stock. Thus, the
new clause may cover only those split-ups in which the transferor continues in
existence as a parent corporation. Split-ups under section 112 (b) (4) and 112
(g) (1) (D) should be brought within the new provision.

It is also desirable to extend the right to the earnings experience of a pred-
ecessor corporation to corporations purchasing assets for cash. Although some
problem might be involved in this proposal where the selling corporation trans-
fers only a part of its assets and continues in existence, there is no possible
objection to the proposal where the transferor sells all of its assets for cash, for
example, and then dissolves.

CONSOLIDATED RETURNS

As under the old law, an affiliated group of corporations may file a consolidated
return for the purposes of this tax. The same return will be filed for both the
income tax and the excess profits tax. Only one $25,000 minimum credit is
allowed for the entire group. Personal holding companies, and domestic corpora-
tions doing most of their business outside the United States (including Western
Hemisphere trade corporations), which have filed a consent for a taxable year
since 1943 to be treated as an includible corporation, are required to continue as
a member of the affiliated group if consolidated returns are filed.

Comm ent
The denial to domestic corporations most of whose business is done outside the

United States of the privilege of making a new election whether to join in the
consolidated return has the effect of denying such corporations the exemption
from excess profits tax allowed them by section 452. The December 31, 1943,
cut-off date is carried over from the old law, having originated in the Revenue
Act of 1942 at a time when such corporations still had an opportunity to make
an effective election.

The exclusion from a consolidated return of corporations with nonpublic-
utility income has been discussed under section 446.

The reference to section 452 (g) on page 143, line 4 of the bill, is erroneous,
as that subsection was eliminated by a committee amendment in the House.

ACCOUNTING METHODS

Taxpayers reporting gains from installment sales as and when payments under
the contracts are received are permitted to elect the accrual method with respect
to these sales for purposes of this tax. Such election, if made, applies also to
base period years, and is irrevocable (secs. 443 (b) (7) and 453 (a)).

Likewise, taxpayers on the completed contract method are extended the right
to make an irrevocable election of the percentage of completion method for
purposes of this tax. This election also applies to base period years (secs.
433 (b) (8) and 453 (b)).

All banks, including those which use the reserve method of accounting for
bad debts for income tax purposes, are required in the computation of their
excess profits net income, both for base period and excess profits tax years, to
follow the section 23 (k) method of deducting bad debts as they become worth-
less (sec. 433 (a) (1) (L) and (b) (12)).

Comment
The references on page 101, line 7, of the bill to section 432 (b) (7) and (8)

should be to section 433 (b) (7) and (8).
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SHORT TAXABLE YEARS

In the case of a short taxable year, the excess profits net income of the short
period is annualized mathematically in order to determine the amount of such
income in excess of the allowable credit, and the tax computed on such excess
is reduced to that proportion of the tax so computed which the length of the
short taxable year bears to a full 12-month year. Alternatively, the tax for a
short year may be computed by usin o the taxpayer's actual income for the 12-
month period beginning with the first day of the short period (sec. 433 (a) (2)).

RETURNS FOR THE: FIRST YEAR

For any taxable years ending prior to December 31, 1950, the due date for the
return and for the payment of the tax is March 15, 1951, and any payment of
normal tax or surtax prior to that date will be credited against the tax shown
to be due at that time (sec. 205).

ADVERTISING EXPENDITURES

As under the old law, an election may be made within 6 months after the
date for filing the return for the first excess profits tax taxable year to charge
to capital acy unt certain expenditures for advertising or the promotion of good
will made during the base period. If such an election is made, it applies for
purposes of both the income and excess profits tax for all base period and sub-
sequenlt year (sec. 449, and sec. 203 of the bill).

STRATEGIC AND CRITICAL MINERALS

An exemption is provided for income derived from the mining of a strategic
or a critical mineral (sec. 448). Thle amount of the exemption is computed as
was a similar exemption under the old law so that the amount of tax payable
is only that fraction of the tax otherwise computed as the taxpayer's income
froii other sources bears to its total income. The list of strategic minerals
under the old law has been extended to include a number of others, such as
cobalt and uranium by name, and also to permit additional minerals to be added
to the list upon certification by the Defense Minerals Administration that they
are essential to the defense effort and not normally produced in appreciable
quantities within the United States.

Tihe category of "critical" minerals is very properly extended to include those
minerals the additional production of which the Defense Minerals Administration
certifies are "essential for the defense effort," and which are mined from a prop-
erty which was economically submularginal as of June 25, 1950.

This provision also extends the exemption to a lessor's income attributable to
the mining of such minerals.

EXTRAORDINARY DEPLETION

The same special deduction as in the old law is allowed for extraordinary
mineral and timber depletion. In order to avail itself of this deduction, the
taxpayer's output in excess of normal must exceed 5 percent of its estimated
reserves. The amount of the deduction is proportionate to the fraction of its
reserves which is depleted within the taxable year (sec. 451).

The American Mining Congress has submitted several suggestions which merit
adoption.

ADJUSTMENTS FOR INCONSISTENCIES

The bill revives practically intact the provisions of section 734 of the code,
authorizing adjustments to be made in certain cases in which the treatment of
an item or transaction for excess profits tax purposes is inconsistent with the
prior treatment of the same item or transaction for income tax purposes, cor-
rection of the earlier treatment being prevented by the statute of limitations or
the principle of res adjudicata (sec. 450).

FOREIGN CORPORATIONS AND INCOME

Foreign corporations may use the average base period income method only if
throughout the base period they have been in existence and doing business in the
United States. Their average income credit is merely a straight 85 percent of
their average base period net income (secs. 434 (b), and 435 (a) (2)).
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The invested capital credit for both foreign corporations and "section 251
corporations" (domestic corporations which derive most of their income from
United States possessions) is only a percentage of the taxpayer's average equity
capital for the taxable year, including in the comlputation of equity capital only
United States assets and liabilities "which are directly related to its United
States assets." The average of the equity capital so computed is reduced by the
percentage of United States "inadmissibles," but these corporations are not
granted any special benefit for new capital nor any borrowed capital credit
(sec. 441).

A foreign tax credit as defined and limited in section 131 of the code is allowed
against this tax to whatever extent it is not used against the normal tax and
surtax in the same manner as under the old law (sec. 202).

MERCHANT MARINE ACT CONTRACTS

As under the old law, Government contractors subject to the Merchant Marine
Act of 1936 with respect to contracts completed within the taxable year, are per-
mitted to include in their income any amounts required to be refunded to the
United States by the Federal Maritime Board under such contracts, and to re-
duce the amount of their excess profits tax by the amount of the refund (sec. 455).

Comn ameat

Relief is also required for shipping companies which during 1946-49 have
chartered and operated Government vessels through the Federal Maritime Ad-
ministration, but which have not received until 1950 a part of their prior earn-
ings on the operations of these vessels because of the delay entailed in the
formulation by the Maritime Board of accounting instructions and formulas
under which the companies' share of the profits were to be determined. These
companies should be permitted to reallocate such income to the years of the
operations to which it is attributable.

AMORTIZATION

My comments on amortization in my oral statement are adequate.
Whether section 124A should be amended by striking out the "percentage" pro-

vision, or by denying the use of possible "post emergency" value is questionable.
I would prefer the former.

CONCLUSION

The foregoing analysis, comments, and suggestions are made in the hope that
the Committee on Finance will find them helpful in correcting many of the "bad"
provisions of the bill, in adopting sound policies as substitutes for the "bad"
policies in the bill, and in formulating new policies upon which growth and
progress can continue.

I merely add that the 2 days available have not been adequate. But I've done
my best.

An outline summary of my suggestions follows.

OUTLINE SUMMARY OF SUGGESTIONS

Effective date

Change it to October 1, 1950 (p. 1, line 8).

Rate ceiling

(1) A 67 percent rate is "pretty stiff" for the beginning of an emergency.
(2) Permit public utilities and "Western Hemisphere trade corporations" to

use the section 26 (b) and (i) credits in computing the "ceiling" (p. 2, line 13).

Taxable year adjustments

(1) Losses on business properties (sec. 117 (j) of the code) (p. 8, line 22)
should be deductible. This will automatically correct the error in the public
utilities credit (p. 73, lines 16 and 17).

(2) Loses on retirement of bonds (p. 9, line 19) should be deductible.
(3) Delete the provision on '"Blocked foreign income" (p. 13, line 3; p. 14,

line 9).
(4) Income from prior research and development should be restored as a

class of income which may be adjusted if abnormal.
75900--O-46
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(5) Gains resulting from the foreign-war-loss provisions of the code (sec.
127) should be excluded.

Invested capital credit
(1) Return to the World War II method of computing the amount of equity

capital on which credit was to be allowed (p. 43, line 10).
(2) Permit taxpayers to include the income from admissibles and not reduce

their credit by an admissibles ratio (p. 42, line 11).

Base period earnings credit
(1) Base period should include 1950 (perhaps discounted by 15 percent) for

the 1951 tax; and earnings to July 1, 1950, for the 1950 tax.
(2) Allow 100 percent of base-period earnings instead of 85 percent (p. 26,

line 7).
(3) Permit the use of earnings experience in any 1 or 2, instead of 3, years

in the base period (p. 27, line 4).
(4) Add an average earnings credit basement derived from the taxpayer's

credit under the World War II law (p. 24, line 6).
(5) Exclude the section 26 (e) credit under the old excess profits tax law in

computing excess profits income for fiscal year taxpayers in early 1946 (p. 28,
line 4).

(6) Allow credit for base period capital additions with respect to last 24 months
of base period instead of last two taxable years (p. 33, line 1).

Adjustments to base period income
(1) Allow casualty and abandonment losses without regard to abnormality

(p. 20, line 25).
(2) Remove limitation of 4-year average in disallowing abnormal losses (p.

21, line 8).
(3) Remove condition to disallowance of abnormal losses that they must

exceed 5 percent of net income (p. 22, line 3).
(4) Remove condition to disallowance of abnormal losses that they must not

be a cause of an increase in gross income (p. 22, line 16).

Groucth formula
(1) Remove $20,000,000 limitation on amount of assets (p. 29, line 15).
(2) Provide a similar allowance (in reverse) for corporations with a declining

earnings record in the base period (p. 29, line 8).

Public utilities
(1) Increase percentage of return allowed airlines (p. 75, line 3).
(2) Provide a 12-percent allowance for new capital (p. 73, line 4).
(3) Correct the application of the ratio for inadmissibles to the credit for

normal tax and surtax (p. 73, line 8).
(4) Permit income for inadmissibles to be included in gross income, and the

inadmissibles ratio not applied (p. 73, line 8).
(5) Where participation of several public utilities in a consolidated return

would cause section 446 status to be lost because one of the corporations had
substantial non-public-utility income, permit such corporation to be excluded
from the group (p. 73, line 4).

(6) The use of book figures rather than equity capital is much simpler-and
provides a tax credit corresponding to the financial credit.

Relief provisions
(1) Require the use of only 1 or 2 years of earnings experience as a base, and

include 1950 in the base period (p. 58, line 12).
(2) Permit an increase in the excess profits credit proportionate to the tax-

payer's expansion in physical volume of production subsequent to the base
period (p. 58, line 12).

(3) Permit an increase in the excess profits credit proportionate to the tax-
payer's increase in its physical facilities, or, in other words, recognize a normal
profit per unit (p. 58, line 12).

(4) Accord recognition to research and development of new products by dis-
regarding expenditures for this purpose during the base period and allowing
normal profits from the products in later years (p. 58, line 12).

(5) Allow an addition to credit equal to reduction in costs of production (p.
58, line 12).
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Reorganiza t ions

(1) Correct reference to split-up reorganizations by citing section 112 (b) (4)
and 112 (g) (1) (D) (p. 110, line 5).

(2) Permit use of earnings experience of predecessor in case one corporation
purchases all the assets of another corporation (p. 110, line 13).

Consolidated returns
(1) Consolidated returns should be encouraged-the 2 percent penalty should

be eliminated.
(2) Permit domestic corporations operating abroad to make a new election

as to participating in a consolidated return (p. 143, line 7).
(3) See, also, recommendation for public utilities (No. 5).

Accounting methods
Change the reference from "section 432" to "section 433" to correct a clerical

error (p. 101, line 7).

Federal maritime contracts
Permit income under these contracts to be allocated to the year in which earned

(p. 108, line 7).
Amortization

Section 124A of the code should be amended either (1) by striking out the
so-called percentage provision in the first sentence of paragraph (e) (1), or
(2) by making certain that probable future value (whether postemergency or
after 5 years) shall not be a factor in determining the amount to be amortized.

The CHIRMAN. Mr. Henry Fernald.
Will you please come around and have a seat? You may identify

yourself for the record.

STATEMENT OF HENRY B. FERNALD, CHAIRMAN, TAX COMMITTEE,
AMERICAN MINING CONGRESS, WASHINGTON, D. C.

Mr. FERNALD. Mr. Chairman and and members of the committee,
I am Henry B. Fernald, of Monclair, N. J., chairman of the tax com-
mittee of the American Mining Congress. I am appearing to speak
briefly for the mining industry regarding the excess profits tax bill
of 1950, H. R. 9827, which is before you.

We are conscious of the revenue problem you face, and the emer-
gency expenditure demands. A first need is to reduce to the mini-
mum all expenditures of every kind not immediately essential for the
emergency. Nonessential expenditures should not be made. The
Government should set an example to its people of curtailing nones-
sentials to meet emergency needs.

The paramount problem is not that of getting or spending dollars.
It is to get needed production and to get that production with maxi-
mum efficiency-with minimum consumption of materials and labor.
This is true all along the line, but particularly true of mineral pro-
duction. Most of our metals and minerals are in short supply. Of
some we have little or no domestic production, and we depend almost
entirely on foreign supply which may be cut off or curtailed by hostile
action. Of others we have substantial domestic production but quite
inadequate to meet defense demands and to provide the contemplated
civilian consumption, even though that is brought finder rigid control.

No desire for revenues should be permitted to lead to taxation which
will defeat or discourage production needed for the emergency, nor
production which we should have to prevent uncontrollable inflation.
Nor should we have taxes which by their impact will defeat the crea-
tion of incomes from which revenues otherwise would flow.
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All of this has a very direct bearing on the excess profits tax problem
before you.

The desire for an excess profits tax which gave rise to the instruc-
tions in the Revenue Act of 1950, on which you are acting, was for a
tax to be imposed upon excess profits which are the result of the emer-
gency situation. That thought is directly contrary to any imposition
of the penalty tax on what are only the reasonable profits from the
production of goods or services. The entire principle of a tax to be
imposed on excessive profits is violated if the tax is imposed on profits
which are not excessive.

We wish taxpayers to increase production, to do this with maximum
efficiency and economy, keeping to the minimum consumption of
materials and services. 'We should not then establish for any taxpayer
some fixed point beyond which any further profits which come from
increase in production or from economies and efficiency in use of labor
and materials will be condemned as excessive and penalized. It is
not necessary that we should do so.

It is from this standpoint that I present, first, the special mining
problems.

THE SPECIAL MINING PROBLEMS

To prevent the effect which the excess profits tax, if unmitigated,
might have on mineral production, our prior law included section 735,
which is continued as section 451 of the pending bill.

The situation to be met is very simple. A mine consumes its capital
in its mineral production. If it makes merely a reasonable profit per
unit of production it should not be considered as making excessive
profits. If in response to demands for mineral production it increases
its output, the mere increase in income in a single year, if that income
is still no more than a reasonable profit per unit, should not be con-
sidered as representing excessive profits. If the mine produces in 1
year what it would normally produce in 2 years, but still earns only a
reasonable profit per unit it should not be charged with making ex-
cessive profits, and should not be subjected to excess profits tax.

Senator MILLIKIN. Where your standard is reasonable profit, do you
have an incentive for exploration?

Mr. FERNALD. I think so, sir, if we can get a reasonable profit
allowance.

Now, of course, what is a reasonable profit in any case must take
into account the risk and difficulties involved.

Senator MILLIKIN. Yes.
Mr. FERNALD. That problem was recognized by section 735 of the

prior law with its provision for allowing a mine to exclude from its
excess profits net income the income from excess output over that of
the base period at the same profit rate per unit as it earned in the base
period. That was its essential provision. If the profit per unit
earned in the taxable year was greater than the unit profit of the base
period that excess would remain to be subjected to the excess profits
tax.

It also contained various special provisions which we need not here
discuss.

Senator MILLIKIN. That applies rather peculiarly to established
mining concerns with a rather long history of production, does it not?
It would be useless for a new venture.
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Mr. FERNALD. That is the point, sir.
Senator MILIKIN. Yes.
Mr. FERNALD. I am coming to that here.
Senator MILLIKIN. All right.
Mr. FERNALD. I want first to call attention to the fact there were

also limiting provisions in section 435, still included in 451, which we
urge should now be eliminated.

These were the provisions in paragraphs (10) and (11) of the
section which would make reduction in allowable unit profits on the
basis of certain relationships between excess output and remaining ore
reserve. The amendment which we propose, which is submitted as
exhibit A herewith, would remove this limitation.

Senator KERR. Where in the bill do you find the limitation to which
you refer?

Mr. FERNALD. It is section 451, on pages--
Senator TAFrT. Ninety-two.
Mr. FERNALD. It starts on page 92. You see it gives a whole scale

of percentages running from 100 down to 20 percent, but with a pos-
sible total exclusion if your relationship is too low.

Now there is no relation between a reasonable profit per unit, and
the question of what is the relationship of your excess output for the
year to your remaining ore reserves. It is purely an artificial thing.
It is no fair standard. It never should be included in there, and we ask
that it be eliminated.

Does that answer that question?
Senator KERRm. I believe it does.
Mr. FERNALD. Briefly, we would eliminate paragraphs (10) and

(11), and modify paragraph 1 of subsection (b), the general rule
to make that effective.

The attached amendment, with its accompanying memorandum, I
think will make clear what we propose.

Senator MILLIKIN. I hope sometime before you finish you will tell
us in summary fashion, at least, what it is that you propose.

Mr. FERNALD. I am coming to that, sir. Now I am answering your
prior question.

When section 735 was adopted, it was recognized that it would not
meet the problem of mines which were not operating during the base
period, or which had unsatisfactory base period experience. Pro-
vision was made in a former law for these to be covered by the special
relief of section 722. That section has not worked out at all satis-
factorily, as the present bill recognizes. It is thus necessary to make
some other provision for those cases of mines not operating in the
base period, or not making a reasonable base period profit per unit,
as well as cases where improvements in operating methods or equip-
ment make base period earnings not a fair standard for measuring
reasonable profits on current production. The amendment we submit
includes a provision whereby a constructive determination of non-
taxable income for exempt output may be made. It will not be diffi-
cult to make a reasonable determination there called for. It is some-
thing which is in the ordinary experience and customary procedure
of mining engineers, and is regularly done. It involves some exercise
of judgment and opinion, but no more so than is required in the
ordinary solution of many other tax problems, such as the determina-
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tion of ordinary and necessary expenses, reasonable allowances for
depreciation, property valuation for income-tax or for estate- and
gift-tax purposes, et cetera. All through our law there are the pro-
visions that call for exercise of judgment and opinion.

We urge it as a fair and reasonable method of dealing with the
situation specified in the amendment.

The amendment which we submit herewith also deals with certain
other rather technical features which are explained in the accompany-
ing memorandum, exhibit A-i.

If the amendment we propose is written into the law, it will give
encouragement with respect to additional production whether the
mine is one previously operating or whether it is a new mine-whether
it is one which has or has not a satisfactory base period experience.
At the same time, it will still leave subject to the excess profits tax
any profit in excess of reasonable profit per unit. The tax can then
apply as a true excess profits tax, and can apply to taxing excessive
profits but without being imposed on profits which are no more than
reasonable.

May I a little later go more in detail on the provisions of that
amendment, if you wish?

Another mining condition which to some extent was recognized
under the prior law and which is more fully and satisfactorily dealt
with in the present bill is that with respect to strategic and critical
minerals for which provision is made by section 448 of the bill as
passed by the House. This deals with some very special situations
for minerals essential for defense purposes. The provisions are very
carefully limited. We urge your approval of this section as it now
appears in the bill.

Senator MILLIKIN. Mr. Chairman, may I ask whether the gentle-
man who testified in behalf of molybdenum got in touch with the
technical staff? The molybdenum people were objecting to the sec-
tion you are now discussing.

Did they get together with you, Mr. Stam?
Mr. STAr. Not yet. We would be glad to talk to them. I think

the problem would be covered by the point that Mr. Fernald is making.
Mr. FERNALD. I do not know just what their particular point was, sir.
We also urge the adoption of an amendment which we submit here-

with as exhibit B, with respect to payments to encourage exploration,
development, and mining for defense purposes.

Senator MILLIKIN. Will that take care of Government money?
Mr. FERNALD. That is what I mean.
Senator MILLIKIN. I understand the Bureau of Mines has a plan

which it hopes will stimulate the development of more strategic and
critical minerals. Will that take care of the money that comes into
the enterprise from that source?

Mr. FERNALD. I have not had the details of just what plan they
propose. I believe this amendment will meet the essential problem,
but I shall be very glad to have them check that over in accordance
with a plan which they have to see if it does fully meet the situation.

In brief, while we are proposing-y
Senator MIILLIKIN. Do you know Mr. Wilkinson over in the Bureau

of Mines?
Mr. FERNALD. I know him very well, sir.
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Senator MILLIKIN. Would it be an undue imposition on your time
if you contacted him to learn, if possible, what their plan is?

Mr. FERNALD. I should be very glad to do that, sir, to give that infor-
mation to you and your staff.

Senator MILLIKIN. Thank you.
Mr. FERNALD. But the essential point we have in mind is this: We

are satisfied that that money which is paid over to the mining conm-
panies in pursuance of a plan in the public interest to encourage explo-
ration, development, and so forth, should not be considered as taxable
income when the money is received. Yet, under a prior exploration-
premium plan, you remember, there was a position taken by the
Bureau that any such money was taxable income of the taxpayer when
received, even though it was received under a requirement that if not
spent in accordance with the approved plan it must be returned to the
Government, and the Bureau under this regulation held, however, that
if it was received in 1 year, but returned in a subsequent year or ex-
pended to the Government, it was, nevertheless, taxable income in the
year of receipt, and a deduction in the year when returned.

Senator MILLIKIN. That is rather silly on the face of it. A subsidy
is not to provide the mining company with income to pay out to its
owners; it is money to try to put the mine in shape to produce income.

Mr. FERNALD. Yes, sir. We feel it was an entirely false standard.
If it was meant for the exploration, the Bureau wanted it capitalized,
but with taxable income.

Senator MILLIKIN. And it might not have resulted in income at all.
It might have been lost.

Mr. FERNALD. Yes.
But let me illustrate. I am not at all confident that any such regu-

lation can ever be sustained, but the fact that it has been made is going
to make any taxpayer aware of that hesitant to receive or cooperate
under such payments because, if that rule is applied, you can see what
it will do.

Suppose a taxpayer received $50,000. That money must be spent
only in accordance with the approved plan. It could not be used to
pay any income taxes.

Senator MILLIKIN. Of course.
Mr. FERNALD. Therefore, you must put yourself in the position of

receiving $50,000 on which the Government may require you to pay
from other funds $22,500, or if the excess profits tax can be attached
to that, $37,000 of your other money in order to get this money which
may prove a loss to you in some subsequent year.

Senator MILLIKIN. It may not produce any income at all.
Mr. FERNALD. That is perfectly true.
Senator MILLIKIN. It is perfectly obvious.
Mr. FERNALD. Or maybe you can get a loss in 2 or 3 years from

now to establish under the technical rulings of the Bureau. I am sure
that is never what Congress intended to do, and all we are asking is
that a simple amendment stating that fact be included, not as a part
of the excess profits tax but under the income tax amendments which
appear under title 2 of your bill.

Senator MILLIKIN. Does it not come to this? I am not talking about
your particular amendment. But if an amendment covering the prin-
ciple that you have raised is not incorporated, there will not be any
encouragement to the development of ore deposits; is that not correct?

719
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Mr. FERNALD. It seems to me that is unavoidable, sir.
Senator MILLIKIN. Yes.
Mr. FERNALD. AS to the general provisions of this bill: I wish I

could speak more definitely about the general provisions of this bill
and what they will mean in practical application. I have been study-
ing this bill and the committee report thereon as carefully as I could
in the few days since it was available. I am wholly unable to form
any clear judgment of what some of its provisions mean and how
they will work out in practice. I have found others experienced in
taxation likewise doubtful and uncertain.

This is true of even such a basic provision as section 437 and its
related sections regarding invested capital. The definition of equity
capital in section 437 (c) is wholly different from anything we have
had in any of our prior laws. I have found it almost impossible to
reach any concept of what it will mean as applied to various situations
with which I am familiar. Perhaps it will work out fairly; perhaps
it will be very unfair; I do not know. Others seem equally at a loss.

Similarly I might cite other sections, including various relief pro-
visions, on which I am not yet able to pass any fair judgment.

I cannot feel that you should rush through an enactment of a bill
so radically new without opportunity for adequate consideration. No
question of trying to raise some additional revenue can compensate
for the damage to the entire defense effort which may come from
enactment of provisions whose practical application and effect are so
uncertain. A little more time for consideration, to be able to under-
stand them better and note their defects or unfairness, will certainly
mean no such revenue loss as warrants the threatened dangers to our
economy of unwise legislation.

No one charged with business planning and administration can pro-
ceed with any confidence as to future operations in a fog of uncer-
tainty as to what this bill will mean. The mere uncertainty will
hamper the very forward movement in production which we wish.

There is one particular recommendation which we wish to make,
and we think this should certainly be done.

You can at least give assurance to taxpayers that they will not be
worse off under this bill than they were under the prior law. There
should be included a provision that any taxpayer shall be entitled to
have at least the same credit as was allowed under prior law, subject
only to adjustment for any subsequent additions to or reductions from
that credit.

Of course, any changes since the prior period would have to be
taken into account, but at least it will enable the taxpayer to take the
previously applied basis, bring that up to date, and use that without
having to go to all the tremendous work this bill might require to
make an entirely new computation.

We believe this should be done, and urge that it be done.
I mention only a few of the points here. Most of those have been

more fully covered by Mr. Alvord in his presentation. I will not try
to duplicate them.

I would like to point out, if I may, two particular points.
First, I thoroughly agree with what he said to you about amorti-

zation. If that amortization plan is adopted subject to the regula-
tions, to try to bring in a postwar value question, I think it will fail
of its objective. I think that is very serious indeed.
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Senator KERR. Would not that just be a process of self-cancella-
tion to the extent that it would apply?

Mr. FERNALD. Well, the trouble is-let me bring it right down
to-

Senator KERR. Would it not cancel the law to the extent that it
was applied?

Mr. FERNALD. Well, I think it is worse than that. It is the uncer-
tainty and the doubt and difficulty of even trying to get such a stand-
ard.

Now, take this provision. They want to encourage the opening up
of a new mine or increasing the capacity of an existing mine. As we
stand today, we have not the slightest certainty how long there will
be real demand for that production, how valuable it will be. We do
nlot know what our future capacity demands may be. So we are
wholly uncertain as to whether or not we will have any profitable
business beyond the 5-year period.

Senator KERR. I understand that.
Now, the general fear and the uncertainty is an added factor, but

you are certain of this-that to the extent that they do apply anything
under that regulation, they thereby cancel the law.

Mr. FERNALD. Yes, sir.
Senator KERR. You know there is a minimum of that much of the

capital, do you not?
Mr. FERNALD. Of course, we would have to put in our applications,

as I understand these regulations, then we will get back a certification
of some percentage as determined by the authority here. Then we are
in a position to say, "Will we go ahead under such a plan or will we
not?"

Now, that is not merely the decision you meet, that you have to make,
after you know what they propose to do. It is just a feeling, "Is it
worth while to go in at all and even start under a consideration and
a plan of that kind if you must feel that you are going to come out
with something that does not amount to anything anyway2 "

You see, I am tracing it back. It is not merely what they may do
after you have filed your application and they have gone over it, it is
just the feeling, "Is it worth while to try to go in at all?"

As you say, it virtually cancels the intent of the amortization pro-
vision.

Senator KERR. It does cancel it to the extent that they apply the
formula included in the regulation.

Mr. FERNALD. Yes. I was just going a step beyond that.
Senator KERR. I see.
Mr. FERNALD. The mere existence-
Senator KERR. What I wanted to make clear was what you are say-

ing is over and beyond that.
Mr. FERNALD. Yes.
Now, one other point I do want to raise, and that is with respect to

the industry statistics. I quite approve of the general plan proposed,
but they should not include the statistics for loss corporations. The
losses of loss corporations are no standard to be applied as to what a
reasonable profit is. It just does not work out that way. In the
statistics the corporations, the taxpayers, with no net income, which
are regularly stated separately should not be included in arriving at
the percentage.
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Mr. Chairman, I have tried to sketch briefly what I have here. I
would ask that my entire presentation be included in your record to-
gether with accompanying amendments, and I would like to ask that
if we are able on further study to note other points on which the bill,
we feel, should be improved and this bill is still pending before you,
we may have opportunity to submit that.

The CHIAIRMAN. You may do so, and your whole statement will be
included because you have your two suggested amendments here you
wish to submit.

Mr. FERNALD. Thank you.
(The statement submitted by Mr. Fernald reads in full, as follows:)

STATEMENT BY HENRY B. FERNALD, CHAIRMAN, TAX COMMITTEE, AMERICAN

MINING CONGRESS

Mr Chairman and members of the committee, I am Henry B. Fernald, of Mont-
clair, N. J., chairman of the tax committee of the American Mining Congress. I
am appearing to speak briefly for the mining industry regarding the excess profits
tax bill of 1950, H. R. 9S27.

We are conscious of the revenue problem you face, and the emergency expendi-
ture demands. A first need is to reduce to tihe minimum all expenditures of
every kind not immediately essential for the emergency. Nonessential expendi-
tures should not be made. The Government should set an example to its people
of curtailing nonessentials to meet emergency needs.

The paramount problem is not that of getting or spending dollars. It is to get
needed production and to get that production with maximum efficiency-with
minimum consumption of materials and labor. This is true all along the line,
but particularly true of mineral production. Most of our metals and minerals
are in short supply. Of some we have little or no domestic production and we
depend almost entirely on foreign supply which may be cut off or curtailed by
hostile action. Of others we have substantial domestic production but quite in-
adequate to meet defense demands and to provide the contemplated civilian con-
sumnption, even though that it brought under rigid control.

No desire for revenues should be permitted to lead to taxation which will defeat
or discourage production needed for the emergency, nor production which we
should have to prevent uncontrollable inflation. Nor should we have taxes which
by their impact will defeat the creation of incomes from which revenues other-
wise would flow.

All of this has a very direct hearing on the excess profits tax problem before you.
The desire for an excess profits tax which gave rise to the instructions in the

Revenue Act of 1950 on which you are acting was for a tax to be imposed upon
excessive profits which are the result of the emergency situation. That thought
is directly contrary to any imposition of the penalty tax on what are only the
reasonable profits from the production of goods or services. The entire prin-
ciple of a tax to be imposed on excessive profits is violated if the tax is imposed
on profits which are not excessive. Such a tax is false to its purpose and intent
and ceases to be an excess profits tax.

The greatest vice of an excess profits tax is that it may fix in any case a definite
point of limitation beyond which any further profits, even though reasonable,
will be subjected to a penalty tax. However, the point may be determined, what-
ever standards may be applied, the excess profits plan tends in one way or another
to fix a profit limitation on business enterprise and with that a limitation on its
activities.

We wish taxpayers to increase production, to do this with maximum efficiency
and economy, keeping to the minimum consumption of materials and services.
We should not then establish for any taxpayer some fixed point beyond which
any further profits which come from increase in production or from economies
and efficiency in use of labor and materials will be condemned as excessive and
penalized. It is not necessary that we should so do.

It is from this standpoint that I present, first, the special mining problems.

TIIE SPECIAL MIING PROBLEMS

To prevent the effect which the excess profits tax, if unmitigated, might have
on mineral production, our prior law included section 735, which is continued
as section 451 of the pending bill.

722
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The situation to be met is very simple. A mine consumes its capital in its
mineral production. If it makes merely a reasonable profit per unit of produc-
tion it should not be considered as making excessive profits. If in response to
demands for mineral production it increases its output, the mere increase in
income in a single year, if that income is still no more than a reasonable profit
per unit, should not be considered as representing excessive profits. If the mine
produces in 1 year what it would normally produce in 2 years, but still earns a
reasonable profit per unit it should not be charged with making excessive profits,
.and should not be subjected to excess profits tax.

That was recognized by section 735 of the prior law with its provision for
allowing a mine to exclude from its excess profits net income the income from
excess output over that of the base period at the same profit rate per unit as
it earned in the base period. That was its essential provision. If the profit
per unit earned in the taxable year was greater than the unit profit of the base
period that excess would remain to be subjected to the excess profits tax.

It also contained various special provisions which we need not here discuss.
There were also limiting provisions in conflict with its general plan, which

should not have been included and which we urge should now be eliminated.
These were the provisions in paragraphs (10) and (11) of the section which
would make reduction in allowable unit profits on the basis of certain relation-
ships between excess output and remaining ore reserve. The amendment which
we propose, which is submitted as exhibit A herewith would remove this limita-
tion.

When section 735 was adopted it was recognized that it would not meet the
problem of mines which were not operating during the base period, or which
had unsatisfactory base period experience. Provision was made for these to
be covered by the special relief of section 722. That section has not worked out
at all satisfactorily, as the present bill recognizes. It is thus necessary to make
some other provision for those cases of mines not operating in the base period,
or not making a reasonable base period profit per unit, as well as cases where
improvements in operating methods or equipment make base period earnings
not a fair standard for measuring reasonable profits on current production. The
amendment we submit includes a provision whereby a constructive determination
of nontaxable income for exempt output may be made. It will not be difficult to
make a reasonable determination there called for. It is something which is in
the ordinary experience and customary procedure of mining engineers. It in-
volves some exercise of judgment and opinion but no more so than is required
in the ordinary solution of many other tax problems, such as the determination
of ordinary and necessary expenses, reasonable allowances for depreciation,
property valuation for income tax or for estate and gift tax purposes, etc. We
urge it as a fair and reasonable method for dealing with the situations specified
in the amendment.

The amendment which we submit herewith also deals with certain other
rather technical features which are explained in the accompanying memorandum,
exhibit A-i.

If the amendment we propose is written into the bill it will give encouragement
with respect to additional production whether the mine is one previously operat-
ing or whether it is a new mine-whether it is one which has or has not a satis-
factory base period experience. At the same time it will still leave subject to
the excess profits tax any profit in excess of reasonable profit per unit. The tax
can then apply as a true excess profits tax, and can apply to taxing excessive
profits but without being imposed on profits which are no more than reasonable.

Another mining condition which to some extent was recognized under the
prior law and which is more fully and satisfactorily dealt with in the present bill
is that with respect to strategic and critical minerals for which provision is made
by section 448 of the bill as passed by the House. This deals with some very
special situations for minerals essential for defense purposes. The provisions
are carefully limited. We urge your approval of this section as it now appears
in the bill.

We also urge the adoption of an amendment, which we submit herewith as
exhibit B, with respect to payments to encourage exploration, development, and
mining for defense purposes. The nature and scope of this amendment and
the reasons for it are explained in the accompanying memorandum. We be-
lieve there is no question that Congress intended that the payments it has author-
ized to be made for the encouragement of exploration, development, and mining
should not be treated as taxable income and that expenditures therefrom should
not be considered as taxpayer's deductions nor as additions to the taxpayer's
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basis for property. As explained in the memorandum, to treat them in this
way would largely nullify their objective. Yet there are Bureau rulings under
which they might be so treated. The status should be clarified by amendment
in this bill to be included among the income-tax amendments in its title II.
We are confident that the Defense Minerals Administration would be glad to
confirm to you the need for and merit of this amendment.

AS TO THE GENERAL PROVISIONS OF THIS BILL

I wish I could speak more definitely about the general provisions of this bill
and what they will mean in practical application. I have been studying this bill
and the committee report thereon as carefully as I could in the few days since
it was available. I am wholly unable to form any clear judgment of what some
of its provisions mean and how they will work out in practice. I have found
others experienced in taxation likewise doubtful and uncertain.

This is true of even such a basic provision as section 437 and its related sec-
tions regarding invested capital. The definition of "equity capital" in section
437 (c) is wholly different from anything we have had in any of our prior laws.
I have found it almost impossible to reach any concept of what it will mean
as applied to various situations with which I am familiar. Perhaps it will work
out fairly; perhaps it will be very unfair; I do not know. Others seem equally
at a loss.

Similarly I might cite other sections, including various relief provisions, on
which I am not yet able to pass any fair judgment.

I cannot feel that you should rush through to enactment a bill so radically
new without opportunity for adequate consideration. No question of trying to
raise some additional revenue can compensate for the damage to the entire defense
effort which may come from enactment of provisions whose practical applica-
tion and effect are so uncertain. A little more time for consideration, to be
able to understand them better and note their defects or unfairnesses, will cer-
tainly mean no such revenue loss as warrants the threatened dangers to our
economy of unwise legislation.

No one charged with business planning and administration can proceed with
any confidence as to future operations in a fog of uncertainty as to what this
bill will mean. The mere uncertainty will hamper the very forward movement
in production which you wish.

We may, however, make certain recommendations and raise certain points
for your consideration. These we note as follows:

ALOWANCE OF CREDIT GRANTED BY PRIOR LAW

One thing which certainly should be done is this: You can at least give assur-
ance to taxpayers that they will not be worse off under this bill than they were
under the prior law. There should be included a provision that any taxpayer
shall be entitled to have at least the same credit as was allowed under prior
law, subject only to adjustment for any subsequent additions to or reductions
from that credit. This is a simple provision to make. It will be fair, it will
give everyone assurance of at least that minimum credit. In very many cases
it will avoid the tremendous amount of work which is going to be required
to work out the entirely new computations specified under this bill. This should
be done and we urge that it be done.

BASE-PERIOD CREDIT

The base-period credit should be allowed 100 percent.

THE GROWTH ALLOWANCE

The $20,000,000 limitation on the "growth" allowance under section 435 (e)
(1) (B) should be eliminated. The limitation based on payroll or on gross
receipts does not seem reasonable.

ADJUSTMENTS UNDER SECTION 433 (B) (9)

These authorized adjustments seem largely canceled by the provisions of
section 433 (b) (10) (C). Also the limitation to 5 percent of excess profits
net income by subparagraph (b) seems quite inappropriate and unreasonable.
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There are unquestionably other points which should be raised. If we are able,
on further study, to develop these while the bill is still pending before you, we
respectfully request permission to submit further memoranda regarding them.

EXHIBIT A

PROPOSED AMENDMENTS TO SECTION 451, H. R. 9827, AS PASSED BY THE HOUSE

(1) Add at the end of paragraph (6) of subsection (a) (definition of "mineral
property") the following:

"Where two or more tracts or parcels of land were operated by the taxpayer
as an operating unit, the taxpayer shall be permitted to include its interest in
such tracts or parcels of land as a single 'property' for the purpose of this
section."

(2) Omit paragraphs (10) and (11) of subsection (a) with respect to esti-
mated recoverable units and percentages determined with respect thereto; and
amend paragraph (1) of subsection (b) to read as follows:

"(1) GENERAL RULE.-For any taxable year the nontaxable income from
exempt excess output of a mineral property shall be (A) an amount equal to the
excess output for such year multiplied by the normal unit profit (but such amount
shall not exceed the net income computed with the allowance for depletion
attributable to the excess output for such year) or (B) the amount determined
in accordance with subsection (c) hereof, whichever in any case is greater."

(3) Add to section 451 a new subsection (c) as follows:
"(c) CoNSTRUCTIVE DETERMINATION OF NONTAXABLE INCOME FROM EXEMPT

OUTPUT.-

"(1) The taxpayer shall be allowed a reasonable profit exempt from excess
profits tax computed as provided in paragraph (2) under any of the following
conditions:

"(A) As to new mines or as to other mines which for any reason were
inactive during the base period or produced a wholly or partly different
product.

"(B) As to mines for which the profit per unit during the base period is
less than a reasonable normal profit per unit, because production was lower,
costs per unit were higher, or the sales value attributable to the grade of the
product was lower, than the reasonable normal expectancy for the property.

"(C) As to mines for which the profit per unit during the base period is
less than a reasonable normal profit per unit for the production in the cur-
rent taxable year because-

"a. There has been an increase in the average grade of ore or minerals
mined in the taxable year.

"b. New or improved facilities or methods of mining, handling, or
treating ores or minerals or other circumstances or conditions of opera-
tion existed in the taxable year, which, if effective during the base
period, would have given a lower base-period cost or yielded a higher-
priced product.

"(2) If, in any such case, the average profit per mineral unit for the base
period is less than a reasonable profit per mineral unit on the production of the
taxable year, the taxpayer shall be entitled to make a constructive determina-
tion of the reasonable profit per unit of output according to the peculiar condi-
tions in each case; such determination to be made under rules and regulations to
be prescribed by the Commissioner with the approval of the Secretary. In no
case shall the constructive reasonable profit per mineral unit thus determined
be less than a reasonable unit profit based on the standard of prices and pro-
duction costs existing during the base period, but shall be sufficient to allow
to the taxpayer a reasonable profit on the production of the taxable year,
whether or not the production of the taxable year was more than the produc-
tion which was or would have been produced under the conditions existing during
the base period or whether the reasonable profit per mineral unit is more than
was realized or would have been realizable in the base period. The nontaxable
income from exempt excess output of such mineral property shall be an amount
determined by multiplying the total number of mineral units recovered in the
taxable year by the constructive reasonable profit per mineral unit as deter-
mined under this subsection, less an amount, if any, equal to the average annual
mineral units which were recovered in the base period multiplied by the average
profit per mineral unit for the base period."

(Present subsections (c) and (d) should then be made subsections (d) and

(e).)
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(4) Amend paragraph (12) of subsection (a) and paragraphs (2) and (4) of
subsection (b) as follows:

(A) Change "coal or iron ore" to "minerals" and change "coal mining prop-
erty" or "iron mining property" to "mineral property" wherever these expres-
sions occur in these paragraphs.

(B) Add at the end of paragraph (4) the following: "or an amount deter-
mined under paragraph (1), whichever the taxpayer elects in accordance with.
regulations prescribed by the Secretary."

(C) Change the heading of paragraph (2) to read "ALTERNATIVE RULE FOR
MINES IN OPERATION DURING BASE PERIOD".

(D) Change the heading of paragraph (4) to read "ALTERNATIVE RULE FOR
MINES AND TIMBER PROPERTIES NOT IN OPERATION DURING BASE PERIOD."

EXHIBIT A-1

MEMORANDUM REGARDING PROPOSED AMENDMENTS TO SECTION 451, H. R. 9827,
EXEMPT EXCESS OUTPUT

The purpose of the proposed amendments to section 451 is to provide that the
reasonable profit per unit of mineral production shall not be taxed as excessive
profits.

Section 735 of our prior excess profits tax law was intended to accomplish this
general objective for cases where base period income represented the normal
profit per unit (although certain limitations were imposed). It also made cer-
tain limited provisions for further relief for coal and iron mines. Otherwise it
contemplated relief through section 722 for cases where the base period did not
give the fair and reasonable standard.

The purpose of the proposed amendments is-
First: To make section 451 more fully effective so that exempt excess output

determined on base period experience should be exempt from excess profits tax
where base period experience gives an adequate standard for the exemption.

Amendment (1) would add further wording to the definition of "mineral
property";

Amendment (2) would omit paragraphs (10) and (11) of subsection (a)-
thus eliminating estimated recoverable units and percentages with respect
thereto as limitations on the allowances to be made-and would correspondingly
reword the "General Rule." It would also make the appropriate reference to
the constructive determinations referred to below.

Second: To bring directly into section 451 provisions for constructive deter-
mination in the cases there specified so that the reasonable normal profit per
unit on production of the taxable year should not be subject to the excess profits
tax.

Amendment (3) provides for such determination to be made by the taxpayer
according to the peculiar conditions in each case and under rules and regulations
to be prescribed by the Commissioner with the approval of the Secretary (follow-
ing in this regard the wording of the law with respect to computation of the
reasonable allowance for depletion under section 23 (m)). The amendment fur-
ther specifies that the allowance shall not be less than a reasonable allowance
based on the standard of prices and production costs existing during the base
period but shall be sufficient to allow a reasonable profit on the production of the
taxable year.

It makes clear the intent that any reduction of income for the taxaple year
should not duplicate any allowance made in the excess profits credit for profits
earned on such production during the base period. The intended scope of this
provision can be illustrated by a case where, for example, 50,000 units might
have been produced during the base period by a mine-under development or
under adverse conditions--at a profit of only ic a unit, or $500; whereas in the
taxable year the reasonable profit determined on a production of 110,000 units
would be 2 cents a pound, or $2,200. The $500 includible in base-period credit
should be applied to reduce the $2,200 of reasonable profit attributable to the
taxable year so that the credit for nontaxable income from exempt output to be
allowed pursuant to section 451 would be $1,700.

(The amendments here presented provide only for constructive determi-
nation for mines. This is not intended in any way as an objection to simi-
lar constructive determinations for other natural resources if that is deemed
desirable.)
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Third: To extend to other minerals the alternative provisions allowed to coal
and iron ore, and to increase the percentage thus allowable with respect to prop-
erties not in operation during the base period from one-sixth to one-third of the
net income for the taxable year.

Section 451 includes certain provisions (as they were included in sec. 735 of
the prior law) which make special allowances with respect to coal and iron mines
as alternative to the allowances under the general rule of paragraph (1) of sub-
section (b) if the taxpayer so ekltcts. These alternative provisions are very
simple. Such mines if in operation during the base period are by paragraph (2)
granted an allowance for excess output computed at one-half of the unit net in-
come for the taxable year; or, if not in operation during the base period, are by
paragraph (4) granted an allowance for excess output equal to one-sixth of the
net income for the taxable year. Paragraph (12) of subsection (a) contains the
appropriate definition of unit net income for such computations.

There is no question that the alternative rules do greatly simplify computation.
They make no more than fair allowances. It is desirable that these alternative
rules should be extended to other minerals as well as to coal and iron ore and the
proposed amendments so provide.

The allowance of one-sixth of the taxable year's net income is very low and
should be increased to one-third and the amendment so provides.

EXHIBIT B

PROPOSED AMENDMENT TO ADD SECTION 206 UNDER TITLE II OF H. R. 9827 AS PASSED
BY THE HOUSE

Add at the end of Title II--Miscellaneous Amendments and Provisions, a new
section as follows:

"SEC. 206. PAYMENTS To ENCOURAGE EXPLORATION, DEVELOPMENT, AND MINING

FOR DEFENSE PURPOSES.

"Amounts paid to a taxpayer by the Government (or any agency or instru-
mentality thereof) for the encouragement of exploration, development or mining
of critical and strategic minerals or metals pursuant to or in connection with
any undertaking approved by the Government (or any of its agencies or instru-
mentalities) and for which an accounting is made or required to be made to an
appropriate governmental agency shall not be included in gross income and any
expenditures thereof shall not be deductible by the taxpayer as an expense nor
increase the basis of the taxpayer's property either for determining gain or loss
on sale or for computing depletion or depreciation."

EXHIIT B-1

MEMORANDUM REGARDING PROPOSED AMENDMENT TO ADD SECTION 206 TO H. R. 9827,

PAYMENTS TO ENCOURAGE EXPLORATION, ETC.

The Defense Production Act of 1950 authorized provision to be made "for the
encouragement of exploration, development, and mining of critical and strategic
minerals and metals." Under this authority the Government may provide funds
for approved specific projects of exploration and development which afford
promise of increased mineral production. It is contemplated that this will be
done.

Funds thus provided will presumably be subject to requirements such as those
which existed with respect to exploration payments under the premium price
plan, as provided for by Public Law 548, Seventy-ninth Congress, approved July
25, 1946. Such funds could be used only for expenditures in accord with approved
plans for exploration and development and any amounts not so expended were
required to be returned to the Government. Full reports on expenditures, the
results of exploration and development, etc., were required to be made, as a
report on and accounting for these funds.

The entire principle warranting the Government in providing these moneys
was that it was in the public interest and that the public benefit would be pro-
moted by such exploration and development. The moneys received were simply
trust funds in the hands of the receiving corporations or individuals, to be
expended as the Government directed. They were not funds which should be
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considered as income of the taxpayer; and per contra the expenditures made
therefrom should not be considered as deductions from taxable income, nor
should they increase the basis to the taxpayer for any property for or with respect
to which the expenditures were made. This is believed to be the correct rule
which Congress intended should be applied to any funds received and expended
under present authorization.

Yet the Treasury held, as to payments under the 1946 authorization, that the
amounts received were to be taken up as taxable income by the recipient and
expenditures therefrom would be deductible only when a loss was sustained on
abandonment of the project, or when expenditures capitalized were to be charged
off in accordance with ordinary rules. Under this ruling, if the money was
received and was expended and loss determined-or if it was received and
returned to the Government unexpended-within the same year, the taxpayer
would be free of liability for income tax payments. But if the money was
received in one year and was returned unexpended to the Government in a
succeeding year-or if it was received in one year and loss was not determined
until a subsequent year-the tax payment would have to be made, even though
there might be possible later offset or recoupment. None of the funds thus received
could be used for payment of taxes but must be expended solely in accordance
with the approved project. Consequently, a taxpayer receiving any such moneys
must be prepared under this ruling to pay out of his other funds the amount of
income tax thereon. In the event the taxpayer was not able to establish under
Bureau rules a loss on abandonment at the conclusion of the work, he might find
himself out of pocket by the full amount of the tax.

The Treasury's position seems of doubtful validity. Yet the fact of such
interpretations having been stated by the Treasury will make taxpayers hesitant
to receive such payments and incur the obligations under them, and the highly
important work of exploring for and developing new mineral sources will be
seriously hampered.

It should be manifest that when Congress authorizes such payments, which
can only be used for particular purposes in the public interest, it does not intend
that they should be subject to tax payments which the recipient must be prepared
to pay out of other funds. If such receipts are to be taxable, the corporation
that receives, say $50,000 of such funds, would need to have $22,500 of other
moneys available with which to pay the income tax thereon at a 45-percent
rate--or $39,500 if subjected also to the excess profits tax.

To avoid any question, there should be included in the pending bill, among its
income tax amendments, an amendment such as that here proposed which would
make definite statement that the funds do not constitute gross income when
received, and that expenditures therefrom are not allowable deductions nor do
they increase the taxpayer's basis for property. Such an amendment, we believe,
is essential to enable the Defense Minerals Administration to achieve success in
the endeavor to encourage exploration, development, and mining of critical and
strategic minerals and metals as directed under the Defense Production Act.

The CHAIRMAN. Mr. Arthur Packard. You may identify yourself
for the record, please, sir.

STATEMENT OF ARTHUR J. PACKARD, PRESIDENT, PACKARD
HOTELS CO., MOUNT VERNON, OHIO, ON BEHALF OF THE AMER-
ICAN HOTEL ASSOCIATION, ACCOMPANIED BY LOUIS TOTH

Mr. PACKARD. I am Arthur J. Packard, president of the Packard
Hotels Co., Mount Vernon, Ohio, owning and operating a chain of
small hotels in that State. I am also vice president of the American
Hotel Association, and a member of the governmental affairs com-
mittee of that organization.

I am grateful for this opportunity to appear before you today as a
representative of the hotel industry.

The hotel industry fully understands that the world crisis which
faces us today requires that the Congress enact additional revenue
measures. It has been our feeling that an excess profits tax presented
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numerous weaknesses, and night contribute to the existing inflationary
spiral. However, your committee will be best able to determine the
type of revenue legislation needed at this point. The hotels, as the
Nation's seventh largest industry, want to pay their full share of
whatever sums the Congress needs to levy in the form of taxes in order
to finance the Nation's defense requirements.

We do feel that it is proper to invite your attention at this time,
however, to two basic inequities in the present revenue code, which
prove particularly burdensome to our industry. WVhether you are
increasing the corporate levies, or enacting a new excess profits tax
law, we do hope that you may examine these two inequities with a view
to correcting them if the time is propitious.

The first of these deals with the problem of consumer goods which
this industry uses up in substantial quantity. During a period of
short supply in civilian goods, hotels are not able to make their normal
replacements of china, glass, silver, and linen, and similar products.
These are items which must be replaced annually, or sometimes even
more frequently. The Bureau of Internal Revenue normally treats
these replacements as regular business deductions. However, when
these items are not available, a hotel is obliged to use up its existing
inventory, and even permit its services to deteriorate. The result is
that the expense which is actually incurred by using up these assets
cannot be recorded in the books until the emergency is over, and
replacements can actually be made. Thus, the profit of hotels during
the emergency is overstated, and hotels are obliged to pay taxes on
nonexistent profits.

This situation could be remedied by a simple amendment to section
23 of the code that would permit a taxpayer, in years of such emer-
gency, to make adequate deductions for replacements of short-lived
equipment even though such equipment is not available, provided that
the taxpayer has been deducting such replacements in prior years, and
provided that any sums so deducted, but not expended during the year,
would be set aside to be used for such replacements subsequently, in
accordance with regulations to be prescribed by the Commissioner of
Internal Revenue.

A second deficiency, or inequity, in the existing code which pecu-
liarly affects hotels springs from the Virginia Hotel Co. decision by
the Supreme Court (319 U. S. 523). Under this decision, hotels gen-
erally have been deprived of a substantial amount of surplus capital
credit. Under this 5-to-4 decision of the Court, whenever it is deter-
mined that depreciation has been taken at an excessive rate, and the
life of an asset extended, the adjusted basis of the asset is reduced by
the excess depreciation taken, even though this depreciation was taken
in years when the taxpayer had losses and received no tax benefit from
the excessive deduction.

As a result, thousands of hotel owners have been deprived of a
substantial amount of their depreciable asset basis for which they have
received no tax benefit. This problem is particularly important at this
time, when we are facing an excess profits tax, because the decision
of the Supreme Court reduces not only the current depreciation
charge, but also the value of the invested capital on which the excess
profits credit is based. The Hobbs bill, reintroduced on several occa-
sions since 1946, proposed to correct this inequitable situation in the
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code. I hope earnestly that at the earliest possible date this present
weakness in the existing code can be remedied.

I am accompanied here by representatives of the two nationally
known accounting firms who represent the hotel industry. They have
studiously analyzed H. R. 9827. In the main they find that an excel-
lent job of drafting has been clone, and we do believe it is a bill to
which business generally can subscribe. However, we would like to
question the section which deals with abnormalities of the base period.
For instance, the first year and one-half of the 4-year base period
found hotels still under rent control. Some hotels are still under
Federal, State, or local rent control. You can scarcely regard it as
a free market when rigid rent ceilings are imposed upon an industry,
at least for purposes of determining an appropriate base period.

Senator KERR. Are they under rent control here in the District?
Mr. PAKARD. I think that you have in the District a certain branch

of hotels under rent control. I am informed in certain residential
hotels.

Senator KERR. Are you talking about residential hotels?
Mr. PAcIARD. In New York City, yes; residential, semitransient.

All transient rooms have been taken out, but a big section of our indus-
try is residential and semitransient hotels.

Senator MiERns. Is there a price limit on that? Is that residential
under a certain monthly rental ?

Mr. PACKARD. That is right, depending on the percentage of rooms
they may have for transient occupancy.

Senator MYERS. Do you have any idea how many rooms might be
under rent control and how many are out of control?

Mr. PACKARD. May I refer that to Mr. Toth?
Mr. Toth, do you have any figures on that?
Mr. Toli. In 1947, in New York City the Federal control was re-

placed by city control. We had about 48,000 units that went under city
control, and about half of those were released because they were va-
cated. We still have 20,000 or more units under control.

Senator MYERS. How many?
Mr. TOTH. 20,000.
Senator MYERS. In New York City ?
Mr. TOTH. Yes.
Mr. PACKARD. May I ask, is that rooms or units ?
Mr. TOTH. Units.
Mr. PACKARD. Secondly, the hotel industry expended the greatest

sum in its history for past due repairs and maintenance during the
years from 1946 to 1949. You will recall that we were unable to buy
materials and supplies with which to maintain our properties until late
in 1945. Therefore, the ratio of dollar income during the years 1946
to 1949 that was expended for repairs and maintenance, especially in
residential hotels, far exceeds that of the preceding 18 years.

We believe, gentlemen, that these two situations comprise abnormal-
ities in the base period, and we urge that the bill as finally enacted
permit the Treasury to so construe that section.

As to the provisions of H. R. 9827, we have some minor objections,
but we do not want to take your time with them now. However, we
want to call your attention to one provision in H. R. 9827 which we
think is iminently unfair to many corporations engaged in the hotel
business. These are the provisions of section 437 which prescribe the



EXCESS PROFITS TAX ON CORPORATIONS, 1950

excess profits tax credit based on invested capital. In the old excess
profits tax law a corporation was entitled to a credit of 8 percent of
the capital originally invested in the corporation, including all cash
and property paid in for capital stock. We thought that this provision
was fair for taxpayers such as hotel corporations, where the invest-
ment is a long-term investment, and is made with the expectation that
during the life of the corporation there will be many good years and
many bad years. Briefly, the old excess profits tax law did not penalize
a corporation because it happened to have losses during the period pre-
ceding the effective date of the excess profits tax. This bill would
penalize the taxpayer for previous losses.

Section 437 allows an excess profits tax credit of 12 percent on the
present value of the equity capital, or present net worth, which may
be adjusted only by losses that the corporation may have suffered since
1940. Many hundreds of our finest hotels were built in the late twen-
ties, and they suffered very serious losses in the thirties. The economic
depression, so far as hotels were concerned, lasted much longer than
the economic depression in other industries. Eighty-one percent of all
hotel mortgages were in default in 1933. Many of the equities have
been reduced substantially, but of course the investors in the capital
stock of these companies have hoped that some day they may make up
for their losses.

Just as hotels began coming out of the depression the war came,
and Congress imposed rent controls. Transient hotels which had
a low occupancy at the beginning of the war, could prosper even
under rent control because much of their capacity was available
for the business that came to them in 1940. But the residential hotels,
which were already 80 percent or 90 percent full, never had a chance
to turn the losses into real profits, even up to this present day. We
had Federal rent control until the middle of 1947 and many resi-
dential hotels, such as those in New York City, were put immediately
under local control when the Federal control lapsed, and are still
under control. Corporations that own these hotels still have on
their books a large part of the losses that accumulated in the thirties,
and they are still hoping that they will some day reach a normal
period when they can receive a fair return on their original invest-
ment. Section 437 of this bill proposes to allow them an excess profits
tax credit only on what is now left of their original investment,
adjusted only by any losses they may have suffered since 1940, but
omitting any consideration of the much greater losses they suffered
in the decade before 1940.

Let me take a theoretical example. If the stockholders of a hotel
company invested originally $1,000,000, and during the depression
of the thirties had a loss of $800,000, under the old excess profits
tax law they would still be entitled to an excess profits tax credit
of $80,000. Under this bill they would be entitled to an excess profits
tax credit of 12 percent of $200,000, or only $24,090.

Senator KERR. I think the bill exempts the first $25,000.
Mr. PACKARD. I beg your pardon ?
Senator KERR. Does not the bill exempt the first $25,000 of any

corporation?
Mr. PACKARD. That is correct.
The CHAIRMAN. It allows a credit up to that.
Senator KERR. Up to $25,000.
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Mr. PACKARD. Yes, up to that.
The CHAIRMAN. But if the credit exceeds that by $2.50, they do

not get it.
Senator KERR. I see, but I noted in the example, it was $24,000, and

I thought it might be some measure of comfort to you that the first
$25,000 was exempt.

Mr. PACKARD. Perhaps in this particular instance it would be, but
not as a yardstick by which to measure our industry.

In other words, this bill tells these investors that any profit they
may now make over 2.4 percent of their original investment is excess
profits, on which they should pay a 75 percent tax.

We did not have an opportunity to do much research to illustrate
the real importance of this point, but I have a record of a few actual
cases. I know of a residential hotel in Detroit which, as a result of
its past losses, has liabilities of $140,000 in excess of its assets. A
residential hotel in Cleveland has total assets of $600,000 and total
liabilities of $630,000. Another residential hotel, in New York City,
has total assets of $2,350,000 and total liabilities of $2,800,000. None
of these hotels would get any excess profits tax credit based on the
substantial original investment in the corporation, and they would
'have to rely on whatever profit they happen to produce in the post-
war years, which in many cases was not even sufficient to pay the
maximum rate, usually 4 percent, on their income bonds. One of
the prominent hotels in New York City, of 500 rooms, with a mort-
gage of more than $1,700,000, has an equity capital left today of
less than $40,000. A survey of all of the residential hotels in the
country would bring forth many similar examples.

In order to remedy this situation, I ask you, in the name of the
'hotel industry, to amend section 437 of H. R. 9827 either by provid-
ing an alternate credit based on original invested capital, as in
the last excess profits tax law, or, wliich would technically be simpler,
by permitting an adjustment for losses not only for the period from
.1940 to 1949, but for the period of 1930 to 1949, in the first half
of which most of the losses of hotels were incurred.

Thank you, gentlemen, for this opportunity to appear before you.
The CHAIRMAN. Are there any questions ?
Thank you very much for your appearance.
Mr. PACKARD. Thank you, gentlemen.
(Mr. Packard later submitted the following supplemental state-

ment:)

SUPPLEMENTAL STATEMENT SUBMIITTED FOR AMERICAN HOTEL ASSOCIATION BY MR.
ARTHUR J. PACKARD, VICE PRESIDENT

Section 437 of H. R. 9827 introduces a completely new philosophy in the com-
putation of equity capital, namely, present net worth as opposed to the old
philosophy in the former statute which began with money or property paid
in for capital stock. The report of the Committee on Ways and Means on page 10
of its report states its reason for inaugurating this change in philosophy as
follows :

"Your committee's bill shifts from the historical capital approach to the
asset approach because it is believed that it will be much easier for the tax-
payer to determine the basis of his present assets than to determine the amount
originally paid in for stock and surplus. A special advantage of the particular
asset basis used is that the basis for gain is readily available for depreciable
.assets."
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In other words, the reason given for this shift is that it will be much easier
for the taxpayer to determine the basis of its present assets than to determine
the amount originally paid in for stock and surplus. The quoted statement
in this respect is contrary to fact. Corporations have recently completed the
determination of money or property originally paid in for capital stock under
the World War II excess profits tax. This figure for practically all corpora-
tions is already known. The computation under the new method is the one
which is unknown and yet remains to be determined.

Actually the real purpose in inaugurating this shift in philosophy is given
further on in the report of the Ways and Means Committee on page 10, wherein
it states:

"The provision in the bill is believed preferable because it removes, as to
recent deficits, discrimination between corporations with previously accumu-
lated earnings and those without such earnings, because it tends to favor new
corporations somewhat more than the old law, and because current stockholders
of corporations with a net-deficit position established some time ago are likely
to have discounted this deficit position in buying their stock."

In other words, the proposed bill on the point in question totally disregards
any stockholder who made his investment between the years 1930 to 1940 or
prior thereto. There are undoubtedly many investors who are still holding
their investments in the equity of a corporation for more than 10 or 20 years.
Furthermore, this philosophy violates the fundamental philosophy of corporate
taxation wherein the corporation is treated as a separate entity from its stock-
holders.

For the foregoing reasons, it is our opinion that the fundamental philosophy
prompting this shift from the historic capital approach to the asset approach
should be either abandoned or rectified by permitting a third alternative period in
the computation of the recent loss adjustment provided for in section 437 (f),
so as to include a period beginning in 1930 and ending in 1949.

The CHIR-rAN. Mr. Carroll Wilson.
Are you prepared to go on and finish within the next 10 or 15

minutes?
Mr. WILsoN. If you prefer, Mr. Chairman.
The CHAIRMAN. Yes. We will be glad to hear you. You may have

a seat and identify yourself for the record.

STATEMENT OF CARROLL L. WILSON, REPRESENTING THE AMERI-
CAN PAPER AND PULP ASSOCIATION

Mr. WILSON. Mr. Chairman and Senators, I am Carroll L. Wilson,
of Hamilton, Ohio. I am director of finance of the Champion Paper
& Fibre Co. and an officer of that corporation. Today I represent the
American Paper and Pulp Association.

In our consideration of our position on the excess profits tax, Mr.
Chairman, we have given little, if any, attention to its possible effect
on us in the immediate future. We believe that if the emergency
should rise to its potential height here that the burdens which would
be imposed on all of us would be so great that even the tax burden,
the total tax burden, might be a minor factor in the sacrifices that
we and other Americans may be required to make.

In such an event, the worse excess profits tax might be merely a
pinprick.

We have been concerned, Mr. Chairman, primarily with the poten-
tial long-run effect of such a tax on our economy, on the markets we
serve, and on our defense program.

For the most part, our reasons in opposition to such tax parallel
those which have been already stated before you by many other wit-
nesses. We feel, however, that possibly the witnesses up to this point
have not exposed the core of the problem.
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We would like to discuss with you briefly that matter after filing,
with your permission, our formal statement for the record.

The CHAIRmAN. You may do so. File it with the reporter.
Mr. WILSON. Mr. Chairman, an excess profits tax such as that pro-

posed in the bill of the House Ways and Means Committee maypro-
vide only pinpricks in a dire national emergency for the immediate
future, but we believe that in the principle of that tax you have the
possibility of injecting a slow poison into our national economy.

I am not an expert in the mechanics of taxation at all, but, like
many other citizens, I have recently given much sober and anxious
thought and some sleepless nights to the future of this country.

One principal factor in that anxiety is a growing conviction that
the injection of the excess profits tax principle into our tax system
could, in the long run, work irreparable harm to our future security.

On Tuesday Mr. Ruml reminded you of the effect of the cheap
expense dollar established by an excess profits tax in reducing man-
agement's cost incentive. Later Mr. Du Mont and other witnesses
spoke of the difficulties to which new businesses might be subjected
by such a tax.

I will not attempt to repeat what these gentlemen have said, but
I wonder whether they have up to this point fully developed what
those two factors might do to us.

We are facing a gigantic barbarian enemy which is implacably de-
termined to go on expanding its force against us. That enemy has at
this time the advantage of vastly greater numbers of men; it has the
advantage of being willing to keep practically its entire population in
slavery in order to expand its fire power. Already we know that
Russia is devoting a substantially greater part of its total national
effort to the expansion of its economy than we are in this country.

Therefore, it seems to me quite clear that we must in the future
expand our economy, not only faster than we have, but we must be
smarter in it. We will have to work harder now and sacrifice to meet
the present emergency. We will have to work harder and smarter
in the future to get ahead of Russia and to stay ahead of her.

Now, sir, there are two principal weapons that we have to use. I
believe those weapons are not available to anywhere near the same
degree to our enemy. They happen to be the two tools with which
this economy was built. The first is an incessant and unrelenting
grinding down of the man-hour costs of production in this economy
clay after clday and year after year. That has been going on all over
this country in every business and in every form from many years
back, and all that we have today in our high standard of living has
been primarily dependent on that way of life that we have injected
into our business concerns, and into all our enterprises, including our
farms.

That is our first weapon-the incentive to cut costs all the time.
So in a factory, everybody from the foreman up to the president has
in mind that he is not satisfied with the way he is doing things today,
but he is trying to get those costs down.

My company was built completely from the beginning on the basis
of our founder's belief that the way to grow and develop and grow
strong is to buy the best tools and get your costs down.
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You have to live that way. This country has been living that way.
So that, as I say, is our first weapon. It is not a secret weapon, but

I do not think the Russians can use it.
Our second weapon has been to create a climate in which a man with

an idea could meet a man with money and willingness to take a chance
and go ahead against the sober judgment of most of the experts and
create something new for us. That is also where our standard of living
came from.

Those two tools which we have used can be our prime weapons in
the future.

Now, I do not believe that there is any possibility of substituting,
shall we say, Government financing of our future expansion for the
free use of private funds which has made the use of these tools pos-
sible.

I will not labor that point, but we all know that the restriction
which it is necessary to place upon Government funds for the safety
of the public money would be such that in the long run management
would not be free to do those things which would be necessary to cut
costs, and the man starting out with a new idea against the judgment
of the experts would not be able to get it cleared.

Therefore, we must preserve, I think, intact the maximum free-
dom which we have to use those weapons. We must improve on the
use of those weapons.

Some people will say to you, perhaps, that the reduction in cost in-
centives and the hindrance to new enterprise will stop our growth. I
am sure you would be skeptical of that. I do not believe it myself.
But we must not be misled by the mere fact that a bad excess profits
tax bill now would be only a pinprick into assuming that its long-run
effect would be of a similar magnitude.

Suppose, for example, that in the future the action of that tax and
the restrictions which would necessarily be placed on new enterprise
by a zealous Treasury Department were to deter or to discourage or
to stop only a few creators of new products. imnong those you might
find a Simon Lake, you might find a Billy Mitchell of industry, or an
Adna Chaffee. You may well prevent the development of the future
decisive weapon if you restrict in any way the freedom of people to
develop what is new and to put it to the use of the country, which
use may well be the defeat of our enemy.

It is easy to get confused by statistics. It seems so easy to write
mild provisions into an excess profits tax bill and bring it down to a
point where it appears to affect only a few now, but let me examine
that with you for a moment.

Let's suppose, for example, that the reduction in management-cost
incentive amounts to only something on the order of a half of 1 per-
cent, we will say, in management's determination to cut costs. The
whole growth of our economy up to this time has been founded on
and inseparably connected with a very small expansion, a very small
increase in productivity year after year, something like 21/2 percent.
The experts talk about that sort of magnitude.

Now, 21/z percent does not sound like much, but it has given us
all we have.

Let's just suppose, for example-perhaps you will grant me that
the imposition of this extremely complex new experiment in the control
and regulation of industry, because that is what an excess profits tax
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long continued would have to become-let's suppose that the imposi-
tion of that mass experiment on us where only to reduce that growth
from 21/2 percent a year to 2 percent a year. It still does not sound
like much, but, Senator, over a 25-year period the difference that
would develop out of that would mean a reduction in our annual
productive power, or if you wish, our fire power at the end of that
time, if my calculations are reasonably correct, of something on the
order of one-quarter of our present total gross national annual prod-
uct, or about 70 to 75 billion dollars a year annual fire power at
that time.

I would request that you seriously consider whether we can afford
to take a risk of even a fraction of that order of magnitude.

Is there anything to be gained in meeting the immediate emergency
which would justify accepting that kind of a risk? If there is, that's
another question. Personally I cannot conceive of any gain we could
get now through the adoption of this type of principle in our system
which would justify that risk.

Senator KERR. I do not want to interfere with the witness. He
can say anything he wants to. I am wondering if he is aware of the
fact that we are sitting under a mandate of Congress not to deter-
mine whether we bring in an excess profits tax bill or not, but to
try to formulate the best possible one we can bring in under the
mandate of the Congress to bring one in.

Mr. WILSON. Senator, I am entirely aware of that mandate, but
I am not aware that the public or the Congress have been fully aware
of what this thing can mean in the long run.

I just wanted to close by saying that the members of my associa-
tion, like other Americans, have a very deep faith in the wisdom and
the courage of the Senate. We know that you will place national
security ahead of all other considerations even to the exclusion of
other considerations in your efforts in this emergency, and we have
confidence that you will do the best you can in developing a financing
program which will encourage the future growth of our country, and
will strengthen to the maximum extent, that you can, our future
capacity to stand off our enemy and to destroy him if necessary.

The CHAIRMIAN. We thank you, Mr. Wilson.
(The statement submitted by Mr. Wilson reads in full as follows:)

MEMORANDUM DEFINING POSITION OF AMERICAN PAPER AND PULP ASSOCIATION IN

RESPEcT OF PROPOSED) EXCESS PROFITS TAX LEGISLATION

The American Paper and Pulp Association, representing the paper and pulp
industry of the United States, hereby records its opposition to the enactment
of a corporate excess profits tax for the reason that there are more efficient
and equitable methods of raising revenue, which should be applied.

An excess profits tax is not only inefficient and inequitable but also dangerous,
for the following reasons:

1. It would give a sharp upward impulse to current inflationary trends because
it reduces incentives and promotes extravagance in manpower and materials.

2. Accordingly, the enactment of an excess profits tax would inevitably tend
to cause the imposition of rigid wage and price controls.

3. It could not possibly be applied equitably.
4. The record has proven the administrative difficulty of such a tax. (On

June 30, 1949. there were still 22,281 unsettled cases involving $4,858,000,000 of
contested excess profits taxes arising under the excess profits tax which was
repealed in 1945.)

5. The additional revenue which could be obtained from corporations by an
excess profits tax could more readily and equitably be obtained from them by
another method.
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6. It would discriminate against small business and new business.
7. It would impose excessive compliance and administrative cost burdens on

both the taxpayer and the Government.
8. It would cripple the growth of a dynamic economy to which the Nation is

committed and which is particularly vital to our defense program in present
and prospective world conditions.

There is no need to elaborate upon these defects. We quote from a speech
of Senator George on August 31, 1950, in the Senate:

"An excess profits tax is not an effective way of doing this job because it is
impossible to devise a tax that will isolate a particular part of total profits
as being due to the military effort rather than to other factors. Considered as
a general source of revenue, the essence of tihe excess profits tax is that it im-
poses an extremely high rate of tax oil a part of profits rather than collecting
the same amount of money through a less extreme rate applied to all profits.
The extremely high rates of tax encourage wasteful expenditures by corpora-
tions because most of the cost is at the expense of the Treasury. Moreover it
is impossible to devise an excess profits tax that does substantial justice as
between new firms and old ones, growing firms and declining ones, firms with
large capital and firms with small capital. The defects of the tax would be
especially serious if it were used to finance a long-continued program of re-
armament such as we must now face. * * *"

Certainly, expediency should not be permitted at this time to induce the Con-
gress to enact excess profits tax legislation, particularly as that expediency is
masquerading under the wholly fallacious guise that an excess profits tax is
calculated to "take the profits out of war." No excess profits tax which has
heretofore been enacted has ever done that, and no excess profits tax which
could possibly be enacted now, could do it. All that any such tax has done, or
ever could do, is to limit the amount of total profits (not just war profits) which
corporations may retain from their activities. Such a limitation of profit would
hobble the dynamic future growth of our economy.

We have not ignored the directive in the Revenue Act of 1950 that the Ways
and Means Committee report a corporate excess profits tax bill, but nothing in
that directive constrains this committee to put the stamp of its approval upon
such a billl.

We recommend that the Senate Finance Committee report unfavorably a
corporate excess profits tax bill. This recommendation is not made to escape
taxation, for the paper and pulp industry is prepared to pay its fair share of
such taxes as may be necessary to provide funds for the defense program.

We suggest an entirely fresh approach to the question of financing the Federal
budget, which approach we firmly believe is necessary if there is to be any real
curb upon inflation. Namely, a tax program which will finance our Federal ex-
penditures on an equitable pay-as-you-go basis.

Fortunately we still have the time to overhaul the entire tax structure for
this purpose and to produce a well-rounded program which would equitably
distribute the taxation burden which all must face and effectively curb further
substantial inflation. For the fiscal year 1951 the cash receipts of the Govern-
ment, according to conservative estimates, will exceed its expenditures, great as
they are. The impact of the enormous additional expenditures which the
Government has inaugurated will, in large part, have to be paid for in the
fiscal year 1952 and succeeding years. By reason of the additional taxes imposed
in 1950, the Government is not facing a cash deficit in the fiscal year 1951. But
if estimates of the budget for the fiscal year 1952 (which range as high as
$77,000,000,000) are realistic, the gap between income and expenditures, even
with the addition of a most stringent corporate excess profits tax, would be
many billions of dollars.

There is no escape, then, from the question whether our country shall finance
from here on its expenditures on a pay-as-you-go basis, or whether it shall
continue to indulge in deficit spending as it has in 8 of the last 10 years, with
a resulting depreciation of the dollar by over 50 percent. Deficit spending should
be reserved as the last resort of our Government to protect its own existence
and the freedom of its citizens. It should never be indulged in to lure its
citizens into the vain hope that they can have their cake and eat it too. Since
a large part of the contemplated expenditures by our Government must be
devoted to the production of adequate armament for ourselves and other nations
outside the Communist sphere, and for the training and maintenance of men
taken from civilian life to use that armament, a pay-as-you-go plan of meeting
governmental expenditures involves real self-denial. That self-denial should
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apply to our Government and to individuals alike. Self-denial is never pleasant
to contemplate, particularly if there is the probability that it may be required
for a substantial period of time. But unless accepted and practiced, and unless
deficit spending is checked, continued inflation will inexorably lead to the ruin
of our free competitive system.

What do we mean by suggesting that Congress should inaugurate a well-
rounded program of taxation? First of all, if taxation is to be geared to expen-
ditures, the first step should be, throughout a period such as we are facing, to
re-examine all proposed expenditures and to eliminate those not immediately
essential. Next the program should encompass all available methods of raising
revenue so as equitably to distribute the tax burden and restrict, as little as
possible, the continued progress of our free competitive economy. It must be
obvious that to bridge the gap between governmental income and proposed
governmental expenditures over a substantial number of years, the burden can-
not be placed solely upon individual incomes, and corporate incomes.

This burden must be equitably distributed and designed to foster the dynamic
character of our system of free competitive enterprise.

The paper and pulp industry is emphatic in stating that its corporate members
should and must shoulder an equitable share of any additional burden just as
those individuals working in the industry will have to do. We submit, how-
ever, that supplementary methods of taxation will have to be devised such as,
for example, the imposition of an additional emergency defense tax on the entire
taxable net income of all corporations after a reasonable initial exemption.
This would equitably distribute the burden on all corporations. No doubt your
committee has already considered such an additional form of tax and has
recognized that a percentage increase would not have to be great to bring in
more income than can be obtained through any excess profits tax. Also, con-
sideration may be warranted of an extension of excise taxes on a substantially
uniform basis, including sales by manufacturers and service establishments.
But it would be presumptuous for us even to suggest to this committee what
taxes should be included in such a program. All we urge is that there be such
a program and that it be adequate.

The time has come when there must be in Congress and throughout the country,
realization of three things. First, continued inflation can only be disastrous,
andl disastrous not only to those rapidly increasing millions of people who are
dependent for their existence upon a fixed income such as social security pensions,
interest, dividends on investments, endowment policies, etc., but for the great
mass of people who are currently earning their day-to-day living by their active
efforts. Second, if we are to carry on a defense program of the magnitude now
envisioned, and are expected to continue that program for any period of years,
there must be recognition of common sacrifice by every segment of our economy
to produce the revenue to pay for that program. Third, the burden must be
so arranged and distributed as to encourage tihe dynamic increases in production
that are essential not only to the maintenance of our defense effort but also
to the normal growth of our economy.

It is the high duty of Congress by its action to bring this threefold message
home to all the people of thIe country and the best, if not the only way to do so,
is to develop a program of taxation which will convince all that the burden is
being equitably distributed and with the least harm to continued expansion of
our production of goods and services.

Respectfully submitted.
E. W. TINKER, Executive Secretary.

December 8, 1950.

The CHA.\IRMIAN. The committee will now recess until 2 o'clock.
(Whereupon, at 12: 35 p. m., a recess was taken until 2 p. in., this

same day.)
AFTERNOON SESSION

(The committee reconvened at 2 p. m. upon the expiration of the
recess.)

The CHAIRIAN. Mr. W. R. Emery, tax attorney for Armour & Co.,
submits the following statement on the excess profits tax and its effect
upon units in the same industry.

(The statement referred to is as follows:)
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STATEMENT OF W. R. EMERY, TAX ATTORNEY FOR ARMnouR & Co.

This statement is submitted on behalf of Armour & Co., Chicago, Ill.
While we are reluctant to see our Federal tax burden increased at a time

when we are just beginning to make some small progress in providing for our
huge current and funded indebtedness and the dividend arrearages on our pre-
ferred stock, we realize that in this hour of grave international tension cor-
porations must assume their share of the necessarily increased tax load. Our
only concern, therefore, is that we do not bear more than our fair share-that
we are not discriminated against, particularly in relation to our competitors.

In its present form H. R. 9S27 would produce the very discrimination we most
fear in the meat-packing industry, and unfortunately our company would be one
of those discriminated against. The 1946-49 earnings before Federal income
taxes of Armour & Co. and some of its principal competitors are set forth below:

Income in thousands of dollars

[Losses indicated by parentheses]

Armour Competi- Competi- Competi- Competi- Competi-
& Co. tor A tor B tor C tor D tor E

1946..-....... ------..... . 52, 576 21,875 16,020 3,904 3,476 3,200
1947-.------------------------ 48,422 53,592 11,875 4,241 4,530 2,495
1948---.----------------- (3, 387) 51,256 442 4,099 2,036 6,867
1949--........................ (984) 45, 197 (7, 280) (117) 3,052 3,168

3-year average I--1 --... 33, 666 50.015 0, 446 4,061 3,686 4,309
2-year average --------. 50, 499 52,424 13,948 4,170 4,003 5,034

I Losses treated as zero.

NoTE.-The incomes set forth in the above table in each instance are for the fiscal years ended Oct. 31
However, since the fiscal years so nearly coincide with the calendar years it is believed that the variation
in the calendar-year figures from the above would be slight.

The unfair competitive situation which would result from the application
of a 3-year average formula as prescribed in section 435 of H. R. 9827 is quite
apparent. We would have 24 months of profits and 21 months of zero (losses
are so treated in sec. 435) in our base period with the result that our 3-year
tax base would consist of 24 months of profits and 12 months of zero. Com-
petitor A, on the other hand, would have 36 months of gocd earnings comparable
to or even greater than our earnings for the 24 profitable months of our base
period. Competitors C, D, and E, though much smaller in size, would also
have 36 months of good earnings. The situation of competitor B, on the other
hand, would be comparable to ours.

The question naturally presents itself as to why the earnings fluctuated so
widely during the base period in the meat-packing industry. The answer is
found principally in the CIO strike in 194S. The A. F. of L. and independent
union members remained at their posts throughout such strike, with the result
that only those companies whose plants were chiefly staffed by CIO union em-
ployees were injured-the other companies actually benefited from the strike.
A number of years ago the CIO organized the employees in all our large plants
and many of our small ones. Consequently, during the strike we were able
to operate effectively only a few of our smaller plants, with the result that
we were unable to supply our customers with meats or to purchase our ordinary
requirements of livestock. When the strike was finally settled many of our
former customers had transferred their patronage to our competitors. Further-
more, we hadl to pay exorbitant prices to obtain a sufficient number of livestock
to keep our plants in operation. As a matter of fact we have not yet completely
recovered from the effects of the strike-winning back lost customers and live-
stock supplies is a costly and lengthy process.

The next question which might be asked is: Would not Armour & Co. qualify
for relief under section 442 relating to abnormalities during the base period?
Theoretically, yes, but practically, no. Only a casual reading of section 442
discloses many of the same ambiguities and pitfalls which enabled the Com-
missioner to deny relief under section 722 of the old excess profits tax law.
There is no reason to assume that the Commissioner will be more liberal in
interpreting section 442 than he was in the case of section 722. Then there
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is the almost insurmountable burden of proving the aftereffects of a strike in a
company as large as ours. Remember too that the 12-month period during which
the strike occurred automatically would be eliminated by section 442. No, I fear
that if Armour & Co. must rely on section 442 for relief, it will be greatly
disappointed.

We submit that the only method for determining the earnings credit on a
fair and impartial basis in the meat-packing industry is to permit the taxpayer
to select any 2 years, or possibly any two consecutive years, in the base period.
The use of such a selective 2-year period would provide each picker with a fair
earnings credit and would result in an equitable distribution of the tax burden.

If it be contended that the use of a 2 rather than a 3-year base would
result in too great a loss of revenue, our answer would be that an excess profits
tax should not provide a primary source of large revenue-otherwise it tends
to constitute social, not tax, legislation. If this answer be deemed insufficient
andi it is decided that the forthcoming excess profits tax bill must yield revenue
equal to that of the House bill, then we would suggest the use of the 2-year
base but (1) allow a lower percentage of average earnings in computing the
earnings credit or (2) increase the tax rate. The important objective in framing
an excess profits tax law is to fix a uniformly fair tax base. Unless this is done,
the tax burden is improperly and discriminatorily distributed.

I wish to call the committee's attention to one other inequity in H. R. 9827.
Undoubtedly all of you have read about Armour's new miracle drug acthar
(ACTH) used in the treatment of arthritis and many other diseases. Prior to
January 1, 195, we supplied this new drug free to hospitals and clinics, but
since that date we have imposed a reasonable charge therefor. We hope and
believe that the marketing of this :and other new drugs now in the development
stage in our research laboratory will be profitable. Nevertheless, H. R. 9827
contains no relief provision for this type of situation. Section 443 is inapplicable
because the earnings of our entire pharmaceutical division do not constiute any-
thing even approaching 33 1/3 percent of our entire net income. Moreover, the base
period rate of return in our industry classification, namely, meat packing, is a
grossly inadequate measure of reasonable profits in the pharmaceutical field. A
formula based on normal profit per unit of sale would provide a much more defen-
sible index for measuring excessive profits derived from the sale of new
pharmaceutical preparations.

I know that the committee will be interested in precisely how H. R. 9827
affects the various members of the meat-packing industry, and I trust that it
will give favorable consideration to our recommendations for a tax base which
does not harshly discriminate within this industry.

The CHAIRMAN. The first witness is Mr. Goldfinger. Will you
identify yourself for the record?

STATEMENT OF NATHANIEL GOLDFINGER ON BEHALF OF CON-
GRESS OF INDUSTRIAL ORGANIZATIONS, WASHINGTON, D. C.

Mr. GOLDFINGER. Yes, sir. My name is Nathaniel Goldfinger. I am
secretary of the committee on economic policy of the Congress of
Industrial Organizations.

I appreciate the opportunity of presenting the views of the Congress
of Industrial Organizations in these hearings on the matter of an
excess profits tax. We understand the importance of examining the
entire tax structure, but we realize that the special consideration of
this committee, under the terms and intent of the Revenue Act of
1950, is with the excess profits tax.

Since Congress passed that act, the international situation has
changed considerably. It is now apparent that the total revenue
needs of the Federal Government will be much greater than what
seemed to be the case last summer. The general consensus of opinion
seems to be clearly in support of an excess profits tax. This was
reflected by the House vote of 378 to 20.
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Yesterday an outstanding publication had the following to say on
the excess profits tax:

The Nation's economic prospects have changed drastically since the excess
profits tax debate was opened last summer. Then we seemed to face a prolonged
period of "light gray" mobilization. We know now that "light gray" mobiliza-
tion will not do. Our current budget has shot up to more than $70,000,000,000.

Industrial mobilization must be vastly accelerated. The tax burden will
have to be heavier than anyone imagined. High profits will more and more
clearly be associated with arms expansion. With this prospect the case for excess
profits tax is strengthened by fiscal and equitable necessity.

That statement comes not from a labor source or from one ordinarily
identified with the views of the administration, but from an editorial
in the New York Herald Tribune.

A prominent leader in public life, addressing himself to the problem
of an excess profits tax, said more than a month ago:

A supertax for the national defense would be better than a further increase
in the straight income tax on corporations.

Companies that have abnormally large income in relation to capital or past
earnings are better able to bear more taxes than companies that are jogging
along without benefit of defense spending and that perhaps are even hurt
by curtailment of civilian spending.

These are not the words of the president of the Congress of In-
dustrial Organizations. These remarks were made by Mr. R. C. Lef-
fingwell, at present vice chairman of J. P. Morgan & Co., Inc., and
Assistant Secretary of the Treasury in the First World War.

The commitment of Congress before its summer adjournment, the
recent action of the House, and the tragic turn of events in Korea
leave us, in our judgment, with only one issue: not whether or not an
excess profits tax should be enacted, but rather what kind of an excess
profits tax should be made into law.

For those who wish, however, to consider further whether or not
the application of an excess profits tax is a wise course of action at
this time, I refer them to the detailed testimony on the subject pre-
sented by Stanley H. Ruttenberg, director of the department of edu-
cation and research of the Congress of Industrial Organizations, be-
fore the House Ways and Means Committee on November 17.

In that testimony, Mr. Ruttenberg outlined and analyzed in great
detail four major reasons why our organization considers an excess
profits tax appropriate for these times. In our judgment, he
thoroughly establishes that:

1. It can produce adequate revenue.
2. It can be a fair and equitable tax designed to capture those profits

which are excessive.
3. It can be an effective weapon against inflation.
4. An excess profits tax is basic to an over-all national stabilization

program.
In our judgment, the major question today is whether the House

bill is adequate from the standpoint of helping to raise the revenue
needed by the United States Government in the critical days ahead.

We have held that Secretary Snyder's proposal to raise an addi-
tional $4,000,000,000 revenue through an excess profits tax was in-
sufficient. The House bill falls far short even of the administration
request. The administration proposals fell far short of what our
organization believes an excess profits tax should yield.
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The new invasion of Korea by the Chinese Communists and the
attendant increases in Government defense needs have bolstered our
view that Secretary Snyder's request was not adequate.

In the face of the increased billions of dollars required for the de-
fense of our national security, does it seem reasonable to raise only
$4,000,000,000, as proposed by the administration, and leave corpora-
tions with a record of about $21,000,000,000 in 1950? We do not
think so.

Yet even the inadequate revenue requested by Secretary Snyder is
to be cut still further by the terms of the House bill. It is estimated
that hardly more than $3,000,000,000 would be raised on the basis of
the House bill at the 1950 rate of corporate earnings.

At the time that the House was cutting the anticipated revenue from
an excess profits tax below the administration's request, the President
of the United States announced that large-scale new military expendi-
tures would be necessary.

The Government will be spending some $50,000,000,000 for national
defense and the total Federal budget will be about $70,000,000,000.
Revenue must be raised to offset these increased expenditures.

During periods of high levels of production and income it should
be the national policy to raise as much revenue as possible. This
should be especially true of a period when a large part of the levels of
production and income is due to Government expenditures for national
defense.

We recommend to this committee that it enact an excess profits tax
that will raise at least $6,000,000,000 to $7,000,000,000 over and above
the normal and surtax corporate rates. We agree with the House bill
that the excess profits tax should be retroactive to July 1, 1950.

But the House bill should be substantially strengthened in other
aspects. More revenue must be raised. This can be done, in our
judgment, without subjecting American business enterprises to undue
hardships or the loss of incentives.

During the third quarter of 1950, corporate profits before taxes were
at the annual rate of $42,000,000,000. If we conservatively assume a
S42,000,000,000 profit level before taxes in 1951, net income after the
45-percent-tax rate, established under the Revenue Act of 1950, would
be an all-time high of $23,000,000,000.

The administration's request to take some $4,000,000,000 through an
excess profits tax would leave corporations with about $19,000,000,000.
The CIO proposal to take $6,000,000,000 to $7,000,000,000 would leave
corporations with a net of $16,000,000,000 to $17,000,000,000, 60 to
70 percent above the average corporate income after taxes, which was
earned during the wartime years 1942-45.

It is our proposal that the base period for an excess profits tax be
the average for the 4 years 1946-49, during which time profits before
taxes were $29,000,000,000. We further suggest that, as an exemp-
tion, corporations be permitted to take 75 percent of the 1946-49 base
period.

We recommend the retention of the provision in the excess profits
tax of the last war which permitted corporations to calculate their
taxes either on an income method or on an invested capital method.

We believe that the House bill's normal base of 85 percent of the best
3-year earnings in the 1946-49 period leads to a substantial loss of
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much-needed revenue. We urge the committee to give careful consid-
eration to this aspect of the House proposals in view of the importance
of enacting an effective excess profits tax.

Corporate profits since the end of World War II have been abnor-
mally high. They soared from $13,900,000,000 after taxes in 1946 to
$20,900,000,000 in 1948, declined in 1949 to $17,000,000,000, and have
risen to new heights in 1950.

These corporate profits reflected, in large measure, governmental,
personal, and corporate expenditures growing out of World War II
factors. The Government's defense and foreign-aid expenditures
have been an ever-present factor in bolstering corporate profits in the
years since VJ-day.

The CIO believes, therefore, that 75 percent of the corporate earn-
ings for the 4-year period 1946-49 provides a reasonable base for an
excess profits tax. We also suggest an 85 percent excess profits tax
rate, the same rate as in World War II.

These proposals, in our opinion, would go a long way toward sub-
stantially increasing the potential revenue from an excess profits tax.

We endorse the objective of the House to improve its legislation over
the excess profits tax law of World War II with respect to providing
relief for small and new businesses. We recommend, however, that
the members of this committee carefully scrutinize all exemptions
and special-treatment provisions of the House bill to see that this
specific purpose is accomplished without the possibility of unjustified
and illegitimate losses of revenue to the Federal Government.

In conclusion, let me emphasize that if an effective excess profits tax
is not enacted, the Government's mobilization program, in our judg-
ment, will be weakened, both morally and financially. The enact-
ment now of an adequate and equitable excess profits tax will be a
signal to all of the American people, and to those beyond our borders
as well, that the United States is moving to meet, with foresight and
with strength, the economic necessities which Communist aggression
has forced upon us.

The CHAIRMAN. Any questions, Senator Millikin?
Senator MILLIKIN. NO questions.
The CHAIRMrAN. You of course realize-your organization must

realize-that if you took all of the corporate profits you wouldn't
really be able to finance this present defense program as it is now
projected; do you not?

Mr. GOLDFINGER. Most certainly, sir. We realize that, and we
realize the importance of considering the entire tax structure, but in
my understanding that wasn't the purpose of this presentation here.

The CHAIRMAN. That is true, but I got the impression from some
portions of your statement in the beginning that an adequate excess
profits tax might be sufficient to finance this emergency economic
program for defense or war, whatever it is.

Mr. GOLDFINGER. I am sorry to have lent such a misunderstanding.
We believe merely that an effective excess profits tax would go part of
the way toward meeting that condition.

The CHAIRMrAN. It would be only one of the sources of revenue that
would have to be tapped, of course.

Mr. GOLDFINGER. Yes, sir.
The CHAIRMAN. I think you are quite right about it. Thank you

very much for your appearance.
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Mr. GOLDFINGER. Thank you, sir.
The CHAIRMAN. Mr. J. T. Sanders?
Mr. Sanders, you may have a seat and identify yourself for the

record.

STATEMENT OF 3. T. SANDERS, LEGISLATIVE COUNSEL,
THE NATIONAL GRANGE

Mr. SANDERS. My name is J. T. Sanders. I am legislative counsel
for the National Grange, and I appear in behalf of the National
Grange.

The National Grange favors the imposition of an excess profits tax
at this time as an emergency measure only. Normally we do not
believe that such a tax is necessary as a part of a virile functioning
free enterprise economy for America.

If at any time excess profits are realized under a free enterprise
economy this is prima facie evidence that competition is not function-
ing normally: Either monopolistic power is being exercised or demand
is abnormal in relation to supply. The latter we believe is the reason
for present high profits.

IH. R. 9827 proposes 1946-49 as a base, and profits for all indus-
tries during the best 3 years of this period were 5.3 times those of
the base period from which excess profits were calculated for World
War II, 1936-39. Yet these earlier years were not considered low-
profit years.

During the third quarter of the current year profits are estimated
to be at around an average rate of $42,000,000,000 or over eight times
the average profits for the years 1935-39, and these years were at
least fair profit years.

By any safe and reasonable definition of profits, therefore, we
believe they are now in general excessive and we are in abnormal-
profit years as well as years that are abnormal otherwise.

The National Grange believes that the right to do business at
a profit is an inseparable and integral part of our liberty and our
free enterprise system. We also believe that an excess profits tax
can be, indeed would be, in normal times, a grave danger to the
American way of life.

Our resolution passed at Minneapolis less than a month ago, there-
fore, favored the imposition of an excess profits tax only when the
three following conditions are carefully guarded in the provisions
of the bill: (1) A reasonable return on invested capital and the
fairest possible historic base is selected: (2) if volume and efficiency
of industry is not penalized in the provisions of the tax measure;
(3) if maximum sound expansion of small and large business alike
is encouraged to meet the serious emergency confronting us.

We realize that these are extremely difficult conditions of fulfill-
ment, and that they cannot be met in an absolutely conclusive way,
but only to a relative extent. They are warning signals calling for
the most considered statesmanship possible in the limited time avail-
able to the Congress.

Let us examine briefly H. R. 9827 in the light of these three
conditions:

First, as to the base selected. In general few would question the
base selected from the standpoint of industry. As pointed out, profits
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during this base period were at an all-time high, and this holds true
even when general price levels are discounted.

Profits in the proposed base period 1946-49 were more than five
times what they were in the base period used in the excess profits
tax for World War II, and with price level adjustments are around
two and one-half times the base period of World War II.

We do not imply by this that every individual company's profits
fall in this category. No tax law ever was written that did not do
serious inequity to individuals or concerns. We therefore find no
objection to the base selected in H. R. 9827, except that we do not
believe it allows the collection of the amount necessary for sound fiscal
policies under the present crisis. This we believe, however, can be
corrected as necessity arises in the next session.

The important consideration now is the early enactment of the best
possible measure within the time limit set by Congress.

As to condition No. 2, the impairment of efficiency and volume of
output of industry: Aside from the great spiritual and moral values
of our ideology and system of government over communism, the
superior productivity of free enterprise over communism is beyond
question. This superiority must not be impaired by an excess profits
tax.

The Grange does not come before you as an expert in these extremely
complex problems, but we do believe that safeguarding the bill in
this respect calls for the most expert assistance the Congress can
muster.

We must be careful not to write provisions in the bill that will
impair the incentive to superior productivity that adheres in free
enterprise, but must if possible devise provisions that will increase
these incentives.

Finally, we trust that the bill as presented by the House can be
examined in great detail with the view of writing into it ways and
means of not only encouraging maximum efficiency in output, espe-
cially defense output, but that it will contain provisions encouraging
expanded capacities and volumes of defense industries.

We venture to express our conviction that this could best be done by
incorporating provisions that would make it possible for a company
to expand in volume its base from which excess profits are calculated,
rather than undertake to measure an expanded base in terms of value.
We believe that this might be done by using total number of employees
and amounts of materials acquired for fabrication as a basis for
measuring expanded bases.

We feel that a concern that creates additional profits by cutting
down expenses, increasing efficiency, and expanding production is in
a different category from one that creates excess profits for itself by
charging excess prices.

It is extremely important to the defense effort and to preserving a
sound domestic economy that new taxes interfere as little as possible
with the incentives to expand production and maximize efficiency.
For this reason, we urge consideration of a provision that would
broaden the normal profit base of a corporation if it expands produc-
tion, and possibly a further allowance if it can show increased output
per man.

It is often argued that, if we put additional taxes on corporations,
they cannot finance needed plant expansion or improvement. We do
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not feel that anyone has a right to expect that he should be able to
expand his plant from being in a position to charge the public a
higher price and thus enjoy excess profits by soaking up excess pur-
chasing power created through the Government defense program or
the prospects of an expanded program.

We believe that the needed plant expansion should come from nor-
mal profits, borrowings, and the sale of stocks or some arrangement for
Government-expanded defense plants.

We feel that a profit rate of 75 percent of the erratic profit peaks is
sufficiently high for a normal profit rate. It is better in our opinion
to have a smaller profit base than a higher excess profits tax rate.

In other words, we feel that we should try to keep the excess profits
tax rate at 75 percent and that to do so and still raise enough taxes
from corporations might require a normal profit base of 75 percent of
the three best years in the period 1946-49. We would favor this change
from the House bill.

During World War II prices and wages were not adequately con-
trolled and rose considerably, as did profits, despite the excess profits
tax. If prices and wages are not to be controlled adequately and are
allowed to rise materially, we cannot with fairness and sound eco-
nomics keep profits at a level which we consider fair under present
levels of prices and wages.

In brief, if the crisis continues, prices and wages must be controlled
across the board with excess profits. This includes farm prices, and
x hen the time for control comes, if indeed it is not here now, the Na-
tional Grange favors ceilings of farm prices at not less than parity,
with wages controlled simultaneously and food prices set at levels that
will not require a subsidy to middlemen to enable them to make their
justified normal profits.

While the National Grange favors an excess profits tax in wartime
and in times of intense defense preparations, we also favor the elimina-
tion of the double tax on corporate income when conditions are such
that the tax saving will be passed on to the general public, in the form
of lower prices, and under a tax system that does not permit the stock-
holders to escape taxation on their share of untaxed or lightly taxed
corporate earnings.

We hasten to point out, however, that we would like to see a tax
measure at an early date providing for greater reliance on individual
tax liability rather than hidden taxes derived through the suppliers
of goods and services by taxing income in the hands of the individual
at a highly graduated personal income tax rate, to increase the revenue
of the Treasury and at the same time safeguard purchasing power
where purchasing power is needed most.

This objective, in conjunction with a high-level excess profits tax
alnd the elimination of legalized escape from just tax liability, will not
only provide increased ability to approach a pay-as-we-go program,
but is in accord with the policy of basing tax liability on ability to pay.

In conclusion, we would close with a paragraph passed by our
recent annual session as follows:

Under our capitalistic system business generally, and profits especially, must
pay an equitable tax, and in our emergency period a high excess profits tax is com-
pletely justifiable. Put we must preserve opportunity and incentive to expand
and promote efficiency to the end that our very American structure will not be
destroyed.
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The CHAIRAAN. Any questions of Mr. Sanders?
(No response.)
The CHAIRMATN. Thank you very much, Mr. Sanders.
When this committee last had an important matter before us, your

Mr. Goss was with us, your master, and I am very happy to observe
that your sane attitude toward public questions is exemplified in your
statement as he labored so very hard and over so many years to ex-
emplify and promote.

Mr. SANDERS. Senator, those gracious words are very much appre-
ciated.

The CHAIRMAN. Mr. R. G. Fizer. You may have a seat, if you
wish, Mr. Fizer.

STATEMENT OF R. G. FIZER, EXECUTIVE VICE PRESIDENT,
AMERICAN PIGMENT CORP., HIWASSEE, VA.

Mr. FIZER. I am here representing our own small company in Vir-
ginia, American Pigment Corp., and we feel we are representing small
business and business in general. I would like to say that I am pinch-
hitting for our president, Mr. E. D. Gregor, who could not be here,
and further that I didn't know that fact until very recently so what
I have to say here will be very brief. I do not feel too adequate to
take his place.

The CHAIRMAN. This committee has already heard and has some
previous knowledge, of course, of the general observations that one
might offer about this tax. It would be very helpful, really, to pre-
sent your particular case, with such observations as you wish to make
about it.

Mr. FIZER. Thank you very much. We believe that everyone will
agree that in this present crisis it behooves both all business and indi-
viduals of this country to cooperate in the use of our manpower and
resources to try to bring about some settlement of our present inter-
national difficulties. It is therefore certainly improper to oppose
any necessary revenue-producing legislation that is equitable and does
not in itself tend to cripple and hurt our national effort rather than
to help.

However, we think there is no question but that there are some bad
features about an excess profits tax, as was demonstrated by that, in
effect, during the late war. It certainly tends to be an inflationary
and wasteful tax and if I understand the records correctly, one that
did not produce a large amount of revenue when recently in effect.

It has been my understanding that a few percent added to the regu-
lar corporation income tax would produce a like amount of revenue,
and it is difficult to write an excess profits tax and make sufficient pro-
visions to eliminate extreme injustices as was attempted in setting up
section 722 during the tax of the late war.

I understand that our courts are now filled with thousands of un-
settled tax cases coming under the provisions of section 722. These
tax cases themselves have and are costing the country a tremendous
toll in time and effort and money. We think it is quite plain that
businesses which know that they are going to be thrown into the ex-
cess profits tax bracket certainly have some tendency to pay out a
part of such funds to their employees and to be loose in the general
conduct of their businesses, all of which, as above stated, certainly
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tends to be both inflationary and wasteful. It therefore seems that
in writing an additional revenue-producing measure it is questionable
whether part of it should be in the form of an excess profits tax or
entirely in a raise of over-all income tax. If there is to be an excess
profits tax, it is our feeling that the exemption for small businesses
should be at least $50,000 instead of $25,000, and that small business
should be allowed a definite exemption of 6, 7, or 8 percent on either
their sales or capital investment. Unless this is done, there are certain
to be many hardship cases among small businesses and in fact some,
I believe, will find it practically impossible to continue to function.

In our particular case, we have had a sum total of no earnings for
the years 1946, 1947, 1948, and 1949, and if these years were used as
a base period upon which an excess profits tax would be based, we
would certainly be penalized except for some definite exemption. We
are sure that the reason for these 4 years' experience in our case has
been due to the fact that we have been unable to raise prices in the
same proportion as inflationary costs have increased our expenses of
operation and that you will find many small businesses which have
the same experience.

A business with its finances in fair condition and with depreciable
facilities can also go along for a certain period living on its deprecia-
tion reserves and without profit, but this brings up the point which is
uppermost in our minds-the one we would like here to emphasize
more than any other, and which we believe is the most serious problem
that many small businesses are now facing and will be facing in the
near future.

A net profit is absolutely necessary to the existence of any business
and much more so in the face of inflation than at any other time. One
of the biggest problems of manufacturing is the maintenance and re-
placement of worn-out and obsolete equipment, and if under the infla-
tion we have had during the past few years, a facility that cost $10,000
15 years ago has to be replaced either because it is worn out or has
become obsolete, now costs $30,000 to $35,000, the business must at
once either have available for replacement $20,000 to $25,000 in sur-
plus from earnings or must borrow or refinance to obtain the necessary
additional funds over and above the $10,000 which the Government
has allowed to be set aside in the form of depreciable reserve.

As you know, we are allowed to depreciate facilities on the basis
of what they cost at the time they were installed and not on the basis
of what they will cost today under our inflationary conditions. From
this I think it is very plain that during inflation it is suicidal not to
make and retain a net profit, and the fact is that what is being shown
is a net profit by either small or large business, is not necessarily a
net profit at all under our present inflation, or any further inflation
that we might have.

This, we believe, is the most serious implication with which we have
to deal, one which hasn't yet had time enough to show its full effect
and which is very necessary to be fully recognized in considering any
tax legislation. The Government cannot tax beyond a certain limit
without eventually throttling and stagnating business in general, and
this fact, if not wisely considered, could mean that we would inadver-
tently in the future thwart our over-all national effort by too high
taxes rather than to increase it.
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There is one question I would like to pose in regard to making an
excess profits tax retroactive to July 1, 1950, and that is the question
-of accounting. It would cause businesses, as I see it, to take off two
entirely different statements for the year, and would cause a tremen-
dous amount of additional work if you are going to consider the 2
years two separate fiscal periods.

Now, if there is some way to get around that, if the law is made
retroactive, I think it would be a very fine thing. You have either got
to consider those periods as separate periods, or have some definite
provisions in the law as to how it is to be handled. Otherwise we are
going to he thrown into a tremendous amount of accounting-un-
necessary accounting, additional accounting-by making the law
retroactive to the last half of 1950.

The CHAIRMAN. We thank you very much.
Mr. Stain, did the committee give any consideration to that problem

of throwing whatever part of 1950 was included in the first excess
profits tax one year, or one unit. Have you considered those account-
ing problems?

Mr. STAM. The committee didn't consider that.
Mr. FIzEu. What I mean by that: It is going to make business take

off two entirely different statements for the year. The fact is you
are going to have two entirely different fiscal periods, which will be
quite expensive in itself and a lot of additional accounting. I have
often wondered how it is going to be handled if it is made retroactive
to July 1.

The CHAIRMAN. We did make the corporate rate retroactive to July
1. stepped it up from 38 to 45 percent, maximum, and we did make that
retroactive to July 1, 1950, but we did not actually do it in that way,
because we prorated it so as to make it a separate rate for 1950-a
separate rate for the whole year.

Thank you, sir.
Mr. Eustis ?

STATEMENT OF F. A. EUSTIS, TREASURER, VIRGINIA SMELTING
CO.. BOSTON. MASS.

Mr. EusTIS. I have asked Mr. Lotze, the comptroller of our corpora-
tion, to sit beside me, if you care to ask him any questions.

My name is Frederick A. Eustis, treasurer of the Virginia Smelting
Co. I appear on behalf of that company and also I ask permission
to appear as a native-born citizen of this country who has been giving
careful attention to business matters for more than 40 years.

The CHAIRMAN. You do not have to have any permission to do that,
Mr. Eustis, because a citizen always has a right to appear.

Mr. EnsTIS. The matter before you gentlemen, as you know-but I
would like to recite it again-is of tremendous importance to this
country at this time, because it may affect seriously our rate of pro-
duction. We are confronted with a terrible menace from the Com-
munists, and one of our greatest pieces of ammunition in opposing that
will be the ability of the country to produce. I shall speak only for a
small corporation, but I want to interject at the start my conviction
that the really enormous number of such corporations can have a very
great effect on the total production.
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In my remarks, I shall use my company as an example, but hope,
that you will realize that I believe firmly that it is of importance,
because I feel there are so many other corporations that are affected in
the same way that we are.

My business associates and myself are not convinced that the excess
profits tax is the best way to raise the amount of money needed, but
I do not propose to give any time to the discussion of the relative
merits of an excess profits tax or other forms of taxation. Rather, I
am here to seek to show to you the damage that an excess profits tax
can do to the small corporation and to try to outline ways in which I
think that damage can be minimized.

My major appeal to you is that if we must have an excess profits
tax, which I believe is probably the case, then I do urge you, as
eloquently as I can, to guard the wording of that tax as carefully as
possible so as to cause it to do as little harm as possible to the type
of corporation for which I am speaking.

A small, growing corporation, which is what my corporation is,
does not contemplate a horizontal rate of production or of profits. I
shall show a little later in my remarks that to live my corporation
has had to grow, and I believe firmly that there are a vast number of
corporations which are confronted with that same problem. There-
fore, any attempt to measure a proper income by using a base period
can do a very great harm to such a growing corporation.

A growing corporation plans to increase its rate of output, either
by adding one or more new products during each few years or by
expanding the volume of one or more of its older products. It needs
money to make such growth and it suffers a great hardship if the
growing earnings are cut back to the amount it earned at the beginning
of or even during the average of a base period.

Again expressing a little the relation of the small corporation to,
the total industry, the returns of the Internal Revenue Department of
this country indicate that there were over 500,000 corporations which
filed income-tax returns in 1946, which is the latest year for which I
have been able to secure data. A study of the data that they presented
indicates that well over 90 percent of those 500,000 corporations are
what the ordinary person would think of as small corporations. I
think of 2 having less than 500 employees or less than 20,000,000 sales
or 10,000,000 sales.

Therefore, I submit to you, sir, that the fate of these small corpora-
tions is particularly important, and I also ask you to consider the
effect that building up the little corporations or the modest-sized ones
will have in the eyes of our Communist opponents as compared with
the effort to greatly enlarge our few enormous corporations.

I hope and believe that you will agree with me that it is very much
more to the advantage of our country to build up a substantial group
of strong, growing corporations than it is to push all the construction
into the hands of the few very large corporations. I would now like
to turn to my corporation as a type and explain our problems, because
as I have indicated I feel they are typical of the type of problem that
a vast number of these small corporations face.

Virginia Smelting Corp. is a Maine corporation that was organized
in 1909. At that time it took over a small metallurgical business which
had been founded by my father in 1899. I have been personally as-
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sociated with this business since incorporation in 1909, and to a con-
siderable extent for the period from 18)99 to 1909-that is, for over
50 years. We have had our troubles-plenty of them-but we have
stuck to our work and we have grown.

We began as a metallurgical company. We shifted to chemistry
for interesting reasons which I will not take your time to explain,
although I think they might fascinate you if I did, but one thing I
will point out: We did find that in the malnnufacture of chemicals we
had a better chance as a small corporation to compete with our many
large competitors than we did in the smelting business. When we
started, we were very small. We were making and shipping only one
product-namely, copper matts-and we had only one customer.
Today we are many times larger.

Senator MILLIKIN. What was the source of your copper?
Mr. EUSTIs. From Virginia and from Quebec and from Cuba. To-

day we are many times larger, producing and shipping seven prod-
ucts and marketing, as middlemen, three more. I would like to give
you a visual picture of the change from 1899 on. If I may, I would
like to submit these pictures that show the plant as it was 50 years
ago, and this shows the plant as it is now.

The CHAIRMAN. We are glad to have them.
Mr. ErsTs. All our work during the last 30 years, when I have

been more actively with it, has emphasized to us that to earn a profit
in our competitive markets, where our competitors are mostly much
larger than ourselves, we just have to push up the volume of each
product handled. Our costs are affected greatly by the volume han-
dled. This means we just have to grow to keep in the race, and that,
gentlemen, is the point that I want most to ask you to consider. This
small group of companies which are growing bigger and bigger, as
a mere condition of life-for their continuance-must be able to ex-
pand. The only way we have been able to grow is to reinvest in our
business a large part of our earnings.

It has constantly been necessary to add to our plant or to build new
units of the plant. To do this we have borrowed money from an in-
surance company which gives us a longer period in which to repay
the loans than-can banks. Our present loan calls for repayment in
semiannual installments over a period of 12 years. Our contract to
make these semiannual repayments of capital was entered into be-
fore this excess profits tax law was considered.

It is an old contract. We obligated ourselves, in exchange for re-
ceiving this money, to give a portion of our earnings each year to
repay this loan that this insurance company made us. We have out-
standing two issues of preferred stock. Unless the holders of the
preferred stock can receive modest dividends, the standing of our
company will suffer seriously.

Our common-stock holders, who represent roughly half of our net
worth, have never received any dividends. We have consistently
plowed back most of our earnings to make our growth possible. In
doing this, we have built up a group of loyal workers for our company,
extending from our general manager, who is a Mr. Scribner, I think
known to some of you, to the sales forces, to the operating personnel,
clown to all our employees who are all interested in our accomplish-
ments. We share with them. Our success is entirely dependent on
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those who work with us. We are now a happy group because we are
growing and all share in the result. If we have to stop growing, every
one of these men and women will feel it.

Senator BUTLER. How mlaly employees do you have?
Mr. EUSTIs. Two hundred and seventy-five, about. To grow we

have to pay the installments on our capital loans as they become due,
which is semiannually, we have to pay our dividend on our preferred
stock, and we have to reinvest part of our earnings in our business to
grow satisfactorily, and with assurance we ought to have a little
leeway between the absolute needs and what is taken away from us by
these excess profits taxes.

Therefore, gentlemen, I urge that you frame the excess profits tax
law so as to protect as much as possible these small growing companies.
To accomplish this, I urge that the base period to be used in computing
the normal income tax be placed as close as possible to the period under
the contract.

Since I have sat with you here this morning, I have realized that
you have got further in your study than I thought when I prepared
this paper, and I want now to bring to you-and I can't do it today, but
I can send it to you by letter if you will allow me to-a more concrete
suggestion of how we think the things that we urgently need and we
think others urgently need can best be provided. That is, I ask for
permission to add to the paper which I am ready to file with you a
copy of this, a letter which will follow in 2 or 3 days, making more
specific suggestion as to how we think the relief that is needed could
possibly best be given.

The CIHAIRMIAN. We will be glad to have it.
Senator IKER. Mr. Eustis, do you think that one way in which it

could be approached would be the consideration of your borrowed
capital with somewhat near the same status as your other invested
capital?

Mr. EusTIs. I don't believe I understand, sir. I am sorry.
Senator KERR. You are familiar with the present law that is before

us, that with reference to your company would probably limit the
amount of income that would be free from excess profits tax on bor-
rowed capital to 11/ times the interest you pay on the borrowed capital,
rather than its being considered as invested capital the same as that
which came into you from stock.

Mr. ErsTIs. I have been seeking to understand this House bill which
I only received 2 delays before I came here and it is very complex. I
am employing an attorney.

Senator KERR. You and I are the same place in our endeavor.
Mr. EUSTIS. I am sorry. My hearing isn't as good as it used to be.
Senator KERR. A man with the perception that you have can get

along without too much hearing. I say I have been trying to do the
same thing, but as I understand this bill, if you invest $200,000 of
your own capital--

Mr. EUSTIS. We have invested a lot more than that.
Senator KERR. Maybe you are not as small as I thought you were.

Then if you borrowed $200,000----
Mr. EusTIs. We borrowed a lot more than that.
Senator KERR. I don't believe you need any sympathy. Let's just

assume the figures I am using. If it does not make you feel too badly.
Now, the amount of your own capital that you invest is regarded in
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one manner under the House bill. The money that you borrow and
invest in your business is regarded in an entirely different manner.

Mr. EUSTIS. I understand.
Senator KERR. I ask you if one of the objectives that you seek-

that is, the opportunity to earn on borrowed capital enough to
pay the interest and the retirement installments on it-if one way of
doing that would be to let the borrowed capital have the same status
with reference to your base as the invested capital

Mr. EusTIs. That would certainly help. I hadn't quite finished.
If I may continue.

Senator MILLIKIN. Mr. Chairman, may I ask Mr. Staam a question?
The CHAIRMAN. Yes.
Senator MILLIKIN. I am somewhat mystified by the distinction be-

tween regular invested capital and borrowed capital which is used
for the same purposes in the business. What is the theory on which
that distinction proceeds?

Mr. STM. The theory was that some companies have to pay a larger
rate to secure capital than other companies, and if you allowed the
entire amount of the borrowed capital to go into the invested-capital
credit, all the people that suggest that approach would deny the
deduction for the interest paid on such capital in computing the excess
profits income.

To the smaller company, where they have to pay a very high rate
of interest, it would be a little more advantageous to them to get their
interest deduction, you see, in computing their income than to just get
a flat rate of return on their invested capital. That is the reason some
attempt was made to distinguish between the different types of bor-
rowed capital depending upon the amount of interest that was paid.

It may be that the rate is too low the way it is worked out, but that
was the idea back of it. The old law made no distinction between
whether you paid 6 percent or 4 percent for that money. It allowed it
to go into invested capital at one-half its value. Then it denied one-
half of the interest deduction on that amount, because that is the
amount that went into the invested capital. This approach was in-
tended to try to remove somewhat the discrimination between the small
borrower that had to pay a higher rate of return on his money and the
large borrower who paid a much less return for the same amount of
money. That was the principle back of it. It may not work out well,
but that was the idea back of it.

Senator KERR. Let me ask a question right here, if I may, Mr. Chair-
man. In seeking to remove that which apparently was regarded as
evil, is not that which was created here an even worse evil?

Mr. STAM. That may be true.
Senator KERR. I mean, from the standpoint of the group of com-

panies, or the classification of business that Mr. Eustis is addressing
himself to where they want to grow and the only way they can grow
is through borrowed capital, if they are limited to a return on that
not to exceed one-third of the interest rate, and then have that return
subject to the normal tax, has not that practically eliminated any con-
sideration of invested capital?

Mr. STAM. You see they get a little more than that, because they
get their interest deduction.

Senator KERR. They are just a vehicle through which that flows to
the one from whom the invested capital has been borrowed.
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Mr. STAmr. What I am saying is this: That under the old law, where
you included 50 percent of your borrowed capital into your invested
capital, you were denied one-half of the interest deduction, because
one-half of that borrowed capital was included in invested capital,
and the people that want to include 100 percent of the borrowed capi-
tal into invested capital all agree that if you do it that way, that you
have got to deny the interest deduction that is paid on that capital,
because you are getting it through the invested capital allowance, and
the question is whether or not it works out more equitably doing it
that way or doing it this other way, and it may get into a problem
of just whether or not the return allowed under the bill is sufficiently
high to provide equity.

You may want to consider it from the standpoint of increasing
somewhat the amount of the allowance. I mean that is a matter for
the committee to consider, but the principle back if it was to try to
tie up the amount of the credit somewhat with the amount paid for
the use of the money-the amount on the borrowed money.

The CHAIRMAN. All right, Mr. Eustis, you may proceed.
Mr. EUSTIs. We urge that the law be framed so that a small, grow-

ing company may be allowed a credit to be applied in arriving at its
adjusted excess profits net income, this credit to be sufficient to allow
the company, after it has paid its normal tax, to retain, free from
excess profits tax, sufficient income to cover four points, which I now
enumerate: One, to repay out of earnings the installments of capital
loans that fall due during the accounting period, and please remember
that in our case the contract to do that was entered into before an
excess profits tax was even considered.

Two, to pay the necessary dividends on its preferred stock to main-
tain reasonably the standing of the company.

Three, to allow it to continue its planned growth and to pay for
the construction that is necessary for its planned growth, that is abso-
lutely necessary for its planned growth, that is actually made during
the accounting period.

Senator AIILLIKIN. May I ask whether in your company the common-
stock holders are roughly the same people as the preferred-stock
holders?

Mr. EUSTIs. No; they are not. They were at one time, but they are
not now.

Senator MILLIKI. What interest do you pay on your preferred
stock ?

Mr. EUSTs. Five percent.
Fourth, to enjoy a little leeway so that the personnel may be re-

lieved of unnecessary worry. This matter of worry may seem un-
important, but I want to assure you that men and women cannot do
good work if they are seriously worried that they may have to either
take less pay or seek a new job. It is this happy, loyal group of
workers that have made it possible for us to grow in the face of the
competition of our big competitors and I want to stress here that
most of our competitors are big: du Pont, Cyanamid, Monsanto,
Sherwin-Williams, and companies of that type. We urge you to
leave us enough of our earnings so that we can continue to grow.
That was the end of my printed remarks, but I would like to take a
minute, if I may, to explain something that I am afraid is not going
to be easy to gather.
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A growing company in the chemical industry has to add new prod-
ucts from time to time, and in my experience of 40 years, every time
we bring in a new product we have to suffer a period of very 1)poor or
no return on that investment until the equipment and the personnel
have been trained to work smoothly. That is our growth and I be-
lieve firmly the growth of all similar companies has not been a steady
line, it has been a line that wavered, but the average has been steadily
upward.

It so happens if you take a 4- or 5-year period as a base and you hit
one of those depressions caused by bringing in a new product, you
do a very serious hardship to our company and I shall try to bring
to you in my letter a concrete suggestion of how that hardship might
be overcome.

Thank you, sir.
The CHAIRMAN. Thank you, sir. We will be glad to have your

letter.
(Mr. Eustis later submitted the following supplemental statement:)

WASHINGTON, D. C., Dcccnmber 8, 1950.
To the Finance Committee of the United States Senate.

GENTLEMEN: Supplementing our statement presented at the hearings on excess
profits tax legislation today and in particularization of our general presentation,
we respectfully offer for your consideration the following proposals which we
believe would more adequately protect and encourage small, steadily growing
companies :

(1) The abnormal deduction provision should be liberalized to embrace losses
attributable to entrance into new fields, including the introduction of new
products. This is only fair even though no reconstruction for the earnings
level of such new business is granted, either because of the substantiality test of
section 443 or because of the limitation of any push-back provision that may be
provided. It is compounding abnormality not only to deny reconstruction but
to require other income to be offset by such losses. Such abnormal deduction
provision should embrace inventory write-offs and should make it plain that the
items need not be technical deductions, if they had the effect of reducing income.

(2) Not only must the growth provision in the House bill be liberalized, but
continuing growth must be provided for. This should be done by providing for
a moving base period. i. e., one which will always consist of the 4 years im-
mediately preceding the taxable year. In order to confine the credit to normal
profits, however, the adjustment over the preceding base period should be in
proportion to sales rather than profits. Inflationary price increases which raise
the profit margin would therefore not be available as a means of materially
raising the credit; the same would be true of increased profitability through
increased volume, since a rise in profit margin would not be reflected in the
credit.

(3) At least 1950, or the portion of 1950 preceding July 1, should be included
in the base period, with an adequate growth provision.

(4) For small, growing companies, the proposed borrowed capital provisions
are inadequate. Instead of allowing a premium on the interest deduction, the
bill should permit borrowed capital to be included in invested cannital at 00 r)er-
cent, thus entitling it to the full differential between the interest rate and the
applicable invested capital rate. At the very least the invested capital credit
should be increased to cover the amortization of the ta-paver's indebtedness, as
was formerly done in the case of the undistributed profits tax.

(5) The first invested capital bracket should be revised to provide for a 15-
percent rate on the first $2.500,000 of invested capital, in lieu of the 12-percent
rate now proposed on the entire first $5,000.000.

Respectfully, F.A. ESTS,
Treasrrir. A. EsrTins, Co.

Trcanrcrl Virgiia Smleltin Co.
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The CHAIRMAN. Mr. Eric Johnston, you are appearing here on
behalf of the Motion Picture Association of America?

Mr. JOHNSTON. Yes, Senator.
The CHAIRMnAN. All right, Mr. Johnston.

STATEMENT OF ERIC JOHNSTON, MOTION PICTURE ASSOCIATION
OF AMERICA, WASHINGTON, D. C.

Mr. JOHNSTON. My name is Eric Johnston. As president of the
Motion Picture Association of America with offices in Washington at
1600 I Street NW., I am here to represent the following nine member
companies engaged in the production and distribution of motion pic-
tures: Allied Artists Productions, Columbia Pictures Corp, Loew's,
Inc., Paramount Pictures Corp., Republic Pictures Corp., R. K. O.
Radio Pictures, Twentieth Century-Fox Film Corp., Universal Pic-
tures Co., and Warner Bros. Pictures.

As I testified before the Ways and Means Committee, I shall try,
Mr. Chairman, to conserve your time today by emphasizing only the
high lights of matters that are of urgent and vital concern to our
companies in your consideration and action on the pending legislation.
Members of our association's tax committee have prepared a memo-
randum on the subject that I would now like to read to you.

Memorandum by MPAA tax committee:
Corporate reorganization: In the motion-picture industry, many

companies have been or are being compelled to separate their exhibi-
tion business from production and distribution. Supplement A of
the World War II excess profits tax law gave companies, which suc-
ceeded to substantially all the properties of a predecessor company,.
the right to use the base period earnings experience of the predecessor.
In our situation obviously none of the companies resulting from the
reorganizations has or will have acquired substantially all of the prop-
erties of its predecessor.

This condition was brought to the attention of the Ways and Means
Committee. The report of that committee, in dealing with the recom-
putation of earnings credit in the case of corporate reorganizations,
clearly indicates that the committee intended to provide that in all
such reorganizations, including those in which the acquiring company
received or will receive less than substantially all of the properties of
its predecessor, the acquiring company would have the right to use the
base period earnings experience of its predecessor or an equitable
allocation or apportionment thereof. At page 30 of that report, the.
following appears in the third paragraph:

In the case of an exchange of the general type described in part II which
involves a splitting of the assets of one corporation into two corporations, the
two corporations are entitled to the growth alternative if the exchange takes
place after the base period and the corporation in business during the base period
was entitled to it. If the exchange takes place during the base period, the
payroll and gross receipts are allocated between the two corporations for the
period prior to the exchange for purposes of determining eligibility under the
growth alternative.

On the same page, the following appears in the fifth paragraph:
In the case of the type of exchange described in part II in which the assets of

one corporation are split among two corporations the base period earnings
experience of the one corporation prior to the exchange is allocated among
the corporotions in business after the exchange in proportion to the fair market
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value of the assets of the old corporation which are held by each of the cor-
porations after the exchange. However, in lieu of requiring that this deter-
mination be made, the earnings experience may be allocated in different propor-
tions if all of the parties to the reorganization agree to the allocation and the
Secretary consents to it. If so such agreement is reached or consented to, a final
determination of the fair market value of the properties distributed shall be
binding on all parties claiming a right to the credit of the old corporation.

The provisions of section 740 (a) (1) of the old law were reenacted
in tote in section 461 (a) (1) of H. R. 9827, and subparagraph (E)
was evidently added thereto in order to carry out the expressed inten-
tion of the committee. Unfortunately, the language of subparagraph
(E) is not broad enough to include the types of reorganization which
have been or will be effected by members of this industry.

Section 112 (b) (5), mentioned therein, does not refer to a type of
exchange in which the assets of one corporation are split among two
corporations and the stockholders of the transferor become the stock-
holders of the new corporations.

A reorganization of this nature is referred to in section 112 (b) (3)
and (4) and 112 (d) and is defined in section 112 (g) (1) (D). None
of these latter sections is mentioned in subparagraph (E), and it is,
therefore, respectfullly urged that that subparagraph be enlarged and
clarified by the inclusion of the above subsections in order to give
effect to the intended and desired result.

Blocked currencies: Motion-picture companies have been prohibited
by a number of foreign countries from converting into dollars the
foreign currency earned by their pictures. In accordance with the
law, those companies have deferred the inclusion of such foreign cur-
rency in their gross income until it becomes available in dollars.

It would obviously be unfair to exclude this foreign blocked cur-
rency in computing the taxpayers' base period earnings credit and
at the same time to include it in excess profits net income in any
excess profits tax year when it may fortuitously become available in
dollars.

The Ways and Means Committee and the House itself recognized
the equity of our position. In the bill as it comes over to the Senate is
a provision to deal specifically with this vital problem of blocked cur-
rencies. The prime purpose of the amendment was explained by
Representative Cooper in offering the amendment to the House on
behalf of the Ways and Means Committee. Representative Cooper
said :

Committee amendment No. 1: This amendment deals with the treatment for
excess profits tax purposes of blocked foreign income. United States corporal
tions engaged in foreign operations have been unable to return from many foreign
countries a substantial' part of the income earned in those countries bo:nse of
monetary, exlarcge, or other restrictions imposed by the foreign countries. In
many cases income so blocked is reported for tax purposes in tihe n ble year
in which the income was actually earned. This amendment provides that the
excess profits tax shall not apply to income which, but for monetary restrictions
imposed by a foreign country, would have been reportable for tax purposes for
a period prior to the excess profits tax years.

We made recommendations to the House Ways and Means Com-
mittee, and our suggestion was substantially embodied in the first
sentence of section 433 (a) (1) (M), which carries out the primary
purpose as so ably expressed by Representative Cooper. However,
additional language was added which we feel might well negate the
primary purpose of the amendment.
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The second sentence, in effect, would give the Treasury the power
by regulation to refuse to recognize that foreign currency was not
convertible into dollars. We think that this question of converti-
bility, if it camlot be resolved by agreement between the taxpayer and
the Treasury on audit of the return, should be left to the court, which
is not one of the parties to the controversy. The courts have had this
problem in the past and have dealt with it successfully.

In 1950 the Treasury, in considering the question of convertibility
of foreign currency into dollars, issued its mimeograph 6475, which,
in substance, says that the taxpayer must report blocked currency as
income unless the Commissioner consents to its exclusion in advance
oI ihe filing of the return.

We sense the Treasury is apprehensive that the mimeograph is
contrary to law in that it purports to give the Treasury the right to
tax foreign receipts which are not the equivalent of dollar income,
and is seeking to have Congress sanction its position by the inclusion
of the second sentence of the House amendment. We ask that this
sentence be left out so that an impartial tribunal, and not the Treasury,
may determine whether foreign currency receipts should have been
included in the taxpayer's gross income.

The last, or fourth, sentence of section 433 (a) (1) (M) is frankly
bewildering to us. We do not understand what it means. The sen-
tence is difficult to comprehend or justify because if the foreign cur-
rency was earned in an earlier year it is difficult to see how any deduc-
tions properly chargeable against it could possibly accrue for the first
time in the later year when it became available in dollars.

Senator MILLIKIN. I would like to ask Mr. Stam what is the intended
meaning?

Mr. STAM. It was thought that there might be some expenses con-
nected with that and they wanted them to go back to the income for
the prior year. The question of allocating the deductions to the in-
come which would be thrown out of the taxable year to some back year.

Mr. HALLIDAY. In answer to that thought, any expenses that were
incurred in the earning of income of a prior year would quite normally
be charged in that year. As we understand the basic concept of the
income tax law, all income and all expenses of any given year, whether
it be calendar year or fiscal year, that occurred in that year, have
always been claimed as allowable deductions, if such they be, in such a
year. Here is a situation where foreign currency income received,
received in a year prior to any excess profits tax year, may not be-

Senator KERR. Received or earned.
Mr. HALLIDAY. Earned in foreign currency but not received in the

United States in dollars.
Mr. STAir. It does not become income, as I understand it, until it

has been received.
Mr. HALLIDAY. It does not become income at least as we have fol-

lowed the concept of the law by construing such foreign currency
income as dollar income until such time as it has been made available
to us in dollars.

Mr. STAI. That is right. At that time you may have incurred
expenses and if you are going to assume that it should have been
thrown back into the prior year when it was earned, then if there are
some expenses that are allocable to that particular income, the general
thought was that that ought to go back here.
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Mr. HALTIDAY. Mlay I inquire whether you are referring to foreign
currency expenses or United States dollar expenses.

Mr. STAI. WVe were referring to any expenses that could be con-
sidered to be allocable to the income which goes back.

Mr. HALLIDAY. Surely there would be no such expenses in the year
when the foreign currency income of a prior year was brought into
account. The expenses of such a year would be the current expenses
of that taxable year and not related directly or indirectly to the
income earned in prior years.

Senator KERR. I would like to ask the witness a question. Is it your
position that if there were any expenses in a previous year they were
expenses which you actually paid in dollars and therefore took into
account on your return for that year?

Mr. HALImAYr. That is correct, sir.
Senator KERR. So that if any money now comes in at the year other

than the year in which it was earned, there would be no expenses
remaining from that previous year that could be charged against it; is
that the thought?

Mr. HALLIDAY. That is correct, sir. I might also add that in re-
mitting foreign currencies when and as it is possible to remit them,
if there have been any foreign currency expenses they naturally have
served to reduce the foreign currencies which then become available
for conversion to dollars.

Senator KERR. In other words, if there are any expenses charged
against them the dollars you receive for it are reduced by that amount
and therefore not received?

Mr. HALLIDAY. That is correct.
The CHAIRM Ax. There might be some expenses though in connec-

tion with the conversion, might there not, when you converted it into
dollars ?

Senator KERR. If there are, his position is that that just reduces the
number of dollars he gets.

DMr. HALLIDAY. NO. Any expenses that might be incurred in con-
nection with conversion itself would be infinitesimal in connection
with this problem.

Senator MILLIKIN. But there could be such expenses, could there
not?

Mr. HALLIDAY. I cannot bring to mind at the moment, gentlemen,
what such expenses might be unless there might be a possibility of
converting foreign currency into dollar-income by negotiating with
some private individual office, the market which might involve a
commission or something of that sort, but it is negligible in any event.

Mr. JOHNSTON. This is important to us because approximately 38
percent of our dollar revenue comes from outside the United States.

Senator KERR. What part of it is impounded ?
Mr. JOHNSTON. Approximately 50 percent.
Senator KERR. In other words, while 38 percent of your total revenue

is from foreign sources, about half of it has been currently received.
Mr. JOWlNSTON. R;ght.
Senator KERR. Has the other half continued to pile up as a backlog

or is there some portion of it which is gradually being--
Mr. JOHNsTON. We are gradually working that out, Senator. My

job is to work it out, so I am familiar with any expenses incurred and
what Mr. Halliday has told you is correct, that there would probably
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be no expenses and if there would be any they would be infinitesimal
in working it out. These currencies are blocked in all these lands and
it is necessary for us to work them out with all kinds of arrangements
with the approval of the governments involved. We build ships with
blocked currencies and sell them over here for dollars and we print
Bibles in some countries with blocked currency and sell them over here
for dollars. We make rayon, we buy wood pulp with frozen currency
and make rayon and sell the rayon in dollar areas. Constantly these
funds are flowing in in the form of dollars.

Senator KERR. In that process that just increases the number of
dollars you get and therefore would be taxable as such when received.

Mr. JOHNSTON. Right, Senator.
Senator MILLIKIN. IS it not also true that if there are no expenses

the language presents you with no problem. If there are expenses, it
gives you the opportunity to take them back to a time when the money
is taken back.

Senator KERR. I understood the witness to say that they had been
unable to determine just exactly what the language did do.

Senator MILLIKIN. I will bet you that with this explanation they
will find some expenses.

Senator KERR. I will bet you that they find that this explanation is
not binding upon the Treasury, too.

The CHAIRMAN. All right, Mr. Johnston.
Mr. JOHNSTON. This whole problem of foreign currencies is very

important to us as you well recognize. In our opinion, this bewilder-
ing and contradictory sentence has no proper place in the bill and we
request your committee to delete it.

Base periods: Because of abnormal postwar conditions, there are
industries for which the 1946-49 period does not represent a norm.
Many industries suffered serious dislocation, with consequent loss of
revenue as an aftermath of the war.

We do not think it is fair to offer such industries the invested cap-
ital basis as the only alternative. We favor permitting any taxpayer
to elect to use its average base period net income for the period 1936
through 1939, with an adjustment in recognition of the substantially
higher level of prices which has since taken place.

In other words, we think the taxpayer should be accorded the right
to take, in lieu of average earnings for the best 3 years of the 1946-49
period, 150 percent of its average base period net income for the
1936-39 period. If the taxpayer was accorded a constructive average
base period net income under the World War II law, it should be
permitted to use 150 percent thereof.

The CHAIRMAN. Going back there, Mr. Johnston: Do you mean
to take the average earnings in the old base, World War II, 1936-39,
95 percent of them, or 75 percent, or 100?

Mr. JOHNSTON. One hundred and fifty percent of them, as a base.
The CHAIRMAN. All right. You may proceed.
Mr. JOHNSTON. Excess profits credit. In the present bill, section

435 (a) (1) (A) fixes the excess profits credit at only 85 percent of
the average base period net income. If the average base period net
income, however computed, is deemed to reflect the normal corporate
earnings-and we assume that is the intent-then the entire amount
should be treated as the excess profits credit.
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During World War II the credit was 95 percent, and at that time
the taxpayer was paying a combined normal and surtax of only 40
percent instead of the present 45 percent.

Abnormal expense deductions: Section 433 (b) (9) of the new bill
permits the taxpayer to eliminate, in computing its net income in
any year of the base period, any class of expense deduction to the
extent that the amount of such deduction exceeds 115 percent of the
average amount of similar deduction of the four preceding deductible
years.

The purpose is to eliminate to some extent in computing base period
net income those expenses which are not normal to the taxpayer's
business.

But section 433 (b) (1) (B) tends to nullify the effect of section
433 (b) (9), and in many cases will deny the contemplated relief. It
says that no portion of the abnormal expense in the base period year
shall be eliminated in computing average base period net income unless
such portion exceeds 5 percent of the average base period net income
computed without the elimination.

Thus, a taxpayer in a base period year may have incurred an ab-
normal amount of overtime expense to catch up on orders which accu-
mulated during a strike, but if the overtime expense, which is clearly
abnormal, does not exceed 5 percent of the average base period net
income, no adjustment will be made in recognition of this abnormal
expense.

In other words, there might be a series of expenses less than 5
percent which might add up to a considerable total but which might
not be allowed back.

Is that right, Mr. Stam?
Mr. STAM. Do you want me to answer that question?
The CHAIRMAN. Yes, if you can answer it.
Mr. STAM. The purpose of this 5 percent provision was to relieve

some of the administrative problems of the Bureau where the item
didn't affect very much the entire income of the company, and you
look at the average year and you are only looking at 1 year. You are
taking 5 percent of the average for a year.

Under the old law it developed there were a lot of minor items
which were regarded as abnormal, but when you got all through the
adjustment it didn't amount to very much with respect to the total
income, so that was put in to try to eliminate somewhat the adminis-
trative difficulties in fussing around, you might say, with these very
small items.

Mr. HALLIDAY. Mr. Stam, may I ask if that 5 percent that is
referred to in the bill applies to accumulated abnormal items, or
does it apply as we understand it to specific items of abnormal de-
duction? Because it is quite clear to us that there may be many
specific classifications of expense which would border very close to 5
percent.

Cumulatively it could not reasonably be said that the cumulative
total of such items were not due for any consideration or should not
be given any consideration, and we have made this comment, because
as we understand the bill, if any specific item of abnormal expense-
there may be a half dozen or more such abnormal items-if any spe-
cific item of abnormal expense does not exceed a total of 5 percent of
the entire net income, that no benefit would be allowed.
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And if that is the case, we think it is a gross injustice.
Mr. STAM. I think it was merely in regard to looking at the whole

picture, if you looked at the abnormal items in there and compared
that with the 5 percent.

Mr. ROSENTHAL. I would like to point out that subdivision (c) of
that same statute coupled with that 5 percent limitation does away
with any corporation getting away with the sanction; to get away
with an item of 5 percent of the net income it undoubtedly must be the
type of expense item which has some effect upon the income of the
corporation.

Under subdivision (c) of the section a taxpayer must establish
that the excess is not a cause or a consequence of an increase in the
gross income of the taxpayer. The two words "a cause" were not
in the old statute, and that was inserted in this statute and in effect
does nullify any relief that would be granted to a taxpayer under
the section.

The CHAIRMAN. We will note those criticisms.
Mr. STA-. W'e will note that. There is a question on that. though.
Mr. Jo LNs'flN. 'Turnin" now to the imive-' e( capital credit, the

mietliod of compunlting this credit is snbstantilly different in the House
bill from the method under the World War II law. The new method
will frequently result in a lower credit and can never result in a
higher credit.
Under the World War II law, the equity invested capital of a

taxpayer was deemed to be the entire amount paid in for stock or
as a contribution to capital. UIdIler the present bill, this is not so.
The equity invested capital under the present bill is the difference
)etween the sum of the tax basis in all the assets and the sum of lia-

bilities, plus only the equity capital which may have been lost in the
enterprise since 1939.

Such is the net effect of section 437 (c) and (f). Thus, a corpora-
tion which in its initial stages may have lost part of its capital in
Iiltlding up goodwill or a demand for its products will be denied a
credit measured by such part of the capital, even though the pioneer-
ino. may have been the generating cause of its profits in later years.

Burrowed capital: The present bill treats borrowed capital in an
anomalous manner.

Senator KEmR. I think so myself, but I want to lbe sure-what does
anomalous mean

Mr. JoNxsw Nx. In a way in which it has not been treated before.
Senator KEnRR. It couldn't also include the meaning that it treats it

in a noniiunderstandable manner?
Mr. JOrNSTON. We are inclined to think that is true, too.
Senator KEPR. That is all right. We understand each other.
Mr. JoIINST N. Instead of providing that borrowed capital. if rea-

sonably necessary for the business, shall receive the same rate of return
free from excess profits tax as any other kind of money, it accords a
rate of return measured by the interest charge. This rate of return
can in no event miider the present bill exceed 3 percent on the borrowed
capital and may he as low as 1 percent.

Even on this meager return the normal and surtax are assessed so
that in effect the maximum return after taxes which a corporation may
get on any of its borrowed capital under the bill is 1.65 percent and
the minimum can be as low as fifty-five-one-hundredths of 1 percent.
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Senator KaERR. Don't you think if you lived long enough you could
get rid of that by 1 percent amortization a year?

Mr. JOHNSTON. I am afraid we couldn't.
Senator KERR. I am trying to find somebody that thinks hlie can.
Mr. JOHNSTON. Under section 439 (a) no invested capital credit is

given for borrowed capital evidenced by an obligation which mature
in less than 5 years.

Senator KERR. Wouldn't that eliminate most of the borrowers?
Mr. JOHNSTON. All small borrowers practically. There are only

the larger corporations that can borrow from insurance companies or
can borrow on mortgages or bonds.

Senator KEr:I. In other words. this makes tlhoe who need it most
the least likely to get it.

Mr. JOHNSTON. In our opinion. yes. Senator.
The CHAInMA.x. Suppose you were allowed 100 percent for your

borrowed capital. would you also want to dleduct the interest charge-
on that 100 percent borrowed capital?

3Mr. HALLIDAY. IMay 1 answer that question. Senator George?
The CHAIRMAN| . Yes, sir.
Mr. HALLIDAY. No; we would not. In other words, if a 100-percent

credit were allowed on the borrowed capital, we quite naturally con-
cede

The ('ICHAIRlA. That you wouldn't also have an interest dledluction?
Mr. HALLIDY. That we wouldn't have the interest as a deduction for

excess profits tax purposes.
The CHAIR-IAN. You would not take that position.
Mr. HALLIDAY. No; we would not, and we do not.
Senator KERR. You don't get that interest, do you?
Mr. HALLIDAY. We pay the interest out.
Senator KERR. IS that not compensation to the man who loans that

money?
Mr. HALLIDAY. It is.
Senator KERR. He pays taxes on it, does lie not?
Mr. HALLIDAY. Yes; he does pay taxes on it.
Senator KERR. So it is not a tax-free item, even though you charge it

off.
Mr. HALLIDAY. It is not tax free. it is true. It may be tax free in

one instance, but taxable on the part of the recipient or taxable to the
recipient.

We have viewed the problem in this way, gentlemen: You borrow
money for the purpose of making money. If you borrow money and
you are obliged to pay interest on it, that is just as much working
capital as the capital paid in for your stock or for any other purpose,
whether it be property in kind or what.

Senator KERR. You take the position that, i. true whether you bor-
row it for 2 years or for 20 years?

Mr. HALLIDAY. Yes; we do, and we think that is the only reasonale
and fair way to look upon borrowed capital. Certainly no corporation
borrows capital for the sake of borrowing, and there has been evident
to us at least a fear on the part of Treasury officials that corpora-
tions might be moved to borrow capital because it woull give thin)
some benefit in this equity capital credit.

To us, it seems very far-fetched, but nonetheless that fear ha,
been evident.



EXCESS PROFITS TAX ON CORPORATIONS, 1950

Senator KERR. May I ask you this question: If you fix it on the
basis that the corporation can only make--free from the excess profits.
tax-an amount equal to one-third of its interest rate, wouldn't that
have a tendency to increase the interest rate on borrowed capial?

Mr. HALLIDAY. That would be the ultimate effect of it; yes, sir.
Senator KERR. Might not that adversely affect the Treasury's own

position in its situation where occasionally it borrows a little money?
Mr. HALLDAY. We definitely feel that it does, but fortuitously I

should say that the Treasury pays no taxes on its borrowings.
Senator KERR. I understand, but they do have to get the money from

the Congress with which to pay the interest on the debt.
Mr. HALLIDAY. That is correct.
Senator KERR. And they have done a good job in keeping the

interest rate low.
Mr. HALLIDAY. That is correct.
Senator KERR. And if industry which borrows many tens of billions

of dollars too is put in the position where the only way they can have
anything left out of the earnings on borrowed capital is to borrow at
a higher rate of interest, will that not adversely affect the Treasury's
own position in trying to keep the interest rate on its borrowings at a
low rate of interest?

Mr. HALLIDAY. TO say the least, it would be most uneconomic for
any corporation to pay high interest rates for capital it did not
actually require or employ in its business for the purpose of earning
income.

Senator KERR. But if it did have to borrow, there would be no
incentive for it to try to get it as cheaply as it could if the extent of
its return on it was limited to one-third of the rate of interest that
it paid.

Mr. HALLIDAY. I quite agree with that wholeheartedly, sir.
The CHAIRMAN. I wish merely to ascertain your position, that is,

if your borrowed capital is taken into consideration in determining
credit for equity capital, then you would not expect, of course, to
deduct interest paid upon that borrowed capital. That would be
treated as if you had taken it out of your pocket, so to speak.

Mr. OWENS. To put it in a specific case, you have various rates
depending upon the amount of equity capital, but let us assume you
had a flat rate of 8 percent equity capital. Let us assume we had a
million dollars of borrowed capital for which we paid 3 percent in-
terest. We would say we should be allowed an 8 percent return on that
borrowed capital free of excess profits tax, but in computing the 8 per-
cent return we should not be permitted to deduct the interest charge.
In other words, after we paid our interest, we would only be allowed a
5 percent return. That is our position.

The CHAIRMAN. All right, Mr. Johnston.
Mr. JOHNSTON. There are many corporations which are regularly

financed by borrowed capital of such lesser maturity. The World War
II law recognized that fact and permitted a credit on such borrowed
capital.

We see no reason why a corporation which borrowed the money for
5 years should be afforded an excess profits tax free return on the
money while one which borrowed it for only 4 years should be denied
such a return.
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Consolidated returns: Under section 201 of the bill, section 141 of
the code is amended so as to provide that if an affiliated group elects
to file a consolidated return it must include a member of the group
which derives 95 percent or more of its gross income from sources
outside the United States if such member of the group was included
in a consolidation in any year after 1943.

We feel that there is no logic in this rule. It appears to be an
effort to nullify for the most part the excess profits tax exemption
which was accorded such corporations under section 727 (g) of the
old law and which the Ways and Means Committee thought it was
according under section 452 (f) of the new bill.

That completes our testimony, Mr. Chairman.
The CHAIRMArN. Any further questions?
(No response.)
The CAIR-MAN. Thank you very much.
Mr. JOHNSTON. Thank you, gentlemen.
The CHAIRnXAN. Mr. Burger you may just have a seat.

STATEMENT OF GEORGE J. BURGER, VICE PRESIDENT, NATIONAL
FEDERATION OF INDEPENDENT BUSINESS, INC., WASHINGTON,
D. C.

Mr. BURGER. I want to thank the committee for giving me this
privilege.

I am George J. Burger, vice president of the National Federation
of Independent Business, Inc. Our Washington office is at 714 Bond
Building, Washington 5, D. C.

The National Federation of Independent Business is an organiza-
tion composed of, and representing, small, independent business and
professional men across the Nation. It is the largest business organi-
zation, in point of active individual supporting members, in the United
States.

Our members, and they alone, determine our positions on all mat-
ters. They put us on record for or against legislative proposals
directly by their individual, signed ballots, which are mailed to their
Congressmen. Senators present at these hearings are familiar with
the true democratic process by which our official positions are
established.

The members of the federation have not voted either for or against
the excess profits tax as such. Consequently, I am not here to testify
either for or against the tax. Our attention has been called to the
fact that some people have alleged that we are supporters of the tax.
They speak for themselves. They do not speak for the federation.

However, we have questioned our members on one aspect of this pro-
posed tax. In response, they have ordered that we insist if such a tax
is enacted, it carry a provision for an excess profits tax minimum credit
of $25,000, such as has been proposed by the administration. These
members, a majority of whom are unincorporated businessmen and
individual income-tax paying professional men, demand this as a pro-
tection to the 78 percent of all corporations who, according to the
United States Treasury Department, earn under $25,000, and to new
small independent corporations which may be formed over coming
years while the tax applies.
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We believe Senators present are familiar with the very heavy, some-
times discouraging burden which present corporate tax rates impose
on small, independent firms. To add to this by way of writing or
approving an excess profits tax law without the $25,000 credit would
do nothing less than confiscate the earnings of these small and new
firms and drive them out of business.

Now, there are a few further points on which we would like to com-
ment. The first has to do with proposed alternatives to the tax which
were presented to the House Ways and Means Committee.

Opponents of the excess profits tax proposed, before the House com-
mittee, a reduction of taxes on corporations, to be offset by an in-
crease in individual income tax rates and imposition of a new, perma-
lnent, and all-inclusive system of manufacturers' excises. These people
argued that the proposed excess profits tax law will destroy business
incentive and business opportunities for capital formation.

We grant them their right to their opinion and its expression, and
respect them for making their stand known. But at the same time
we are forced to observe that if their alternative is accepted it can
have either one or two results: 1. Imposition of a very heavy tax
loadl on unincorporated businesses which constitute upwards of 85
percent of all the business units in this Nation, and which are pre-
dominantly small independent businesses, and in a vastly higher tax
toll among individuals: or No. 2, the foregoing, plus higher taxes on

inmall corporations while leaving total taxes on giant corporations less
thlanI they would he unler the proposed excess profits tax law.

Thus they are in effect asking Congress to reduce incentive and
capllital formation olpportllnity among small, independent business
and at tile individual wage and salary earning level. Frankly, gen-
tlemen, we of the federation believe that small, independent business
incentive and capital formation opportunity are absolutely basic to
our0 continued success as a free nation and to the success of all Ameri-
can free enterprise, corporate and noncorporate, more basic than the
incentives and capital formation opportunities to a relatively few
iant corporations who have never seemed to have much great difficulty

in raising funds for new ventures and expansions of existing ventures,
1no matter what tax program has been in effect.

Along these lines we remind you that after World War II corpora-
tions were the first class of taxpayers to secure tax relief. In 1946
the excess profits tax was dropped. In tile same year the surtax rate
on giant enterprises was lowered ? percentage points and the rate
on small corporations was lowered up to 4 percentage points.

Tax relief for the S5 percent of all business units that were not
corporations had to wait until almost 2 years later. More than this.
the Nation's consumers-individual income taxpayers-had to undergo
the same tax relief delay. and they were never relieved of the World
War II excise taxes. Why, even when the defense tax raise bill was
written this year one class of corporations had their taxes reduced
by S percentage points.

These opponents of the excess profits tax argue that such a tax will
be inflationary. We observe that the alternatives proposed will be
equally inflationary by promoting further demands for wage increases
to shore up purchasing power. We contend, too, that the burden of
such wage increases should they come, will fall heaviest on the small,
independent firm-corporate and noncorporate-who are not operat-
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ing on gigantic Government defense reductionn contracts, but who
will have to depend on income from a vastly culrtailed civilian market.

As to tile manufacturers' excise tax: We are opposed to this if it
means an extension of the present system of manufacturers' excises
whereby no tax applies until units are moved from manufacturers'
stock to wholesalers' and retailers' stocks, resulting in a need for
independent wholesalers and retailers to maintain continuous heavy
investments in excises.

This type of tax collection iml)oses a verve heavy financing burden
on small independent wholesalers and retailers, which burden becomes
but more dangerous to the health of these businessmen when, as, and
if, as in the case in the rubber-tire field, these independents have to
compete with manufacturers selling direct to consumers or to con-
sumers through branch or coml)any-ownel stores.

The second phase of our comment is based upon the fact that our
members have voted repeatedly for repeal of the unfairly dliscrim-
inatory tax exemptions enjoyed by some cooperative organizations.
The record will show that their tax exempt status over the years of
World War I deprived the Nation of almost $1,)00,i0)O()00 in taxes.

The advantages enjoyed by the co-ops during this period especially
permitted them a great competitive advantage over their small, in-
dependent business competitors who were heavily saddled with taxes
to support the war effort.

We believe the Congress will be making a serious mistake-both
from the standpoint of securing the greatest possible amount of reve-
nue to support defense expenditures and from the standpoint of
killing off artificial competitive inequality promoted by inequitable
taxation-if it does not revoke the tax free status of those particular
exempt co-op organizations.

Our objective in this testimony is to impress you with the need
for spreading the increased tax load required for the defense pro-
gram mostly fairly and in a way best calculated to promote our
national security. You know, of course, that 13 percent of all corpora-
tions account for 90 percent of all corporate income, and that in
World War II the relatively few or the larger corporations took
upward of 75 percent of all Government defense contracts.

In addition, you know that these larger concerns have access to
larger volume savings which will permit them to continue their
domination over the smaller corporations, whose savings will be rela-
tively small. This is, of course, to say nothing about the fate of
the 85 percent of unincorporated businesses who will have their
taxes increased. This would continue to discourage our veterans and
others from starting a business of their own.

We have faith in your ability to write a fair tax law. The rest
we leave up to you.

In other words, they are levied with an excess tax, have millions of
dollars invested in stocks and tire manufacturers are relieved of
excess taxes until they are ultimately sold to the user.

The CIIAIR-MrAN. Mr. Wer1ntz.

STATEMENT OF ORRIN B. WERNTZ, CLEVELAND, OHIO

Mr. WERNTZ. My name is Orrin B. Werntz, and I come here on
behalf of the companies in the screw machine products industry. To
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some extent I think perhaps I am an unusual witness among this
group today because of 906 producing units in our industry of some
1,200, those 906 average less than $60,000 of sales volume a year.
Up to now we have been talking about small business in terms of
275 to 500 employees and I would like to point out some of the
inequities of this tax, not referring directly to the written state-
ment, that seem to apply.

For instance, we have also heard some testimony today and in the
newspapers that would lead us to believe that everyone today is
making more money than they ever did before and the period of 1946
to 1949 for that reason would make a very good base period.

Statistically the screw products interest back in 1926 to 1929,
20 years ago, applying the same credit ratio of 85 percent was making
8.3 percent profit on sales. Ten years later the average company was
making 7.3 percent profit. Ten years later the average company, 1946
to 1949 was making 6.1 percent profit.

In other words. 20 years ago in our industry they were making 36
percent more profit before taxes than they are today, using your base
period credit.

Now going back to the very best year of the 4 in 1926 to 1929, we
had a high of 11.1 percent; 10 years later the best of the 4 years was
10.2 percent; and 10 years later the best of the 4 years was 9.6 percent.
The interest feature of that is that 20 years ago the average against the
high year, the high year was up 33 percent, 10 years later the high
was 40 percent, and 10 years later the high was up 56 percent from the
average year.

That has quite a bearing if we take the average company and see
what happens to him under this law. We have a $25,000 credit and
let's assume we have to use a 6.1-percent allowance on the average for
the 1946-49 period. That company comes up with sales on that basis
of $410,000.

In our industry the productive employees would only total 35. The
total employment in the company would be between 50 and 60. That
makes me wonder whether big business, which I had always heard
started with 500 employees and up, doesn't actually start under this
law with about 50 employees and up.

Actually as far as I know from my business experience and in
connection with this industry a company really never gets under way
or gets started or is able to expand or produce anything in great
quantity and efficiently until they reach that point of 35 to 50 em-
ployees. Before that they are too busy trying to earn their own salary
out of their smaller sales volume. I believe it was assumed by Con-
gress when they passed-the House that is-when they passed this
law, that we would have higher sales volume due to defense orders, due
to rearming, and that would lead to higher profits. I was looking
back there at the Treasury chart during your recess today, and noticed
that a company earning 200 percent of the average base credit would
hit a figure of 17.2 percent effectve additional tax.

If we take the 58 percent that I mentioned, the difference between
6.1 and 9.6. if we consider the company doing $410,000 of business, will
undoubtedly be doing $600,000 on defense, that company cannot help
but come up with a figure of better than a 200-percent increase, there-
fore this small company with 35 to 50 productive employees, maybe
by that time 65 productive employees, will be going into the very high
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tax bracket that I thought at least the philosophy back of this taxa-
tion was going to be reserved to those with a lot of money and the
ability to pay.

Going on a bit further from that, it is noticed that over a period
of years, just 10 years, the second page of my submitted report, be-
tween 1939 and 1949, despite the inflated dollars, our sales are up 140
percent. The value of equipment that we own is up 127 percent. We
aren't getting much more out of the equipment. The number of ma-
chines to produce that value numerically is up 26 percent but our prof-
its between those 2 years were off 55 percent.

Applying that still further and going back I found out that we have
increased, these reporting companies which are a cross section, the
total dollar value of new equipment produced for defense or for peace-
time, $4,900,000.

Eighty-five percent of that increase, or about $4,200,000, was put into
these plants in the period of 1940, 1941, 1942, and 1943. Only $700,000
more was added in the remaining 6 years. At the same time these
same companies reporting on their balance sheet show the somewhat
sad situation, as long as they have been in business, that their cost of
fixed assets, original acquisition cost, was around $8,700,000, and their
net worth today is $200,000 less than the original cost of the equipment.

It would seem to me there would be perhaps two ways of correcting
this situation when you begin to think that our industry is not alone
in this situation. I know many other small industries face a descend-
ing scale of earnings rather than an ascending scale.

One would be to give consideration to only using the best of the
4-year period, the best year, rather than an average of the 3 best and
taking 85 percent, or at the worst use the best 2 years. That would
give them somewhat of a break there.

The other way would be to take into consideration a moving base
or a moving credit rather than a fixed base, because let's assume we
come to this same company of $410,000 and he has a $25,000 credit.
Well, if you allowed him 6 percent on the acquisition cost of his ma-
chinery and 6 percent on his sales volume, then as the dollar became
inflated or his sales volume moved up or he had the courage to go out
and borrow money to go out and buy more equipment, you would take
6 percent on that and you would find that the credit he would get would
move up not as fast as the tax would grab the difference but it would
move up.

I gave a definite example in the report on page 2. As an example,
if in 1950 a company had sales of $400,000 and the equipment at origi-
nal cost was $250,000 that 6 percent would be $39,000. In 1952 if
sales had expanded to $700,000 but they had purchased equipment up
to $400,000 the credit now becomes $66,000. That is only an increase
of $27,000, which is quite small but it would help to pay for the
$150,000 more machinery needed to the $700,000 sales.

There is only one point for this industry and some others like it,
and that is the matter of retroactivity. In the second half of 1948
this industry had a loss. In 1949 throughout the whole year it made
less than one-half of 1 percent after taxes. In 1950 in the first half
year it broke even. In 1950, second half, it is going to start making
a profit again.

In that entire period of time it had no war business and production
in the second half of 1950 is still not defense or war business.
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Senator IILLIKIN. It is a business which inherently expands its
operations because of war; is that not true? In other words, was not
a part of your bad base period after World War II clue to the fact of
the heavy selling during World War II.

iMr. WERNTZ. No, sir. WVe make component parts only and when
the ]people to whom we sell who also have batteries of automatic screw
nmachines-cdepartments with automatic screw machines which are used
to make metal component parts. In other words, our customers com-
pete with us in their own departments making the same product, so
when our customers get busy the overflow comes in to us.

If the automotive industry has a very good year, the chances are we
will get more business because they have more to let out from their
own departments.

Senator MILIKIN. The overflow would increase with war because
the final assembled machines increases with war?

Mr. WERNTZ. Yes, sir; but I might comment to yon only that so
far we have had no war business in the second half of 1950. So what
is happening here on the retroactive situation that the first profit we
make in 21 months Congress under this act wants to---

Senator KERR. You mean that they have discovered it.
Mr. WERNTZ. They have discovered it, that is right, Senator. So

that completes my statement except for any questions.
I also submitted with this to the committee my report to the House

Wavs and Means Committee which was more lengthy and gives you
greater background of the industry.

The CHAIR-MAN. That is already in the House record.
Mr. WERNTZ. And it has also been submitted here, sir, an extra

copy.
The ChAIRMArA. Any questions?
(No response.)
The CIIAIRImAN. Thank you very much.
(Mr. Werntz' prepared statement was submitted for the record at

this point, and is as follows:)

TESTIMONY ON ExcEss Pi'oIrS TAx FOR SENATE FINAN(E COMMITTEE

My name is (Orrin B. Werntz. of Cleveland. Ohio. ly occupation is that of trade
association management and I am here on behalf of the screw machine products
and the stamping industries of this country in the capacity of manager of the
National Screw Machine Products Association, and of the Pressed Metal In-
stitute.

First of all to save time I would like to incorporate by reference, my report to
the Committee on Ways and Means of the Eighty-first Congress reproduced on
paces 932-935 of the recently published hearings on the excess profits tax.

The excess profits tax hill as passed by the IIouse in no way changes any of
the opinions set forth in my report, which summed up states that an excess
profits tax is wasteful, inefficient, inequitable. undemlocratic, and that retroac-
tivity is unfair, as is failure to properly provide for inflationary influences and
expansion.

In the time permitted today I would like to he more specific now that a tax hill
is available to comment on.

It is true as Secretary Snyder has stated that more than 90 percent of business
units will be unaffected for the reason that 90 percent do not exceed $25,000
profit a year': and at least half of the business units are proprietorships or part-
nerships and are unaffected regardless of their size-and some of these are pretty

i A good example is the screw machine products industry which in 1947 had
9)O units of about 1,200 total averaging less than $I60,000 a )ear in sales volume,
and 147 wa m our best year of the 1946-49 base period.
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So this is only giving lip service to small business. When companies are that

small they are primarily wage or salary earning media of the owner, who does
not wish to work for someone else, and are not ilndivildually strung factors
in American defense or peacetime productive advancement, although they must
certainly are collectively.

So we can forget this 90 percent that will not be touched by any excess profits
tax, and specifically examine those who will be.

INEQUITIES OF THE BASE PERIOD

First of all, many industries will be harmed by arbitrary base periods regard-
less of the House approach that industry cycles are too difficult to completely
examine. Fortunately we have figures for screwv machine products, dating back
to 1926-24 years ago. Using the 85 percent credit figure for the best 3 years we
find that companies in this industry in 1926-29 averaged 8.3 percent on sales
before taxes; in 1936-39 averaged 7.3 percent; and in 1946-49 only 6.1 percent.
A descending scale and entirely contrary to the publicity that makes the public
believe earnings were never greater than now for everybody.

But industry profits also include individual losses. An examination of the
individual loss years disclosed that in 1926-29 they totaled 6 percent for the three
best years; 1936-39 they were 13 percent, and in 1946-49 they were 29 percent of
total company-years examined. So both industry\wise. and individually I canll
hardly call an arbitrary base period equitable-at least for us it gets worse each
decade.

WHAT IS SMALL BUSINESS?

If you apply a 6.1 percent pro fit average to a $25.41(00 credit you have sales of
about $410,000, which are produced with approximately 35 productive laber
employees. So at that point this tax starts to bite. Are 35 employees big busi-
ness? Is a sales volume of $400.000 big business? Up to now definitions of big
business have meant companies with over 5(00 employees. So I (don't believe
Secretary Snyder's statement means too much. A company is just beginning to
get under way, expand, advance, and be able to plan for the future when they
reach 40 to 51 employees and a hIalf-milliondllar sales volume. In the last war.
when money was not so cheap, $501,00) sales was considered small enough to
exempt a company from renegotiation.

INEQUITIES OF A MONEY RATHER THAN A PERCENT AGE BASE

Now starting with companies of about 3i5 pridnctive employees the tax credit
is permanently established in terms of money without relation to sales volume or
a cheapening dollar.

For example, a $25,000 credit would have been excellent in 1939. In 1950,
$25,000 won't buy two completely equipped machine tools used by our industry.
In some cases not even one.

In 1939 the acquisition value of 917 automatic screw machines owned by these
reporting companies was $3,800,000--in 1949. 1.162 machines had an acquisition
value of $8,700,0005--,5 more machines. 4.900,0t00 mr.e dollars.

In fact what will an excess profits tax do to this picture? In the 10 years
since 1939 and colmlaring 1949 inflated dollar sales are up 140 percent; number
of machines, up 26 percent; value of equipment, up 127 percent; profits off, 55
percent.

It will minimize our chances of further expansion, to be paid fur out of earning.
If Congress is going to insist on an excess profits tax, which by its very name

is repugnant because it hints that someone is cheating, would it not bIe far better
to use a percentage credit, such as 6 percent on sales vlume, and 6i recent in
equipment acquisition cost? Then we would have an easier time financing
working capital and keeping equipment up to date.

As an example, if in 19.50 a company had sales of $400,00(0( and equipment at
original cost of $250,000 the credit would be $39,000. Then in 1952 if sales had
expanded to $700,000 and equipment now was $4000o( the credit would Iie $i6,0110.
This increase of $27,000 is small enough to help pay tr $150,1100 more machinery.

In fact in the screw machine products industry in 1949, the tangible net worth
uf reporting companies was $200,000 less tian the acquisition cost of $8,70,00)0
of fixed assets.
These figures, gentlemen, have been presented to shiw what can happen to at

least one industry if a taxing statute makes a grab bag out of planned expansion



EXCESS PROFITS TAX ON CORPORATIONS, 1950

and growth. When the tax hits it will hit indiscriminately, an element of luck
will always he present, industry patterns will mean little or nothing, and ma-
chinery purchases will grind to a halt. In fact of the $4,900,000 increase In
equipment value mentioned, $4,200,000 of it-more than 35 percent-was made in
1940-43 and less than $700,000 value has been added in the 6 years sincee then.

With businessmen almost 100 percent against excess profits taxation for sound
reasons, and 100 percent for increased taxes for equally sound reasons, surely
this Congress can raise the money needed without resorting to unpopular and
uneconomic methods.

I wish to thank the committee for this opportunity to appear before you, and
will be pleased to answer any questions.

The CHAIRMrAN. Mr. Dewey, you may identify yourself for the
record.

STATEMENT OF BRADLEY DEWEY, PRESIDENT, DEWEY & ALMY
CHEMICAL CO., CAMBRIDGE, MASS.

Mr. DEWEY. Bradley Dewey, president, Dewey & Almy Chemical
Co., Cambridge, Mass.

I have been president of the American Chemical Society, and, in
World War II, I served as United States Rubber Director. In 1945
and 1946 I was chairman of the Joint Chiefs of Staff Guided Missiles
Committee and served on the Presidential Evaluation Commission at
Bikini.

I appear here as a chemical engineer, who, after serving as a colonel
in the Chemical Warfare Service in World War I, started in 1919,
with a partner of similar training, a small chemical business with an
initial capital of $120,000.

This business has grown from sales of $120,000 in 1920 to approxi-
mately $21,000,000 for the current year. In the aggregate its sales
have been $175,000,000. It has paid income taxes to the Federal and
State governments totaling $7,300,000; it has paid its stockholders
dividends totaling $5,900,000; it has reinvested $4,500,000 of its
earnings.

It now gives employment to 1,800 men and women who receive
almost $5,000,000 per year. They, like the company itself, contribute
substantially to tax revenues, local, State, and Federal.

Though I could plead the case for our own company, I cite these
figures not because I am going to talk of the effect of an excess profits
tax on us but because I know they are incontrovertible facts which
show how one growth company is contributing to the national econ-
omy, employing men and women and paying out more to tax collectors
than to investors.

The years since the last war have accounted for about half its growth,
and in this period it has given employment not only to its own veterans
but to over 100 veterans of World War II who were not associated
with it before the war. Many of these veterans are in responsible
positions, just beginning to realize their futures.

Senator MILIKIN. May I ask you what product or products you
make?

Mr. DEWEY. We make a great collection of chemical specialties, in-
cluding some plastic films for foodstuffs, including sealing compounds
for tin cans and glass bottles, glass bottle caps, including products
going into shoes, artificial leathers and shoe cements, including prod-
ucts going to portland cement, concrete and asphalt aggregates for
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roads-in other words, a great variety of special products, most of
which go to other manufacturers for use by them in small quantities.

We spend 5 percent of our sales dollar every year on research. I
believe in America and the American way of life. I believe that
despite today's clouds we are going forward. We must not let ill-
advised taxation smother our future and render us vulnerable to the
hordes of police states.

Rather, we must capitalize to the maximum on the inventive genius
of our scientists and engineers. Young men, some of whom are now
fighting for us, must have their opportunity.

Our industries, especially those based on technological progress,
are vital to the maintenance of our standard of living and our
economy. One need only travel abroad to see the stagnation and other
ills that breed in a country where initiative has been stifled.

As Americans, we have no use for the war profiteer of wars of the
past. But he has played.a less important part in recent times and
is badly hurt by the techniques of renegotiation. Wisely and fairly
administered, in harmony with the necessities of procurement agen-
cies, renegotiation can be made to tap secondary as well as primary
profits.

What is the purpose of this proposed excess profits tax? In the
papers I see it spoken of as a revenue-producing act. This despite
the feeling of many that the purpose of an excess profits tax is to
limit war profiteers.

If the earnings of all industry were simply dependent upon the
amount of capital they employed and the prices they charged, we
might hare an excess profits tax that could be likened to the surtax
on individual income. But this is impossible-no two industries are
comparable. Seldom is one company comparable with another, even
within an industry.

A dynamic company that has been preparing for growth by spend-
ing money on developments during the base years is now to be singled
out and penalized. It finds itself with a lower earnings base because
of the development expenditures made during the base years. Its
reward is to have profits from its new ventures taken as excess profits.

Senator KERR. You spend about 5 percent of your income on
research ?

Mr. DEWEY. Yes, sir.
Senator KERR. That applies this year in order that it might be

reflected on earnings 2, 3, or 4 or 10 years from now ?
Mr. DEWEY. Yes, sir.
Senator KERR. Of course you also use considerable portions of your

income not only in research work with reference to specific projects,
but I would presume in seeking for projects to which you would apply
research?

Mr. DEWEY. Both ways.
Senator KERR. The position that you now take, as I understand it, is

in view of the fact that it was charged up as expense in the years it
happened, it reduced the profit for that year and therefore that year
would now have a lesser total profit to be reflected in your base ?

Mr. DEWEY. Yes, sir.
Senator KERR. And as the result of that exploration or research, or

searching for ways in which to make money, if you now do so, while
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in actuality it is a normal return, it would be subjected to an excess
tax?

Mr. Dnw:r. TLat is right, sir. As a matter of fact there will be
certain thiiings we woull be ready to do which we cannot do.

Senator KEi:R. Which you would be discouraged from doing because
vou would see yourself faced with the necessity of doing it on a basis
that would bring you no return, but rather all of it would be siphoned
(ff in this so-called excess profits tax?

Mr. DEWEY. Most of it would ie siphoned off, and in part because
the money we have allocated for that just will go to the tax collector.

Selnator \MARTIN. As I understand that 5 percent that you use for
research is gross ,ales bult not your net.

Mr. DEW-EY. That is right. It just happens to figure out that way.
Senator M.RT . I mean there is quite a difference.
Mr. DEwEcY. We spend ablolut a million dollars a year on the sales.
Senator M.RTIN. That is what I was letting at.
Mr. DEW-Er. An excess profits tax promotes waste and encourages

inflation. I do not have to argue these points with you gentlemen.
But some may say that the llprovlision that the over-all take of the
orminal and excess profits taxes shall not exceed 67 percent, will not

encourage waste, andl that the incentive provided by letting capital
keep one-third of its profits less, of course the portions taken by the
States, will keep industry efficient.

Tihis may be true in some cases. Such a provision is certainly
better thaii nothing. I cannot emplhasize that too much. But to
benefit by this provision a company's gross profits must be more than
8 times those of the base y-ear 2.', as I will show you. This is simplle
arithmetic.

Companies whose gross I)profits do not grow by this tremendous fac-
tor will still be exposed to the dancers of wasteful expenditures which
are bound to creep in in the form of uneconomnical advertising, waste-
ful sales efforts, abnormal wage increases, inefficient checks on operat-
ing efficienc, and a lack of the lurge to do that little extra which is the
foundlatioii of growth and all that is new.

A uniforn corporation tax with special relief, if you feel it is
needed, for public service corporations, and perhaps with deferment of
taxes for those in distress, would, I believe, keep our country stronger.

But if vou are determined to pass an excess profits tax, I beseech you
to, drop the limits of the over-all take from 67 percent to 60 percent.
Growing companies need this, otherwise capital will not back them at
a time when this excess profits tax will be taking the earnings they had
hoped to use for further growth.

rle growth poisio of the House bill fit only special cases. A
G-percent ceiling would act to hold down waste and inflationary
tendencies because the twilight zone in which the Government would
be paying 75 percent of wasteful expenditures would be cut from that
represented by a growth above base of 3.2, times profits before taxes
to 1.7 times profits before taxes.

I have invited you here to see the accompanying graphs and calcu-
lations which accompany my presentation which have set this up for
various ceilings. There would be a feeling that the company could
hope to surmount the hurdle and increase its growth by this magic
factor of 1.7 times. This would stiffen the backbones of a lot of busi-
nessmen, cut down a lot of waste, and help to hold down prices and
inflation.
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A 6)0-percent ceiling would create iore iicenltive to eliminate the
shortages which areay beset us and which will 1,ecome very serious
if we have an all-out war. If we ever have an all-out war, then
accompany its tax bill with all-out controls on prices, wages, man-
power, inventories, aid end u:es of products, et cetera. But let these
controls come simultaneously with any higher tax.

To try to raise all of the costs of war from corporate earnings, while
keeping alive expensive and lperhlal)s in some cases luxurious Govern-
ment peacetinime expenditures is to invite killing the goose that lays
the golden eg-g. Do not so cripple our economy.

We still hope to avoid an all-out world war III. If we do, we must
stay powerful,. so powerful that no one will dlare to start trouble.
Then, in the future, if we are still faced with the specter of war, we
shall go into it with a strong, healthy industrial economy at our
backs.

D1 . Vannevar Bush in his book Modern Arms and Free Men,
emphasizes that the strength of a free nation lies in continued tech-
nological progress and that with it we can combat the manpower
hordes of potential enemies. Have faith in technological pro-res.
Do not stifle it with wasteful inflation and destruction of initiative.

I hope yon will not waste this country's greatest asset-the urge to
do that little extra \which is the foundation of growth and all that is
new. Preserve our growth , preserve the incentive to capitalize
applied science technology, and engineering-the skills which work
for our standard of living, our farmers, oullr merchants, our transpor-
tation, our comliuiicatlions, andl our strength to defend ourselves.

(The calculations of increases in taxable income submitted by Mr.
Dewey are as follows:)

CALCILATIONS OF IN(ITEASES IN TAXABLE INCOME OVER BASE PERIOD WIIICII ARE

NECESSARY BEFORE VTRIOS CEILING RATES CONTROL. ExcEsS PROFITS TAX

E=total taxable income in excess profits year.
B=base period taxable income.
85 percent of B=base period credit for excess profits tax which bears income

tax only.
45 percent= income tax rate (applied to 85 percent of B).
75 percent=rate of excess profits (applied to, E--s5 percent of B).

Where: 67 percent=ceiling rate on total taxable income
Income tax Excess profits tax

.67E= .45 1 .,1)+.75 (E--15 B)

.6iE= .125B+.75E- .6,7.5B

.SE= .253.511
E=3.19B

Where: 57 percent=ceiling rate on total taxable income
.57E= .75E--.255B
.18E= .255B

E=1.42B
Where: 60 percent=eeiling rate on total taxable income

.(OE= .75E-.2555B

.15E= .255B
E=1.7011

Where: 68 percent= cilin rat , on total taxable income
.6:E= .75E-.2351
.12E= .2551;

E= 2.1813
Where: 65 percent ceiling rate on tota] taxable inone

.65E= .751" -. 255B

.11 il .255B
E=2.55B
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MULTIPLES OF BASE PE./OD INCOME eEQURED
TO PEACH VAR/OLS CEILING TAX RATES

S $| 52° 5,| 4 S5, ,56 $7/ 575 5 , 59 7 6Z Y 65.. 63? 645 65, 56 6 5 67y66g7|o
CEILING TAX RelrT FO COMBINED /NCOME 7AX AND EXCESS PeOF/TS TAX

The CHAIRMAN. Thank you very much. Your suggestion that the
over-all ceiling could be dropped from 67 to 60 carries a very strong
appeal to me--so strong that I have already conferred with the Secre-
tary of the Treasury, and the Secretary, I think, will come up with
an agreement that 65 over-all would not be very hurtful to the reve-
nues, would be slightly helpful, but it would not be as helpful as the60-percent over-all ceiling.

Mr. DEWEY. I certainly do not come here in the spirit of trade, but
I would like to suggest 63.

The CHAIRMAN. When we get past 60 percent, we will have some
opportunity to trade with the House people. We will have some
trading room, at least, if we can get it below the House.

Mr. DEWEY. I wanted to give you a general argument, because I
feel so desperately serious in this, not only for my own business but
particularly for growth business and technological progress, for our
strength.

The CHAIRflIAN. I thought if you had a proper ceiling on the over-all
tax takes, then it really would be more helpful than a whole lot of the
relief provisions that, the House is attempting to write in.

Mr. DEWEY. Much simpler. I have listened to some brilliant men
here, but I cannot understand the language. When my accountants,
working, not with the law but with the services, telling them what the
law means, come around, I may be able to understand. But I will
undoubtedly take 10 percent of the time I would like to spend making
this country a little stronger conferring as to whether or not to try to
arge with the Government and how many more accountants and
lawyers to hire. It is a great law for the lawyer.

The CIHAIRMAN. Any further questions ?
(No response.)
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Mr. DEWEY. May I, sir, submit for the record some comments on
the relief provisions of the House bill for the growth of new products?

The CHAIRMAN. Yes, sir.
Mr. DEWEY. I do not want to burden you with them. It is a short

thing. I know Mr. Stam will take the trouble to read them over.
The CHAIRMAN. If you will put them in the record, we will be glad

to have them.
(The comments on the relief provisions of the House bill are as

follows:)

SUPPLEMENTARY STATEMENT OF BRADLEY DEWEY-COMMENTS ON RELIEF PROVI-
SIONS IN THE HOUSE BILL FOR GROWTH OR NEW PRODUCTS

I would like to make a few remarks about the growth provisions of the House
bill. The section of the bill relating to companies which have grown over-all
is limited to companies which show an increase in payroll or gross sales for the
last 2 years of the base period over the first 2 years of the base period. This
is an automatic provision which should be easy to administer, but there will be
many companies which will not qualify. Some provisions should be made for
those companies which have experienced large development expenses during the
base period which only begin to pay off in the excess profits years.

The House bill attempts to provide some relief for these situations where a
company introduces a new product during the 3 years ending December 31, 1949.
However, the provision requires that the new product must have represented
one-third of total net income in 1 of the 3 years which follow its introduction.
That is a tremendous change to look for, from a new product of the average
medium-sized company. My company has introduced products which required
10 years before they were out of the "red," and I would say that, for almost
any new product line, 3 years is too short even to get it on a break-even basis.
This provision also falls short of fair relief because no recognition can be made
of modifications or improvements in an existing product. These technological
improvements have contributed in large part to the growth of our economy over
the past years.

Finally, there is no provision in the House bill for granting relief to a company
which introduces a new product during the excess profits years. There will be
many cases where a company has devoted considerable expense to developing
a new product during part or all of the base period years. Most research requires
years of careful development before the results can be offered to the public. I
find it difficult to see how the House bill will provide any relief to companies
in this situation who bring out the fruits of their research after January 1, 1950.

The CHAIRMAN. Senator Hill, the senior Senator from Alabama,
has submitted a statement today on behalf of Mr. Richard S. Rey-
nolds, Jr., president of the Reynolds Metals Co., on the question of the
excess profits tax, with certain suggested amendments. That will be
entered into the record as of today's hearing.

(The statement is as follows:)

TESTIMONY OF RICHARD S. REYNOLDS, JR., PRESIDENT OF THE REYNOLDS METALS CO.

I am Richard S. Reynolds, Jr., president of the Reynolds Metals Co., of Rich-
mond, Va. This company mines bauxite, extracts alumina from the bauxite ore,
and reduces this to aluminum by an electrolytic process. In addition to the pro-
duction of primary aluminum it has extensive fabricating facilities. It owns
ore deposits in Arkansas and Jamaica, and has manufacturing plants in the
States of Alabama, Arizona, Arkansas, California, Illinois, Indiana, Kentucky,
Michigan, Missouri, New Jersey, New York, Oregon, Virginia, and Washington.

Since commencing the production of primary aluminum 10 years ago it has
greatly expanded its productive capacity. During the 5 years since the war, it
has explored and developed new ore deposits, has acquired extensive plant facili-
ties, and has proceeded continuously to integrate and improve its facilities and
capacity. In total this has been a heavy undertaking for the company. The
result is that it has been a low-profit company. Wholly aside from the events in
Korea and the defense demands of the country, it had been looking forward to
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the latter part of 1950 and the year 1951 as the time when it would begin to
realize the profit normally and reasonably to be expected from these extensive
undertakings. Front its outset, the company has been the apostle of expanded
Production and low cost. Even in tile latter part of 1949, it launched a sub-
stantial increase in its capacity for peacetime use of aluminum--an increase
in capacity which has just been completed in the second half of 1950.

The result of these circumstances is that the company has been in a solid but
expensive state of integration and expansion that would have yielded its in-
creased production andt profit in the immediate future, without any of the present
critical developments of defense mobilization. The result is also that it is a
"growth" company for which no formula of relief lhas been devised. The excess
profits tax bill, in its present form, will inflict a heavy penalty on the company,
and at the very time when it is anxious to make ils maximum effort for defense.

In order to make the greatest use of its capacity it must increase the con-
umption of its bauxite ores and undertake heavy financing for still additional

facilities. It has already agreed-the first company in the country, and at the
request of the (vermnent-to undertake still greater expansion. It is obvious,
however, that its ability to obtain sound and sufficient financing, and to do the
iiaximumn of which it is capable (arld it is extremely anxious to do just this), is
affected by its ability to earn a fair profit. Especially is this true since it has
already contracted substantial debt in the expansion of its facilities during
the past 2 years.

Plain equity atnd justice call for anlndntents whih will :lleviate tile general
hardship which the IHiouse excess profits tax Ibill would impose.

In these critical times it is clear tlat the public itterest will be served by
such amendments.

Two suggestions are urged:
1. Ai amendment of sections 445 whih wi1 haveIIt tl e effect of adding ; fimnary

nluntinin to the strao'ic anl critical list therein set forth. ('ertainly no material
is nioire strategic or critical than ahrtiillUntr. Silic Ililunri results from (a)
thIe mrirning of bauxite (ir) the uxtraetin of alulina fr:l the ore, aid (ci) the
reduction of the atnina to alutiinn,. it is clear that thIe simple addition of
bauxite to thle list of 25 minerals in section 44S (bl) (1 is nut sulitient. Bauxite
is an rtnproessed ore; it is not a material of general industri al urse srtn'lh as
metallic aIllinut. In order t obtain atulliinlri it is nI(.uessary to li'ocess
bauxite into alumina (whlrich is still an intentediate stage, and not a material
of general uise) and then into tlte mIetallic form: alliluuirn.

An exemption of the inctrroe derived fromr the mining (whlrether in or ont of the
United States) and tlrocessing rof lbauxite into alnminunli would l make it prudent
for all ahuninum omilpany to delete anid use its lrighest-grade ores at maximum
efficiency in the effort to p)rd(luce thIe volurte of iltuminutl needed for defense. If,
however, these earnings are subjected to an excess profits tax an aluninum-pro-
ducing corporation must either (1) process its lowest-grade ores (and these are
its highest-cost ores ), and in no greater volume than during the Ibase period, or (2)
sutlihicet its stoekh(ldlers to a very considerable penalty.

For example, if a company has produced an annual average of 100,000,000
pounds of aluminum during thIe base period and then continues the same produc-
tion under tle excess profits tax, the resultiriz profit woull be subject to a tax
of 45 percent (assumin, similar operating conditions and no discount in the
average hale period net income). If, however, through utilization of full capacity
or through improved techniques of production 200,000,000 pounds of aluminum
should bie produced, the earnings from the second hundred million pounds would
be taxed at the high marginal rate of the excess profits tax, 75 percent. And to
produce that second hundred million pounds, four times that quantity of bauxite-
400,000,000 pounds-would be required to be consumed. This depleting asset
(which is nonreplaceable) would be thus consumed with little or no compensation

to the company.
This obvious inequity can be avoided by-

(it) Making section 448 (a) apply to thIe "mining or processing of a
strategic mineral or a critical miineral," aindl by exempting "the portion of
the adjusted excess profits net income attributable to such mining and to the
processing of such minerals into the mnretallic state or the form first used
predominantly for industrial lpurposes" ;

(b) Ily adding bauxite to the list of "strategic minerals" in section 448
(b) f1) ; andl

(c) By minor resultant changes.
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2. A productivity anendnient should also be :iadldedl. Since a pirilmary purpose
of this amen(nlent is to increase production, the Illllenlllellt is Iresent'd in terms
of quantity of productilon, not ill tells of dlhlrs. (illlress pissed the Stck
piling Act in 19411 tor the purposes of defese. It is suggested (tlit this anlmend-
ment, in the public interest 1and for purposes of defense, shouhl be related to
those materials determined to be strategic and critical by the Munitiions Board
under that law.

The maxilnlu and speediest production of critical nat erials is the most urgent
need during the current crisis.

A producer of these materials should nllt b-' penalized for expanding its output.
The proposed amendment encourages peak )lrodull(.tion anlld the greater utilization
of present plant capacity and thereby biroaldens the base availalile for taxation.
Consequently this amendment in:y well increase tax revenues. In addition, the
greater production will help offset the inflationary effect of any increase ill
demand, especially by the iliitar>, witIhout cilrrespl udin: increases in output.

With these enllds ini view, and ill plain justice aind fairness to a company
anxious to do its naxininllnl for leellse, tle follWil ;illamendlllelltnt is suggested:

'"To encourage thle mlaximulllUl pr(ducll(.tion of those,(. m:at.rials determined to le
strategic and critical pursuant to the authority provided in section 2 (a) of the
Stokpiling Act. Public Law 520, Seventy-ninth C congress, any corp ll ration whose
production of such materials in a taxable year is greater than its average annual
production of such materials ill the base period shall be entitled to increase its
average base period net income ill the ratio that its prodii'tion of such materials
in the taxable year bears to the average annual production in tl.e base period."

Both of these amendments are in the public interest. loth relate to production
of primary aluminunl in metallic form-one of the lost strategic of metals.

The CnAIR-MA-N. Senator O'Mahoney.

STATEMENT OF HON. JOSEPH C. O'MAHONFY, A UNITED STATES
SENATOR FROM THE STATE OF WYOMING

S enatora O-MAIIONEY. _M1. Clairlan. if you will permit me just a
minute I should like to call the attention of the committee to section
448 dealing with corporations engaged in the dining of strategic
minerals.

On page 77 there appears subsection (b), the section which defines
strategic minerals. An examination of that section makes me feel
that it falls short of what should be and is necessary in the national
interest. It names some minerals and then has an all-inclusive
phrase-
and any other mineral which the certifying agency has certified to the Secretary

as being essential to the defense effort-

and so forth.
That of course would require a celrtifying agency to act.
Senator KERR. You did not finish that statement.
Senator O'MAHoNEY. No; I did not.
Senator KERR. There is another limiting clause.
Senator O'MAHONEY (continuing) :

and as not having been normally produced in appreciable quantities within the
United States.

I thank the Senator for calling my attention to that.
My point is that we should get as many of these strategic minerals

named in the body of the law as scientific knowledge indicates should
be named. I have asked the director of the Bureau of Mines to ex-
amine that. He feels as I have felt, and lie is preparing a statement
for me.
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I do, however, want to say to the committee that there is a special
example of trona which is produced in the western part of the United
States and which is used in the manufacture of soda ash.

The National Production Authority has already recognized that this
is a mineral of great importance and in its Regulation No. 1, issued
on September 18 of this year, names soda ash as one of the first mate-
rials to be subjected to inventory control.

So I hope that the committee will entertain not only the thought of
amending the bill by including trona-and I should say that trona is
produced in my own State as well as in other Western States, but also
such other mine- :ls as the additional material which will be submitted
indicates should be included.

Mr. Chairman, I will file this brief statement.
The CHAIRMIAN. We will be glad to have you file it.
The committee has already had its attention called to the limiting

factors in this particular definition.
Senator O'MAHONEY. I am happy to know that. I want to call at-

tention to trona because it is used in the manufacture of aluminum,
it is used in the manufacture of glass, it is used in oil production and
refining, and used in various other production efforts which are very
closely associated with defense production.

Senator MILIAIN. Mr. Chairman, I would like to ask the dis-
tinguished Senator, who comes from a great oil-producing State,
whether those special features of this bill intended to promote the de-
velopment of strategic minerals should not also concern themselves
with oil.

Senator O'MAHONEY. Of course oil is one of the most important of
all the minerals that we produce.

I thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you, Senator O'Mahoney.
(The brief statement filed by Senator O'Mahoney to be placed in

the record at this point is as follows:)

STATEMENT OF HON. JOSEPH C. O'AIAHONEY, A UNITED STATES SENATOR FROM
THE STATE OF WYOMING

Section 448 of the excess profits tax bill, H. R. 9827, provides special treatment
for corporations engaged in mining strategic minerals. As drafted the section
seems to me to be too indefinite. As an example, a mineral highly essential to
the war economy has not been included. I refer to the mineral trona, which
occurs principally in the western part of the United States.

In my State of Wyoming this material is presently being mined on a relatively
small scale. The principal use of the material is in the manufacture of soda ash,
a basic chemical commodity in our economy. Large amounts of soda ash are
used in the manufacture of aluminum (approximately one-fourth of a pound of
the material for each pound of aluminum produced) and in the recovery of
uranilum. I also understand that it is being used in the West in recovery of
other strategic and critical minerals, including manganese, molybdenum, vana-
dium, and generally in the ferrous and nonferrous metallurgical industries. In
fact. I might say that the production of most of these highly essential materials
would not he possible without a substantial supply of soda ash. In the West
where these metals are recovered there is no production of soda ash other than
from trona, and if production of the materials for war purposes is to be increased,
it is imperative that soda ash expansion be correlated with such increases.
The National Production Authority has recognized the validity of this con-

tention in its Regulation No. 1, issued September 1. in which soda ash was one
of the first materials in the country subjected to inventory control.

I do not wish to take the time of this committee to detail all of the uses of
soda ash, but wish to mention that it is necessary in oil production and refining,
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manufacture of fiber glass and other glass articles, in sugar refining, soap,
chemicals, and a host of other activities more or less connected with the war effort.

I do not hesitate to tell this committee that increased production of trona in
the West is as important to our war effort as any of the other minerals specifically
enumerated in section 44, and I recommend that the committee give considera-
tion to the inclusion of trona with the other strategic minerals.

The CIIAIRIAN. Mr. Stangler. Did you appear before the Ways
and Means Committee?

Mr. STANGLER. I did not.
The CHIAIRMIAN. You may itldentify yourself for the record.

STATEMENT OF FRANK J. STANGLER ON BEHALF OF THE F. D. KEES
MANUFACTURING CO., BEATRICE, NEBR.

Mr. STANGLER. MIv name is Frank J. Stangler. I am chairman of
the board of directors of the F. D. Kees Co., of Beatrice, Nebr.

I am the first one apparently who represents a corporation that
we ordinarily refer to as being owned by individuals. There are only
my partner and myself in this corporation.

I will read this written statement. Then I would like to make a
few remarks afterward if I may.

Senator BUTLER. Does your statement include something about
the age of the corporation ?

Mr. STANGLER. It does not. I will bring that up later, Senator.
First, I want you to know that I appreciate highly the honor and

privilege granted me in permitting me to appear before this committee
to testify as to my opinion on a matter that is extremely grave and
which is perhaps in its broad sense beyond my understanding.

Please understand, gentlemen, that I am not here because I am
against taxation as such. I know that never before in the history of
our country has taxation been so necessary-and by that I mean that
never in the history of our country was there such a real and thoroughly
understood need of money on the part of our Government.

I do not and cannot propose any alternative measure because you
gentlemen have been entrusted with the making of our laws.

This matter of the presently proposed excess profits tax, however,
is a repetition of the story of the goose that laid the golden egg. I am
repeating what somebody said whom I never saw in my life. I just
happened to pick this example. You all know that story and you know
what happened when the goose was killed.

In the present instance the golden eggs are production and expansion.
I know as a businessman that any tax law you pass must take into
consideration the present purchasing power of a dollar. Any tax law
that is written with this thought paramount will be acceptable and
workable.

Base rates must be arrived at not on a theory of average earnings
but on a theory of permitting a company to choose any one year be-
tween 1946 and 1949-not an average of such earnings. A company
could conceivably break even for 3 years and make a good profit for
1 year. Would it be fair to take that company's average earnings?

Many exceptions would have to be made if that were done. If any
one year could be chosen very few would have cause for complaint.

To get back to the matter of the purchasing power of a dollar:
Supposing for the sake of a starting point that we pass the generally



EXCESS PROFITS TAX ON CORPORATIONS, 1950

propo-ed tax. That will, generally speaking, set as a base profit a
certain figure arrived at by various methods. No matter how it is
arrived at, the proposal is that only a certain percentage-75 percent
a; I last understood it-will be the final figure used. Everything over
that figure will be considered excess profit.

How can such an arrangement be equitable? Anything a manu-
facturer buys now costs anywhere from 25 percent to 100 percent or
higher more than it did in 1947, 1948, and 1949. If we made a pIroit
of .I (),((u a year during those years andl were held to a top of that
amount now, we would, on a comparative basis, have a purchasing
profit of only between $25,000 and $44,000 now. If that $50,000 is
reduced to $37,500, our purchasing profit has shrunk to anywhere from
ls.750 to $3:3,1o0.

Gentlemen, you cannot pass a tax that is based on dollars and cents.
It must be based on a dollar's purchasing power. If we needed $50,000
in 1947, 1948, and 1949 in order to carry on the orderly equipment
replacements and necessary expansion, and still leave a little for our
stockholders, how can we do it now on three-fourths of that amount?

It cannot be done. gentlemen, and as surely as you try to do it you
may not kill the goose, but you will surely stop it from laying the
golden eggs-the very production that is now and will in the future
be so badly needed. Not because we manufacturers and businessmen
will not want to expand and produce but for the simple reason that
we shall be financially unable to do so.

We are all willing to work harder and longer hours without any ad-
ditional pay. However, this matter of profit is not a matter of en-
riching an individual or any nlmnber of individuals. It is a matter
of putting money into the ul)kee p and expansion of a business so
that production shall continue as great or become greater than it is
niow. On that principle was the economic and industrial might of this
county founded and only on that principle can it continue its
grow' th or., perhal)s, even its existence.

I thank you again for the time you have given mne and hope that I
have planted in your minds some thoughts which will be given full
consideration in your deliberations concerning this extremely im-
Iportant matter.

I might say this, if I may: My partner and I bought a company in
1947 that is 75 years old. We have no records. We don't know what
was done with that company during the previous years except that
we do know that it had not been properly handled fronm the stand-
point of taking advantage of all of its possibilities.

We had in 1947 practically no profit. In 1948 we had a very good
year. In 1949 we were disturbed as many metal fabricators are-
incidentally this is a metal fabricating business-in 1949 I believe
that every metal fabricating business in the country was disturbed
by this b,'sing-point situation on steel.

We had to pay immediately 25 percent more for our materials, which
were the backbone of our business, and we couldn't pass it on to our
customers because there was a considerable amount of controversy
regarding the possible rescinding of the order, whether it was going
to be changed.

Just what would happen no one knew. Consequently our customers
would not stand for any increases in price on the basis of our having
to pay that much more for material. The result of that was that in
1949 we made practically no profit. In 1950 we have a good Year.
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The 2 years that we had a good year in, 1948 and 19C50C, had nothing
to do with the war or the war situation, has had really nothing It, do
even with general conditions. In our line of business we search out-
and I say this not only for ourselves but for other companies in the
same line of business-we search out accounts that are what we call
big accounts that can be the mainstay of our business for a period of
a year or 2 years or however long we can keep then or however
long they are making the particular product that we can make
parts for.

In 1948 we found such an account. A good deal of our profit came
from one account. In 1950 and this happens to be the latter part of
1950-again we found such an account that we had been working on
for 6 months in the early part of 1950. True, we have had a good
year in the latter part of 1950, but we did it just because we worked
like the devil the early part of the year in order to develop an account
that started as a small one and kept growing, and we kept getting more
business from them because we worked harder and we gave them better
service than anyone else could.

I don't believe that the retroactive clause of this proposed bill has
any place in the bill. I see no reason, gentlemen, why we should have
any retroactive clause that would take us back to June or July or any
part of the year. I see no reason why that should be done any more
than a criminal law should be passed and made retroactive.

This is a law as much as any other law. We have no right to make
laws that are retroactive that change the actions of individual citizens
of this country, where today we are following the law and doing what
the law requires, and 2 months from now it develops that we did some-
thing that was illegal because some law has been passed that has been
made retroactive. I do not believe that it should be done, I do not
know whether it can legally be (lone.

I would make this suggestion: I would like to just say that some-
thing along this line would perhaps do a job: if we must have an
excess profits tax it should be made on the basis of a sliding scale.
Let's assume that we are allowed to take the best years of the last
4 years and take 1948. If we earned 5 percent or 10 percent more than
we did in 1948, in addition to paying the higher tax on the basis of the
tax bracket, we should pay a 10 percent additional tax on that 10 per-
cent additional profit in addition to our regular tax, if it is 50 percent,
if it is a hundred percent. That is the way it should go.

So that the tax goes up in proportion to the profit, not on the basis
that anything over a certain amount automatically carries 65, or 75,
or 85 percent, or whatever you want to put it.

I believe that covers it, gentlemen.
The CHIAIRMAN. We thank you very much for your appearance.
Mr. STANGLER. Thank you, sir.
The CHAIR-MAN. Mr. Potgeter?

STATEMENT OF GEORGE POTGETER, APPEARING FOR IOWA ASSO-
CIATED BUSINESSMEN, STEAMBOAT ROCK, IOWA

Mr. POTOETER. I am George Potgeter. I come from the grass roots
of Iowa. I have never been here before. I don't know whether I will
again. I hope to. It is an education to be here this afternoon and
be in the presence of all this ability on both sides of the ring.
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My statement is short and I will confine it to a few direct sugges-
tions, not that I haven't agreed with much that has been said and that
I could elaborate on but the time is too short.

I am a country elevator operator of Steamboat Rock, Iowa. I am
president and a member of Iowa Associated Businessmen, in whose
behalf I am appearing before this committee. I have come to Wash-
ington at my own expense to present my views as well as the views of
my association on a glaring shortcoming of the Excess Profits Tax
Act of 1950, as passed by the House of Representatives.

At this time, when no one knows what the cost of war will be in
men and dollars, we cannot object to increased taxation even though
tax rates become so high that they confiscate everything but the bare
essentials of life themselves. We can only ask that you, out of justice,
levy those taxes equally on all individuals and businesses and do not
let any groups go scot-free as the present Excess Profits Tax Act of
1950, H. R. 9827, proposes to do.

I refer specifically to section 452 on page 96 of the printed bill that
lets certain profit-making corporations, including the cooperatives,
escape the payment of excess profits tax if they are exempt under sec-
tion 101 of the Internal Revenue Code.

I submit to you men, members of the Senate, that this is neither
right nor decent. The excess profits tax should apply to all alike if
their income comes from competitive business.

I was much impressed by a statement made by Congressman Mason,
of Illinois, a member of the Ways and Means Committee, on the floor
of the House last Monday afternoon. According to Mr. Mason,
official figures of the Farm Credit Administration show that tax-
dodging cooperatives doubled their business volume during World
War II when they were exempt from the 95 percent excess profits tax
which the rest of us had to pay. Those figures must be conservative.
My own cooperative competition did much better.

Mr. Mason further stated that if we use the Farm Credit Adminis-
tration's figures of cooperative business, these cooperatives would pay
an excess profits tax of more than $63,000,000 a year under House bill
9827.

Senator MILLIKIN. What is your own business?
Mr. POTGETER. I am in the country grain business.
Senator MILLIKIN. Grain?
Mr. POTGETER. Grain and sidelines: coal, feed, lumber.
Now, $63,000,000 may not impress you folks here in Washington,

but I am here to tell you that we don't toss that kind of money around
in Steamboat Rock. To us that means a lot of tanks, planes, and
guns for which we would gladly sacrifice our businesses if we could
put them in the hands of our boys in Korea today.

According to my lawyers, the revenue bill of 1950 made a beginning
toward tax equality by taxing the business income of colleges, labor
unions, and other tax exempts, which compete with taxpaying busi-
nessmen, but the present bill excuses these same businesses from paying
excess profits tax. This just does not make sense. I have tried to find
out why this is done but have met with little success. Can any of you
tell me ?

Senator MILLIKIN. We do not answer questions.
Mr. POTGETER. I thought so. I guess I am supposed to answer

questions, not ask them. I am still going to try to find out.
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It is even more ridiculous to let cooperatives and other tax-exempt

businesses escape regular income taxes at a time when special taxes are
being imposed on excess profits. Surely these people get just as much
protection from Government as taxpaying business. Certainly their
moral obligations to help pay for the war and equip our boys are just
as great as mine.

I insist on the grounds of fair play and decency that the bill before
you be changed to remove those provisions which let some businesses
escape their fair share of the cost of war.

Most of us have had some experience with the excess profits tax dur-
ing the last war, and I left my experiences entirely out. If I had time
and I thought I was not encroacing upon your time, I would give it,
but it is repetitious.

It came mighty close to ruining many of us in the grain business
who had to compete with the tax-free cooperatives. It will bring our
finish this time. Let me explain. The elevator business has been
expanded in the last few years to take care of grain storage under the
price-support program. This required many local grain elevators to
double their capacity. Naturally, they had to raise capital to pay for
this expansion.

Many small operators hesitated before they went along with the
support program. Many reasons account for their hesitancy.

First, the present high taxes make it necessary for fellows like
myself to take nearly 20 years to pay for our new plants out of earn-
ings. Second, inflation has been raising havoc with our working
capital. We need all of our income after taxes to keep up with the
increased need for working capital brought on by inflation. Thus,
none of our income is available for increasing our plant and equip-
ment.

Third, our tax-free cooperative competitors who can borrow money
on any terms from the Government, can pay for their facilities and
provide working capital out of money that I and other competing busi-
nesses have to pay in taxes. As a result, the cooperatives are taking
over the grain business and thereby reducing the number of businesses
from which you will be able to collect excess profits tax or regular
taxes, for that matter.

Here is what I mean. I have before me the financial statements of
the Cooperative Grain & Products Co. of Ringsted, Iowa, whose prin-
cipal business is the buying of grain, just like mine. By the way, I
have extra copies here and I would like to hand them to you [handing
to the chairman].

During their 1948 fiscal year, according to this statement, they made
more than $80,000 on which they paid no income tax since the majority
of their income was classified as deferred patronage dividends.

Gentlemen, if we have a high excess profits tax the small grain ele-
vator operators will have to increase their margin because their in-
come after taxes provides the only means by which they can retire
the debt they contracted when they expanded their storage facilities.

Now, if they increase their margin, to increase their income after
taxes, you can rest assured that this cooperative will do likewise. Its
income instead of being $80,000 will be $120,000 or $160,000 but, unlike
the taxpayer, this cooperative will be able to retain the $120,000 or
the $160,000.
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By the hocus-pocus method of patronage dividend which I hope
you will understand.

Now, some co-ops pay a token income tax. You would expect them,
therefore, to be subject to the excess profits tax. They are theoreti-
cally, but they won't pay any as long as they are permitted to deduct
patronage dividends from their income for tax purposes. Even though
their income triples and quadruples, they will have nothing to pay
because they can call their excess profits patronage dividends. Thus
in effect, the excess profits tax not oily gave the tax-free business an
overwhelming tax advantage, but also increases their tax-free income.

Every individual in the United States is greatly interested in the
tax freedom granted in this bill. They realize that for every dollar
that escapes taxation they will be called upon to make it up in the
form of higher rates.

Make no mistake, the public today is upset. Through television,
radio, and the press, they follow thle grim developments in Korea.
They know that our boys must be supplied and that those supplies
have to be paid for. They are willing to tighten their belts, but they
expect everybody, including the co-ops, to tighten their belts at the
same time. They want no profit-making tax 4-F's on the home front;
therefore, you must eliminate the exempts included in this bill. You
must levy these heavy taxes on a just and equitable basis.

That is all I have of my written statement. I would like to add one
little remark if you will permit me. Ini the testimolly of the gentle-
man from the Grange, the last line of the fourteenth paragraph on
the last page. lie said--
And undrlelr a tax system that does not permit the stockhohlers to escape taxation
of their share of untaxed, lightly taxed corporate earnings-

he didl not say co-op but he could just as well have said it.
I agree with the statement. They should not be exempt. Also,

the last of paragraph 16 on the last page, in which hlie says:
But we must preserve opportunity and incentive to expand and promote effi-

ciency to the end that our very American structure will not be destroyed-
and the only boys that can do that are the tax-exempt organizations
that can expand and we can't do it.

I thank you, sir.
The CHAIMAN. Thank you.
The CHAIRMAN. Mr. Ulmhner, did you appear before the Ways and

Means Committee?'
Mr. ULMER. I did, sir.
The CHAIRMAN. We have that record before us.

STATEMENT OF FRED A. ULMER, TREASURER, MONSANTO
CHEMICAL CO., ST. LOUIS, MO.

Mr. ULIER. My name is Fred A. Ulmer. I am treasurer of the
Monsanto Chemical Co., whose headquarters are located in St. Louis,
Mo.

My testimony today is directed to informing the Congress of an
excess profits tax credit base more equitable to many taxpayers and
less destructive to growth businesses. I shall not discuss whether the
Congress should enact an excess profits tax. There is ample testi-
mony before this committee regarding that matter.
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I am fully aware of the injustices and harmful effects of the prior
excess profits tax and oppose its reenactment. But if there is to be an
excess profits tax now or in the future, vast improvements over the
1942 Excess Profits Tax Act call and should be designed.

I have a few remarks at the end concerning the recently passed
House version of the excess profits tax. Excess profits taxation
methods have heretofore been most unfair, inflexible, and unsuited
to most taxpayers, as well as the Government, because an inequitable
tax law cannot be equitably administered.

Too much power and responsibility vested in the Commissioner
yields the errors of the human element. When the determination of
what is normal versus excess profits is rigidly fixed by statutory
formula, as in the 1942 law, then a multitude of cases suffering inequity
and injustice must be handled through relief provisions in the statute,
such as section 722 of the last act, and we have very current knowledge
that this does not accomplish its purpose, even after many years'
delay.

Who can determine, from cursory independent audit, the normal
profits of each of many thousands of business units? No single period
is fair or normal for all business. One business is depressed in any
selected period, while another is prosperous.

Nevertheless, it is demonstrable and logical that a fairer and more
accurate measure of normal profits is presellted by the long-term
statistics of each business entity, not by use of any universal fixed
formnnula. The 1942 law provides for 8 percent to 5 percent of invested
capital as the measurement of normal profit.

The untutored tyro would soon find that many businesses make
much profit from little capital-genius and industry serve as well.
Whereas in other businesses 8 percent over a long period is good
indeed. Knowing this, the 1942 Congress provided the option of an
alternative method, the use of 1936-39 average income.

What's erroneous and ineffectual about this? Primarily that the
entire base period is abnormal, as industry was recovering from the
depression of the ages and preparing for the war of the ages. Normal
only on the supposition that a collosal minus and a colossal plus yield
a normal average,

It was only by accident that the credit allowed may have been fair
in any particular case. For example, my company started two of its
largest operations in 1936-39, its phosphorus and plastics divisions,
and the birth of both was attended with the usual losses and difficul-
ties. Again in the period 1946-49 we have experienced the worst
strike in our history and the worst industrial catastrophe, the Texas
City disaster. We do not find normalcy there.

So. in search of a more ideal credit base for taxing excess profits, it
is not too difficult to find an improvement over present and past
devices.

Although all companies do not make 8 percent on invested capital,
all do, over a period of years, cut out for themselves a pattern of con-
formity with a certain fairly constant percentage of earnings on
invested capital before taxes, and a 5- to 15-year average would
approach the optimum of fair-average earnings.

For example, Monsanto, through the period 1933 to 1936, earned
an average net income before taxes of 18.02 percent on invested capital;
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the average of 1946-49 was 18.51 percent on invested capital, very
nearly the same; and the over-all average of 1935-49 was 20.66, larger
because of the war.

So earlier years do not differ much from later years. Following
are the elements of this method:

(1) First, develop normal rate of return on capital of any taxpayer
by determining the percent of net income before taxes to invested
capital over several recent years, say, several years, from 1935 to 1939,
and several of the years 1946-49.

(2) This percentage will be computed over that period fixed by
statute as to which years to take.

(3) The average of the percents will be the normal average percent
of earnings before tax to the capital invested for that particular
corporation.

(4) This percentage of normal earnings will then be multiplied by
the invested capital for the taxable year.

(5) The amount so computed under (4) will represent the normal
taxable income of the taxable year. The income above the normal
will be subject to excess profits tax.

The elements are few and simple. It seems at first that the average
of rates of return on capital invested in a base period is little, if any,
different than the average of money earnings in that same base period.

In principle and in practice there is a radical variance, and espe-
cially is this true in its applicaton to growth businesses in which con-
tinuous research and invention is their life and where larger amounts
of capital are employed each year.

We recommend the optional use by the taxpayer of several excess
profits tax credit bases, not only our rate-of-return basis but the aver-
age base-period income credit of 1947 to 1949, as heretofore recom-
mended, and the fixed 8-percent to 5-percent invested-capital base,
and preferably one or more others to insure equity and fairness to
other types of business. No one is harmed by our plan because it is
optional.

The chief advantages conducive to equitable taxation are two:
(1) Opportunity to determine and use a more normal income

measure.
(2) Automatic adjustment of the credit base to each succeeding

tax year by use of a predetermined normal rate of return on capital
applied to each tax year's invested capital.

The Treasury does not seriously suffer as indicated by the example
of the 28 large companies shown on the attached schedule, for if
option of either average income of 1947-49 or our rate of return of
1935-49 basis is granted, 13 would use the one basis, 2 would be prac-
tically identical, and 13 would prefer the other, but estimated excess
profits taxable income for 1950 would be reduced by only 5 percent
of the credit base on the over-all 28 companies.

For the 28 example companies, the estimated 1950 taxable income is
$4,500,000,000, nearly 12 percent of estimated all corporate income,
a fair sample, and the large companies pay proportionately more
excess profits tax than the small ones.

Their 1947-49 average money income will be about $3,000,000,000,
the long-term rate of return times 1950 capital is only about, in this
case, $2,750,000, and the election by each company of the best method of
the two gives $3,160,000.
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The startling fact is that real substantial relief is gained by the
growth companies. And it is a fair assumption, and several have
testified to the fact, that a taxpayer would much prefer to have a fair
choice of several credit bases, and then forego any relief claim privi-
lege, than to have a narrow, catch-as-catch-can basis of fixing normal
income and have the questionable privilege of relief claims.

It is said that excess profits tax methods based on invested capital
has been impossible of administration and were inequitable because of
the vagaries and viscissitude of definition of invested capital. How
evaluate good will, patents and processes, trademarks, et cetera ? How
evaluate large issue of shares given for a new acquisition? What to
do about "transferors' basis"?

We do have a definition to recommend, but it is well first to con-
sider that it makes little difference in the excess profits tax credit basis
we urge, so long at whatever definition is used is uniformly applied,
because if the rate of return on capital in an instant case is calculated
on exaggerated capital, the earnings-fixed-will yield a smaller rate
of return, and vice versa.

And so the normal calculated in the tax year will not be erroneously
affected, for the amount of capital invested and the rate of return will
vary inversely-will compensate errors. Consistency alone is manda-
tory.

But all true capital should be permitted in the base, i. e., long-term
debt as well as capital stock and surplus, for all companies do not
follow the same financial policy and pattern, some have large propor-
tion of debt, some none, so all must be allowed or the policy of some
companies would crucify them in this matter of rate of return on
capital.

Also, in order to fairly reflect earnings on capital invested in manu-
facturing industry, the amount of new capital added in any year
should be deferred 1 year in calculating percentage of earnings to in-
vestment because of the rather obvious fact that there is a lag of about
1 year before new capital can be converted into plant, and product
and profit start to flow.

In other words, the invested capital of the year end of 1948, say,
would form the basis for determining rate of return in 1950.

If abuse be feared that capital will be issued merely for the benefit
of excess profits tax exemption, it is quite reasonable to provide that
invested capital be limited to plant or fixed assets, inventories and
accounts receivable, so cash and marketable securities are barred.

If a taxpayer corporation has too short a history to develop its
stride, then, as in the 1918 law, it could be provided that the Commis-
sioner of Internal Revenue be empowered to use industry averages.

Charts shown herewith show several interesting sidelights and
bring the effect of our plan into high relief:

(a) That it will not deprive the Treasury is forcefully evidenced by
the showing that the proposed base equals only 92 percent of the
1947-49 average earnings, using 28 of the top big 50 industrial
companies.

(b) That use of this alternate method or the average earnings 1947-
49 method, amounts to about a 5-percent tax loss to the Treasury, and
many relief claims would be prevented.
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(c) That 13 of the 28 would have a more favorable base, two would
be practically identical, and 13 would have a less favorable base.

(d) That the 13 companies having a more favorable base under the
proposed method have increased their capital an average of 196 per-
cent from 1945 to 1949.

Therefore, it becomes evident that the alternate plan we propose
is designed for growth companies, those in which research, invention,
development, and rapidly increasing investment are most productive.

And these businesses should not be stifled since national prosperity
andl wartime strength both depend so much on such companies.

It also becomes obvious that any average of several years' earnings,
chosen in retrospect as an excess profits tax base, does irreparable dam-
age to a rapidly growing concern. Hence it should be clearly under-
stood that we propose an alternative, not a substitute, so a substantial
ilml)er of very important companies would thereby gainl equal treat-
mient before the law.

If it be objected that this is all too complex and difficult foir admin-
istraltion. I say to you a fair and equitable tax is worth a great price.
And a relief provision has exacted a high price.

These ale my reflections on the House bill presently passed. We
sincerely believe the method liereinbefore described produces the only
fair and equitablle metllod of determining normal income for growth
col)anies. The method would make expansive venturing possible,
insme stability and strength andl a profit more commensurate with
the risk.

Presently the invested capital method provides an umbrella for
tlhse companies who earn low returns on invested capital. Realis-
tically, there is no true invested capital credit base graduated to the
historical earning experience of the taxpayer. It is not adapted to
those dynamic growing companies whose earnings range upward from
12 percent.

Raising that fixed rate from a miniinuum of 5 percent to S percent
as tile House bill does, does not help the growth companies. Should

hie conlpalny earniling 5 percent on invested capital be allowed an
exemnlption of s to 12 percent while one commonly earning 20 percent
oil ilnvestmelnts be penalized because in the arbitrary fixed base period
its average earnings fail to reflect the rapid expansion of the company?

Agan ill one decade America is called upon to defend freedom, our
way of life, all we hold dlear. And again a large part of our success
wiil be due to our free enterprise alnd its ability to outproduce the
world.

Ill truth alnd justice. all should be equitably treated in taxation, and
our )rol)osed excess profits tax credit Ibase is the logical and effective
way to provide fair treatment to growing companies, both large and
small.

I do not suggest that business unjustly and inequitably taxed will
fail in its duty to produce gigantically to save this last stronghold of
freedom. I do plead with all sense of fair play and justice that this
congress s rise above all its predecessors and enact a fair aiind just excess.
profits tax law. It can be (lone.

The CH URMAN. Thank you very nimuch for your appearance.

790
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(The sidelights and observations on excess profits taxation are as
follows:)

SII)FoIGI-I'I'S AND ()BSElRVATIONS ON ExcESS PROFITS TAXATION

(Presented iy MonIsanto heroicalal Co.)

ENUMERAITION OF FAULTS AND INJUSTICES OF PREVIOUS EXCESS PROFITS TAX ACTS

1. Determination of excess profits inescapably assumes reasonably accurate
knowledge or record of normal profit. As long as excess profits are sought to
be taxed, this assumption will be present.

2. Fallacy of p esulillng that a reent prior period was normal for each and
every business entity, or that it could le made a measure of normal.

3. Falla(cy of tie alternative basis of a fixed return oil invested capital, as
though all ventures and enterplrises do protit equally.

4. Averaging earnings over 3 or 4 years to discover a norm ulnavoidably fixes
an excess profits tax on the peacetime earnings of the one or two higher earts
of those averaged, so that normal profits, not alone war or windfall profits are
excessively taxed.

5. (Grlievoln- inlm!l's a:Id injllustices o excess profits taxes of Ipast wars were
rather shoirt-lived. lunt tihe present financial ergeilency tlhriatens to contilie for
nany- ears, tliherefoie anlltiplying the harm that I destructive and unfair tax
nav cause.

;. A grave and dt-strluctive clror is involved in lhe deflationary effect of any
conliisiatory tax , the wild inflAtionary effect of c(llossal government exlpendli-
tures affects all economic activity, so, the deflationary offset of high taxation
should likewise hIe spread as widely as possilde, both for just treatment of all
persons before the law and for tile s:alntary effect of deflationaly counteraction
against the growing inflation ever present in wars and readyingl flr var.

7. As afo:esaid. the leflatiolnary effect ,f a war prilits tax should be ap-
plied impartially; buit ii its very nature it is not because it has not been found
practicable to apply it to individuals and partnerships, therefore making the
stockholder the sole victim.

8. An excess profits tax law always vacillates between two serious evils: i. e.,
(1) giving too great discretion and powers to the administrative body, the In-
ternal Revenue Bureau. or (2) giving little judgment and scope to IllI by rig-
idly limiting all taxpayers to inflexible standards, like the two credit bases in the
1942 excess profits law.

9. An arbitrary and rigid blase for fixing normal profits, like section 714 in
the act of 1942, wreaks its havoc indiscriminately, both against the taxpayer
and tax collector. Whether the rate of return Ibe set high or low. sonIee
suffers. Why the rate was set at S percent, graduated down t, 5 percent, is
probably unanswerable at this late date as it gave no relief to most indtlustries,
ibut was veritalile manna from heaven to those companies who had not averaged
that rate for years, if ever.

10. Relief revisions in excess profits tax laws like section 722' in 1942 act
and sections 327 andl 32s ,f the 191s ait are never found to )ring order iot of
chaos as expected. It was 1940 before claims of the First World War were
settled : and it loiks as though it miny be as long before section 722 claims are
settled, as thIe Cuncil is now in effect threatening to throw in the towel. So
an Excess Profits Tax Act should have a- little needle of adjustinlnts as pissihle,
and that would surely be more true if our third alternative credit basis is
granted.

11. Apparently it has been found olbjectionablle to provide more than two
alternative credit bases, lint if it is desired to tax only war or windfall profits,
then there is no valid argument against using any device, fornlrula, or earning
record that will best measure normal earning power of the taxpayer inr the tax
year involved, so only the excess will he classified for excessive taxation.

12. Why do we seek to classify growth companies for special treatment?
Largely because of the special injury to them of the inherent error in the aver-
age earnings method of the last excess profits tax law, in that no allowance
was made for investment of retained earnings, depreciation and depletion re-
serves, etc., no allowance for investment of debt proceeds, and allowance of only

8 percent of new capital; and this error anl injury was progressive in effect,
not very serious the first year after retention of profits and reserves, but ex-

panding in equitable taxation as years grow farther from the base years.
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HOW OUR EXCESS PROFITS CREDIT BASE IS DETERMINED, AND HOW IT CORRECTS 4ND

REMEDIES MANY OF THE DEFECTS OF THE 1942 ACT

Instead of using money earnings of a recent prior period, there should be an
election to use the alternative of an experienced average rate of return on cap-
ital, averaged over a reasonably long period to correct for excessive peaks and
valleys, although it is quite demonstrable and apparent that even over a short
3- or 4-year period this rate of return method has marked advantages over the
straight dollar earnings base.

If the election of more than two alternative credit bases be deemed a serious
objection, then our basis could be combined with the 1942 invested capital base
so that the taxpayer may use (a) either the average earnings of a stipulated
period, or (b) the average rate of return on capital during specified years with
the floor or minimum of 10 percent on first $5,000,000 down to, say 6 percent
on top capital.

Discussion of our plan with other tax executives brought the objection that
historical capital of the taxpayer should be adjusted to offset or remedy the
recent years decline in dollar value. It could be done on the basis of the
index of cost of living or the index of the dollar value itself or any one of
two or three other tables of Government statistics. For absolute equity and
fairness it should be done for the reason that the dollar of plant investment
of 1935-40 probably creates twice the dollar profit today as it did pre-1940.

If an excess profits tax is unavoidable, the least remedial improvement that
should be worked into the 1942 excess profits tax framework is the following:

(a) Whatever credit bases may be provided, long-term debt should be included.
(b) Each excess profits taxable year should include instead of 8 percent of

all new capital, including debt, the same percentage of that capital as the
selected credit basis is of the capital of the base period and undistributed profits
should be progressively added to the base.

(c) It is our studied opinion that the 1940 method of deducting normal tax
before the computation of excess profits tax was a much more fair device than
the method used in 1941 to 1945. Its only fault would be that it limits the
revenue. Justification for deducting the normal tax is that normal tax is
just as much an expense or cost of doing business of the taxpayer as wages,
salaries, and rents, and to realistically determine excess profits it is, of course,
necessary to deduct normal taxes. Certainly this treatment should be accorded
public utilities in order to curtail useless inflation of rates.



Illustrative excess profits tax credit bases, s28Zof 50 largestindustrial2companies

A erg Average
150 capital 150 capital Average pernt percent 1950 capital

Average times aver- times aver- percent 6 years (3 times 6 years1950 earnings percent Average Average earnings best pre- percent (3
beoetr 1950 capital age 1935 49 age 19359 best pre-419rs an 3 es prcet (3before tax earnings age Averae age 1935-49 y s on capital

(estimated) (estimated) in percentgsearnings, percent earn- war 1935-39 prewar and 3on capital, 19479 1946-49935-49 les
o c35-4l earnings on ings on capital 1942-5 and 3 best post war

capital less 1942-46 postwar years)
war years 1946-49)

SAmerican Can Co------- - --....... 2 $48, 318,059 $221,773, 817 2 14.91 $33, 075,347 $42, 959, 334 835, 765, 977 $34,354, 981 15.49 17.22 $38, 200,540
Armour & Co..-.....---.......... 30. 509,426 322, 059, 416 8. 76 28,225, 287 17,448, 221 27, 359, 635 23, 339, 645 7. 24 9. 43 30, 389, 526
Bethlehem Steel -............. .. 199,481,146 1,007,760,929 14.19 143,091,974 136,441,491 116,639,109 112,173,869 11.13 11.70 117,978,572
Borden Co--------- ......... ... .- 2 34,761,241 197,634,155 2 15. 48 30,599, 696 32, 206, 800 32, 562, 958 24, 293, 190 12. 29 14. 42 28, 500,821
Chrysler -..... .................... 2 213, 170,096 471,220,182 234.06 160,502,306 158,779, 519 127,356,962 172,080,186 36.51 44.75 210,894, 592
Continental Can Co_-----------. 46,342,884 203,985,193 2 10.51 21,438,844 21,209,746 18,648,045 22,440,411 11.10 13.03 26,593,550
Deere & Co -..Co.. 73,815, 524 190, 824,632 2 21,98 41,952, 795 47, 871,429 40,410,928 38, 706, 868 20.28 23.85 45, 526, 940
Dow Chemical Co.-------------__ 53,313,105 282,421, 290 17.15 48, 455, 021 31,987, 095 26,264,808 41,335,180 14.63 15.23 43,035, 356
E. I. du Pont.................... 391,617,976 1,239,889,290 21.36 264,939,543 264,489,216 242,318,751 252,974,612 20.40 21.32 264,431,189
Eastman---- -__...__... . . . 81,725,664 348, 000,900 24.81 86,345,760 78,320,351 70,445,457 73,080,000 21.00 21.86 76,079,760
Firestone Tire & Rubber ....... 235,389,045 236, 234, 211 2 17.95 42, 418, 215 44, 630, 922 49,656, 456 33,422, 416 14.14 17. 00 40,181,076
General Electric Co..........--... - 273,889,984 776, 885, 778 233.80 262, 618, 468 207, 296, 774 161,520, 859 176, 213,232 22.68 23.58 183,236, 280
General Foods _ _...._ 38, 494,120 160, 000,000 a 26. 80 42, 888,000 38. 263, 909 37, 404, 691 38, 350,400 23.96 26. 45 42,324, 800
CGeneral Motors, Inc ................ 1,661,346,778 2,441,343,987 27.21 664,338,526 826,833,803 623,341,602 684,723, 721 28.04 38.20 932, 739, 884
Goodyear Tire & Rubber------------ 54,761,544 236, 202, 938 21.54 50, 894, 648 54. 688, 260 64, 574, 205 37, 206, 686 15. 75 19. 50 46, 080, 830
International Business Machines---- 57, 075, 430 223,292,900 2 25. 99 58, 047,222 46, 077, 273 42, 374,563 45. 085, 069 20.19 20. 86 46, 581,130
International Paper Co .............. 114, 060, 088 300,000,000 a 16. 90 50, 709, 000 97,709, 484 87, 099, 452 52, 611,000 17. 53 22. 45 67, 371,000
Liggett & Myers Tobacco Co ....... 2 49, 324, 017 413, 203,387 2 13.16 54,377, 553 45, 769, 444 42,143, 708 49, 117, 475 11.88 13.19 54,522,173
National Dairy Products__ _..... 2 57,088,036 270, 435, 548 2 14. 83 40, 108, 296 46, 299,082 46, 431. 767 36, 387, 103 13.45 15. 61 42, 225, 806
National Distillers ................. 2 40, 055, 931 205,191, 378 2 24. 18 49,625, 535 47, 496, 454 51,886, 037 42, 244,801 20.58 27.06 55, 526, 840
Pittsburgh Plate Glass.......... 2 59,435,088 185,697,648 2 21.68 40,274,106 56, 543,936 50,173,226 42, 424,485 22. 84 26.91 49, 974,951
Procter & Gamble ._.......... .. 99,897,084 262, 979, 989 20. 87 54,886,554 78,305, 523 67, 459, 810 56, 848, 384 21.61 27. 61 72, 619, 295
Radio Corp. of America....... 70,203,286 200, 000, 000 2 19.88 39,760,000 37, 613,294 31,796, 604 35, 108, 000 17.55 18.86 37, 726, 000
Republic Steel Corp _............... 137,404,151 425,000, 000 3 10.74 44, 716,122 72,133,815 60,378, 881 44,153. 250 10.38 11.03 46. 881,750
R. J. Reynolds Tobacco -. .... ... 2 68,925, 327 433,056, 747 2 20.38 88,261,296 62,189,195 58, 969, 209 88, 040, 436 20.33 20. 44 88, 534, 121
Swift & Co 2 _........... 46,342,919 367, 861,585 2 9. 67 35, 579, 573 51,844,070 44, 600,087 27, 622, 726 7. 50 9.53 35, 079, 280
United States Steel Co----........ 407,158, 500 2,100,000,000 3 8. 43 177,177,000 256,061,906 222,528,407 167,622,000 7.98 9. 42 198,009,000
Westinghouse Electric ............... 2 110,772,670 553, 784, 632 218.85 104,438,244 101,675,365 79,194, 113 81,589,089 14.73 17.44 96, 596,654

Total- ... . - 4,554,679,119 14,276,739,532 ........... 2,759,744,931 3,003,145,711 2,559,306,307 2,533, 549, 215 _................. -[__ _ 3,017, 841, 716

1 1950 estimated earnings, 6 months on annual basis.
2 1950 not available; 1949 figures used.
a Estimated on basis of previous years.
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Monsanto Chemical Co.

Earnings be- Invested
Year flore taxes capital Percent

1935.........----------------------------------------------- $4,654,700 $23, 710, 734 19.631
1936.......------------------------------------------------. 5,634,322 31,058, 371 18.141
1937--.. - --.............. ................ . 6,192,016 37,572,482 16.480
1938......... ----------- --------- 4,144,396 47,312,596 & 760
1939...........------------------------------------------------ 7,054, 524 48,565,611 14. 25
1940..............----------------------------------------------- 10, 680,654 46,850,673 22.584
1941..........----------------------------------------------- 17,917,725 57,097,074 31.381
942..-.-..... ------------------------------------ 16,588,738 59,324,577 27.963
1943--.----------------------------------------------- 16,044,575 61,003,840 26.301
1944...........----------------------------------------------- 16,341,751 64,423,110 25.366
1945......----------------------------------------------- 16, 291,601 65, 677, 346 24. 805
1946...........----------------------------------------------- 16,665, 435 109,437,566 15. 288
1947........----------------------------------------------- 25,940,996 117,269,745 22.120
1948..... ----------------------------------------------- 28, 434, 771 150, 601,470 18.881
1949 ----------------------------------------------- 28,092,135 157,736,035 17.810
1950, estimated ------------------------------------- '44,122,000 180,000,000

15-year average return on investment--....---------------------.. . . .....- 20.67

1. Average percent of 1935-49 ----------------------------------------------------------------- 20.67
2. Average percent of 1935-49 less 1942-45 war years----.--.-.---------.---.----..-.--- 18.69
3. 1950 capital times average percent 1935-49 ............................--------------------------------------- $37,206, 000
4. 1950 capital times average percent 1935-49 less war years.---------------------------8_ $33,642,000
5. Average earnings 1946-49.......--------------------------------------------------- $24,783,334
6. Average earnings 1947-49 ...........--------------------------------------------------- $27,489,300
7. Average percent 1947-49 earnings on capital...........----------------------------------------- 19.603
8. 1950 capital times 1947-49 average percent earnings on capital.----.---.--.-.. -............ $35,285,400

I 6 months on annual basis.
2 Estimated.

International Shoe Co.

Year Earnings Investedbefore taxes capital Percent

1935...............---------------------------------------------- $10, 031, 600 $78, 283,129 12. 814
1936...............----------------------------------------------- 9, 771,445 79,183,655 12.340
1937.-...-.-..... -------.---------------------...... . 7,394,495 78, 772, 472 9.387
1938...........----------------------------------------------- 4,890, 762 77,195, 234 6.335
1939--.....-.. --.-.-.-.-.---.--.--.--................. 8,061,897 77,937,168 10.344
1940.....................----------------------------------------------- 8,122,117 78, 560,805 10.339
1941-.------.-....--.---.-.--..--....-................ 9,691,080 79, 082,842 11.711
1942--.----------------------------------------------- 17, 084,161 80, 063, 635 21.338
1943............----------------------------------------------- 19, 283, 181 80, 788, 203 23.869
1944-----......-..-...-..............--------------. 11, 219,835 80, 738, 357 16, 375
1945.........----------------------------------------------- 10,671,210 80,293,997 13.290
1946...............----------------------------------------------- 2,196, 367 79,729,698 2.755
1947.................----------------------------------------------- 22, 533, 780 88.212, 734 25.545
1948---.----------------------------------------------- 21,923, 601 91,832,931 23.873
1949----.----------------------------------------------- 12, 285, 309 89,797, 221 13.681
1950 estimate-.--.-.-.. ----..----................... I 14,903,600 89, 762, 464 .....

15-year average return on investment...-..----.. ,............ _ ,................-- 14.27

1. Average percent of 1935-49 --------------------------------------------------------- 14.27
2. Average percent of 1935-49 less 1942-45 war years -....___-----.-...................... . 12.65
3. 1950 capital multiplied by average percent 1935-49 . -------------------------------- $12 , 809,103
4. 1950 capital multiplied by average percent 1935-49 less war years.....---------------------- $11,354, 951
5. Average earnings 1946-49.--...--------------------------------------------------- $14,734,764
6. Average earnings 1947-49 --------------------------------------------------- $18,914,230
7. Average percent 1947-49 earnings on capital..................----:------------ 21.033
8. 1950 capital multiplied by 1947-49 average percent earnings on capital--.----------------- $18, 879, 739

1 6 months on annual basis.
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1950 INCOME AND PROPOSED E P TAX METHODS
USING 28 OF 5O LARGEST INDUSTRIAL COMPANIES
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GROWTH COMPANY... EARNINGS
SHOWING VARIOUS INTERPRETATIONS OF EXESS PROFITS
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The CHAIRMAN. Mr. Terborgh, will you kindly identify yourself
for the record?

STATEMENT OF GEORGE TERBORGH, RESEARCH DIRECTOR,
MACHINERY AND ALLIED PRODUCTS INSTITUTE

Mr. TERBORGH. I am George Terborgh, research director of the
Machinery and Allied Products Institute, 1236 Twentieth Street, of
this city. Within the 10-minute time limit it is obviously impossible
for me to give a complete statement of the views and position of the
institute on the excess profits tax, and not even on the pending bill.
We did present to the Ways and Means Committee of the House an
extended statement and I have taken the liberty of supplying a copy
of it to each member of this committee in the pamphlet form in which
it was printed under the heading "The defense program and the excess
profits tax."

If you think it appropriate to incorporate it in the record of this
proceeding, of course we would appreciate it, but I don't know
whether that is according to the rules

The CHAIRMAN. It is already in the record.
Mr. TERBORGH. It is in the record of the Ways and Means Com-

mittee, that is correct. Let me simply run down the list of recom-
mendations we made without comment and then devote my attention
to the provisions of the pending bill.

We propose that whatever the revenue requirements may be on
corporations, they be raised by a "defense profits tax" or "defense
surtax" imposed at a flat rate and specifically identified as the amount

in excess of the preemergency rate of 38 percent. I will advert to
that in a moment, but let me go on to give the recommendations we

made as to the provisions of an excess profits tax if there was to be
such a tax:

~I
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1. Compute the excess profits credit after normal tax and surtax.
2. Permit the taxpayer as an average-earnings credit the best 3 of

the 4 years 1946-49, with an adjustment for increased earnings during
the period.

3. Allow as an alternative credit an income plus after taxes equal
to an 8-percent return on invested capital.

4. Graduate the tax rates on excess profits in accordance with the
degree of excessiveness.

5. Make adequate provision for growing enterprises.
6. Reenact the relief provisions of the wartime law with some modi-

fications, adding the right of a company to elect its prewar earnings
base if higher than its postwar base, and reorganize the review of
claims.

7. Provide a 3-year carry-back and a 6-year carry-over of unused
excess profits credits.

8. Liberalize depreciation allowances and provide acceleration for
intensified use.

9. Apply the tax initially to the taxable year 1951.
10. Set a definite termination date.
These recommendations we still adhere to, but they were, of course,

made before we had any specific bill to address ourselves to. I want
to talk about H. R. 9817. First, however, let me reaffirm our opposition
to any excess profits tax at all at this time.

Mind you, we are not raising a question of revenue. If you gentle-
men say that $4,000,000,000 more should be raised from corporations,
we accept that verdict. It is entirely a question of the way the burden
should be distributed. It is widely considered that an excess profits
tax, for some reason or other, yields greater equity under conditions
like these than a flat rate tax yielding like revenue.

We dissent from that proposition completely. The only practicable
techniques for identifying excess profits are so faulty that they are
bound to generate more inequity than they cure and especially if con-
tinued in operation for any length of time. What they are supposed
to capture is profits during the defense period that would not have
been made had the defense emergency not come along. Lacking any
criterion of what would have happened in that contingency, we have
to fall back on a historical base period which results in tying and
chaining each company to its own past, and it multiplies inequities
on a huge scale as we go along.

I call the attention of the committee to the fact that you could put
in a law comparable to the pending law in time of profound peace and
it would begin signaling excess profits on a huge scale and on an
increasing scale with the passage of time. If a law will falsely signal
excess profits when there are not any, how can such a law be expected
to identify and screen out excess profits in a period of a defense
emergency.

I want to also point out that all profits from the defense program
itself will be subject to renegotiation before the tax law is applied,
and that, of course, is the area in which the greatest opportunity for
unusual profits will appear. We don't believe that there is any balance
of equity in favor of this tax. We think it will breed more inequity
than it cures.

As for the economic consequences, you will no doubt listen to testi-
mony on that to which I can add very little except to say that we are
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hearing so much these days about the prime necessity of maintaining
an expanding economy, building up American productivity, and this
is the tax which will bear with differential and discriminatory effect
on expanding and growing enterprises.

Now, let me comment a little on H. R. 9827. I want to talk about
three provisions only:

1. The limitation of the earnings credit to 85 percent.
2. The use of a flat-rate excess profits tax.
3. The proposed relief provision.
It seems to me it makes no sense to take 85 percent of base period

earnings rather than a hundred percent unless it can be shown that
base period earnings were for some reason abnormally high. That
was the argument used by the Secretary of the Treasury in urging that
the cut-back be 25 percent, which appeared as 15 in the House bill.

In taking that position, the Secretary gave currency to one of the
great illusions of the postwar era. I would like to call attention to
the chart which is on the back of my statement, which shows corporate
profits as a percentage of sales for the past 41 years and which clearly
shows that the base period average for 1946 to 1949 is substantially
lower than the average for the entire 21 years prior to the great
depression. It is absurd, therefore, to reduce base period earnings
by 25 percent or even 15 percent. Now, a comment on the use of a
flat rate.

The bill apparently assumes that there are no degrees of excessive-
ness and that every dollar ought to be taxed like every other dollar.
We see no sense in that view. If the concept of excessiveness has
any meaning. it must admit of degrees. Corporate profits before taxes
can't be excessive. It is an absurd conception to adjudge the exces-
siveness of profits before taxes. We propose that the excess profits
rate be graduated in accordance with the degree of excessiveness in
successive brackets based on the relation of the excess profits net income
to the amount of the credit, not, of course, on an absolute graduation
such as was incorporated in the excess profits tax of 1940.

We suggest that the first bracket rate apply to excess profits up to
50 percent of the credit; the second to such profits in excess of 50 per-
cent of the credit but not over 100 percent; the third to profits above
100 percent but not over 150 percent; and the fourth to all profits above
150 percent.

A graduated structure of this sort would permit the taxation at a
moderate rate of profits that are just over the credit, the excessiveness
of which is at best debatable, and a higher rate on profits of less
uncertain status.

Senator KERR. DO I understand that you are recommending the
principle of a graduated tax on corporations?

Mr. TERBOROH. Not by amounts of income. Not under any circum-
stances by amounts of income, but rather by degrees of excessiveness
as defined by the relation

Senator KERR. Do you think if you got the graduated principle
in on the one hand that it would thereby be easier to keep it out with
reference to other types of cases?

Mr. TERBORH. There may be some risk in that, of which we are
aware, but I think there is an absolutely clear distinction between a
graduation by size or amount of income, to which we are uncondi-
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tionally opposed, and a graduation of an excess profits tax rate in
accordance with the degree of excessiveness.

A very small company could have a very highly excessive profit
and pay at the top rate. A large company, on the other hand, could
pay at the first bracket rate, depending on the relation between the
excess profits net income and the amount of the credit.

Senator MILLIKIN. The progressive individual income tax rests in
part on the degree of excessiveness.

Mr. TERBORGH. I forgot to look at the clock when I came up here.
I suppose I have a minute or two, do I not?

The CHAIRMAN. Yes, sir.
Mr. TERBRGH. That would leave me a little time to comment on the

relief provisions in the House bill. Our own approach to this relief
headache was to broaden the provisions of section 722 somewhat and
take the administration completely out of the Treasury Department
and put it in the hands of independent boards more or less comparable
to the renegotiation boards.

This bill seizes the other horn of the dilemma and proposes, instead
of frankly acknowledging the discretionary character of relief cases
and the necessity for informed common-sense judgment on an arbitrary
basis, it goes in the other direction to try to set up a formula listing
an approach which will obviate the necessity of administrative
discretion.

I think that this attempt offers some possibilities, and it is certainly
very interesting, but as it is embodied in the pending bill, it serves to
restrict the eligibility for relief and the relief given to excessively
narrow limits. It eliminates eight separate grounds for relief which
were included in section 722 and which are enumerated on pages 6 and
7 of my statement, and with respect to the essential two grounds which
are left, it makes very onerous restrictions.

The first of these grounds is that the taxpayer was subject to excep-
tional physical or economic events during the base period. If you
look at the relief given for a taxpayer establishing eligibility under
that provision, you will find that if he has got only 1 year of sub-
normality, he may come out very well, but if he is unfortunate enough
to have four depressed years, he can get no relief whatsoever from the
provision.

Our recommendation is that a taxpayer who can establish eligibility
under that provision be allowed the same kind of relief that is allowed
in other cases and for growth companies, namely, that he can take, if
he elects, the average earnings rate of his industry during the base
period and apply it to his own investment in that period.

The other provision that survives is a change in the products or
services furnished. There the relief is fairly adequate if the taxpayer
can establish eligibility, but the limitations are so exacting that very
few taxpayers will ever become eligible because it requires the intro-
duction of a new product of such tremendous importance in the tax-
payer's business that within 3 years from the time of introduction, it
accounts for more than one-third of his total net income, and further
that his net income in one of those years must exceed 125 percent of
such income before the introduction of this new product.

Obviously, that excludes any company that is introducing a multi-
plicity of new products, no one of which builds up over a 3-year period
to a third of its net income. I venture to say that an exceedingly small
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proportion of concerns will ever be able to take advantage of that
provision because of the difficulty of making the eligibility hurdle.

Finally, our recommendation as to that is that the hurdles be re-
moved and that some definition of the new product and a new produce
and service less prohibitive than that be introduced to make the section
of some real significance, but more broadly than that, that we reinstate,
not necessarily in the same language, but that we reinstate substan-
tially the same grounds for relief that were in section 722 and that
have now been stricken, and that we take out of the Treasury and
place in the hands of an independent administrative organization the
question of determining the taxpayer's eligibility under that expanded
gamut of relief provisions.

Thank you.
The CHAIRMAN. Thank you very much. Do you wish to put your

brief in in full?
Mr. TERBORGH. Yes, if I may; I will file this for the record.
(The brief is as follows:)

STATEMENT OF GEORGE TERBORGH, RESEARCH DIRECTOR, MACHINERY AND ALLIED
PRODUCTS INSTITUTE 1

Mr. Chairman and gentlemen of the committee, it is obviously impossible in the
10 minutes at my disposal to present an adequate statement of our views on the
excess profits tax in general, or even on the provisions of H. R. 9827. Since
we have presented to the House Ways and Means Committee a full statement of
our position, I have taken the liberty of supplying a copy of that statement to
each member of this committee, printed in pamphlet form under the heading
"The defense program and the excess profits tax." If you think it appropriate
to incorporate it in the record of this proceeding, we shall of course appreci-
ate it.

Under the prescribed time limit, I shall have to be content with a bare re-
capitulation of our recommendations in that document.

SUMMARY OF RECOMMENDATIONS

1. Increased corporate taxes resulting from the defense emergency should fall
on all income alike, without distinction as to "excess" or "normal."

2. Additions to the preemergency rate of 38 percent should be specifically
designated as a "defense profits tax" or a "defense surtax."

3. Such additions should be imposed for a limited period only, subject, if neces-
sary, to periodic renewal.

While we oppose an excess profits tax under present conditions, we recommend
the following provisions if there is to be one:

1. Compute the excess profits credit after normal tax and surtax.
2. Permit the taxpayer as an average-earnings credit the best 3 of the 4

years 1946-49, with an adjustment for increased earnings during the period.
3. Allow as an alternative credit an income after taxes equal to an 8 per-

cent return on invested capital.
4. Graduate the tax rates on excess profits in accordance with the degree

of excessiveness.
5. Make adequate provision for growing enterprises.
6. Reenact the relief provisions of the wartime law with some modifica-

tions, adding the right of a company to elect its prewar earnings base if
higher than its postwar base, and reorganize the review of claims.

7. Proved a 3-year carry-back and a 6-year carry-over of unused excess
profits credits.

8. Liberalize depreciation allowances and provide acceleration for inten-
sified use.

9. Apply the tax initially to the taxable year 1951.
10. Set a definite termination date.

SSubject to amplification In oral testimony.
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While these recommendations still represent our best judgment, they were
prepared before the excess profits tax bill had been drafted. Since we now have
H. R. 9827 to consider, it is appropriate that I address my remarks to the pro-
visions of that bill, of which I shall have time to consider only three. Before I do
this, however, I must take a moment to reaffirm the opposition of the Machinery
Institute to any excess profits tax at all at this time.

OBJECTIONS TO AN EXCESS PROFITS TAX

Let me make it perfectly clear that we do not undertake to prescribe how
much additional revenue should be raised by taxes on corporate incomes. If
the Congress decides that it is necessary and desirable to raise $4,000,000,000
more from this source, we accept the verdict. Our representations have to do
wholly with the manner in which the burden should be distributed among cor-
porate taxpayers. As the foregoing summary of recommendations indicates, we
believe that the added revenue should come from a flat-rate defense profits tax
superimposed on the preemergency rate of 38 percent.

The proponents of the excess profits tax appear to believe that it provides a
more equitable way of raising additional revenue than a flat-rate increase, hence
that we are constrained to adopt this device on moral grounds. This is, in our
judgment, an illusion. The only practicable techniques for identifying so-called
excess profits are so faulty that they are bound to generate more inequity than
they cure, especially if continued in operation for any length of time.

The basic concept of "excess" profits relates to profits made during the
defense emergency that would not have been made in the same taxable years in
the absence of the emergency, hence that are attributable to the defense pro-
gram itself. Since there is no way to measure the profits that would have been
made had the emergency not appeared, it is necessary to fall back on the earn-
ings of some prior period as a substitute for the correct, but unavailable,
measure. This substitute is a sorry one indeed, for it not only chains each
company to its own past; it creates and multiplies inequities on a gigantic
scale.

To show the failure of this base period test of normal profits to identify profits
generated by, and attributable to, the defense emergency, I invite the committee
to consider what would happen if H. R. 9827 or its equivalent were imposed
in a period of profound peace. In the first year of its application it would
stigmatize a large volume of profits as "excess" and the volume would in-
crease from year to year as the base period receded into the background and as
growth and economic change shifted the pattern of profit distribution. It is
pertinent to ask how a device that would falsely stigmatize profits as "excess"
if applied in time of peace can be expected correctly to identify such profits in a
defense emergency. The answer is, of course, that it cannot. We sincerely be-
lieve that an excess profits tax imposed now would work more inequity than
equity.

This conviction is fortified by the knowledge that profits arising from de-
fense production itself will be reviewed and adjusted by the renegotiation
boards before corporate taxes take effect. It is, of course, in defense production
that the greatest opportunities for exceptional profits will occur, and their sub-
jection to renegotiation narrows very drastically the area for which an excess
profits tax could even theoretically be desirable.

If the excess profits tax is so doubtful as an instrument of equity it is even
more doubtful from the standpoint of economic policy. For it not only encour-
ages wastefulness and laxity in the use of productive resources; it falls with
special gravity and with discriminatory effect on the more efficient and rapidly
growing enterprises whose expansion is the mainspring of economic progress.
As it impairs the incentive to further growth by such enterprises, it cuts down
drastically the retained earnings from which such growth must be largely
financed. Thus, the tax lessens the intensity and effectiveness of competition
and holds an umbrella over the incompetent who would otherwise be eliminated.

COMMENTS ON H. R. 9827

As I indicated earlier, time does not permit me even to touch on all the
features of the pending bill which deserve comment and discussion. I shall
limit myself therefore to three provisions, the limitation of the average earn-
ings credit to 85 percent, the use of a flat excess profits tax rate, and the proposed
relief provisions.
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The 85 percent credit
Since the whole purpose of this tax is to identify abnormal or "excess" profits,

the limitation of the base period earnings credit to 85 percent makes no sense
unless such earnings were themselves abnormally high. In requesting a 75-
percent limitation, the Secretary of the Treasury indicated that this was in fact
the case. Here he was grievously in error in giving currency to one of the great
popular illusions of the postwar era. I invite your attention to the attached chart
which presents corporate profits as a percentage of sales since 1909. You will
notice that the average profits-to-sales ratio for the proposed base period 1946-49
was substantially below the average for the predepression period 1909-29, and
that in none of the base years did the ratio reach that average. By any reasonable
historical test, base period profits were, if anything, subnormal. It is absurd,
therefore, to reduce them by 25, or even by 15, percent, to obtain a measure
of normal.

The fiat rate
The flat-rate tax imposed by H. R. 9827 apparently assumes that there are no

degrees of excessiveness, hence that every dollar above the credit should be taxed
the same as every other. To this view we are unable to subscribe. If the concept
of excessiveness has any meaning, it must admit of degrees and these should be
considered for tax purposes. An appropriate graduation of rates, ascending with
increasing excessiveness, seems to us not only sound in principle but desirable
in practice.

The basis for graduation, I hasten to add, should not be the absolute size or
amount of excess profit. As the Machinery Institute has repeatedly stressed
before this committee, tax progression on the basis of size has no place in the
corporate area. What we are asking for is a progression based on the relation
between the excess profits and the excess profits credit. We suggest that the
first bracket rate apply to excess profits up to 50 percent of the credit; the second
to such profits in excess of 50 percent of the credit but not over 100 percent;
the third to profits above 100 percent but not over 150 percent; and the fourth to
all profits above 150 percent.

Such a graduated structure would permit a relatively low rate on profits only
moderately over the credit, the excessiveness of which is at best debatable, and
higher rates on profits of less uncertain status. In this way it would minimize
the importance of the precise dividing line between normal and excess profits,
and would reduce substantially the hardships and controversies inseparable from
this type of taxation.

Relief provisions
In its statement to the House Ways and Means Committee, the institute advo-

cated the retention of substantially the provisions of section 722 of the wartime
law, with a complete overhaul of the administration of relief. It suggested
placing the responsibility in a special agency independent of the Treasury and
modeled generally on the set-up for contract renegotiation. By this approach
it sought to substitute informed judgment, applied in a bold, nontechnical manner,
for the legalistic morass into which the administration of general relief has
sunk under the Treasury. The pending bill takes an opposite course. Instead
of giving wider discretion to a responsible authority, it proposes a drastic nar-
rowing of the area of administration by substituting precise formulas both as
to eligibility for relief and as to the amount of relief to be granted.

This approach is an interesting one and might conceivably offer a way out
of a difficult problem. As embodied in H. R. 9827, however, it is too narrowly
restricted to be at all adequate.

The proposed relief provisions exclude not less than eight important grounds
for relief which were available to the taxpayer under section 722 of the wartime
statute. These grounds are as follows:

1. That the industry of which the taxpayer was a member was depressed
by reason of temporary economic events unusual in the case of the industry
(sec. 722 (b) (2)) ;

2. That the business of the taxpayer was depressed in the base period by
reason of conditions generally prevailing in the industry, subjecting the tax-
payer to a profit cycle differing materially in length and amplitude from the
general business cycle (sec. 722 (b) (3) (A)) ;

3. That the business of the taxpayer was depressed by reason of conditions
generally prevailing in the industry, subjecting the taxpayer to sporadic and
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intermittent high production and profits, such periods being inadequately
represented in the base period (sec. 722 (b) (5) (B)) ;

4. That there was a change in the operation or management of the business
in the base period (sec. 722 (b) (4)) ;

5. That there was a change in the base period in the capacity for produc-
tion or operation (sec. 722 (b) (4)) ;

6. That there was a change in the ratio of nonborrowed capital to total
capital (sec. 722 (b) (4)) ;

7. That the taxpayer acquired during the base period all or part of the
assets of a competitor, with a diminution or elimination of the competition
of such competitor (sec. 722 (b) (4)) ; and

8. That there was "any other factor affecting the taxpayer's business which
reasonably may be considered as resulting in an inadequate standard of
earnings during a base period" (sec. 722 (b) (5)).

As it now reads, H. R. 9827 limits general relief (1) to abnormalities arising
from interruptions or curtailments of normal production because of temporary
occurrences, either physical or economic, unusual in the experience of the tax-
payer, and (2) to changes in products or services. Not only are the grounds for
relief drastically limited in the second case, as I shall point out in a moment; the
income adjustment in the first case is determined by a formula which can result
in a complete denial of relief.

The formula for deriving the constructive base period net income when the
relief claim arises from temporary and abnormal physical or economic events
may work passably well for a company having one or more normal years in
the base period, but it is utterly valueless to concerns that were the victims of
abnormalities affecting the entire period, and which lack even one normal year
on which to base the formula adjustment. As the committee well knows, there
are whole industries, such as machine tools and aircraft manufacture, for
example, for which all 4 years 1946-49 have been subnormal, and of which many
member companies would be deprived of general relief under the scheme
proposed.

When we turn to the second surviving ground for relief, a change in the
products or services furnished, we find limitations on eligibility to relief which
are exceedingly restrictive. To claim eligibility under this provsion, a taxpayer
must show that a new product or service introduced during the base period
produced more than one-third of its entire net income by the end of the third
year following the introduction, and further that its total net income in one
of these years was more than 125 percent of its income prior to the change in
product or service. These restrictions exclude all but the small minority of
cases where changes have been so concentrated in one product that earnings
therefrom climb rapidly to the required level. Comparatively few taxpayers
with new products can hope to establish eligibility for relief under this
provision.

If the constructive base period net income is to be derived by formula, rather
than by the judgment of administrative authorities, we must broaden the grounds
for relief beyond those in the bill and improve the character of the relief where
eligibility can be established. We propose specifically that the statement of
grounds be liberalized in line with section 722 of the wartime law, and that all
claimants establishing eligibility for relief on these grounds be allowed, as a
constructive base period income, a return on total assets equal to the average
base period return of their own industries as determined and promulgated by
the Treasury. This would give all relief cases the same alternative now pre-
scribed by the bill for companies eligible on the ground of changed product or
service (sec. 443) and for new and growth companies (sec. 444).

As a further measure of relief for companies in industries with depressed base-
period earnings, which companies would of course fail of relief under the fore-
going proposal, we suggest the right to elect their own earnings of 1936-39 (best
3 of the 4 years) if higher than other excess profits credits available to them.
This alternative would provide a modest but much-needed relief in a few cases
not otherwise adequately covered.

I may add as a final observation on the subject of general relief that while
it may be practicable to determine the constructive base period net income by
formula, once the eligibility of the taxpayer for relief has been established, the
establishment of such eligibility can completely bog down the administrative
process if it is handled by the conventional legalistic approach of the regular
tax authorities. We can still have a repetition of the horrors of section 722.
We suggest, therefore, that the committee give serious consideration to our
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proposal that an administrative organization be set up independent of the
Treasury, after the model of the contract renegotiation boards.

While these suggestions by no means exhaust our recommendations on the
excess profits tax, they are all that time permits on this occasion. Let me
remind the committee again of the more complete discussion in our statement
before the Ways and Means Committee. Thank you.

Corporate Profits After Taxes as a Percentage of Corporate Sales
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Prepared by Machinery and Allied Products Institute.

The ChAMMAN. Mr. S. H. Davis.

STATEMENT OF S. H. DAVIS, OZARK MAHONING CO., TULSA, OKLA.

Mr. DAws. I am S. H. Davis, of Tulsa, Okla., and this is Mr. C.
L. Anderson.

Senator KERR. This is one of the men who has a great interest in

the State of Oklahoma. He has an interest in Illinois and Kentucky,
also. We are glad that he represents interests in the great State of
Oklahoma.

Mr. DAVIS. Thank you. It so happens that the thing I want to talk

about is fluorspar, a strategic mineral, and we do not have anything
to do with that in Oklahoma. We have a chemical-manufacturing
business which is based in Oklahoma, but our mining business is based

in these other States. I will read just the forepart of this statement

and then fill it in to save time.
I represent the Ozark-Mahoning Co., of Tulsa, Okla., producers

and processors of fluorspar. This company produces the bulk of the

acid grade of fluorspar consumed in this country in the chemical and

aluminum industries.
The Ways and Means Committee, in drafting H. R. 9827, preserved

the old section 731 as section 448 in the new bill, these sections relat-

ing to the exemption of strategic minerals from excess profits tax, and

fluorspar is included in the House bill.
Fluorspar is a strategic mineral. It was so designated in World

War II and now the Munitions Board, by Order 15-18, issued Sep-
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tember 26, 1950, designated fluorspar as both a critical and a strategic
mineral. I would like to place the Munitions Board Order in my
statement in the record.

The CHAIRMAN. You may do so.
(The order referred to is as follows:)

DEPARTMENT OF DEFENSE,
MUNITIONS BOARD,

Washington 25, D. C. September 26, 1950.

MB Order No. 51-18
Subject: Current List of Strategic and Critical Materials for Stockpiling.

1. Pursuant to section 2 (a) of Public Law 520, Seventy-ninth Congress, the
following materials have been determined to be strategic and critical under the
provisions of the act.

2. The following materials will be acquired through purchases pursuant to
section 3 (a) and by transfer of Government-owned surpluses pursuant to section
6 (a) of Public Law 520, Seventy-ninth Congress, and constitute group I:

Agar Kyanite
Aluminum Lead
Antimony Manganese ore
Asbestos Battery grade

Amosite Chemical grade
Chrysotile Metalugrical grade
Crocidolite Molybdenum

Bauxite Mercury
Metal grade Mica
Abrasive grade

Beryl
Bismuth
Cadmium
Castor oil
Celestite
Chromite

Chemical grade
Metallurgical grade
Refractory grade

Cobalt
Coconut oil
Columbite
Copper
Cordage fibers

Manila
Sisal

Corundum
Diamonds, industrial
Emetine
Feathers and down
Graphite

Amorphous lump
Crystalline flake

Crucible grade
Lubricant and packing grade

Hyoscine
Iodine
Jewel bearings

Instrument jewels, except V jewels
Sapphire and Ruby V jewels
Watch and time-keeping device

jewels

Muscovite block, good stained and
better

Muscovite film
Muscovite splittings
Phlogopite splittings

Monazite
Nickel
Opium
Palm oil
Platinum group metals

Iridium
Platinum

Pyrethrum
Quartz crystals
Quebracho
Quinidine
Quinine
Rubber, crude natural
Sapphire, and ruby
Shellac
Silk
Sperm oil
Talc, steatite, block
Tantalite
Tin
Tungsten
Vanadium
Zinc
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3. The following materials will be acquired only through transfer of Gov-
ernment-owned surpluses pursuant to section 6 (a) of Public Law 520, Seventy-
ninth Congress, and constitute group II :

Cryolite, natural Pepper
Diamond dies Platinum-group metals
Fluorspar Osmium

Acid grade Palladiumn
Metalurgical grade Rhodium

Graphite Ruthenium
Crystalline fines RIutile

Magnesium Selenium
Mica Talc, steatite, ground

Muscovite block, stained and lower Zirconium ores
Phlogopite block Baddeleyite

Optical glass Zircon
4. This order supersedes MB Order No. 51-6 dated July 26, 1950.

PATRICK W. TIMBERLAKE,
Major General, United States Air Force,

Director of the Staff.

Mr. DAvS. Fluorspar is used in the open-hearth steel furnaces
where it increases the capacity of the furnace. If steel ingot capac-
ity is to be increased, we must have an adequate supply of fluorspar.
It takes 6 pounds of fluorspar for every ton of steel produced. That
is the principal use of fluorspar in industry. We also produce the
metallurgical grade, but our principal produce is the acid grade,
and that is the one that we are vitally concerned with, because those
people who are our customers and are using it are looking to us for
their supply.

The increased output of aluminum called for in the preparedness
program will necessitate 40,000 to 80,000 tons additional acid-grade
fluorspar annually. There is no substitute for fluorspar in the pro-
duction of aluminum.

We operate mines in Illinois, Kentucky, Colorado, and New Mex-
ico, and buy crude ore and partially prepared ore from many small
producers in this country, and we buy foreign ores. We are the
largest producers of acid grade in this country and are operating at
capacity.

In addition to its use in steel and aluminum manufacture, it has
other uses. It is used in the atomic bomb according to the official
Government report.

If the preparedness program is carried out-particularly the ex-
pansion of the aluminum capacity-hundreds of millions will be
spent. To fall short of a supply of fluorspar would be a tragic
mistake, as there are no substitutes.

Importations are growing. We import-that is, our company-
1,500 tons per month from Spain. Before World War II importa-
tions were negligible. Last year on the order of 31 to 32 percent of
the domestic consumption came from imports, and the imports are
growing all the time.

Senator MILLIKIN. What percentage?
Mr. DAVIS. Last year it was about 31 to 32 percent. Before World

War II it was practically nothing.
Senator MILLIN. If we got into World War III, those imports

would be seriously curtailed?
Mr. DAvIS. The situation in fluorspar is very critical. I am wor-

ried about it, because these companies look to us for their supply.
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Senator MILLIKIN. Therefore you want to build up your domestic
supplies?

Mr. DAVIS. We have got to. WVe have got to do everything we can.
We have got to get importations, too, insofar as we can. For in-
stance, Reynolds Metals, which is, I guess, the second largest alumi-
num producer, we furnish them all of their fluorspar, and with this
expansion we have got to get more fluorspar, and just how we are
going to get it I do not know. We have already combed the West
and Mexico and other foreign countries. There are many deposits
of fluorspar in the Western States-Colorado, for instance-there
are a number of producing areas out there, and we are operating
one mill and several mines, and there are other places where we can
get it, but it is always a small tonnage. Those are not big deposits.
There are 10,000, 20,000, or 30,000 tons in each individual ore body,
and you have got to get it from a lot of different sources.

Senator KERR. Do those usually occur in ignious rock?
Mr. DAVIS. In Colorado it occurs in granite. In the Illinois dis-

trict and Kentucky it is in sedimental rock. Ordinarily it is asso-
ciated ignious emanation because fluorin is one of those elements
which come from depth, they say. I would say it is about 50-50.
Generally in the West it is in granite and in the East it is in sedi-
mentary rocks.

We in the fluorspar industry wish to do all we can to further pre-
paredness program irrespective of profits. We, however, obtain
much of our ore from many small operators and must obtain more. To
impose a tax which will retard production of this mineral will leave
particularly the many small operators without funds to search for
and develop further supplies.

We believe the public interest would be served by the inclusion of
fluorspar in the list of strategic minerals to be exempted from excess
profits tax, for the following reason :

1. The supply situation is already acute. Ozark-Mahoning Co.
has supplemented its domestic supply of fluorspar by imports of 1,500
tons per month from Spain, an uncertain market, and is combing
world markets for additional material because it is unable to supply
the demand.

2. Fluorspar increases the capacity of the open-hearth steel furnace
by making the slag more liquid and allowing the furnace to operate
at higher capacity and at a lower temperature, thus prolonging the
life of the furnace. Steel requires 6 pounds of fluorspar per ton of
ingot steel. Steel used 58 percent of the total supply of fluorspar in
1947, 61 percent in 1948, and 58 percent in 1949.

3. The increased use of fluorspar in the last war outran, percentage-
wise, all nonferrous metals or steel, by manyfold. The War Produc-
tion Board, in the last war, first made fluorspar a critical mineral,
then recommended it to the Congress as a strategic mineral.

4. In aluminum production, about 160 pounds of fluorspar are re-
quired for each ton of aluminum manufactured. As we understand
it, the defense program calls for an expansion in the aluminum in-
dustry of about one-half million tons of aluminum per year. This
increased aluminum capacity would require in the neighborhood of
40,000 tons additional acid-grade fluorspar. Hydrofluoric acid,
chiefly used in aluminum production, consumed 26 percent of the
total supply in 1947, 24 percent in 1948, and 27 percent in 1949.
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5. Fluorspar, by way of hydrofluoric acid manufactured there-
from, was extensively used in World War II in the processing of 100-
octane gasoline. Many of the gasoline plants using hydrofluoric acid
for this purpose were shut down immediately after the end of World
War II, and the rehabilitation in 1950 has been to date very slow.
If they are put back into use on anything like that basis observed
during the last war, consumption of acid-grade fluorspar will exceed
20,000 tons annually for this use.

6. Fluorspar enters into freon, which constitutes 90 percent of the
contents of the aersol and DDT bombs which, due to their use in
insect control, contributed to the effectiveness of the Armed Forces
in the Mediterranean and Pacific theaters.

7. It was learned, after the Second World War, that fluorspar was
used in connection with the atom-bomb development. Dr. H. D.
Smyth, in the official report on atomic energy for military purposes,
said:

The two most promising methods of separating large quantities of U-235
from U-238 were the use of centrifuges and by use of diffusing through porous
barriers. Each method required the uranium to be in gaseous form, which was
an immediate and serious limitation since the only suitable gaseous compound
of uranium then known was uranium ]hexafluoride (p. 691).

And on page 159:
Since uranium itself is not a gas, some gaseous compound or uranium must

be used. The only one obviously suitable is uranium hexafluoride.

A ready source of fluorine is as essential as the uranium itself.
Fluorspar is produced and used in three grades designated as

(a) metallurgical, 85 percent CaF 2 , (b) ceramic, 95 percent CaF2,, (c)
acid or chemical, 97 percent CaF2. The metallurgical grade is u;ed
principally in making steel; the lesser amounts of this grade are used
by foundries and in electric steel furnaces. Open-hearth furnaces
steel capacity is accelerated by the use of fluorspar.

The ceramic grade is used in opaque glass and in dense enamels,
some of which are used as facings and coatings on sanitary bath-
rooms, hospitals, and plumbing fixtures, tablet tops, stoves, refrigerat-
ors, facilities on ships, and so forth.

The chemical or acid grade is the only acceptable economic raw
material for the preparation of hydrofluoric acid. In turn, as stated,
hydrofluoric acid is used freely in the manufacture of aluminum,
high-octane gasoline, in insecticides, refrigerants, pickling stainless
steels, and in many processes in the chemical industry.

Fluorspar is mined by many small companies and individuals with-
out adequate funds for expansion. With the imperative demand
for more steel, more aluminum, and greatly increased demand for
chemicals used in the mobilization effort, which demand has already
reached a critical state, it will be disastrous to place an excess profits
tax on fluorspar draining off 85 to 95 percent of any revenue so
badly needed to augment the supply. That is, funds needed to sink
new shafts and increase facilities for production. Such action will
lead to months of delay and then it likely will be found necessary
to amend the law as was done in World War II.

Ozark-Mahoning owns contracted mines and deals with these small
operators and that is the source of procurement of its supply. The
impact of the excess profits tax on Ozark-Mahoning Co. is not so

75900-50- 52
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important from the standpoint of increased production as on the
small producing and contracting companies who, in event a tax
takes too heavy from their profits, find less incentive interest in pro-
duction. If the profit range is too narrow, it will slow down or
discontinue production operations which would be the natural result,
whereas if their production is exempted, the incentive on the part
of these companies to produce would be accelerated, especially when,
as now, the supply is short and the demand is great. If fluorspar
is not exempted, as it was during the Second World War, it is likely
that these small operators will slow down their operations, having
no incentive of profit to operate, and that the supply of fluorspar
will grow less instead of being augmented.

In the other World War they passed an excess profits tax and
fluorspar was not included. We just had got into production, but
we were an important supplier. At that time we were even supplying
the Aluminum Co. of America with part of their fluorspar. We would
get a telegram or telephone call from the War Industries Board several
times a week wanting to know how much more we could get out, and
every car, "When can you ship it?"

I came down here, and Mr. Disney at that time was on the House
Ways and Means Committee, and I went to him and I showed him
that we owed the Government more money than we had. We owed
the Government in accrued taxes, largely excess profits taxes, between
$400,000 and $500,000. We only had about $100,000. And still they
wanted us to expand.

That same thing is coming up right now, with our company and
with these smaller producers, if there is a high tax on it they simply
don't have the funds to go ahead and do the exploration work and
the development. For instance, during the last war the consumption
of fluorspar was increased 400 percent.

Senator MILLIKIN. What do you want to do about.fluorspar?
Mr. DAvs. We are already as busy as we can be. We just want it

included in the revenue bill, just like it was in the House.
Senator MILLIKIN. You want to keep it in?
Mr. DAvIs. Just the way it is in the House. It is all right with us.

We produce many other ores, zinc and lead and acids and things,
and we will be taxed on all of those, but this is a critical situation with
us and we think it must be retained.

The CHAIRMAN. I do not think you will find any strong disposition
here to throw it out, if it is in the House bill.

Mr. DAvIs. I just wanted to be sure. I will not take any more of
your time.

Senator MInLIgIN. Keep your mind on Colorado as a source of
fluorspar.

Mr. DAvIs. We are sinking a shaft and diamond drilling right now
and operating three mines.

Senator MILLIKIN. Get more of it from Colorado.
Mr. DAVIS. We will get all we can.
The CHAIRMAN. Thank you very much.
Mr. Mitchell?

810
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STATEMENT OF GEORGE A. MITCHELL, VICE PRESIDENT,
NATIONAL BISCUIT CO., NEW YORK CITY

Mr. MITCHELL. My name is George A. Mitchell. I am a vice presi-
dent of National Biscuit Co. and my address is 449 West Fourteenth
Street, New York City, the home office of the company.

I appreciate the opportunity to contribute whatever I may to the
subject of your inquiry. As an individual and as a representative of
a corporation, I realize that we are all going to pay more taxes-
individuals and corporations alike. The cost of the present emergency
should be financed insofar as possible on a pay-as-you-go basis. There.
fore, the question is not whether we should pay more tax but rather
how the additional tax is to be assessed.

In drafting an excess profits tax bill I respectfully suggest that
we should be careful not to confuse our objectives. If we must have
an excess profits tax law its sole purpose should be to recapture ex-
cessive profits realized by profiteers. Its primary purpose should not
be to raise revenue.

An excess profits tax should not be used for the purpose of raising
revenue because it is not an equitable tax. It is not equitable for the
reason that it is impossible to devise a formula for developing a normal
earnings base that will be fair to all taxpayers. This is true whether
the base be established on the past earnings record of corporations
or as a percentage return on their invested capital.

The excess profits tax law in effect during World War II fully recog-
nized the impossibility of developing a just and equitable normal
earnings formula for the purpose of determining excess profits.
Many relief provisions were incorporated in that law in an endeavor
to take care of hardship cases as it was obvious the tax would otherwise
be discriminatory.

These relief provisions, as we now know, were monstrosities. They
have created an enormous administrative problem. They have not
served the purpose for which they were intended in any respect.

As an example, due to peculiar conditions in the industry, the base
period earnings-1936 to 1939-of National Biscuit Co. and, for that
matter, of the entire baking industry were actually lower than in the
years 1931 to 1934, the period of the great depression.

National Biscuit Co. has obtained no relief despite 5 years of effort,
numerous conferences, and the submission of a staggering mass of
statistics. Our only recourse is expensive and long-drawn-out litiga-
tion. We know of no other member of our industry who has obtained
relief because of depressed earnings during the base period years. We
do not believe our company or our industry is exceptional in this
respect.

An excess profits tax law primarily designed to produce large sums
of revenue must, of necessity, be drawn so as to affect all corporations.
That is the reason the inequities in a law designed for such a purpose
are so widespread. Corporation taxpayers vigorously object to this
kind of taxation because it cannot be levied equitably among them due
to the impossibility of accurately defining normal profits.

However, a law designed to recapture excess profits realized by
profiteers would not affect very many taxpayers and its impact would
not have the severe consequences of the last excess profits tax law or
one patterned after it.
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A World War II type excess profits tax has other and possibly more
serious consequences. The length of time of the present emergency is
uncertain. It may last for many years. During those years it will be
necessary that we produce efficiently and at high levels. A tax on
excess profits tends to discourage rather than encourage maximum,
efficient production. It destroys incentive and it is inflationary.

It results in a waste of materials and manpower at a time when
there should be no such waste. This was demonstrated in many ways
during the last war. In fact, because of the lack of incentive for good
management such a tax may in the long run produce less over-all
revenue than would be realized by the imposition of other types of
taxation.

An excess profits tax law designed to produce revenue must of neces-
sity divide normal corporation income into two classes: First, income
subject to normal and surtax rates of tax; second, so-called excess
profits subject to very high rates of tax.

The second class of income becomes, to the taxpayer, relatively un-
important. There is no incentive to produce more, to economize, to
promote technological improvements, to risk capital. The end product
is inflation.

This result is not due to unpatriotic motives on the part of corpora-
tion management, as was suggested during the Ways and Means Comn-
mitee hearings. It is a natural reaction to an unrealistic approach
to securing tax revenue when there are other and better ways of accom-
plishing the desired result.

Profits of corporations are already subject to certain controls:
(a) by the probability of price controls on goods in scarce supply,
and (b) by renegotiation of profits on sales of goods to the Govern-
ment. Furthermore, the profits of corporations, now heavily taxed,
and likely to be subjected to higher rates as the emergency continues,
are taxed again when they are distributed to stockholders as dividends.

Any additional taxes levied on corporations should be equitable and
not discriminatory as between corporation taxpayers. Any control
of corporation excess profits should be on a very broad basis to the
extent that only those corporations obviously profiting from the
emergency are affected.

Should it be deemed necessary to enact an excess profits tax law to
control profiteering, the base income to be used should be most care-
fully determined. Rather should some taxpayers benefit from too
high a base than others suffer from one that is too low.

Dependence should not be placed on the filing of claims for relief.
It has been, and is being, demonstrated that such claims are impossible
to adjudicate on a fair basis.

I believe corporations should be permitted to choose any one of
several selected years for determination of normal profits. I am say-
ing that on the assumption that the normal rates of tax would
increase. There is no reason why they should not have a choice of
any one of the 4 years, 1946 to 1949, inclusive, with 100 percent of the
profits of the year selected as representing normal profits and the base
for determining excess profits. This will be especially important if
there are to be no relief provisions in the law.

As an alternative, and to provide a fair base for growth companies
or those whose earnings for any reason may have been depressed, I
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believe the Treasury Department should compute an average rate of
return on invested capital by industries for a representative period,
and that representative period may not necessarily be the same for all
industries.

Such rates should be published and corporations within an industry
should have the alternative of using such rates of return on their
invested capital or the privilege outlined in the preceding paragraph,
whichever proves to be more favorable.

In effect, each corporation would determine its own normal earnings
base before filing its first excess profits tax return and not rely on
claims for refund. This would eliminate the collection by the Treas-
ury of millions of dollars in taxes which might later have to be
refunded, and also avoid all the administrative problems inherent in
the type of tax legislation enacted in World War II.

Some corporations may have an advantage under this plan, but if
we keep in mind that we are trying to siphon off true excess profits
from so-called profiteers or from companies in a very fortuitous
position, rather than provide revenue, there is logic in this approach.

I respectfully suggest that we are too conscious of the fact that
someone may unduly profit from the emergency.

Our efforts should be directed more to achieve maximum, efficient
production. Every incentive should be toward that goal if we are to
restrain the inflationary aspects of a wartime economy. Inflation will
do far more harm to our country than a few profiteers could ever do.

I do not believe that capital gains or dividends received from foreign
subsidiaries should be subjected to a United States excess profits tax.

I appreciate your having accorded me this opportunity to express
the viewpoint of the management of our corporation.

The CHAIRMAN. Thank you very much.
Mr. MITCHELL. Thank you, gentlemen.

STATEMENT OF THOMAS GREEN, CHAIRMAN, FEDERAL TAX
COMMITTEE, AMERICAN INSTITUTE OF ACCOUNTANTS

Mr. GREEN. Thomas J. Green, chairman of the Federal taxation
committee, and the American Institute of Accountants.

Mr. Jenson, chairman of the legislative committee, and Mr. Sigety,
our administrative assistant: I am Thomas J. Green, chairman of
the Federal taxation committee of the American Institute of Account-
ants. Our organization represents the National Organization of Cer-
tified Public Accountants, having a membership in excess of 16,000.
Many of our members are engaged from day to clay in active tax-
accounting practice and we, therefore, feel well qualified to come
before your committee today to make our observations.

We come before your committee as technicians reporting on what
we see as technical aspects of the bill before you, and we will not
deal with any of the physical or political or policy implications of
the bill.

As a matter of fact, we have, a short while ago, at the request of
the Joint Committee on Taxation, rendered a private report in which
some of our observations on excess profits tax, matters are written.
We are happy to see that a number of our recommendations were
adopted.
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With respect to the rate of tax and with respect to the over-all
rate limitation in accordance with our previous observations we make
no comment. As to the choice of the dual method of credit, the use
of the invested capital as well as the earnings method, we think that
a proper method has been set up in the bill as to the choice of two
methods.

You will recall that in the 1940-41 scheme the taxpayer had to
disclaim one method in favor of the other, and we are happy to see
here that the taxpayer has the choice of either method. We approve,
as a measure in itself, the choice of the 1946 to 1949 base period, but
we feel that our recommendation, as contained in the previous report
of the Joint Committee on Taxation, wherein we stated that, with
respect to the choice of the best 3 years out of 4, a 90-percent rate
should be applied is a better one than that contained in the present
bill.

We further stated in our previous recommendations that corpora-
tions should have the privilege of using a 1-year method at a 75-
percent rate, the purpose of the use of the 1-year method being to
give corporations who had a spotty period-the whole base period is
spotty, in other words.

Some companies made money in 1946 and 1947. When competi-
tion came to the fore there was a down trend. Others because of
priorities and other reasons did not make money in 1946 and 1947
and therefore did not show any real earning power in 1948 and 1949.
Because of that spottiness we recommended the 1-year period at a
75 percent rate. We think those two suggestions-the 3 out of 4-year
method at 90 percent or the 1-year method at 75 percent-is superior
to that contained in the bill.

With respect to the invested capital credit we have no comments
as to the rates contained therein, but we do approve as a sound
basis the use of the tax basis of assets. We feel this will be addi-
tionally helpful with respect to computing retained earnings under
the income method, and therefore will be some simplification.

We have one comment with respect to borrowed capital. With re-
spect to the floor of 1 percent, specified in the bill, on borrowed cap-
ital, we are at a loss to know why that 1 percent floor was only attrib-
uted to obligations having maturity of 5 years or more.

We feel that there are a number of legitimate borrowings which
should have that application in a period under 5 years, and we are
simply asking the question: We are at a loss to know why the 5-year
period was stipulated.

Senator MILLIKIN. Mr. Chairman, may we ask Mr. Stam ?
The CHAIRMAN. Mr. Stam.

Mr. STAM. I think that when the committee ruled over there that
was their own decision, on that matter of the 5 years there was this
question of the open accounts and they thought some limit ought to
be set, because they didn't want a corporation just to accumulate
money and not use it in its business.

Mr. GREEN. How about legitimate notes payable to banks? It may
be perfectly in order to borrow on a 1-year period from the bank
at a rate which would come under this floor but that company would
be discriminated against by not having it.

It seems to me anything from 6 months to 4 years and 11 months
should come within that category.

814
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Mr. STAM. It might be that 5 years was too long but that was the
committee's action. They were thinking about long-term securities
and they were a little afraid about these short-term accounts.

Mr. GREEN. Well, we call that to your attention for possible further
consideration.

With respect to the earnings credit we think that the use of retained
earnings and additions to equity capital for the entire year 1949
and one-half of the year 1948 is a good method. We think that is a
good method both with respect to earnings in the base period as well
as the retained earnings after the base period, which latter recom-
mendation was contained in our previous report to the joint committee.

As to growth corporations we again are at somewhat of a loss
to understand why corporations which were organized before the
base period must have this particular $20,000,000 limitation apply
to it at the beginning of the base period. I think some previous
commentators have spoken with relation to this particular item but
it seems to us that this favors one large corporation as against another
large corporation, and in addition favors set-ups where a parent has
a number of subsidiaries as against where one corporation has divisions
within itself rather than in subsidiary form.

We think that $20,000,000 limitation ought to be reviewed by the
committee.

Senator KERR. What would be your suggestion ?
Mr. GREEN. That would be my suggestion; yes, sir.
Senator KERR. What would be your suggestion? Let us say that

we have now reviewed it.
Mr. GREEN. I would say it should be eliminated. I think the

entire limitation ought not to appear so I don't think it is fair to
set a figure.

The CHTAIRMAN. You think it ought to be eliminated?
Mr. GREEN. Yes.
Senator KERR. YOU think the principle of growth ought to be

recognized as distinguished from the extent of growth?
Mr. GREEN. Exactly. With respect to the disallowance of certain

deductions in the excess profits year, we have two comments there.
We think that the elimination of the deduction with respect to loss
on bond redemptions, as well as the loss on disposal of business assets
under 117 (j)-we feel that that elimination is a rank discrimina-
tion and that those natural deductions should be allowed in the
excess profits year. We are happy to see that the present bill pro-
vides for an integration of the income tax and excess profits tax
as one tax.

There was such a great amount of difficulty with respect to interest
on assessments and refund claims, 90-day letters, and all other types
of administrative difficulties, that we think that a forward step has
been taken in integrating these taxes into one.

With respect to abnormalities in the base period comparable to old
section 11, we make the same comment and the same observation as
Mr. Johnston made previously: that we feel that the 5 percent limi-
tation ought to be delected from the bill. If there is any one par-
ticular criticism we have against the bill it is with respect to the
general relief provisions-those which are analogous to the previous
provisions contained in old section 72 (b) (1), (2), (3), and (4).
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We have no quarrel with the elimination of the 722 (b) (3) concept
because in general we agree with the committee report which stated
that since a company can establish depression itself it is not necessary
to have the industry prove it as well, so we agree to that relief
provision.

However, with regard to the other (b) (1), (2), (3), and (4) con-
cepts, first of all it is very difficult to understand this whole average
base period concept translated to indexes and getting yearly rates of
return and average rates of return for the entire period.

As a matter of fact, we note that the committee report states that
these are tentative. We feel that that is using a mild word. They are
not understandable as well as tentative.

Senator KERR. DO yOU mean that you as a representative of the
certified public accountants-is that who you represent?

Mr. GREEN. American Institute of Accountants. In the limited
time at my disposal-

Senator KERR. Let me ask the question before you answer it. You
men are specialists in tax law and tax phraseology and tax matters?

Mr. GREEN. Yes, sir.
Senator KERR. And you say the whole bill is confusing to you?
Mr. GREEN. Not the entire bill; those sections taking the place of

section 722 (b) (1), (2), (3), and (4) the general relief provisions.
We think first of all that the committee has realized the fact that
administration of relief under the old bill has had so much adminis-
trative discretion in it that no one got relief because there was not a
sympathetic and wise and just administration of that relief within
the Bureau.

Now, apparently the pendulum has swung to the other side and the
bill endeavors to set up with some mathematical exactitude exactly
what shall take place with respect to relief. We think the pendulum
has swung too far in the other direction, and that this entire relief
situation perhaps ought to be reviewed more carefully, that it has
possibly been hastily drawn, putting the Treasury Department as the
prosecutor, judge, and jury, to draw up these particular indexes.

We think that the 50 classifications outlined in the bill are not nearly
enough. Companies may not be able to fit one pattern or the other of
a given classification. So that our recommendation with respect to
this segment of general relief is to reconsider the entire idea and per-
haps it might be handled in the same way as the exact directive to put
forward this excess profits tax.

In other words, there might be a directive put in that the joint com-
mittee on taxation shall report back, let us say, by March 1, 1951,
which is the date, as a matter of fact, contained in these provisions, to
come forward with some more realistic and more understandable and
more equitable relief provisions.

We will be glad to assist the joint committee in that respect if called
upon to do so.

The CHAIRMAN. Are there any questions?
(No response.)
The CHAIRMAN. Thank you very much, Mr. Green.
Mr. GREEN. Thank you, sir.
The CHAIRMAN. Mr. Kellen. Identify yourself, please.



EXCESS PROFITS TAX ON CORPORATIONS, 1950

STATEMENT OF STEVEN KELLEN, VICE PRESIDENT, GENERAL
CERAMICS & STEATITE CORP., KEASBEY, N. J.

Mr. KELLEN. My name is Steven Kellen, vice president of the Gen-
eral Ceramics & Steatite Corp., Keasbey, N. J.

We are a small manufacturer. It being very late I want to be really
very brief, but the excess profits tax bill up under the House has cre-
ated a problem for us which I am sure is shared by many other small
companies and some of them have mentioned it already this afternoon.

This problem is caused by the 67-percent maximum ceiling which in
our case and probably also many other cases does not permit a suffi-
cient accumulation of capital for financing of expansion, which is so
badly needed in an expanding economy. To illustrate our point, we
should like to present the case of our company.

For years we have manufactured steatite insulation and similar
materials, used in the radio and electrical appliance industry, and
chemical stoneware for the chemical industry.

Senator MLLIKIN. What is steatite?
Mr. KELLEN. Steatite is a talc which is mined in California and in

Manchuria, but we buy it mainly in California. It is mined.
Senator KERR. What is it?
Mr. KIELLEN. A talc, t-a-l-c.
Senator KIERR. That is what you make face powder out of?
Mr. KELLEN. Well, it is a powder, but we fire it in a kiln and it is used

as an insulation material.
We are an old established company. Our net worth amounts to

about $1,000,000. Due to overexpansion in our industry during the last
war and replacement of some of our products by new materials, our
sales and profits were unfavorably affected in the years since 1945.

We therefore concentrated all our efforts to develop new products.
After many unsuccessful and expensive attempts, we succeeded in
developing a new revolutionary material called ferrite, which has been
used, so far, only in the television industry but which we hope will also
have other valuable applications.

Research and development expenses were extremely high but very
worth while, as will be seen from the following sales and earnings
figures:

Earnings Earnings
Year Sales before Year Sales before

taxes taxes

1947.... --. ---.... $2, 309,000 $21,000 1950-May-_- $282,000 $37, 000
1948 ... __ -____._ 2,001,000 1 70,000 June . ....... 338. 000 36, 000
1940----------- - 1,697,000 135,000 July 333,000 52,000
1950-January ... . 141,000 119, 000 August ....... 454,000 82,000

February....----------- 149,000 6,000 September ........ 0 45 0,000 90000
March0__-.... . 198,000 14, 000 October ........... 499,000 73, 000
April 228,000 15,000

1 Loss.

We should like to stress that none of the new ferrite materials has
so far been used in the defense industries.

Senator KERR. If I understand the figures, it indicates that in
January of this year you sold $141,000 and had a net loss of $19,000.

Mr. KELLEN. That is right.
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Senator IKERR. I do not know what that means-a loss before
taxes.

Mr. KELLEN. Just a loss.
Senator KERR. In October your sales were $499,000 on which there

was a profit of $73,000 before taxes?
Mr. KELLEN. That is right.
Senator KERR. I understand.
Mr. KELLEN. You see our ferrite material only started to take ef-

fect in March. Before that there were sales for our other materials.
Senator KERR. I noticed there that in August, on $454,000 you made

$82,000; in September on $450,000 you made $90,000; in October the
sales went up to $499,000 and it went down to $73,000.

Mr. KELLEN. Of course monthly statements are very difficult to
keep in a company, so one must take an over-all figure. But as an
illustration I wanted to give our figures as we have them.

In order to achieve the above results, we expended during 1950
alone, $200,000 and have ordered equipment for an additional $90,000.
Under the new tax proposals we would have to pay 67 percent; the
balance will be less than the cost of our expansion program.

We cannot qualify as a growth company as our sales increased only
in 1950. We cannot qualify as a new company, despite the fact that
our success is entirely due to a new product.

We feel that it is not the intention of Congress to penalize a com-
pany of our type to such extent. We gather from the proposal that
it is intended to establish simple and clear regulations for growth
companies in order to avoid lengthy discussions such as were produced
by section 722 of the last excess profits tax bill.

In order to accomplish this aim and at the same time protect small
companies, we would suggest a lower ceiling than 67 percent for small
companies. The following scale would, in our opinion, be fair and
we believe would not excessively reduce the receipts of the United
States Treasury: companies with a capital under $1,000,000, 50 per-
cent over-all ceiling; companies with a capital under $2,000,000, 55
percent over-all ceiling; companies with a capital under $3,000,000,
60 percent over-all ceiling; companies with a capital over $3,000,000,
67 percent over-all ceiling.

As you will have seen from the earnings schedule, our earnings and
sales began to increase before Korea, and our success has absolutely
nothing to do with the war economy. Sales and earnings only in-
creased slowly at the beginning because it took some time until we
could finish our expansion, and we also didn't have the money at the
time but used monthly earnings for the expansion.

Senator MILLIKIN. To whom do you sell your product?
Mr. KELLEN. To the television industry. You must realize that

small companies have a great problem in finding the necessary capital,
because they have no access, like some of the big companies, to insur-
ance loans or to long-term financing or to the capital markets.

The only source which small companies really have as capital is
retained earnings. As I said before, in our case under the proposed
law, 67 percent would be taken away, which in this year leaves us
little more than half what we really have spent for expansion.

No dividends were paid since 1945, which is 5 years, and the 1950
earnings are really the profit for our work during the last 5 years.
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As I said, we are not a growth company under the new bill. What
complicates matters further for small companies, in my opinion, is
that under the present law we only have a 1-year carry-back, which
means that if we may have at a later date two or three bad years,
we may in one or two bad years lose more money than we could
have retained out of the balance of prior good years.

We do have a carry-forward, but the carry-forward is always of
course a dangerous gamble.

Senator MILLIrIN. Your suggestion is limited to lowering the
maximum?

Mr. IKELLEN. Yes, for small companies, and I would only emphasize
once more, without making a long story, the difficulties which small
companies face in obtaining capital for their business, because the
only thing which they can obtain are the retained earnings. And my
only suggestion is to have a lower over-all ceiling for small com-
panies.

That is all.
The CHAIRMAN. Thank you very much for your appearance.
Dr. Drysdale ?

STATEMENT OF ROBERT M. DRYSDALE, JR., EXECUTIVE VICE
PRESIDENT OF THE FEDERATION FOR RAILWAY PROGRESS,
WASHINGTON, D. C.

Mr. DRYSDALE. My name is R. M. Drysdale, Jr. I am executive
vice president of the Federation for Railway Progress with head-
quarters in this city. This federation is a nonprofit, unincorporated
association, established to give the millions of people who own and
work for the American railway industry and hold its securities, as well
as shippers, manufacturers of railway equipment and the general
public who use and depend on our railroads, a chance to present
to you as one body the requirements of a sound rail transport system.

I want to thank the committee and you Senators personally for
your courtesy and patience in waiting here until this late hour
to give me an opportunity to speak here briefly today and I will try
to show my appreciation by making my presentation short and to
the point.

At the outset I feel I must remind you for the record although
I am sure you are all well aware of the fact that our rail transport
system is as much a weapon in the arsenal of our defense as the
ships and planes and other military equipment in the hands of our
Armed Forces.

The distinguished Chairman of the Interstate Commerce Commis-
sion, the Honorable J. Monroe Johnson, who was Director of the
Office of Defense Transportation during World War II stated the
matter very clearly. In 1943 Colonel Johnson said, "We might suffer
military reverses and still win the war, but we cannot avoid defeat
should our railroads fail."

Yesterday in Charleston, W. Va., I had to call the attention of a
group of businessmen and civic leaders to the fact that the physical
capacity of our railway plant today is not much greater in compari-
son with industry as a whole than at the time of Pearl Harbor; that in
terms of production and contribution to the national income it had
lost ground to the rest of our economy since the fateful day of Decem-
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ber 7, 1941. I repeat these somber facts to you gentlemen here today,
since they must be faced. The railway industry needs freight cars
badly, more than a quarter of a million of them, just to bring itself
up to the minimum requirements of an all-out war emergency. The
impact of our Korean effort has already created acute shortages in the
car supply even before the rest of industry begins to produce for war.

Senator KERR. HOW many do they manufacture in a year?
Mr. DRYSDALE. It depends on the year.
Senator IERR. The last 10 years?
Mr. DRYSDALE. Manufactured cars?
Senator KERR. Yes.
Mr. DRYSDALE. Right now the average they are turning out is five or

six thousand a month. They hope to get out 10,000 a month.
Senator KERR. What has it been over the past 5 years since World

War II? Fifty thousand dollars a year ?
Mr. DRYSDALE. I would say not over that.
Senator KERR. What is it averaging right now?
Mr. DRYSDALE. Seventy-five thousand cars a year.
Senator KERR. In other words, the current rate of replacement is not

quite keeping up with the abandonment ?
Mr. DRYSDALE. Not quite at the present time. Since 1946 I think

the railroads have increased their unit number of cars net 38,000 cars
in 5 years up till today. They have planned to do a little bit more in
the next 2 or 3 years.

Senator IKERR. Thank you.
Mr. DRYSDALE. It needs passenger cars, at least 2,000 of them, just

to get back on a par with the Pearl Harbor capacity for moving per-
sons-and who knows how many more in order to handle military plus
civilian requirements in an atomic war.

It still needs more motive power in spite of the great improvements
and additions made since the last war. And although more than
11/ billion dollars have been spent on improvements to roadway and
terminal properties since 1946, more will be required to bring these
properties fully up to the condition required by the struggle we face
today.

By the end of this year, the railway industry will have spent the
impressive sum of $5,000,000,000 on additions and betterments since
1946. This represents a tremendous effort. Taking the industry as
a whole, this money came largely out of earnings and depreciation. I
believe it would be fair to say that at least an equal amount will be
needed in the next 5 years to meet the requirements of our growing
defense effort.

Gentlemen, I think you should ask yourselves very soberly where
this money is to come from. Remember, unless all our most trusted
military advisers are wrong, we will need strong and flexible railroads
and money will be needed for this just as for planes, ships, and other
weapons. I am sure you will want to consider very carefully before
you do anything which would further impair what has been the prin-
cipal source of this money in the past.

It was with such thoughts in mind that we presented our recom-
mendations with regard to an excess profits tax to your joint com-
mittee staff and to the Ways and Means Committee of the House.

Quite frankly, those recommendations, if followed, would largely
have relieved the railway industry from the burdens of such a tax.
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For who, by even the widest stretch of the imagination, could define
as excessive, profits which in the railroads' best year in the suggested
base period were only 41/2 percent on railway investment?

Profits which have averaged only 3.6 percent for the past 30 years
and which reached the level of 6 percent only once in the last 20 years?
And yet under the Treasury formula for an excess profits tax, those
1948 profits of 41/2 percent would have been reduced to about 3.65
percent.

Our recommendations, as embodied in our statement to the House
committee, a statement which I should like permission to submit for
the record as an appendix to these remarks, were in substance as
follows :

1. Railroads subject to the Interstate Commerce Act should be al-
lowed an excess profits tax credit which would include their normal
taxes and surtaxes, plus 6 percent on their invested capital as reflected
in the capitalization carried on their corporate books of accounts,
which have been under Interstate Commerce Commission supervision
since 1907, or 6 percent of the adjusted basis for determining gain of
all their assets, including money and current assets less current
liabilities.

The House bill recognizes the equity of allowing a regulated indus-
try to include its regular taxes in any excess profits credit, since these
taxes are given weight in regulating the rates of the industry, but it
limits the railroads to a return of only 5 percent on their capital, while
other utilities are allowed 6 percent.

The railway industry needs the protection of a 6 percent net return
on its present investment if it is to meet the requirements which will
permit it to make its full contribution to the Nation's defense effort.
An additional 1 percent is, if anything, too small an amount to ask
to supply the earnings with the aid of which these tremendous require-
ments must be financed.

2. Under the average earnings basis, it should be recognized that the
railway industry suffered two unusual years in the base period 1946-49,
when industry earnings dropped below 3 percent, in contrast to the
very high earnings of business generally. Thus railroad companies
should be allowed to select 2 years out of the 4-year period 1946-49
as their base, or two out of the 3-year period 1947-49.

The House bill makes no provision for these special circumstances
in the railway industry, and consequently those railroads using the
average earnings basis will have the generally modest level of their
earnings for 1947 and 1948 averaged much lower by the much lower
year 1946 or 1949.

3. Under the average earnings basis railroad companies should be
allowed a credit of 100 percent of their average earnings in the base
period, since even in the best postwar year for railroads, 1948, the
general level of earnings could not in any way be considered excessive.
On the contrary, the level of even the best earners was still not high
enough to attract the equity capital the industry needs so badly.

The House bill, as you know, recognizes only 85 percent of average
base period earnings as below the level of excessive.

4. Railroad companies should be relieved of the penalty of 2 percent
for filing consolidated returns.

The House bill retained this penalty against the filing of consoli-
dated returns.
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I have followed with interest and great respect the considered and
deeply attentive hearing you gentlemen have given this important
matter of an excess profits tax jaw, and I am confident that you will
be guided by equity and fairness in formulating such a tax.

I hope that you also will keep in your minds that this tax can and
will have profound effects on our defense effort. Our railroad trans-
port system is the backbone of that effort.

Everyone knows, and the record shows, that its earnings have for
years-and especially in recent years-been the very opposite of
excessive. And I hope you will agree with me that this vital industry
needs more than the level of recent low earnings to strengthen and
enlarge its plant for war. For this reason such a higher level should
be protected in the bill you are here considering.

I believe the proposals we have submitted, if recognized, will fairly
assure this desired result.

Thank you very much, Senator.
The CHAIRMAN. Thank you, sir. Will you furnish the data to the

reporter?
(The data are as follows:)

STATEMENT OF JOSEPH C. KAUFFMAN ON BEHALF OF FEDERATION FOR RAILWAY
PROGRESS

My name is Joseph C. Kauffman. I am general counsel for the Chesapeake &
Ohio Railway Co. at Cleveland, Ohio, with 30 years of experience in handling
the tax problems of that property. I appear here today as a member and repre-
sentative of the Federation for Railway Progress, an unincorporated association
with headquarters in this city. The federation was established over 3 years ago
to give to the millions of people who own the American railway industry and
hold its securities, as well as shippers, railroad employees, the makers of railway
equipment, and the general public who use and depend on our railway transport
system, the chance to present to you as one body the requirements of a sound
railway industry.

Let me emphasize, therefore, that it is not only for the carriers themselves but
principally in the interest of the taxpaying citizens who own their securities,
the shippers who look to them for service, and the public for whom they represent
a vital weapon in our national defense, that I appear here today to discuss with
you the problem of an excess profits tax for the railway industry.

I. INTRODUCTION

The Federation for Railway Progress welcomes this opportunity to make sug-
gestions as to the form the proposed excess profits tax should take in its appli-
cation to the railroad industry.

It should first be stated that the term "excess profits" is one almost completely
foreign to the railroad industry and that any excess profits tax will have a most
restricted application to this industry if a suitable standard can be devised
to measure true excess profits. As proof of these statements, we need only set
forth the rate of return realized by the class I railroads on net property in-
vestment (including cash and materials and supplies but deducting accrued de-
preciation) during the 30-year period 1921-49, inclusive. The showing is as
follows :

Percent Percent Percent
1921_____________ 2.99 1931 ------------- 2.20 1941 ------------- 4.28
1922------------- 3. 75 1932------------- 1.38 1942------------- 6.30
1923--------- 4. 57 1933------------- 2. 03 1943 ------------- 5. 71
1924_------------- 4. 49 1934------------- 1. 98 1944------------- 4. 71
1925------------- 5.07 1935 ------------- 2.15 1945 ------------- 3.77
1926_____________ 5.35 1936 ------------- 2. 87 1946 ------------- 2. 75
1927____________ 4. 64 1937 ------------- 2. 54 1947---------___ 3.41
1928----------. 5. 5.01 1938------------- 1. 61 1948 ------------- 4. 24
1929------------- 5.24 1939 ------------- 2. 55 1949 ------------- 2. 85
1930-____________ 3. 59 1940 ------------- 2.93
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For the entire period of 30 years, the average rate of return was in the neigh-
borhood of 3.6 percent. In only one year, 1942, were the railroads able to earn
as much as 6 percent on their net property investment. Moreover, it will be noted
that in the four postwar years 1946-49, the average rate of return was only 3.31
percent. This is the record of earnings for the railroad industry at a time when
other public utilities, the most nearly comparable industry, were earning between
6 and 8 percent on net investment and unregulated industries were earning as
much as 15 percent or even more on their net worth.

In this situation it might be thought that the railroads should be completely
exempted from the imposition of an excess profits tax, and the figures given
above certainly lend strong support for such a contention. But we are mindful
that, notwithstanding the paucity of earnings realized by the railroads as a
group, there are a few of the more affluent companies within the industry that
might under emergency conditions realize sufficient revenues to render them
subject to an excess profits tax properly admeasured and applied. Traditionally
the railroads have not sought subsidy or preference, and if any railroad com-
panies derive excess profits out of a war emergency, we feel certain that they
will be altogether willing to pay a tax on such profits commensurate with that
imposed on other forms of industry. Accordingly, we do not advocate complete
exemption of the railroad industry from an excess profits tax.

But if the railroads are to be treated like all other taxpayers in this regard,
it is of the utmost importance, in view of the niggardly return they have been
able to realize from their operations, that proper safeguards be provided to in-
sure that an excess profits tax will be applied only to any excess earnings they
may receive and that they shall not be subjected to such a tax on income which
cannot in any proper sense be deemed as anything other than normal income.
The margin of profit in the railroad business is so small as to provide no cushion
of safety, and any additional taxation imposed on normal earnings might well
prove disastrous. No greater disservice could be rendered the national economy
than the imposition of a tax which would create further inroads on the meager
income of the railroads, particularly at a time when they are called upon to
devote every dollar that they can raise from earnings or borrowings to improve
their plant and expand their facilities.

We suppose no argument is required to demonstrate the national interest in a
sound and efficient railroad transportation system. Suffice it to say that dur-
ing World War II, the railroads moved more than 90 percent of war freight,
carried more than 97 percent of the organized troop movements, and performed
more than 70 percent of all transportation services. The contribution of the rail-
roads in time of national emergency can be classed as second only to that of the
military personnel itself.

It should be remembered, too, that aside from money that can be raised from
the sale of prime obligations secured by a first lien on new equipment, practically
the only source of funds that the railroads have today is earnings. The rail-
roads have been unable to raise any funds through equity financing for many,
many years, and there have been only a few cases since 1930 in which a railroad
has been able to raise new money through the issuance of mortgage bonds. Under
these circumstances, the record of the railroad industry in making capital ex-
penditures in excess of a billion dollars a year since 1947 is truly remarkable.
It is of the utmost importance that the railroads be permitted to carry on this
program of improvement and expansion out of earnings. It would be no less
than a tragedy for the Nation if any part of these earnings were to be siphoned
off as taxes on excess profits.

II. SUMMARY STATEMENT OF PROPOSALS

The proposals that we are about to make for the railroad industry are only
such as will offer suitable insurance that an excess profits tax will be applied
only to true excess profits. We urge consideration of these proposals in the light
of all of the circumstances hereinbefore mentioned. We urge that the standards
to be applied in measuring any excess profits of the railroads be practicable ones
comporting to the realities of the situation.

Our proposals are as follows:
1. That in addition to any other methods prescribed by law for computation

of the excess profits credit, a railroad company be permitted at its election to
compute is credit as an amount equal to the aggregate of its normal tax and
surtax, plus a sum equal to 6 percent of the total of its capital stock, outstanding
borrowed capital, and surplus, as reflected in its corporate books of accounts,
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with a corresponding adjustment to excess profits net income for interest on
borrowed capital.

2. That as an alternative to the proposal made in (1) above and likewise in
addition to any other methods prescribed by law for the computation of the
credit, a railroad company, at its election, be permitted to compute its credit
as an amount equal to the aggregate of its normal tax and surtax, plus 6 percent
of the adjusted basis for determining gain of all its assets, including money
and current assets, less current liabilities.

3. Under any computation of invested capital, there should be included 100
percent of borrowed capital, and indebtedness represented by conditional sales
contracts should be specifically included in borrowed capital.
4. In the case of a railroad company, the credit based upon earnings should

be determined by permitting the taxpayer to choose as its base the earnings
for any 1 or 2 years within a given period, or if that does not appear practicable,
such credit should be based on an average for a number of years without arbitrary
diminution (such as to a 95 percent basis). If the credit is to be based on the
average for a number of years, taxpayer should be given the right to make
adjustments similar to those provided for in the World War II statute, particu-
larly the adjustments allowed under sections 711 and 713 of the code. There
should also be added to the credit otherwise determined not less than 6 percent
of all net capital additions whether represented by equity or borrowed capital,
or retained earnings, added during the last 2 years of the base period and all
subsequent years prior to the first excess profits tax year.
5. The 2 percent penalty for filing consolidated returns should be eliminated.
6. The excess profits tax, normal and surtax, should be treated as one tax for

limitation, credit and refund purposes, and for the sending of 90-day letters.

III. REASONS UNDERLYING PROPOSALS

1. Railroad company should be permitted, at its election, to compute its credit as
an amount equal to the aggregate of its normal tax and surtax, plus a sum
equal to 6 percent of the total of its capital stock, outstanding borrowed capital,
and surplus, as reflected in its corporate books of accounts

Under a statute giving the taxpayer the option to compute its excess profits
credit either on the basis of invested capital or of average earnings, most of
the railroads are inevitably relegated to the invested capital method. As here-
inbefore demonstrated, the railroads have not in recent years earned revenues
sufficient to serve as a reasonable basis under the average earnings method. On
the other hand, no other industry has such a large capital investment in relation
to earnings. The nature of the railroad business requires huge expenditures
of capital before there can be any operation. A railroad must provide right-of-
way and tracks from terminus to terminus, and individual railroad systems com-
prise thousands of miles of tracks together with necessary roadway structures
such as bridges, tunnels, signal systems, etc., incidental stations and office build-
ings, and equipment such as locomotives, cars, and vessels. In the main, the
railroads are perforce committed to a method based on property costs or values.

Invested capital, as defined in section 718 of the Internal Revenue Code was
the sum of the equity invested capital, represented by the amount of money or
property paid in for stock, or as paid-in surplus, or as a contribution to capital,
plus the accumulated earnings and profits as of the beginning of the taxable
year, less capital distributions theretofore made, and the borrowed invested
capital, as defined in section 719, which was one-half of the outstanding indebted-
ness evidenced by a bond, note, bill of exchange, debenture, certificate of indebted-
ness, mortgage, or deed of trust. It would appear that invested capital as thus
constituted might be susceptible of exact determination and ready calculation,
but quite the contrary is true; for the amounts of the constituent elements
enumerated above are not necessarily the respective amounts appearing in the
taxpayer's balance sheet, but are rather to be determined in accordance with
methods and rules prescribed in the law and regulations. The determination of
invested capital, as thus defined, presented a complex problem even in the ordinary
case, and the difficulty was immeasurably increased in the case of taxpayers
having an extended corporate existence, such as the railroads, particularly if
one or more "reorganizations" as defined in section 112 (g) of the Internal
Revenue Code or certain other types of corporate readjustments had occurred in
the history of the company.

"Property paid in," which in respect of many taxpayers is the most important
constitutent factor in the computation of invested capital, was includible "In an



EXCESS PROFITS TAX ON CORPORATIONS, 1950 825

amount equal to its basis (unadjusted) for determining loss upon sale or ex-
change." While the unadjusted basis for determining loss is generally cost, it
can be seen that where property has been paid in for stock, resort must be had
to valuation to determine this tax basis. In this situation, the regulations pro-
vided that the cost of the property was the fair market value of the stock issued
in exchange therefor at the time of issuance. If the stock had no established
market value at the time of the exchange, the regulations further provided that
the fair market value of the assets of the company at that time should be deter-
mined and the liabilities deducted, and that the resulting ne worth would be
deemed to represent the total value of the outstanding stock. In respect of prop-
erty acquired by a corporation from a shareholder as paid-in surplus or from any
person as a contribution to capital, after December 31, 1920, the regulations pro-
vided that the basis should be the same as it would be in the hands of the trans-
feror, with suitable adjustment for depreciation allowed to the transferor while
the property was in his hands; while if the property was so acquired by a corpo-
ration prior to January 1, 1921, the basis was the fair market value of the property
at the time it was paid in (Reg. 112, sec. 35.718-1).

Thus, although theoretically the tax basis of the property was cost, it is appar-
ent that values rather than cost were the determining factors where property had
been paid in for stock, and in many instances where it had been paid in as sur-
plus or as a contribution to capital. Furthermore, in cases where corporate reor-
ganizations or readjustments had occurred, the tax basis of the property in the
hands of the taxpayer was generally a substituted basis, carried over from some
predecessor company, and the date of valuation, either of stock or of property,
might be forced back to a remote point in the chain of ownership where values
were extremely difficult to prove.

Accordingly, under the method prescribed in the statute, the portion of invested
capital consisting of property paid in for stock was often a hodgepodge of values
as of various dates. In the typical railroad case, the Bureau of Internal Revenue,
in accordance with the law and regulations, used as a starting point for the
determination of invested capital a reorganization that occurred somewhere in
the distant past. Usually such a reorganization occurred in a period of depres-
sion such as 1873, 1SS4, 1S93, etc. The chief element in the computation of
invested capital in such a case was the item of property paid in for stock. In
order to arrive at this figure, the Bureau would make a valuation of the securi-
ties issued by the reorganized company on the basis of market prices as of the
reorganization date. Since, as previously stated, these reorganizations occurred
in depression periods, market prices were likewise depressed, and the method
used was not calculated to arrive at the fair market value of the securities even
on the basis of fragmentary market quotations. Moreover, in many, if not most,
cases equity securities were not issued at the time of the reorganization, and
the market prices were those of voting trust certificates or of securities on a
when-issued basis, so that so far as equity securities are concerned the market
prices did not represent the prices of the stock which was eventually issued, say,
some 5 years later. Even in the case of bonds, market prices were applied not-
withstanding that the reorganized company actually incurred an obligation in
the face amount of the securities issued and agreed to discharge these obliga-
tions at 100 cents on the dollar. The inevitable result of this fantastic procedure
was to wipe out tens and hundreds of millions of dollars of actual bona fide
investment in railroad property in the computation of invested capital.
In the administration of an excess profits tax at a high rate there should be

certainty that the tax is applied only to true excess profits and not to reasonable
normal profits. There can be no such certainty when the tax basis excludes
any consideration of present investment or present net worth of the taxpayer.
The method set forth in the statute for the determination of invested capital
appears to have been based upon considerations of expediency. In many cases
it would have been merely accidental if true excess profits could be determined
under that method. The railroads were most seriously affected and prejudiced
by the failure of the statute to give adequate consideration to present investment
or present worth.
It is in the light of these considerations that we advance our first proposal

that a railroad company be permitted at its election to compute its excess profits
credit as an amount equal to the aggregate of its normal tax and surtax, plus
a sum equal to 6 percent of the total of its capital stock, outstanding borrowed
capital, and surplus, as reflected in its corporate books of accounts. The rail-
roads were the first industry in this country to be subjected to regulation insur-
ing the integrity of their accounts. Since 1907 the railroads have been required

75900-50-53
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to keep their books in conformity with the system of accounts prescribed by the
Interstate Commerce Commission, and that Commission has for many years had
full powers of investigation and supervision. The accounting classifications of
the Interstate Commerce Commission have been the prototype for similar prescrip-
tions of accounting methods for other types of regulated industries. Practically
every form of utility today must keep its accounts in accordance with a classifica-
tion furnished it by a regulatory agency. In the case of the railroads, the govern-
ing provisions are found in section 20, part I, of the Interstate Commerce Act
and in the accounting classifications promulgated by the Interstate Commerce
Commission.

The proposal advanced under this heading presents a common-sense realistic
approach to the problem of developing the true invested capital of most railroad
companies. As stated by the Supreme Court of the United States, taxation is
an intensely practical matter. It is wholly inconsistent with sound administra-
tion to base the tax on a formula leading to so much dispute and litigation as
attended the invested capital provisions in effect during World Wars I and II.
It will be recalled that litigation arising out of the 1918 act was still in the
courts in 1940 at the time the second excess profits tax was under consideration.
Experience of the railroads with the more recent act indicates that in many
cases it will take at least 10 years more to settle all of the disputes arising out
of that act. Certainly a more workable method must be devised, and we submit
that the proposal we are here expounding adequately meets the requirements
of the situation. Instead of relying on nebulous calculations of property paid in
for stock in connection with railroad reorganizations occurring as far back as
1S50, it substitutes the standard of present worth as reflected in the taxpayer's
books of account kept under the full supervision and policing of the governing
regulatory body. We submit that no proposal offers so much promise of simpli-
fying the tax structure with so little conceivable detriment to the Government's
revenues.

We have intimated that while this method would fulfill the requirements of
most railroads, there are nevertheless certain exceptional cases requiring some
different form of treatment. The exceptional cases are chiefly those of railroads
which have undergone reorganization in recent years with a consequent sub-
stantial reduction in their capital structures. Since these reorganizations,
occurring chiefly since 1935, have constituted tax-free reorganizations within the
definition of section 112 (g) of the Internal Revenue Code, the continuing or
successor corporations are entitled to retain their predecessors' cost basis of prop-
erty and assets. In such cases, a determination of invested capital on the basis
of book figures would be wholly inequitable, and it is reasonable to assume that
no railroad within this class could avail itself of this alternative method of
computing invested capital. It is chiefly to take care of railroads within this
class that we are offerng alternative proposal (2) which would base invested
capital on asset value.

We do not think it necessary to summit any extended argument in support
of our proposal that the excess profits credit should include the normal tax and
surtax. It is well recognized in rate regulation that income taxes are expenses
which must he deducted before there can he a determination of fair return. There
cannot be a proper determination of what constitutes excess profits as distin-
guished from normal profits without including in expenses ordinary income taxes.
To the extent that revenue must be used to meet such taxes, it cannot conceivably
constitute excess profits.

Neither do we think it necessary to submit any extended argument in support
of the proposal that the credit should be computed at 6 percent of capitalization
rather than some lower percentage figure. We know of no case in which it has
been held that a return of 6 percent is more than a fair return upon the value of
utility property, and there are many cases where a return in excess of 6 percent
has been deemed to be entirely reasonable for a regulated industry. It will be
recalled that in connection with the recapture provisions of the Transportation
Act of 1920 a return of 6 percent upon the value of property devoted to transpor-
tation service was postulated. A return of not less than 6 percent is required to
enable the railroads to attract new capital sufficient to permit them to make the
necessary improvement and expansion of their facilities.

We recognize that our proposal involves still another departure from the World
War II statute in that it contemplates the inclusion of 100 percent rather than
50 percent of outstanding borrowed capital in the computation of the credit. The
capital structure of the railroads is approximately 50 percent stock and 50 per-
cent debt. No other industry except the utilities has nearly so high a percentage
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of debt to total capitalization. This situation is not a matter of choice with the
railroads. For many years investors have been wholly unwilling to invest new
money in railroad equities, and in recent years they have been reluctant to invest
new money even in mortgage bonds. This situation is in sharp contrast with the
experience of unregulated industries whose earnings, in many instances, have
been so great as to permit them to extinguish all of their indebtedness. There
are hundreds of leading industries in the manufacturing and mercantile fields
that have no outstanding indebtedness at all, and many of them have nothing
but common stock outstanding.

Accordingly, of all the taxpayers in the country, the railroads are most
seriously discriminated against by any restriction on the eligibility of borrowed
capital as a component of invested capital. This discriminaton should be re-
moved, as borrowed capital is just as permanently devoted to railroad operations
and is just as much responsible for the production of earnings as equity capital.
We recognize, of course, that under this treatment interest should not be per-
mitted as a deduction in the computation of excess profits net income, because
otherwise the taxpayer would be accorded what would, in effect, be a double
benefit.

We have previously noted that the definition of borrowed invested capital
contained in section 719 of the code limited the computation of borrowed capital
to the amount of the outstanding indebtedness of the taxpayer evidenced "by a
bond, note, bill of exchange, debenture, certificate of indebtedness, mortgage, or
deed of trust." Under this provision, indebtedness of a railroad evidenced by
outstanding equipment trust certificates has been uniformly included in bor-
rowed capital. But there has been considerable reluctance in some districts, if
not downright refusal, to permit the inclusion in borrowed capital of indebted-
ness represented by conditional sales agreements. Within recent years, rail-
roads in financing the purchase of new equipment, have resorted more and more
to the conditional sales device in view of its comparative simplicity and economy
as compared with the equipment trust. Under either method, the railroad usu-
allly makes an initial down payment of approximately 20 percent of the purchase
price of the equipment and obligates itself to pay the remainder over a Iperiod
of from 8 to 15 years, the maturities under conditional sales agreements tending
to be somewhat shorter than in the case of an equipment trust. Since the
obligation and indebtedness of a railroad evidence by a conditional sale agree-
ment is just as real and just as binding as that existing under an equipment trust
and both methods have for their sole purpose enabling the railroad to acquire
needed equipment without the necessity of paying the entire purchase price in
the year of acquisition, any distinction between these two methods for tax pur-
poses is purely artificial and without justification. Accordingly, the definition of
borrowed invested capital in any new excess profits tax law should be enlarged so
as specifically to include a "conditional sale agreement."

2. As an alternative to proposal (1) above , a railroad company, at its election,
should be permitted to comnpute its credit as an amount equal to the aggre-
gate of its normal tax and surtax plus 6 percent of the adjusted basis for
determining gain of all its assets, including money and current assets, less
current liabilities

Having in mind that, as previously indicated, there are some railroad compan-
ies which could not afford to base their excess profits tax credit on the total
capitalization as shown in their books of accounts, we propose that, as an
alternative to that method, a railroad company be permitted to compute its
credit as an amount equal to the aggregate of its normal tax and surtax, plus
6 percent of the adjusted basis for determining gain of all its assets, but de-
ducting current liabilities. This proposal is suggested by section 723 of the
code, which provided a computation of equity invested capital on a similar
basis in the event that the Commissioner should determine that the equity in-
vested capital could not be determined in accordance with section 718. That
provision dealt only with equity invested capital and thus provided for reduc-
tion of the resulting total figure by the amount of indebtedness outstanding at
such time. We have modified that limitation to the extent of indebtedness
qualifying as borrowed capial in view of our recommendation that a railroad
company should be permitted to include in its credit 100 percent of the amount
of its borrowed capital with a consequent adjustment of the interest deduction.
We must also mention that our proposal differs from former section 723 in
that we have provided that the assets should be included at their adjusted
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basis for determining gain. The reason for this modification will be hereinafter
explained.

Of course this proposal, like proposal (1), is intended to relieve the Govern-
ment and the railroad taxpayer from the well-nigh impossible and completely
artificial method of computing the invested capital of a railroad company that
was used in connection with the World War II statute which, as previously
pointed out, required a computation based on a reorganization occurring at some
early stage in the taxpayer's history extending, in some cases, as far back as
nearly a century ago. If there be agreement that this situation must not be
perpetuated and that there should be an end to dispute and litigation, then
some other method must be devised for the computation of the excess profits
credit of those railroads for which, by reason of circumstances previously re-
lated, it would be wholly unfair to use capitalization as reflected in the books
of account.

The method herein proposed, while lacking some of the simplicity of pro-
posal (1), nevertheless sets forth a workable rule permitting an accurate and
definite basis of calculating the invested capital of a railroad company. The
provision permitting inclusion of the assets at their adjusted basis for deter-
mining gain would allow a railroad to bottom its calculation on the March 1,
1913, value of that portion of its property then in existence. Proof of such
March 1, 1913, value in respect of the operating properties of every railroad
company in existence at that time is already available through the basic valua-
tions of the pIroperties of each company made by the Interstate Commerce Com-
mission under section 19a of the Interstate Commerce Act. While these valua-
tions were generally made as of some date in 1915 or 1916, the Commission in
evaluating such properties as of such date, uniformly used prices reflecting the
average prices of the 1910-14 period. It is to be noted that the critical date,
March 1, 1913, falls well within the pricing period used by the Commission.
Moreover, the Commission has found and reported that the average prices for
the 1910-14 period used by it fairly reflected the level of construction costs of
railroad property for many years prior thereto. Texas Midlalnd RR (75 I. C. C.
140) : Telephone and Railroad D'preeiation Charges (118 I. C. C. 295, 346). Cer-
tainly no other class of taxpayer is so fortunately situated in the matter of
proof of the March 1, 1913, value of the greater portion of its property in ex-
istence at that time, because this valuation was made by a Federal commission
under compulsion of statute and all the railroad properties were evaluated on a
uniform basis with no thought of income-tax consequences. Such valuations
are worthy of complete credence as fixing the value and cost of railroad oper-
ating property in existence on March 1, 1913.

Moreover, we wish to point out that the basic valuations of the Interstate
Commerce Commission have generally been used by the Bureau of Internal
Revenue as a starting point for the determination of the cost of railroad oper-
ating property for purposes of computing losses on retirement or sale and as a
base for depreciation calculations. Under section 718 of the code, the basis
of property for inclusion in equity invested capital was "equal to its basis
(unadjusted) for determining loss upon sale or exchange." Accordingly, the
basis recognized by the Bureau as proper for determining loss upon sale or
exchange must necessarily be proper for determining the basis of property
for inclusion in equity invested capital.

But the Treasury Department, in the audit of returns for the 1940-45 period,
lhas refused to recognize the valuations of the Interstate Commerce Commission

as proper evidence of the cost of railroad operating property acquired and installed
prior to the basic valuation dates for this purpose and would undoubtedly main-
tain this position in the future under similar statutory provisions. For this rea-
son, we are proposing that the assets of the taxpayer be includable at their
adjusted basis for determining gain, the difference being that this proposal indi-
cates a congressional intent that March 1, 1913, values should be considered.
With such a direction from Congress, we feel certain that the Treasury Depart-
ment would be willing to accept the ICC valuations constituting as they do the
best possible evidence of the value of the operating assets as of March 1, 1913.

Of course the basic valuations of the Interstate Commerce Commission were
limited to operating property and did not include any property therein classified
as noncarrier. For most railroads, the amount of noncarrier property is rela-
tively small, and no paticular problem would be involved in valuing the portion
of such property in existence on March 1, 1913, as of that date.

The railroads uniformly have complete records of the actual cost of all addi-
tions and betterments made since their basic valuation dates and complete records
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of all retirements which, so far as they relate to property in existence as of the
basic valuation date, have been written out of the accounts on the basis of
valuation figures and, so far as they relate to retirements of property acquired
after that date, have been written out at cost. Thus the aggregate cost of all
assets on hand as of thle beginning of the taxable year could readily be determined.
Our proposal contemplates that the "adjusted" rather than the "unadjusted"
basis should be used in respect of all depreciable assets so that there should be
deducted from the aggregate unadjusted basis of such assets all depreciation
allowed or allowable in previous tax years.
3. Under any computation of invested capital, there should be included 100

percent of borrowed capital, and indebtedness represented by conditional
sales contracts should be specifically included in borrowed capital

The reasons supporting these proposals have been fully set forth under the
preceding headings. We recommend that these proposals be incorporated in any
new excess profits tax law regardless of the action taken on other proposals.
4. Proposals regarding computation of credit based on average earnings

As previously stated, the earnings of the railroad industry in recent years
have been so meager that most railroad companies must rely on the invested
capital method rather than the average earnings method for computing their
excess profits tax credit. There are, however, a few railroads that might con-
ceivable be able to avail themselves of the average earnings method provided
they were permitted to choose as the earnings base any one or two postwar
years or, if the credit be based upon an average for a number of years, were given
relief similar to that provided in section 713 (e) and (f) of the former law.

For most industries, earnings during the period 1946 to 1949 were uniformly
good, and it might be deemed fair to use the entire 4-year period as the base
period for determination of the average earnings credit. But the use of such
a base period in the case of the railroad industry would result in substantial
injustice and hardship owing to the fact that 2 of the 4 years within that
period were conspicuously bad years, even as compared with the generally de-
pressed level of railroad earnings which prevailed throughout the postwar pe-
riod. In 1946, the class I railroads of the United States, excluding terminal
and switching lines, earned only 2.75 percent on their recorded net investment.
The corresponding figure in 1947 was 3.41 percent, and in 1948 was 4.24 percent,
while in 1949 it was only 2.85 percent. Clearly, the years 1946 and 1949 ought
to be excluded in the determination of an average earnings credit for the rail-
road industry.

In order to place the railroads on a comparable basis with other kinds of in-
dustries, a railroad should be permitted to pick out 1 year within the period
1946-49 as the basis for its credit on the income method, or it should be per-
mitted to use the average of the 2 years 1947 and 1948. If it be thought that a
longer period should be used, it is suggested that the base period should con-
sist of the 3 years 1947, 1948, and 1949. But if such a period is used the rail-
roads should be accorded relief similar to that provided in section 713 (e) (1)
of the Internal Revenue Code which would permit them to substitute for the
low earnings of 1949 at least 75 percent of the average earnings for 1947 and
1948.

It is essential also that adjustments be made in arriving at excess profits net
income, such as were included in the former law. Reference is specifically made
to the exclusion from excess profits net income of dividends and of capital gains
and gains from the retirement of bonds. The figures which have been given as to
the rate of return upon net investment of the railroads emphasize that any earn-
ings base applicable to the railroad industry must in justice be computed upon
100 percent of the average earnings after appropriate adjustment.

Certain bills introduced in the present Congress have provided that the meas-
ure of normal profit should be as low as 75 percent upon average earnings during
the base period. This proposal undoubtedly follows the thought that for many
industries the period of the postwar years was one of great prosperity and re-
sulted in earnings beyond those which should be considered as normal. But
railroad earnings were low throughout the period and an arbitratry deduction
from average earnings on a percentage basis would as to them plainly be unjust.

The final recommendation under this heading is that there should he added to
the credit otherwise determined an amount equal to 6 percent of all net capital
additions whether represented by equity or borrowed capital or retained earnings,
made during the last 2 years of the base period and all subsequent years prior
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to the first excess profits tax year. In explanation of this proposal, we wish
to point out that the capital expenditures of the class I railroads for the year
1948 aggregated approximately $1,275,000,000 and for 1949, $1,310,000,000. While
the figures for 1950 are, of course, not yet available, this high level of expendi-
tures has continued during the present year. If the earnings credit were based
on the average earnings for, say, the 4-year period 1946-49, it is apparent that
such average earnings would not reflect, except to a minor extent, the earnings
attributable to the new facilities installed after December 31, 1947, or the
economies resulting from these expenditures. For instance, hundreds of mil-
lions of dollars have been devoted in the last 3 years to the purchase of Diesel
locomotives, and in many instances the savings resulting from the substitution of
such power are in the neighborhood of 30 percent per annum of the amount of
the investment. If such locomotives were acquired in 1949, the resulting econ-
omies would be reflected in base period earnings only for a portion of 1 year.
But those economies will be reflected throughout the excess profits tax years
and will serve to increase the net income subject to tax. In this situation, earn-
ings resulting from these capital expenditures would be reflected as excess
earnings subject to an excess profits tax.

The proposal to add to the amount of the credit otherwise determined 6 percent
of the net capital additions made after December 31, 1947, will substantially
remove this inequity and permit the reflection in the base period income of
earnings attributable to the facilities which will be available during the excess
profits tax years. It is no answer to this problem to suggest that the railroads
might be entitled to procure relief in respect of such a situation under section
722 or its equivalent, because the railroads have been completely unable to per-
suade the Bureau of Internal Revenue that relief should be accorded under
similar circumstances during the 1936-39 period.
5. Tihe 2 percent penalty for filing consolidated returns should be eliminated

There is no economic justification for imposing a penalty for the privilege of
filing consolidated returns. Accounting authorities are in agreement that the
published reports of affiliated companies should be made on a consolidated basis,
and regulatory agencies, including the Interstate Commerce Commission, advo-
cate consolidated balance sheets, income accounts, and profit and loss statements.
Consolidated returns simplify administrative problems and produce savings for
the Treasury as well as the taxpayer. Accordingly, there is not the slightest
justification for the imposition of a penalty on the filing of consolidated income
and excess profits tax returns.

6. The excess profits tax, normal and surtax, should be treated as one tax for
limitation, credit, and refund purposes and for the sending of 90-day letters

This recommendation is made to eliminate the confusion and correct the
manifest injustice attending the administration of the World War II statute.
The Treasury Department has felt compelled by reason of statutory provisions
to make separate computations of interest on deficiencies and refunds of normal
tax and excess profits tax even though occasioned by the same basic adjustments.

The problem may be illustrated by assuming a reduction of excess profits credit
for 1944. The excess profits tax is increased accordingly, but the income tax
liability for the same year is automatically reduced. The Commissioner charges
interest on the excess profits tax deficiency from the due date of the 1944 return,
March 15, 1945, but allows interest on the related income tax refund only from
the date of the payment which produced the overpayment, which in most instances
would be December 15, 1945.

The practice of the Commissioner in such a case is to offset one tax against the
other. However, before the offset is made, he computes interest on the deficiency
from the due date of the tax and adds this to the deficiency and applies the over-
assessment to the aggregate of the deficiency plus interest.

Later a separate check is sent for the interest on the overassessment, this
interest being computed from the date upon which the tax was overpaid.

It is manifest that this obvious inequity should be corrected in any new excess
profits tax law. In view of the interrelationship of the excess profits tax and the
normal and surtax, they should be treated as one for all administrative purposes.

The CHAIRMAN. I am handing the reporter two letters from the
CIT Financial Corp. to be incorporated in the record at this point.
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(The letters referred to are as follows:)

CIT FINANCIAL CORP.,
New York 16, N. Y., December 8, 1950.

Re H. R. 9827.
Senator WALTER F. GEORGE,

Senate Office Building, Washington, D. C.
DEAR SENATOR GEORGE: Following our conversation of yesterday, I am giving

you herewith the statement for the record which you requested. This is signed
by Arthur O. Dietz, president of CIT Financial Corp.

In our talk I called your attention to an omission in draftsmanship of section
433, subsection (b), paragraph 7, and section 453, subsection (a), dealing with
income from installment sales. The provision in question, while affording needed
relief to the seller of merchandise on the installment method (House committee
report, pp. 13, 15), fails to provide correspondnig relief to the bank or other
financial institution which succeeds to the rights of the seller.

We also desire to call your attention to a highly discriminatory phase of
section 435, subsection (e), paragraph (1) (B) of the House bill which defines
"growth companies." This section denies the relief of the '"growth company
formula" to all corporations whose total assets, at the beginning of the base
period, exceeded $20,000,000. If any test based on the size of the corporate tax-
payer is justified, certainly this test of total assets should not be the one
selected.

I will be very grateful if you will introduce this statement into the record and
give it your personal consideration and support.

Thank you for the time which you were good enough to give me.
Sincerely,

ERNEST KANZLER.

C. I. T. FINANCIAL CORP..
New York 16, N. Y. December 8, 1950.

Re H. R. 9827.

Senator WALTER F. GEORGE,
Chairman, Finance Committee, United States Senate,

Senate Office Building, Washington, D. C.
DEAR SENATOR GEORGE: This statement is submitted to you in the form of a

letter because of the congested calendar of the Finance Committee. Out of con-
sideration for the time of the committee, we are forwarding it with the request
that you place it in the record of the hearings on H. R. 9827.

The report of the House Committee on Ways and Means on this legislation
states on page 13:

"As a result of testimony received at the recent hearings of the Committee
on Ways and Means, provisions have been included in the bill designed to correct
the income of taxpayers using the installment basis of accounting * * *
Under the installment basis method of accounting income arises when the pay-
ments made under the contracts are received. In the absence of a relief measure,
many taxpayers now using this method would probably be required to pay
unusually large taxes during the first years of the excess profits tax period
because the receipt of payments arising out of sales made in earlier years will
exceed substantially the volume of new business. This is expected to occur
because the volume of installment purchases was very heavy in 1918, 1949, and
1950 and will probably diminish sharply in 1951 and subsequent years as a result
of the application of controls to installment purchases and the development of
scarcities among the commodities ordinarily sold by the installment method. To
prevent this result, the bill permits a taxpayer who is on the installment basis
for income tax purposes to elect to report its income on an accrual basis for the
excess profits tax. This has the effect of excluding from the excess profits net
income of the taxable years the payments arising out of sales made during the
years in which the tax dlid not apply. Such an election when made is irrev-
ocable."

This excerpt points out the necessity for relief for taxpayers engaged in selling
on the installment basis. However, as a matter of fact, the majority of sellers
of goods on the installment method find it necessary to sell the receivables arising
out of such sales. These receivables are sold to banks and other financing institu-'
tions, who succeed thereby to all the rights of the original sellers of the mer-
chandise, and who therefore should be entitled to the same tax treatment.
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Everything that is said in the House committee report concerning sellers of
commodities on the installment method applies with equal force to those who
buy the receivables from these sellers. The earnings on the receivables so pur-
chased in 1948, 1949, and 1950 also have been deferred. In the absence of relief,
these buyers of receivables will be required to pay unusually large taxes during
the first years of the excess profits tax period. This is true because the receipt
of payments arising out of business transacted in earlier years will exceed sub-
stantially the volume of new business. The volume of installment purchases
of commodities and, correspondingly, the volume of installment receivables pur-
chased was very heavy in 1948, 1949, and 1950. As a result of the controls
referred to in the House committee report and the development of scarcities
in the commodities ordinarily sold by the installment method, the business of
installment financing also undoubtedly will diminish sharply in 1951 and sub-
sequent years. As a result, banks and other financing institutions which engage
primarily in this type of business would be required to pay unjustifiably large
excess profits taxes from which the original seller of the goods and owner of
the related receivables would have been exempt if he had continued to carry
these receivables himself.

To prevent this result, the same kind of relief should be afforded to the buyers
of installment receivables as the House bill affords to those who sell commodities
on the installment method.

In submitting this amendment to your committee, may we state that no such
proposal was made to the House committee when it considered H. R. 9827. In the
few days which were available before H. R. 9827 was reported by the Ways and
Means Committee, the foregoing was not presented and it seems apparent to us
that the committee did not have an opportunity to consider the subject matter.

Thank you most sincerely for this opportunity to present our views to you
and the other members of the Finance Committee.

Sincerely,
A. O. DIETZ, President.

GERBER PRODUCTS Co.,
Fremont, Mich., December 4, 1950.

Senator WALTER F. GEORGE,
Chairman, Senate Finance Committee,

Senate Office Building, Washington, D. C.
DEAR MR. GEORGE: Confirming my telegram today I'm again writing you to

express my objections and our company's objections to enactment of an excess
profits tax at this time along the lines proposed by the administration.

It occurred to me that you might be interested in knowing more specifically
how the excess profits tax of World War II affected us and how some of the pro-
posals might affect us in the future.

As an example of the inequities and unjust penalties imposed on growth com-
panies by the excess profits tax of World War II, we present the following state-
ment of facts with respect to Gerber Products Co.

Federal income and
excess profits tax

Year ended March 31 Sales Taxableincome Percent to
Amount taxable

income

1940------ ------ ----- ------ ----- --- - $-- 83, 144,121 $71,182 $13, 611 19.1
1941...........--------------------------------- 3,989,285 284,950 86,831 30.5
1942...... --------------------------------- 6.680, 249 744,789 395, 784 53.1
1943.........----------------------- ---------- 10,731,347 1,560,597 1,129,779 72.4
1944....... -------------------------------- 12, 627, 164 1,406,842 1,008, 499 71.7
1945 ......... --------------------------------- 17, 479, 942 2,261,970 1,640, 512 72.5
1946 ...........------------------------------------- 21,094,061 1,546,925 971,823 62.8

Before passing judgment regarding the equity of such a tax set-up as shown
above, please keep in mind that Gerber Products Co. is a producer of baby
foods and that baby foods is a new industry which has been developing and
growing since 1928, and it is not a war product.

Please also note that the sales dollars in the foregoing table represent actual
growth in unit sales because during these years there was no increase in the
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unit selling price to our customers even though costs of agricultural and other
materials, labor and other costs, increased substantially and in some cases
phenomenally.

The Gerber Products Co. is still a growing company, with sales for the year
ended March 31, 1950, having reached $42,235,93, and increase since then indi-
cates that sales of $48,000,000 or $49,000,000 may be expected for the year end-
ing March 31, 1951.

Please do not draw any conclusion from this letter that Gerber Products Co.
is objecting to the payment of its proper share of taxes, but it is not in favor
of a method of taxation which unjustly imposes higher rates on growing com-
panies compared to older and well-established businesses.

Growth companies and the development of new industries has been one of the
most important reasons why the economy of this country has reached its present
status, and this opportunity should be preserved and encouraged rather than
checked and retarded by any inequitable basis of taxation.

Companies which radically improve their methods, products, or services and/or
reduce costs and prices contribute equally well toward our national economy
and should be encouraged.

The administration proposal includes establishing as normal profits (by using
an arbitrary formula and period) 75 percent of the average earnings before
taxes for the years 1946-49, and to tax any excess at 75 percent.

On this basis our normal profits would be established at approximately
$2,400,000 and would be used to compute our taxes for future years. This is
obviously entirely unrealistic when reviewing our actual growth and earn-
ings over the last 10 years and considering the many adverse circumstances
we encountered during that time. It is equally obvious that our actual normal
profits are really closer to $6,000,000, as shown below:

Year ended Mar. 31 Sales Taxable
income

1946- -------------------..-----------..... $21,094,000 1 $1,547, 000
1947-... -.-...... .... .. . . . . . . . . .. . . . . . . . . .. . . . . . . . . . 20,735.000 1 468,000
1948- - - - - - - - - ---------------- -- - - - -- - - - _-_ - 29, 559, 000 3,406, 000
1949 ----------------------------------------------------------- 39036000 4,500000
1950 . . . ..---------------------------------------------------------- 42, 236, 000 5,384,000
1951 (estimate) ------------------------------------------------------ 49, 000, 000 6, 300,000

IAdversely affected by being held to 1940 prices by OPA ceilings while prices of materials and labor
increased substantially.

With further growth from natural and regular development, sales and income
(before taxes) should continue to increase substantially over the present basis
during the period any such proposed tax would be applicable.

Nevertheless, our tax in 1951, and subsequently, would be computed as follows:
Taa

"Normal profits," $2,400,000, at 45 percent__--------------------- $1,080,000
"Excess profits," $3,900,000, at 75 percent_____________ 2,925, 000

Total and average, $6,300,000, at 64 percent-----------------4, 005, 000

Naturally, with continued added sales and income in later years, a greater por-
tion would be subject to the 75 percent "excess profits" tax rate whereas it is our
contention that regular normal and surtax rates should apply.

The Honorable Mr. Wilbur D. Mills, Representative from Arkansas, has ad-
dressed an inquiry to us on this subject and we are taking the liberty of sending
copy of our answers to his questionnaire along with this letter which we hope
will be helpful to you in your consideration of the matter.
As previously stated, we believe that careful consideration is necessary to

avoid action which might contribute to extravagance and inflation (resulting from
tendency to spend "20- or 25-cent dollars" too freely) and at the same time create
inequities greater than such action may be intended to prevent.

We strongly urge a program of rigid economy in both civilian, defense, and
foreign-aid spending and imposition of a separate defense tax for a limited period
of time using the same base as used for normal and surtaxes for all companies
and that provisions be made for efficient procurement policies and practices in
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connection with defense and war materials and all contracts be subject to bid,
negotiation, and renegotiation.

Very sincerely,
DAN GERBER.

[Telegram sent December 4, 1950]

Congress should pass a tax bill to raise the money essential for national
defense. There certainly is basis for serious criticism if the House passes the
buck to the Senate on an inflationary measure like this so-called excess profits
tax at a time of national crisis. The plan should be branded with its proper
name, a bonus plan for inefficiency and extravagance and a drastic deterrent to
initiative and productivity.

A brief review, on your part, of the effect of the excess profits tax of World
War II cannot help but convince you of its extreme inequities, particularly with
respect to growth companies. Arbitrary base periods are unrealistic and funda-
mentally unsound. Hope you can vigorously protest this petty political expedient
and face the issue squarely with a defense tax on all income with renegotiation
of war contracts continuing.

DAN GERBER,
President, Gerber Products Co.

EXcEss PROFITS TAX QUESTIONNAIRE

Congress is preparing to enact an excess profits tax for the purpose of largely
taxing away corporation profits in excess of normal profits. Several formulas
are under consideration to measure normal profits in order to exempt them from
the tax. Please indicate how the following measures compare with what you
consider normal profits before Federal income tax.

RETURN ON INVESTED CAPITAL

1. What percent profit before tax to invested capital do you consider normal?
5 percent, 8 percent, -- percent.

2. If you believe 8 percent is below normal, explain why :-----------------
3. What rate of return do you have to pay to procure additional borrowed

capital? percent. Equity capital? ---- percent (dividend yield).
4. If your assets were revalued at reproduction cost less depreciation, your

invested capital would be increased approximately ------ percent.
5. If research patents and other development expenses had been capitalized,

your invested capital would be increased approximately?

AVERAGE PROFITS

Please check in one of the three columns on the right how well each formula
below measures your normal profits before taxes?

Too high Too low Normal

1. 140 percent of 1936-39 average profit... .-..........................................................
2. 100 percent of 1946-49 average pFofit... ........ ... .. . .... ... ... .... . ....
3. 95 percent of 1947-49 average profit ....----------- - - _ _ _ _ _ _ --........
4. 95 percent of 1948-49 average profit ............ .. . .... . ...... .... ... .. ....
5. 90 percent of 1947-48 average profit - -........... .... ....... ..................
6. 85 percent of best year in 1946-49............---------------------------..---------.....

State reasons why certain of the above formulas are too low.
What other formula would you suggest as a more reliable measure of normal

profit?
Which method did your company use to determine its excess profits credit

during most or all of the years 1940-45?
1. Invested capital method-- - - -- - - - -- - - - -- - - - -- - - - ( )
2. Straight average of profits, 1936-39-------------------- ( )
3. Average after substituting 75 percent of average of three highest years

for poorest year--------------------------------------------- )
4. Growth formula section 713 (f) which was applicable to corporations

with higher average earnings in second half of base period-------- ( )
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GROWTH FORMULA

1. Would it, if applied to 1946-49, provide a relatively reliable measure of your
normal profits now?

2. What formula would you suggest to measure more reliably your normal
growth?

CREDITS AGAINST TAX

1. Did you use section 783 (credit for debt reduction)?
2. Would you need such credit to prevent financial hardship now? Why?
3. Would a similar credit for capital expenditures prevent financial hardship?

Why?
GENERAL RELIEF

1. Did your company claim relief under any of the following sections of the
Internal Revenue Code?

Granted Denied Pending

Sec. 711(b)(1) (H ), (I), (J), (K ) -- ---------.--.---.- -----..... ... ... .... ... ... ... .... ... ... ..
S ec. 721 --... .. . . . .. . . . .. . . . .. . . . .. . . . .. . . . .. . . . .. . . . .. . . . .. . .... .. ..-
Sec. 722 ---...- - -.--..-..... . . . . . . . . . . . . . . . . . . . . .

2. What suggestions do you have for changes in these sections to assure the
granting of appropriate relief in hardship cases and to improve or simplify
their administration?

3. Would you need to seek relief under section 722 if the years 1946-49 are
the base period for the new excess profits tax? Years 1947-48? Best year in the
period 1946-49?

4. Would you prefer that 722 be administered by the Bureau of Internal Rev-
enue or by a board outside of the Treasury whose sole functions would be to
determine what corrections in base period earnings, invested capital, or rate of
return are needed to produce a correct statement of your excess profits? Why?

WAR PROFITS TAX

Assuming that each of these methods would produce about 3 billions addi-
tional revenue, which would your company prefer?

1. Retention of the combined normal tax and surtax at 45 percent and the
imposition of an excess profits tax of 75 percent on profits in excess of a rea-
sonable normal?

2. A war profits tax which would be 25 percent of the combined normal and
surtax?

3. A further increase in the combined normal tax and surtax from 45 percent
to 55 percent?

FACTUAL. INFORMATION

1. Name of your company.
2. The largest part of your business is in what industry?
3. Your approximate net worth is?
4. Your approximate invested capital is?

. Sales Profits be Payroll5. fore taxes

Estim ated 1950 .. .--------------------- - - - - - - - - - - -- - - - - -- - - - - -- - - - - - - -
Actual 1949-..---------------------- -- -- -- -- - - - -- -- - - -- ------- ---- --
Actual 1948-........-- ------------------------------------------------ ------- --- - --
A ctu al 1947 .----- - - - - - - - - - - - - - - - - - - - - - - -- - - - - - - - - - - - - -. . . . . . .
Actual 1946 ...------------------------ --------- ---------.
Average (1936-39) .---- .----------------------------------------------------- ----- - - -
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ALTERNATIVES

1. In your opinion which, if any, of the aforementioned formulas is better
than any other for businesses as a whole?

2. Would the choice of several alternative formulas result in a closer approx-
imation of normal profits for all businesses as a whole?

3. What alternatives would you suggest that would not result in exempting
above-normal profits of many businesses from the tax?

ANSWERS TO EXCESS PROFITS TAX QUESTIONNAIRE

RETURN ON INVESTED CAPITAL

1. With tax rates as high as they are the return on invested capital can only
be expressed as a percentage after taxes and not before. For companies in a
business such as ours a return of from 10 to 15 percent on invested capital
should be the minimum. It must be remembered that while successful com-
panies will show good rates of return on invested capital, there are at the same
time companies operating at no profit and even losses. To provide risk capital
there must be a chance to provide more than a nominal return, some chance
takers lose and some win, but there must be a chance to win.

2. An 8 percent limitation of return on invested capital is too low to attract
new venture capital so vital to the growth and continued development of our
economy. It must be remembered that even 8 percent return to corporation
may only permit from 3 to 6 percent payment to shareholders because of prudent
financial policies necessary to protect the business because of-

(a) Increasing capital needs accompanying-
(1) A healthy expending economy generally.
(2) Growth companies.
(3) Some years of low returns or losses.
(4) Inflationary influences which require more funds for even re-

placement of same quantity of inventory, machinery and equip-
ment, and to larger dollar amounts of accounts receivable.

(b) Returns to investors should be higher on venture or risk capital
otherwise funds will flow to channels providing relatively more safety and
return of from 4 to 6 percent.

(c) Invested capital as reflected by corporations' books are frequently not
proper basis for establishing equitable return to investor. Shareholders'
investment may be greatly in excess of book values because equity has been
purchased at the economic value of shares based on current or recent condi-
tions, prices, etc., whereas books indicate values (particularly of fixed assets)
of many years previously.

(d) Earnings are frequently not directly related to capital in companies
where ideas, products, services, etc., are much more important than actual
capital required.

(e) Invested capital should be interpreted to include proper provision for
borrowed capital; the holders of equity capital are assuming risk on it.

3. 3% percent, plus financing cost, equals 31/ percent. 7 percent plus.
4. 20 percent.

AVERAGE PROFITS

1-6. All too low.
All too low because we are a growing business. No lower than 100 percent of

average of years 1948 and 1949 with consideration given to inclusion of first half
of 1950 and extending base period to end of fiscal year for companies whose fiscal
year ends in 1950 to at least June 30.

Any formula should provide for additional growth in each year subsequent to
any established base period. Use actual for each year with some formula to
discount for influence by the defense economy.
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Growth of our business

[In thousands]

Federal income and

Year ended March 31- Sales Taxable excess-profits taxes
income

Amount Percent

1940 _..._ _ _ __...__.... . . . . . . . . . . . . . $3,144 $71 $14 19.1
1941...... ..-----------------------......... 3,959 285 87 30.5
1942 - -.- - - - - - --. -. -.- --. . . . 6,680 745 396 53.1
1943 ............................ .... 10,731 1, 561 1,130 72.4
1944 -.-.-......... . . . . .. . ..- - -.- --- 12,627 1,407 1,008 71.7
1945........... ... .. .. .. .. .. .. .. .. .. .. 17,480 2, 262 1,641 72.5
1946-.. --.- -_ --......-.. . . . . . . . . . 21,094 1,547 972 62.8
1947....-.......... .. .. . .. . .. . .. . .. . .. . .. . 20,735 468 195 51.7
1948 .-.......... .. . . . . . . . . . . . . . . . .-- - 29,559 3,406 1,310 38.5
1949....... --------------------------------------------------- 39, 036 4, 500 1,750 38. 9
1950.....--------------------------------------------------- 42, 236 5,384 2,075 38.5
1951 (estimated)............---------------------------------------- 49, 000 6, 300 (2) (?)

Sales prices remained at 1939 and 1940 levels or lower until late 1946 in spite
of substantial (and in some cases phenomenal) increases in costs of materials
and labor during that period. Since then, increases in selling prices have been
at much lower rates than increases in material costs and labor rates. During
most of 1946 and the first half of 1947 many abnormal conditions prevailed in
our industry as well as in industry generally, seriously and adversely affecting
our operating results.

During 1937, 193S, and 1939 we began several major changes in the character
of our business. Our "base period" earnings (1936-39) were therefore not rep-
resentative of normal earnings of the business after giving effect to the change.
Although section 722 of the Internal Revenue Code was enacted to provide relief
for such cases as ours and claims were made, the relief obtained was grossly
inadequate because of unsympathetic consideration and attitude of the Bureau
of Internal Revenue. Constructive average base period net income of $271,158
was allowed by the Bureau with net tax abatement of $81,379. Most of our
earnings were accordingly taxed as excess profits at the 81- and 851/2 -percent-net
rates. Such earnings, we contend, were not excessive and should not have been
treated as war profits but taxed at regular rates.

METHOD USED TO DETERMINE EXCESS PROFITS CREDIT DURING YEARS 1940-45

1. Invested capital method. A small amount of relief was granted for the
first 2 years under section 722.

GROWTH FORMULA

1. No; because of its limitation to highest year in the base period, and because
of its static nature as applicable to all subsequent years. Growth is a continuing
thing and not static.

2. A formula recognizing actual sales, payrolls, and profits, discounted by a
factor measuring the influence of the defense economy, which could not be deter-
mined until some time after the taxable year.

CREDITS AGAINST TAX
1. Yes.
2. Yes; in order to meet debt-retirement requirements.
3. Yes; to allow retention of earnings to assist in the financing of capital

additions.

GENERAL RELIEF

1. Yes, under section 722, but only an insignificant amount was granted, and
then only for the first 2 years. (It is estimated that time and costs involved
were about equal to amount of relief obtained.)

2. (a) A congressional mandate for reasonable and sympathetic administra-
tion.

(b) No limitation, such as 2 years, for projection beyond the base period.
(c) The allowance of actual performance, discounted by influence of the de-

fense economy, as proof of the reasonableness of the credit claimed for each tax
year of its own.
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(d) It is exceedingly important that personnel of any group similar to the
Excess Profits Tax Council,. conferees, and staff include significant ratio of
practical, experienced businessmen, attorneys, accountants, and economists even
if only available on part-time basis. Thorough knowledge of business operations
is necessary also to understand and appreciate the practical aspects of problem
codes.

3. Yes; because ours is a growing business.
4. Section 722 should be administered by a board outside the Treasury in order

to provide for more reasonable and sympathetic administration. It is the job
of the Bureau of Internal Revenue to collect taxes, not to make refunds, and
therefore difficult for such Bureau to function with an unbiased opinion.

WAR PROFITS TAX

2. To provide additional revenues, to the extent necessary, a war profits tax
as a percentage of the combined normal and surtax is far more equitable and
economical of administration than any devisable excess profits tax, and particu-
larly if combined with price controls and war contract renegotiations.

It appears advisable for several reasons to impose separate defense or war
taxes for definite short periods of time, not to exeed 2 or 3 years to require review
of results, needs, and administration.

FACTUAL INFORMATION

1. Gerber Products Co.
2. Baby foods industry.
3. $17,000,000.
4. $20,000,000.

Profits
5. Year ended- Sales before Payroll

taxes

Mar. 31, 1951 (estimated)...............------------------------------ $49, 000,000 $6, 300, 000 $7, 200,000
Mar. 31, 1950.----..--.------------------------------------ 42,236,000 5,384,423 6,604,107
Mar. 31, 1949................---------------------------------------- 39. 036,000 4, 500,381 6,783,347
Mar. 31, 1948......................... ---------------------------------------- 29,59, 00 3,405, 668 5,167,001
Mar. 31, 1947 ................---------------------------------------- 20, 735, 000 467, 656 5,153,119
1936-39 average .-.--.......---.----........------------- 2,851,000 90,000 501,000

I During this period business was on different basis than subsequent to 1939. Over of business was in
staple canned foods with low margins and baby-foods business was just developing. Earnings were dis-
torted because of changes occurring during the period. Earnings in excess of $200,000 were made in some
years prior to 1936.

ALTERNATIVE

1. A war profits tax which would be a percent of the combined normal and
surtax.

2. No.
3. Without renegotiation of war contracts and price and materials controls, any

method may result in above-normal profits to those businesses taking advantage
of the situation in a scarce economy.

The CHAIRMAN. That concludes the hearings and the committee will
be in recess until Monday when the bill will be considered in executive
session.

(The following material was submitted for the record:)
NATIONAL ASSOCIATION OF PHOTOGRAPHIC MANUFACTURERS, INC.,

New York 20, N. Y., December 7, 1950.
In the Matter of the Proposed Excess Profits Tax Law.
COMMITTEE ON FINANCE,

Senate Office Building, Washington, D. C.
GENTLEMEN: This association, whose member companies, according to best

available information, produce more than 90 percent of the total volume of photo-
graphic products of all kinds manufactured in the United States, respectfully
presents in behalf of the photographic-manufacturing industry the following
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statement with regard to the proposal before your committee that an excess profits
tax be imposed:

We are undertaking to present only those aspects which are of major and
particular importance to this industry. In doing so, we will not burden your
committee with any discussion of the merit or lack of merit of an excess profits
tax.

We will, therefore, merely state that we believe an excess profits tax law,
despite the great care which might be exercised in draftsmanship, would be too
vague, too uncertain, too hard to administer with any degree of fairness, and
productive of such widespread inequities and discriminations that it should not
be enacted.

We believe, therefore, that to the extent that additional reevnues to the Gov-
ernment are essential they should be obtained by some more equitable, broadly
based form of taxation.

SPECIAL CONSiDERATIONS AS TO THE PIIOTOGRAPi-IC MANUFACTURING INDUSTRY

As the committee is aware, the Amrican photographic manufacturing industry
is engaged about two-thirds in making photographic products for use in industry,
science, education, and government, including vital uses by the armed services,
and about one-third in the manufacture of products for amateur use. You are
also aware that this is a relatively small industry, that it is principally com-
prised of small companies, that a large proportion of its product areas are classi-
fied by the Munitions Board as comprising "basic and potential bottleneck items,"
the "production of which is vital in time of war." It has also been called to your
attention that most photographic products can be made during wartime only by
the photographic manufacturing industry because of the very highly specialized
skills and specialized facilities required for their manufacture.

While it is our hope that the Congress will decide not to enact excess profits
tax legislation, in the event that such legislation is nevertheless enacted, we
respectfully submit that it is important to the continuance of this industry on a
healthy basis that the following points be suitably recognized in any such law:

(1) Despite the serious drag on this industry occasioned especially by the 25-
percent manufacturers' excise tax on photographic apparatus, machinery, and
equipment, this is nevertheless a growing industry. It becomes essential, there-
fore, to provide for a suitable growth factor in any excess profits tax law in
order that such growth, including vital scientific development associated there-
with, may not be unduly discouraged.

(2) Data obtained from a representative group of photographic equipment and
sensitized paper manufacturers, of all sizes, indicate that the average profit on
sales (after Federal taxes on company income) for the years 1946-47 is 6.01
percent; for the years 1948-49 is 3.34 percent.

Further, a number of companies whose output is largely or wholly subject to
the 25-percent excise tax as a group actually experienced a loss in 1949. (See
p. 275, Hearings Before the Committee on Finance, Revenue Revision of 1950.)

To avoid the highly undesirable result of subjecting many photographic manu-
facturers, especially smaller companies engaged in the manufacture of equip-
ment and apparatus, to additional hardships and inequities, we believe it to be
of the utmost importance that should an excess profits tax law be enacted, it

provide several alternatives at the option of the taxpayer for determining the
excess profits tax base. Such options should include the provisions carried in

the House bill, namely:
(a) To allow a more realistically stated exemption of not less than

$25,000-a matter of especial importance to new enterprises and other small
and growing companies.

(b) As in the case of previous laws, to permit the use of the invested-

capital method, but in doing so to allow a more liberal return on invested
capital.

also additional options such as permitting the taxpayer-
(c) To select the best 2 years out of a period of 4 years.
(d) To utilize as the base the highest year in the base period.

In connection with the matter of an allowance for growth, we understand that

one possibility that has received consideration is that of using the comparison

between 1948-49 average profits and 1946-47 average profits as a method of

determining a growth factor. Whereas this might prove to be a very equitable

method as to some companies, and should be used where appropriate, we wish

to emphasize that it would prove highly inequitable, particularly in the product
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areas where this industry has been deprived of its normal sales and profits
levels by reason of the regressive effects of the high rates of manufacturers
excise taxes to which they are subject. This is clearly shown by profit data
presented herein. Moreover, suitable provision for recognition of continuing
growth should be provided.

TREMENDOUS DRAIN ON CASH

The committee is aware of the necessity for a company to maintain a cash
position which is adequate to finance its current operations, and that making
profits does not necessarily mean an improvement in cash position. It was our
experience after the last war when cash was drained off by high taxes, including
the excess profits and excise taxes, and when the country entered the period
of inflation, it became very difficult even for the strongest companies to main-
tain an adequate cash position. Some companies were unable to do so and as
a result got into financial difficulties.

Your attention is directed to the extremely high demands upon the cash
resources of the photographic manufacturing industry which taxes already make.
In addition to the corporate rates which are already somewhat dangerously high,
the necessity for the regular monthly payment of what for this industry are vast
sums of money in manufacturers' excise taxes, whether or not these taxes have
actually been collected from customers, is a serious problem. Additional drain
on their cash position as a result of an excess profits tax, we believe, would prove
to be more than some photographic manufacturers could bear. No doubt typical
information by no means confined to this industry is available to the committee
showing the dangers inherent in this phase of the problem.

PROFITS A MAJOR SOURCE OF CAPITAL

Attention is also directed to the fact that it has been the practice in this
industry to reinvest a substantial proportion of earnings in plant expansion or
other capital improvement. Our data indicates that over the past 4 or 5 years,
typically 65 to 75 percent of earnings have been plowed back into the business
and that this is historically the major source of additional capital required
by this industry.

It would seem particularly important therefore that any excess profits tax
law which may be enacted-

(a) Shall not serve to eliminate this important source of new capital.
(b) Shall provide appropriate optional methods by which a taxpayer

having poor profits experience can nevertheless obtain an equitable base. The
provisions of the House bill as to this are not adequate.

(c) Shall make provision whereby all increases in invested capital after
the base period will be permitted to enjoy the same return as that on the in-
vested capital during the base period.

CONCLUSION

In conclusion, we appeal to your committee to provide appropriate safeguards
against the possible inequities and hardships pointed out herein in any proposed
legislation which it may report.

Respectfully,
WILLIAM C. BABBITT,

Managing Director.

Los ANGELES CHAMBER OF COMMERCE,

Decemer , 1950.
Senator WALTER F. GEORGE, December 7, 1950.

Chairman, Senate Finance Committee,
Senate Office Building, Washington 25, D. C.

DEAR SENATOR GEORGE: In connection with the excess profits tax question, we
would like to present a brief summary of our views. The following six-point
statement was approved by our board of directors today after careful study by
our Federal affairs committee. We would appreciate your including this state-
ment in the hearing record:

1. There is no immediate revenue problem of such importance as to require
precipitate action by Congress.
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2. Events of the past few days indicate that long-range defense outlays may

have to be much greater than seemed likely when the current excess profits tax
legislation was being considered. It is perfectly obvious that the whole revenue
and expenditures picture will have to be reexamined by the Eighty-second Con-
gress as one of its first and most important items of business.
3. Because heavy additional defense taxes probably will be needed into the

indefinite future, the form of such levies will play an important part in main-
taing the internal strength of the United States.

4. As has been pointed out to the House Ways and Means and the Senate Fi-
nance Committees, there are serious objections to an excess profits levy at any
time. Every possible means of avoiding such a levy should be explored; and if
suitable alternatives cannot be developed, most deliberate thought should be
-iven to the ways in which its uneconomic effects may be minimized.

5. It would be unwise to adopt any tax measure at this session. Rather, the
tax committees and their experts should continue the careful, thoughtful ex-
ploration of the problem already begun by the Eighty-first Congress with a view
to expediting action by the Eighty-second Congress.

6. Renewed study should be given to the matter of curtailing nonessential
expenditures at home and abroad. Vigorous action in this field by Congress and
the administration could alone serve to bring the budget into approximate bal-
ance for the remainder of fiscal 1951 whether taxes are increased now or not,
and would reduce the tax load immeasurably over the years to come.

Sincerely,
HAROLD W. WRIGHT,

General Manager.

EVERETT &, JOHNSON,
New York 5, N. Y., December 8, 1950.

Hon. WALTER F. GEORGE,
Chairman, Scnatc Finance Comnimittee,

Slnate Office Building, Washington 25, D. C.
MY DEAR SENATOR: In the interests of a sound, fair, and workable excess

profits tax law, I would like to request that you and your committee give serious
consideration to eliminating the $20,000,000 prerequisite to the application of
section 435 (e) (1) (B) and to other amendments of this section. The re-
quirement of $20,000,000 in gross assets bears no relation whatsoever to the
need for a fair base period income where the taxpayer is patently a growth
corporation. The benefit of the current war effort is neither more nor less by
reason of the size of the taxpayer and the existence of inequities in the base
period as a result of growth conditions is neither more nor less because of
the size of the taxpayer. Furthermore, the definition as it stands would play
into the hands of the less conservative taxpayers since the condition is predi-
cated upon gross assets, and, therefore, would favor the corporation which
whether wisely or not had overexpanded its borrowings. Most important of all,
however, it seems unsound and unfair to make a differentiation between two
taxpayers with precisely the same factors of growth merely because one tax-
payer happens to have gross assets which exceed those of another. You can
readily imagine that taxpayer A with gross assets of $19,999,999.99 at the
beginning of the base period might pay only half the tax of taxpayer B with
gross assets of 1 cent over $20,000,000 even though identical proportionate factors
of growth, as elsewhere defined in the subsection, might exist for both A and B.
It is extremely difficult to comprehend the equitable basis for such a distinction.
I trust that the above will commend itself to your sense of fairness and that
it will receive full consideration.

I would also like to urge that the section be extended. Gross income and
payroll are only the means to an end and not the end in itself. A corporation
may and often does expand either its volume or its employees without neces-
sarily expanding its real earning capacity or its productivity related to the
economy as a whole. These factors are only part and parcel of the ultimate
earning capacity of the corporation which is generally and presumably reflected
in the net earnings of the corporation for the year. Therefore, would it not be
more sensible to predicate the growth factor upon the result of the various eco-
nomic factors, namely, the net income for the year in somewhat the same manner
as was done under section 713 (f) of the Internal Revenue Code.

Section 439 is, according to the Secretary's statement, designed as an improve-
ment or mollification of the borrowed invested capital of the previous bill. I

75900-50-----54
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would like to call to your attention, however, that subsection (b) thereof operates
as a very considerable penalty upon insurance companies as compared with the
World War II profits tax. Under the World War II law an insurance company
was entitled to include 50 percent of the average unearned premium reserve at the
beginning and end of the year and, therefore, if its invested capital was less than
$5,000,000 it received a credit of 4 percent (50 percent of 8 percent). Under
section 439 (b) of H. R. 9827, however, an insurance company receives a credit
of only 1 percent. It should be remembered that the insurance industry operates
largely upon the working capital provided by premiums and that under other
sections of the bill the companies are required to treat as liabilities all reserves,
including unearned premium reserves in the computation of equity invested capi-
tal. In view of the fact that the premiums constitute the lifeblood of these com-
panies and provide the funds which are invested in equities and fixed obligations
of the general economy, it is respectfully submitted that such companies should
procure at least as favorable a treatment as under the World War II law.

Very truly yours,
MALCOLM JOHNSON.

Chicago 9, Ill., December 6, 1950.
Senator WALTER GEORGE,

Senate Office Building, Washington, D. C.
DEAR SENATOR GEORGE: As there is such limited time to appear before your

committee regarding the proposed excess profits tax, we are writing to ask your
consideration of our case.

In the 1930's, Spiegel, Inc., was a very prosperous company, doing a sizable
mail-order business on the installment plan.

Regulation W, passed in 1941, made this company a definite war casualty.
Our company suffered operating losses during many years of the war period, while
others enjoyed record-breaking profits.

To maintain its position, this company, in 1944, embarked upon a program of
acquiring retail stores, and in the years 1944 to 1946 some 165 units were acquired.

Many problems were encountered in connection with these acquisitions and,
while the company has improved its position in recent years, it is still unable to
earn a rate of return at all comparable to that of its leading competitors.

Of course, we never paid an excess profits tax because our earnings were always
insufficient. We would now like to use all, or a substantial part, of our unused
excess profit credit from the previous war period in order to mitigate the impact
of the new excess profits tax on our company, which has not yet fully recovered
from the last war.

Knowing of your reputation for fairness, we are sure you will agree that our
request is equitable, and warrants inclusion as an amendment to the excess
profits tax bill.

Respectfully yours,
ROBERT D. STECKER.

RECOMMENDATIONS OF THE CONTROLLERS INSTITUTE OF AMERICA, REGARDING THE
TAX BILL FOR THE YEAR 1950-1951

The tax committee of the Controllers Institute believes that it is impossible to
design and write an equitable excess profits tax bill. Inevitably a certain amount
of normal profits will be taxed at excessive rates in a bill of general applica-
tion. With the repricing and renegotiation policies of the armed services now in
effect it is the belief of the Controllers Institute that very little, if any, excess
profits will be earned during the emergency period and that any excess profits tax
bill will, if it is to secure a substantial amount of revenue, have to tax ordinary
corporate profits. The excess profits tax approach, then, will tax some corpora-
tion normal profits at excessive rates and will tax other corporation profits at
normal and surtaxe rates.

The recommendation of the Controllers Institute, therefore, is that the Gov-
ernment should first make every economy possible in the operation of the Govern-
ment so that the emergency and military expenditures will require a minimum
addition to corporate taxation. Whatever amount is required to be raised in
addition to the amount already being raised from corporations should be pro-
cured through the application of a percentage to the corporate rates in effect
at the end of the year 1949, that is, the percentage should be applied to the 38
percent corporate rate. This should be called a war emergency tax.
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Should it be decided not to write a tax bill in accordance with the above
recommendations the Controllers Institute has the following recommendations
with respect to an excess profits tax bill:

Base pcriod.-We recommend that the base period be the years 1946, 1949,
inclusive, with the taxpayer entitled to use the three best years. Also, we would
include the growth formula and the 75 percent rule of the last excess profits tax.

Specific exemption.-A specific exemption of $25,000 should be provided for all
corporations.

Normal and surtax deducted in the ascertainoient of excess profits tax net
income.-The normal and surtax of the corporation should first be deducted
similar to the pattern used in 1940.

Alternative basis of taxation.-We have above recommended that the method
of taxation be that of applying a percentage to the normal and surtax of 38
percent. Should an excess profits tax also be written, we recommend that the
taxpayer be allowed to pay either the excess profits tax or such percentage
applied to the normal and surtax, whichever is smaller. This alternative will
eliminate many of the inequities latent in an excess profits tax bill. In addition,
adequate relief provisions should be provided, with administration by a neutral
body.

Effective date.-The excess profits tax should not be effective before January
1, 1951, and a specific duration period of 2 years should be enacted.

Borrowed capital.-We recommend that borrowed capital be included in in-
vested capital at 100 percent and that no interest deduction be allowed if invested
capital credit is used.

Additions to excess profits tax credit.-We recommend that accumulated earn-
ings after the effective date of the excess profits tax have the effect of increasing
both the invested capital base and the average earnings base.

In addition, we recommend that an incentive rate be allowed for new equity
capital after the beginning of the excess profits tax period for both the average
earnings credit and the invested capital credit.

Rates of return for invested capital.-The Controllers Institute submits no
specific recommendations as to the rates of return which should be allowed on
invested capital. Such rates would necessarily be materially affected by techni-
cal factors, such as whether excess profits net income is determined before or
after the deduction of Federal income tax and surtax. Furthermore, this Insti-
tute has historically refrained from embarking on contentious budgetary contro-
versies and has restricted its recommendations to matters of clarification, equity,
and sound administration.

We are sure that in establishing the rates to be allowed on invested capital
your committee will not be unmindful of the fact that without an adequate
return to the stockholders of our corporations, the supply of equity capital, which
is already seriously curtailed, may vanish. Nor can the stockholders' claims be
met until the prior demands of debt service, plant replacement (at enormously
increased prices), and actual expansion have been met. There is little doubt
that the invested capital credit provided by the tax law of World War II is no
longer adequate. Secretary Snyder in his statement to the Ways and Means
Committee on November 15, 1950, said: "To meet present requirements, the
invested capital credit requires substantial revision."

SPECIFIC RECOMMENDATIONS

Consolidated returns.-The Controllers Institute recommends that consoli-
dated returns be allowed for either the normal and surtax or the excess profits
tax at the option of the taxpayer and that such election shall be binding only for
1 year. There should be no requirement that election for one tax requires the
same election for the other tax.

Foreign subsidiaries' income and dividends.-It should be the privilege of the
taxpayer to exclude the earnings of a foreign subsidiary or a Western Hemis-
phere trade corporation from either tax or both taxes, and whether consoli-
dated returns are filed or not.

Dividends from foreign subsidiaries or from foreign stock holdings should
be excludable.

Deferred foreign income earned in a year prior to that in which the excess
profits tax becomes effective and which becomes unblocked in an excess profits
tax year should be exempt from excess profits taxes.
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Elimination of consolidated return penalty.-As tax rates become higher the
consolidated return penalty becomes more onerous and more of a penalty. Only
true earnings of the enterprise should be taxed, and corporations should not
pay a penalty because the tax is limited to true earnings. The Controllers Insti-
tute, therefore, recommends the elimination for all purposes of the consolidated
return penalty.

Deficiencies and refunds.-We recommend that for the purposes of calculat-
ing deficiencies, refunds, and interest thereon, both taxes be considered as one
with deficiencies in one offsetting refunds in the other, so that only a net de-
ficiency or net refund for both taxes carries interest.

Carry-back and carry-forward.-The taxpayer should be permitted to carry-
back and carry-forward the excess profits tax credit for the duration of the
excess profits tax law.

Further, we recommend that carry-over and carry-back continue to be avail-
able to the surviving taxpayers or the carry-back to predecessors through non-
taxable reorganizations for the purposes of both the income and the excess
profits taxes.

Capital gains.-Capital gains should be excluded from excess profits net
income.

"Lifo."-The privilege of involuntary liquidation replacement should be ex-
tended to taxpayers using the Lifo method. Because of the possibility of
great bidding up of prices in replacing inventory at the end of 1950, this privi-
lege should be retroactive for the year 1950. The privilege of replacing inven-
tory involuntarily liquidated before 1947 should be extended beyond 1950.

Respectfully submitted.
WARREN M. MALE,

Chairman, National Committee on Federal Taxation.

STATEMENT OF THE AMERICAN BANKERS ASSOCIATION ON EXCEss PROFITS TAX
TO THE SENATE COMMITTEE ON FINANCE, DECEMBER 11, 1950

The American Bankers Association, which numbers among its membership
over 97 percent of the commercial banks, savings banks, and trust companies of
this country, welcomes this opportunity to present its views regarding excess
profits tax legislation to the Senate Committee on Finance.

The association strongly supports the proposition that additional revenue
should be raised to put the defense program on a pay-as-you-go basis to the
extent that can be done without injuring the national economy.

Before discussing particular matters relating to an excess profits tax, certain
general observations would seem to be appropriate.

Since our economy is based on the private enterprise system, it is essential
that this system should not be unduly dislocated and injured. An excess profits
tax is not compatible with the private enterprise system which ordinarily receives
its drive from the profit motive. Experience has demonstrated that an excess
profits tax inevitably causes inequities, encourages extravagant wasteful practices,
discourages growth and retards productivity. Too drastic taxation can endanger
our economic strength. For these reasons great care must be exercised in mak-
ing an excess profits tax as fair as possible.

Any consideration of an excess profits tax must, in the public interest, recognize
the necessities of a strong banking system. From the standpoint of the national
economy, it is necessary that we have a sound banking system with a strong
capital position. It is therefore essential that there be sufficient net income after
taxes to provide for additions to bank capital funds and reserves, and a fair re-
turn to the stockholders.

Bank earnings today are not, by any proper standard, excessive. Banks have
had no postwar profits comparable to business in general.

In considering H. R. 9827, the following problems require particular attention:

EARNINGS BASE

1. Adjustment for abnormalities arising from statutory provisions
(a) FDIC assessment credit.--In 1950 Congress recognized that the assess-

ments which practically all banks had to pay to the Federal Deposit Insurance
Corporation in prior years had been made at a high rate in order to build up an
adequate insurance reserve as rapidly as possible. A sufficient reserve having
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been accumulated, the statute was amended in 1950 to provide for the allowance
of credits against future assessments. Each credit is computed by reference to
the operating experience of the FDIC in the preceding year. The result is that
the FDIC assessments payable in excess profit years will bie much less than those
which were paid in the base period years. This abnormality should be adjusted
by reducing the deduction for FDIC assessments in each base year in the same
percentage by which the credits reduce the gross assessments in the excess profits
tax year.

(b) Partially tax-c.enrpt bonds.-Certain United States bonds, under the
statute authorizing their issuance, are exempt from normal tax. H. R. 9827
excludes from income for the base years and for excess profits tax years, the
interest on such partially tax-exempt bonds. As a result of a statutory change
no such bonds have Ibeen issued since March 1, 1941. Accordingly, the amount
of these bonds outstanding during the base years greatly exceeds the amount now
outstanding and in the near future there will be further major declines. Amounts
previously invested in these bonds usually have been reinvested so as to produce
fully taxable income, although in some cases such amounts may have been rein-
vested so as to produce partially or fully exempt income. Under those circum-
stances taxpayers should be given an option to include such partially exempt
and completely exempt interest in income for the base years upon the condition
that any such interest received in an excess profits year is reported as taxable.

(c) Deferred deduction of funded past service costs vnder a pension plan.-
Under the Internal Revenue Code the deduction for a payment to fund past
service costs of a qualified pension plan is limited to 10 percent annually of the
basic cash cost of such funding; the balance being deductible in installments
in later years. In many cases the deduction allowed in a base year has no
relation whatsoever to that year, except that it was required to be deferred to
that year by the code. To the extent that such deferred installments have been
deducted in the base period years, but smaller installments or none at all are
deductible in an excess profits tax year, the deduction in a base period year
should be adjusted by reducing it to an amount not in excess of the allowable
deduction in the excess profits tax year,

2. Amount of credit
As a matter of principle 100 percent of the earnings for the base period should

be allowed as a credit.
INVESTED CAPITAL BASE

1. Net reserve for bad debts
Section 437 (c) defines equity capital as the excess of the basis of the assets

over the liabilities, including any reserve for bad debts. Section 433 (a) (1)
(L) disallows additions to a reserve for bad debts in computing the excess profits
tax net income of a bank and in lieu thereof allows a deduction for specific bad
debts charged to the reserve during the year. Consistency requires that the net
reserve for bad debts (the balance remaining in the reserve after deducting such
specific charge-offs) should not be treated as a liability for the purpose of
computing a bank's equity invested capital.

2. Allowable return.
The allowable rate of return should be 12 percent on the entire invested capital.

This equals a net return of only 6.6 percent after taking into account the 45
percent normal tax and surtax. Irrespective of the amount of capital involved,
such a net return cannot be deemed excessive, particularly since under the
proposed method of computation, invested capital will more closely approximate
the capital actually used in the business than it did under prior law.

GENERAL COMMENT

1. Recoveries of bad debts
Section 433 (a) (1) (G) is wrong in principle in requiring recoveries on bad

debts allowable as deductions in a year for which the World War II excess profits
tax was imposed to be reported as income for excess profits tax purposes. The
proposed excess profits tax is an entirely new and different tax and is not a
continuation of the World War II excess profits tax. A recovery on a debt de-
ducted as worthless prior to the imposition of the proposed excess profits tax is
capital insofar as that tax is concerned. In no event should such a recovery be
treated as income unless an excess profits tax benefit resulted from the allowable
deduction.
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2. Effective date of excess profits tax
H. R. 9827 in effect proposes the imposition of an excess profits tax as of July

1, 1950. When a tax bill is not passed until late December it should not be given
so much retroactive effect. If the tax is made effective as of October 1, 1950, then
such period of retroactivity will be approximately the same as that applicable to
the tax increases made by the Revenue Act of 1950. Furthermore, the financial
strain of meeting accelerated income tax installments in 1951 should not be
aggravated by the imposition of a tax as retroactive as that proposed.

Respectfully submitted.
Mr. LEE P. MILLER,

Chairman, Committee on Taxation, American Bankers Association and
President, Citizens Fidelity Bank and Trust Co., Louisville, Ky.

STATEMENT OF THE NATIONAL LUMBER MANUFACTURERS ASSOCIATION WrrITH

RESPECT TO H. R. 9827 BEFORE THE SENATE FINANCE COMMITTEE, UNITED STATES

SENATE, DECEMBER 11, 1950

The Board of Directors of the National Lumber Manufacturers Association,
at its annual meeting held in Houston, Tex., November 13-16, 1950, discussed
extensively the matter of Federal taxation and adopted unanimously the fol-
lowing resolutions:

"Be it resolved by the National Luntber Manufacturers Association, That
instead of the proposed Federal excess profits tax to be imposed upon corporate
income, it favors a tax at a uniform rate superimposed upon the normal and
surtax corporate rates to be known as a special defense or war profits tax."

We would like to present the underlying reasons that motivated the passage
of this resolution-

There are many sound reasons why the Congress should not enact an excess
profits tax, either at this time or at any other time:

1. The excess profits tax laws that were enacted to finance World Wars I and
II were unsatisfactory, as demonstrated'by experience. Many of the objections
to the enactment of such a tax at this time are based on that experience. These
laws were intricate and complicated in their nature and were productive of
inequalities, discriminations, and hardships. Section 722 of the World War II
law was designed to, but in most cases did not, remedy these inequities.

H. R. 9827, the present bill, consists of 146 pages directed to one specific objec-
tive in taxation. That it takes a bill that long should be enough to convince
anyone that the law will prove to be unsatisfactory and will not attain the
objectives the Congress appears to have in mind.

2. No practical nor workable distinction can be made between normal profits
and excess profits.

3. The selection of the period 1946-49 as a base is unrealistic in that profits
during that period were inflated profits as compared to the profits of prewar
years due to the build-up of the war and the ensuing postwar inflation.

4. The pending bill will create many inequalities and discrimination and
much unfairness in its operation unless so many exemptions and exceptions and
special provisions are embodied therein that it will be exceedingly difficult to
administer.

It is seriously doubted whether using the period 1946-49 as a base period will
not produce inequalities which cannot possibly be remedied by special provisions,
even though the salient features of section 722 are embodied in the bill. Even if
they are, it will take years of controversy and litigation to determine just how
these special provisions will apply. It seems quite likely that by reason of large
earnings during the base period many corporations will escape paying the taxes
that they should pay to finance the national defense, while other corporations
which did not have such earnings during the base period will pay more than
their proportionate share of the total tax burden.

5. The pending bill will not retard inflation but will stimulate it and carry it
to further heights. This bill if enacted will remove the incentive of many em-
ployers to keep down costs, including wages, and there will be a strong tendency
to permit increases in costs on the theory that the Government will be paying
the greater proportion of those costs.

6. It goes without saying that to the extent the revenue raised under the pro-
posed act is inadequate to meet defense expenditures now facing us, other
sources of revenue will have to be found. At the present time that primary
source would appear to be incomes of individuals. This resort to individuals
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for revenue purposes is apt to cast upon them an inordinate burden and great
danger will be done to individual initiate and incentive.

It would seem that the foregoing difficulties could be avoided by the passage
of a corporation tax in the form of a uniform rate special defense or war profits
tax recommended in the resolution of the board of directors of the National
Lumber Manufacturers Association. After all, how can it be said that profits
made by taxpayers not directly or indirectly connected with production and
aid of the defense effort are excess profits? Logically, it would seem that what
a corporation made or did not make in a period before the war emergency is
immaterial from the standpoint of taxes that it should justly pay in order to
contribute its fair share to the expenditures which are to be made in the future.
After all, the burden is a current one and should be discharged currently accord-
ing to the ability of all taxpayers to contribute, having in mind a just and fair
distribution of the total burden.

STATEMENT OF SMALLER BUSINESS OF AMERICA, INC., ON EXCESS PROFITS DEFENSE
TAX PROGRAM

The board of trustees of Smaller Business of America, Inc., on November 30,
1950, approved the following three-point Federal tax program for financing the
defense preparations (assuming that normal tax and surtax on corporation net
income remain as established by the Revenue Act of 1950; namely, 25-percent tax
on the first $25,000 of corporation net income and 45 percent tax on all corpo-
ration net income in excess of $25,009).

RESOLUTION As DRAWN BY OUR LEGISLATIVE AND TAX COMMITTEE

Chairman, S. S. Parsons: Secretary, G. William Jedlicka; Committee--Jules
Eshner, William J. Franz, Max Gustin, Harry Jackman, and Clyde Williams

I. No immediate new excise taxes should be enacted.
II. A corporation excess profits defense tax should be enacted with the fol-

lowing provisions:
(a) The first $25,000 of corporation net income should be exempt from the tax.
(b) In addition to the $25,000 exemption noted in II (a) above, corporation

net income should be further exempted for the tax to the extent of either-
1. A percentage of invested capital to be determined thus:

12 percent of invested capital in excess of zero, but not in excess of
$100,000.

10 percent of invested capital in excess of $100,000 but not in excess of
$500,000.

9 percent of invested capital in excess of $500,000 but not in excess of
$1,000,000.

8 percent of invested capital in excess of $1,000,000 but not in excess of
$5,000,000.

6 percent of invested capital in excess of $5,000,000 but not in excess ot
$10,000,000.

5 percent of invested capital in excess of $10,000,000.
Invested capital should include average borrowed capital for the year.

2. Or, a percentage of average base period 1946-49 net income to be deter
mined thus-

100 percent of the average in excess of zero, but not in excess of $100,000.
95 percent of the average in excess of $100,000 but not in excess of $200,000.
75 percent of the average in excess of $200,000.

Each taxpayer should have the option of using either the "invested capital"
method or the "average base period earnings" method in determining the exemp-
tion to which it is entitled (in addition to the flat $25,000 exemption).

(c) The excess profits tax rate should not be in excess of-

Total Normal tax Excess profits
rate and surtax rate tax rate

65 percent, i. e. 45 percent plus 20 percent of excess profits tax taxable
net income in excess of zero but not
in excess of $100,000.

70 percent, i. e. 45 percent plus 25 percent of excess profits tax taxable
net income in excess of $100,000 but
not in excess of $250,000.

75 percent, i. e. 45 percent plus 30 percent of excess profits tax taxable
net income in excess of $250,000.
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Net income subject to the above excess profits tax rates should also be subject
to the normal tax and surtax rates noted in the introductory paragraph of this
resolution.

(d) The excess profits tax should become effective with regard to net income
earned on and after January 1, 1951.

III. There should be repealed the section of the Revenue Act of 1950 which
makes it mandatory by the year 1955, for corporations to pay their federal income
taxes in full within 51/2 months after the close of the taxable year.

(a) Instead there should be reenacted the pre-1950 provision that Federal in-
come taxes be paid in four equal quarterly installments during the 111/ months
period following the close of the taxable year.

STATEMENT SUBMITTED TO SENATE FINANCE COMMITTEE ON BEHALF OF COMMITTEE

FOR ECONOMIC DEVELOPMENT BY MIEYER KESTNBAUM, CHAIRMAN, RESEARCH AND

POLICY COMMITTEE, DECEMBER 8, 1950

The events of the past month have made it clearer than ever that it would be
unwise to adopt an excess profits tax. The freedom, the security, the lives of
all of us depend upon the strength of America. Today we are basically the
strongest nation in the world-in large part and probably decisively because
of our unmatched industrial power. We are strong because we use our economic
resources efficiently and increase our resources rapidly, How strong we shall
be next year or 5 years from now will depend in large measure upon the kind
of taxes we now adopt.

More taxes are certainly needed now in order to help prevent further inflation.
On August 28 the CED issued a statement pointing out that a step-up in taxes
beyond the interim tax bill would be needed soon. On November 15 we proposed
a program of $6,000,000,000 of taxes to be enacted in the present (special) session
of Congress and additional taxes to be enacted in 1951. We need taxes that will
have a strong anti-inflationary effect and that will interfere as little as possible
with the efficiency and expansion of the economy.

It will he difficult to add more taxes to the present structure without some
adverse effects on production. But different taxes differ greatly in the magnitude
of this effect. The problem of tax policy is to find or devise kinds of taxes that
give the most anti-inflationary effect with the least antiproduction effect. The
excess profits tax is not merely a bad tax from this standpoint. It is exactly the
reverse of what we need. It gives the least anti-inflationary effect with the most
antiproduction effect.

In all the pages and hours of argument about the excess profits tax one fact
emerges beyond dispute. More than almost any other conceivable tax, the excess
profits tax hampers efficiency and retards expansion. There are differences of
opinion about the size of this effect. We in CED believe that the effect upon
production would be very great. There are others who claim that the evil is
exaggerated. Suppose we are wrong and that the testimony of all others who
have had the opportunity to watch how our economic system operates is also
wrong. Suppose that the effect is not as great as we believe; suppose that the
damage to production is not a certainty but only a risk. Is there any reason
to take this risk when all the proper purposes of taxation can be served better
by other taxes? This is not a case in which we must take a calculated risk in
the hope of achieving some important goal. This is a case in which the risk
is reckless because unnecessary.

It would be hard to think of a tax better calculated than the excess profits
tax to penalize the enterprising firm relative to the sluggish, the efficient relative
to the inefficient, the new and growing firm relative to the old-fashioned one.
The big established firm pays a standard rate so long as it does not exceed its
base period earnings. But the firm that has a better product or more efficient
method must pay the Treasury 75 percent on its additional earnings if it starts
to grow up to challenge the established firm. The corporation that uses its capital
wisely and earns a high return pays much more tax than one that has a higher
invested capital base. The yardstick by which management makes decisions
depreciates. Efficiency is worth only 25 cents on the dollar; waste costs only
25 cents on the dollar.

In discussing the rate of profits taxation before the Ways and Means Com-
mittee, Secretary Snyder said, "Excessively high rates tend to increase infla-
tionary pressures because they induce waste and inefficiency." Again he said, "If
under present conditions, and in the absence of wartime production motivation,
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corporations were allowed to retain only a small part of any additional income
they earn, they may not be left with sufficient incentive to maximize production."
We believe that 25 percent is a very small part of additional earnings to allow
corporations to retain. We believe that a 75 percent tax rate is an excessively
high rate. The rate is excessive because the purposes of taxation could be
achieved by a lower rate applied to total corporate profits.
There has been a great deal of misunderstanding about the reasons why the

excess profits tax retards production. It is sometimes considered a reflection
on the patriotism of American business to say that the excess profits tax will
cause inefficiency. This is a superficial viewpoint. There is no basis on which
to question the patriotism of the American business man or the strength of his
natural drive for efficiency. But this does not justify needlessly setting up a
system of rewards and penalties that work in complete opposition to the national
interest.

However, the fundamental consideration is not a matter of the behavior of
individual businessmen at all. It is a matter of the process by which the more
efficient firms grow and the less efficient are held back. Suppose that all busi-
nesses are trying to be as efficient as they can. Some are going to be more efficient
and enterprising than others in appraising the Nation's demands, in devising
products, in production. The economy as a whole becomes more efficient by the
relative expansion of these more efficient firms, causing the others to improve or
contract. How are these more efficient firms selected out for growth? They
are not selected by a Government agency. They are selected by the profit system.
The more efficient firms earn more profits which they can use for expansion and
which attract outside funds for expansion. The excess profits tax blots out the
distinction between efficient and inefficient firms so far as profits after tax, rein-
vestment, and investment are concerned.

The so-called growth formula in the House bill reflects recognition of this
problem. But it also shows that the problem of growth cannot be handled within
the framework of an excess profits tax. The growth formula recognizes and
makes allowance for growth in the past. But what we should be concerned about
is stimulating growth in the future. Any excess profits tax must retard growth
because the basic and fallacious premise of the tax is that all increases of profits
are windfalls due to the military program and therefore subject to confiscatory
taxation.

CED wants to make it perfectly clear that its opposition to an excess profits
tax of the ordinary type is not opposition to large additional taxes now. We
have advanced a program for immediate action to raise $6,000,000,000 of taxes,
half from corporations and half from individuals directly. We recognize that it
will be necessary in the emergency to strain the limits of sound taxation and to
impose more taxes on corporations even though the corporation tax is a basically
bad tax. But we believe that this particular form of taxation-the kind of
excess profits tax that has been adopted by the House-needlessly and recklessly
exceeds the limits consistent with a strong America.

The term "excess profits" by itself does not define the proper base for an ex-
cess profits tax. No one knows what excess profits are or how to measure them.
As Secretary Snyder told the Ways and Means Committee, "Except in the case of
individual defense contracts, it is impossible to determine the specific factors
contributing to the changes in profits of a particular corporation or even of an
Industry." The profits resulting from the defense program are mixed with the
profits resulting from all other factors. They are mixed beyond all possibility of
isolation except in the direct military contracts. In the case of direct military
contracts, profits should be limited by strict pricing and by renegotiation.

Surely the standards of base period earnings and return on invested capital
are arbitrary standards by which to measure the excessiveness of profits. For
example, it is clear that a credit equal to 85 percent of base period earnings is
recommended because that is the way to reach some revenue goal, not because
85 percent is a better measure of "normal" than 100 or 125 percent. The 85-
percent credit is inconsistent with the basic idea of taxing profits attributable
to the defense program, which is supposed to be the justification for an excess
profits tax.

A clear distinction should be made between a tax directed at "war" or "de-
fense" profits on the one hand and a tax directed at "excess" profits on the other.
Whatever form of emergency taxation is adopted, it would be unwise to accept
the idea that a part of the profits earned in peacetime can be identified as
"excess."
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We believe that additional taxes should be enacted at the special session to
take effect January 1. We believe this can be done if a simple tax plan is fol-
lowed. The tax proposal should not require the determination of a wholly new
tax base, as the ordinary kind of excess profits tax does.

How much additional tax should be imposed on corporate profits depends
upon the total amount of revenue needed and upon the added revenue that
should be obtained from other sources. We have found it exceedingly difficult
to get reliable estimates of expenditures in 1951. However, we have seen no
evidence to suggest that as much as $4,000,000,000 of additional taxes from 1951
corporate profits will be needed. On the basis of an estimate that 1951 military
expenditures might be $35,000,000,000, we concluded that $3,000,000,000 of ad-
ditional taxes on 1951 profits might be needed. It does not now appear that
actual expenditures in 1951-as distinguished from appropriations-will ex-
ceed that amount. We believe that it would be extremely undesirable to impose
further retroactive taxation on 1950 profits at this time and that the budget sit-
uation does not justify such retroactivity.

In our opinion, the requirements that should be met by a corporate profits tax
plan are as follows:

1. It should avoid as far as possible very high marginal rates that will retard
economic progress and weaken America.

2. I should comply as well as possible with your instructions to draft a tax on
profits attributable to the defense effort, while recognizing that such profits
are spread through the economy and cannot be isolated by statutory formulas.

3. It should be simple, so it can be agreed upon and enacted quickly.
-. It should raise the added revenue needed from 1951 profits, which may be

about $3,000,000,000.
After considering many possibilities we came to the following proposal as best

meeting these tests: Establish the basic rate of corporate profits tax at 38 per-
cent on profits in excess of $25,000 and 18 percent on the first $25,000. This 38
percent was the basic rate in effect in 1946-49. Add to that a defense profits tax
at an equal, flat rate on all corporations.

We believe that progression does not belong in the corporation profits tax.
It is an impediment to growth and has no basis in the principle of "ability to
pay," since the "ability to pay" of the ultimate taxpayer-the stockholder-is
not measured by the size of the corporation in which he holds stock.

If $3,000,000,000 additional revenue is needed from corporations the rate of
defense profits tax should be 15 percent, giving a combined rate of 53 percent.
It should be noted at this point that six members of our committee dissented
from this recommendation and said that the combined rates should not exceed
50 percent except in all-out war.

We wish to call to your attention two facts about the rate we suggest. First,
the combined tax rate our committee suggests would take as a high a share of
corporate income as was taken even during the war years. In the war years
1942 and 1945, inclusive, total corporate taxes-normal, surtax, and excess profits
taxes-were 52.5 percent of corporate income. Our suggestion would give a
combined tax rate of 53 percent.

Second, if we control inflation as we can and should, total profits after tax in
1951, under our proposal, would be almost exactly equal to profits after tax in
1947-49. Thus there would be no increase in total profits after tax either because
of or during the 1951 defense program.

We believe that Congress should and can enact in the present session not only
a defense profits tax but also a defense income tax at a flat rate on income above
the present exemption and tax. A description of the defense income tax is con-
tained in our November 15 policy statement, Paying for Defense, copy of which is
attached to this statement.

Both the defense profits tax and defense income tax should be enacted now
for 1 year only to assure further study and improvement. Also we recommend
further study of excises looking to an increase in their yield later in 1951.

It is clear that main reliance in taxation for the defense program will have to
be placed upon individual income taxes and excises. The primary function of
taxes in the present situation is to help combat inflation by restraining private
expenditure. This restraint must be chiefly directed to consumers' expendi-
tures. Consumers' expenditures are about 6 times as large as business gross
investment expenditure. Moreover, holding back investment expenditure now
means less production later, which will aggravate the problems both of inflation
and of defense. And in order to restrain consumers' expenditures higher indi-
vidual income taxes and excises are needed. If consumer's expenditures are not
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curved by income taxes and excises they will have to be checked by rationing or
inflation.

We believe that Congress can act quickly and decisively if it will do two things:
First, make use of simple and well-established methods of taxation.
Second, base its action on the urgent objectives about which there is common

agreement-to strengthen America and to fight inflation.

PAYING FOR DEFENSE

A Statement on National Policy

by

The Research and Policy Committee

of the

Committee for Economic Development

PAYING FOR DEFENSE

What began with Korea will not end with Korea. The attack upon South
Korea was shocking evidence of the menace of Communist aggression. But the
menace existed before Korea and military victory of the United Nations in Ko-
rea will not by itself end the menace. As long as the foreign policy of the United
States and other free nations must be underwritten with military strength, the
economic problem of defense will remain with us.
The Nature of the Economic Problem

The problem has three parts:
(a) To build up our military strength rapidly to a high level and be prepared

to maintain it for a long time if necessary.
(b) To promote the continued growth of our productive capacity and its

ability to meet greatly increased military requirements.
(c) To avoid inflation and preserve the stability of our economy.
The necessary condition for a solution of this problem is that the total de-

mand for goods and services-government, business, and consumers' demands-
must be held in balance with the available supply of goods and services. Put
another way, the nonmilitary demands must be held in balance with the supply
of goods and services available for nonmilitary purchase. If this balance is
achieved, the necessary resources will be released for the military programs, the
demands for the remaining nonmilitary supplies will not be so excessive as to
cause general increases of prices, and the pressures of organized groups for
higher prices or wage rates will be restrained. If this balance is not achieved,
the military programs will have to compete with nonmilitary demand, and prices
of both military and civilian supplies will increase.

Experience shows that the necessary balance between total demand and total
supply, or between civilian demand and civilian supply, will not come about
automatically. It must be achieved by positive measures. One basic reason is
that individuals and businesses earn incomes from production, whether the pro-
duction is for military purposes or for nonmilitary purposes. But the goods
and services available for them to buy come only from the nonmilitary produc-
tion. As military expenditures rise the gap between total production and non-
military production rises, and so does the gap between incomes and the supplies
available to be bought with those incomes.

Another reason why a rising military program generates inflationary pressure
is that individuals and businesses expect a rising military program to result in
inflation. Our past history, and the history of other countries, provides a reason
for this expectation. And expecting this, buyers rush to buy, even before there
has been any increase in military expenditures or incomes.

It is possible that in the next few months we may enter a period in which
inflationary pressure subsides, as a result of the control measures already taken,
the abatement of scare buying and the slowness with which military expend-
itures rise. This possibility should be taken into account in timing the appli-
cation of policy to prevent inflation. But neither the possibility nor the fact, if it
should develop, would in itself mean that the inflation problem had been solved.
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The Size of the Military Program
Since the attack upon South Korea and the increase of the United States mili-

tary program there has been only one official indication of the level of expendi-
tures to be expected under the new program. This was the statement in the
President's speech of September 9 that "By next June, under our present plans,
we expect to be spending at the rate of at least $30,000,000,000 a year. In the
year after that, we shall probably have to spend much more than $30,000,000."
This statement itself is vague as to amount and time. Moreover, since the Presi-
dent's speech there has been a continuous flow of reports, more or less official,
of changes in the program-in terms of appropriations, men under arms, air
groups and other measures. Whether or not these reports are true, whether or
not they represent changes from the program reflected in the President's Sep-
tember speech, whether they are changes agreed upon, under discussion or hoped
for, what they imply in terms of the rate of expenditure-all these things are
uncertain.

The size and rate of growth of military expenditures are dominant factors in
the economic picture. There cannot be intelligent, informed public consideration
of economic policy unless the public has a better basis than rumor and guess for
appraising the magnitude of the program. Even during World War II the public
was given more authoritative, more usable, more current information about the
military program than it is now getting. We recommend that the Government
establish responsibility in some agency, possibly the National Security Resources
Board, for a new system of regular reporting to the public on the military pro-
gram. This reporting might follow the pattern of the quarterly reports of the
Office of War Mobilization and Reconversion.

For the present we must analyze the inflation problem in terms of the best
information now available to the public, recognizing that it is subject to a con-
siderable margin of error. On this basis a figure of $35,000,000,000 of military
expenditure for calendar 1951 seems reasonable. This would be an increase of
about $20,000,000,000 above the rate in the third quarter of 1950. Military ex
penditures would be rising throughout 1951 and might reach an annual rate
around $40,000,000,000 by the end of the year.

Leaving aside any particular figures, the program may be characterized as
large enough to create serious difficulties and call for real sacrifice, but not too
large to be solved with intelligence and determination.

Two APPROACHES

Given the prospect of an excess of nonmilitary demand over the supplies avail-
able for nonmilitary purchase, how can we stop inflation? Two basic approaches
are possible:

(a) We can try to suppress inflation, by a system of general price controls,
wage controls, and rationing.

(b) We can remove the inflationary pressure by monetary and fiscal policy.
Under the first approach an attempt would be made to prevent the inflationary

pressure from affecting prices immediately and openly. The results of the infla-
tionary pressure would at most only be postponed; the pressure itself would
still be present in the form of a demand for more goods and services than are
available, a demand backed up by high incomes, large money supplies, and abund-
ant credit. Prices could not legally rise above ceilings set by the Government,
and purchases would be limited either by formal rationing or by "bare shelves"
rationing (the goods would not be available to be bought). If the excess demand
were substantial the ceilings would have to be quite general; otherwise excess
demand diverted from one commodity by controls would spill over to raise prices
elsewhere. As recognized in the Defense Production Act of 1950, wage controls
would be necessary to prevent wage increases from forcing increases of price
ceilings.

Experience in the United States and in other countries has demonstrated that
this is not an effective solution to the inflation problem, especially if the prob-
lem lasts for a long time. Even while the controls are nominally in effect, price
increases break through in black markets, in deterioration of quality, and in
the disappearance of low-priced goods from the market. Price ceilings and
wage rates come to be determined in a political bargaining process which
pushes up the prices and incomes of the groups most powerful politically at the
expense of those less powerful. And when the controls finally come to an end,
either by formal decision or by erosion in fact, the dammed-up inflationary
pressure breaks out in open inflation. During the period when the inflation is
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suppressed the excess demand still has its damaging consequences. It reduces
efficiency because business managers know they can sell whatever they can pro-
duce and workers have no fear of losing a job. The pattern of materials alloca-
tion becomes frozen so that new businesses cannot start and grow. Prices are
prevented from performing their economic function of directing production and
distribution and economizing the use of scarce resources.

The second approach would check inflation by eliminating the excess of demand
over supply rather than by trying to dam up the excess of demand behind a wall
of price and rationing regulations. The approach is two-sided--to restrain
demand and increase supply. On the one hand, it calls for the use of taxation
to reduce the incomes individuals and business have available to spend, credit
controls to restrict expenditures financed by borrowed money, a program to
promote savings, and maximum economy in Government expenditure. On the
other hand, it calls for vigorous measures to stimulate production, to help re-
strain inflation, and to provide more goods for military and civilian use. This
means, among other things, that the monetary-fiscal program should encourage
a flow of individual and business savings adequate to finance a high level of
productive investment. Also the program should preserve incentive that makes
for increased efficiency.

Despite the achievement of an over-all balance of demand and supply there
would still be shortages of certain products. In these cases, the problem is to
assure that the most essential uses are met and that supplies are increased
rapidly. Monetary-fiscal policy can help meet this problem; selective credit con-
trols can divert less essential demand from the scarce materials, and accelerated
amortization can be used to induce more investment in the critical areas. These
measures may need to be supplemented in some instances by limitation orders
and allocations to restrain less essential demand and to direct short materials
to essential uses, including expansion of productive capacity.

The great advantage of this monetary-fiscal approach to the problem of infla-
tion is that it can be effective in controlling inflation. It can remove inflationary
pressure, not merely postpone its effects, not merely push it around from one
commodity to another, not merely drive it from legal markets into black markets.
And it can work while leaving the economy free to adapt itself to changing con-
ditions and to grow. It thus preserves the vitality of the free economy to make
the best possible correction of shortages-namely, an increase of supplies.

It may seem paradoxical to say the inflation can be controlled while the
economy is left free, for this implies that businessmen and labor unions are left
free to raise prices and wage rates. But in the absence of direct controls, busi-
nessmen and labor unions are always legally free to raise prices and wage rates,
yet prices and wage rates in general are not always rising. In 1949 prices in
general were declining; in the first half of 1950 prices were rising moderately;
in the third quarter of 1950 prices were rising sharply. The difference among
these three situations was not in the legal freedom of business and labor but in
the state of the market. In the third quarter of 1950 we entered a sellers'
market, where more goods could be sold at higher prices, where higher wage
rates could be passed along in higher prices without affecting sales or employ-
ment. In 1949 we did not have a sellers' market. It is not the legal freedom to
raise prices and wage rates that results in inflation-it is the combination of legal
freedom and the sellers' market which results from an excess of demand. The
approach to the inflation problem via price and wage ceilings is the approach via
limitation of the legal freedom; the approach via fiscal-monetary policy is the
approach via restraint of the sellers' market.

We believe that business management and labor unions should be left as free
as possible to determine prices and wage rates without Government control,
but subject to the overriding discipline of the market. This freedom carries with
it a responsibility. Even if an over-all balance of demand and supply is achieved,
so that there is no general shortage of goods or labor, management and unions
in particular industries will be in a position to raise their prices and wage rates.
Some adjustments, including some increases, of particular prices and wage rates
there should be, reflecting changes in costs, productivity, and demand-supply con-
ditions. That is one reason for seeking to avoid the rigidity of Government wage-
price controls. But businesses and labor organizations must not use the power
their freedom and strategic position may give them to exploit the rest of the
community. And they must not force the rest of the community to choose between
direct wage-price controls and a low level of business and employment in the com-
munity's attempt to protect itself against exploitation.
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THE BUILDING BLOCKS OF POLICY

As the program committee of CED pointed out in a statement issued in August,'
a policy to achieve a balance between total demand and total supply while military
expenditures are rising would include five main lines of action :

1. Economy in Government expenditures, Federal, State, and local, mili-
tary as well as nonmilitary;

2. Higher taxes;
3. Restrictions on consumers' credit and housing credit;
4. Monetary and debt-management policy to restrain the growth of the

money supply and bank credit;
5. A program to promote savings. 2

Some steps have been taken along these lines in the past few months.
(a) Tax rates were increased by the Revenue Act of 1950, which became law

on August 28, 1950. This act raised rates on individual and corporate incomes
for calendar 1950 and subsequently. Withholding from individual incomes for
tax purposes was increased on October 1 under this act. Excise taxes were
imposed on television sets and deep freezers. This act will raise tax revenues by
about $5,000,000,000 in a full year.

(b) Regulation W, prescribing minimum down payments and maximum ma-
turities on loans for the purchase of consumers' durable goods, was issued effec-
tive September 18, and substantially tightened effective October 16.
(c) Regulation X, prescribing minimum down payments and maximum re-

payment periods for loans on new construction, was issued on October 10.
(d) The Federal Reserve System has raised rediscount rates, and by lowering

its buying price has raised the yield of short-term Government securities, both
moves to tighten up the money market.

The steps that have been taken are grounds for confidence in the ability of
America to stop inflation. They are a reply to the cynical argument that
America cannot stop inflation because no group in the Nation will accept the
restraints and burdens that are necessary to stop inflation. The housing credit
regulation and the revised consumers' credit regulation particularly display the
vigor and willingness to accept responsibility and risk criticism, without which
effective action will be impossible.

But while the steps taken so far encourage the belief that an adequate antiin-
fiation program can be developed and executed, they do not themselves consti-
tute such a program. Six positive steps will be necessary before we have a
program adapted to the needs of a defense economy :
1. A clear location of responsibility within government for formulating a pro-

gram that is adequate in total and balanced in its parts
Division of responsibility f(or various parts of the antiinflation program among

numerous agencies of the Government militates against the development of an
adequate total program. There is a tendency for each agency to justify the
mildness of its own action by the observation that the whole program would
succeed if the other agencies would act with sufficient vigor. No one has had
the responsibility for assuring that the several parts of the program add up to
an adequate total.

The function to be performed is more than clearance, coordination, and refer-
eeing disputes. The function is an affirmative one, to develop plans looking as
far ahead as possible, to see that the plans make balanced use of all instruments,
and to see that action is taken at the proper time and in the amounts called for
by the military program. Responsibility for this function must be located at
a central and high position in the administration, for it involves nothing less
than the total economic policy of the Government.
2. Policies with respect to nlonnilitary expenditures of Government-Federal,

State, anld local--that arc realistic in view of the expanded military re-
qirem ents

To emphasize the need for maximum economy in Government expenditure is
today more than the necessary repetition of an obvious truth. The Federal Gov-

'Economic Policy for Rearmament, a statement by the program, committee of CED,August 1950.
2 Footnote by Philip D. Reed: I believe a sixth item should be added (6) A program to

promote increased production, particularly of those raw materials which are already the
bottleneck to maintaining a high output of consumer goods. The struggle against inflationwould be greatly aided by the prospect of an increased supply of things people want to buy.
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ernment is going to call for economy by the public; it is going to use higher
taxes, credit restrictions, and the savings program to make individuals and busi-
nesses do without things they would like to buy. Such a program can succeed
only if the Government gives evidence that economy is being vigorously and im-
partially enforced upon its own expenditures. The Government cannot justify
restraints upon private expenditure if it does not impose equal restraints upon its
own expenditure.

The change in economic conditions at home and abroad since a year ago creates
the opportunity for a substantial reduction in Federal nonmilitary expenditure.
It is almost inconceivable that nonmilitary expenditures should fail to decline.
The important and difficult thing is to assure that the decline is as rapid and
large as the new conditions warrant. In the case of the European recovery
program,, for example, this means that expenditures must be geared to the im-
provement in the European balance-of-payments position, largely unforeseen
when the current appropriations were enacted. It means that the opportunity
must be taken to sell Government-held stocks of farm commodities, both to raise
revenue for the Government and to stabilize prices for consumers. It means that
efforts to prevent abuses and waste in the provision of readjustment benefits
for veterans of World War II should not be relaxed merely because total expendi.
tures under the program are declining.

The problem of economy has other important aspects. The work of the Budget
Bureau in reducing or deferring public-works projects that are not urgent in the
present situation should be intensified and should have the support of the citi-
zens and the Congress. Progress in carrying out the recommendations of the
Hoover Commission to improve the operations of the Government must continue
even while many agencies are adapting themselves to new or enlarged responsi-
bilities under the military program.

Many expenditures of the Federal Government that are classified as non-
military are essential to the national security; they cannot be reduced and may
even have to be expanded. The situation does not call for indiscriminate slashes,
in Government or elsewhere. But it does call for measurement of all Govern.
ment expenditures against the standard of necessity in a defense economy and
reduction of all expenditures that do not meet that test.

The total expenditures of State and local governments are now about as large
as the nonmilitary expenditures of the Federal Government (excluding interest
on debt in both cases). Economy in the operation of State and local govern-
ments is not merely a matter of concern to the citizens of the particular States
or localities--it is a matter of national concern. The national concern with
State and local economy can be brought to bear effectively only through the
assistance of the local citizens. This is one of the most important points at which
the voluntary cooperation of the public must be enlisted in an economic stabi.
lization program.

One step which should be taken by the Federal Government, which would tend
to restrain State and local government expenditures, would be to eliminate,
with respect to future issues, the exemption of State and local debt interest
from Federal income taxation. This committee has urged this tax reform pre-
viously on grounds of equity and productivity. It would now have the addi-
tional advantage of holding back debt-financed State and local expenditures.

3. A workable plan for achieving more economy in military expenditures
It is especially necessary now to focus attention on tihe need for economy in

military expenditures, which will soon be more than half of the total budget.
This Committee believes firmly that a rapid and large increase of America's
military strength is necessary. We are not raising a question here about the
military program or the expenditures needed to carry it out. But we wish to
emphasize that waste in military expenditures not only places unnecessary
burdens upon the citizens but also endangers the military effort. Military
procurement is in many cases its own worst competitor. Nonessential military
demands interfere with meeting essential military requirements. Wasteful
expenditures that impose unnecessary tax burdens weaken the ability of the
economy to support an enlarged military program. And waste and inefficiency
reduces the willingness of the public to support the program.

Conspicuous examples of waste on military programing, requirements, specifi-
cations, and operations in the last war are common knowledge. Reports of
similar cases in the current program are beginning to appear. In our opinion,
the situation urgently requires, as the first step to greater efficiency, more
intensive, independent civilian review at many levels-in Congress, in the National
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Security Council, in the National Security Resources Board, in the Army-Navy
Munitions Board, and in the military departments and branches.

4. A program to promote savings
Private saving has an essential part to play in America's defense. Sufficient

savings must be available to carry through the investment in productive facilities
that is needed alongside the military program. Moreover, if the military
program should rise to a level at which deficits are unavoidable, it will be im-
perative to stimulate savings and to tap them for financing the Government.
The problem of stimulating savings is complicated by the impending maturity of
large amounts of savings bonds--l.6 billion dollars in 1951, 3.9 billion dollars
in 1952, 6.7 billion dollars in 1953. The cashing of these matured bonds will
tend to reduce savings unless steps are taken to offset or prevent it.

The savings-bond program has been the instrument used by the Government
to encourage saving. There is now a common view that this instrument can no
longer be used because of the prospect of inflation. In our opinion, this reflects
a mistaken appraisal of the problem and the program.

In the first place, inflation is not inevitable. Government cannot act, and
private individuals should not act, as if inflation were inevitable. There is a risk
of inflation. The American people cannot evade the risk of inflation by not
saving. The Government has the duty to call upon the voluntary support of
the American people in reducing the risk of inflation by saving more. The
savers have the right to expect in return, not a promise that there will be no
inflation, but assurance that every effort will be made to check inflation. This
assurance can only be given by Government action-to cut nonessential Govern-
ment expenditures, to balance the budget, to manage the public debt without
recourse to monetary expansion.

It is of course true that persons who bought savings bonds during the war
would have been better off if there had been no inflation. But this does not mean
that they would have been better off to have saved less or, given the choices and
needs of most individuals, to have saved less in the form of savings bonds. And
if we look ahead to a period in which inflation is a risk, rather than back to a
period in which inflation is a historical fact, the advantages of saving for the
individual are even clearer.

The purpose of the savings-bond program is not primarily to sell savings bonds.
The primary purpose is to promote savings. As one means of promoting savings
the program makes available for those who prefer it an investment combining
complete liquidity and safety from default, attractive interest earnings, and the
opportunity for self-discipline through systematic savings, with main reliance
on payroll deductions. There are many other ways in which savings can be
invested; the important thing is that the total amount of savings should be
adequate.

No effort should be spared to improve the savings-bond program as an instru-
ment to stimulate saving, including the voluntary new purchase of bonds and
voluntary exchange of maturing bonds. At the same time the Government should
not hesitate to use vigorously the instrument that now exists.
5. A policy to limit the expansion of the money supply and bank credit.

No program to stabilize the economy and control inflation can be effective unless
it includes measures for limiting the expansion in the money supply and bank
credit. The purchasing power which has been reduced by heavier taxation must
not be replaced through borrowing from banks. This would mean undoing with
one hand what is being done by the other.

Certainly one of the most effective available methods of limiting the expansion
in the money supply and bank credit is action to make the money market, includ-
ing the market for short-term Government securities, self-supporting. Such
action requires flexibility in money rates, for no satisfactory way has as yet been
found to restrict the availability of credit without affecting interest rates charged
all borrowers, including the Government. Even small increases in money rates
dissuade some banks from selling bank-eligible Government securities and induce
some yield-conscious investors to buy them. Without flexibility in short-term
interest rates, the Federal Reserve System is unable to follow consistent anti-
inflation objectives as it is obliged to do by law.

Relying on a self-supporting money market and permitting Federal Reserve
actions to affect money rates is entirely consistent with a Government debt-
management policy that is in the national interest even though it results in some
temporary increase during the present defense emergency in the cost of carrying
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the public debt. This increase in carrying cost is but a small fraction of the
possible cost to the Treasury and to the people of this country of a substantial
and a sustained rise in prices.

To say more on this subject would be beyond the scope of the present state-
ment. This committee has discussed the question in an earlier statement 3 and is
planning to issue another statement on the subject soon. Moreover, the issues
have been analyzed with great clarity in a report of a congressional committee.'

6. A tax policy appropriate to the needs of a defense economy.
The problem here is not only to raise greatly increased amounts of revenue,

although that itself is difficult. The problem is to raise more revenue in ways
that will interfere least with the growth and efficiency of the productive system.
This problem had not been satisfactorily solved even for the smaller pre-Korean
budgets. Its solution becomes much more difficult for the budgets we now face.
And its solution becomes much more imperative when we recognize that not only
the welfare but also the national security of the American people are at stake
in the economic strength of America.

The remainder of this policy statement will be addressed to this problem.

TAXATION FOE A DEFENSE ECONOMY

The committee recommends a tax program designed to do three things!
1. Produce a substantial surplus in the Federal cash-consolidated budget in the

first half of the calendar 1951 (in addition to the effect of seasonally high tax
receipts every spring).' It will be important to do more than just balance the
budget in the January-June period, for several reasons. When the rearmament
program is in a rapidly rising stage, expenditures lag behind orders and produc-
tion; thus the military demands on the economy are not fully revealed in the
expenditure figures. In this situation, an even balance of revenues and expendi-
tures would not fully balance the impact of the military program. Moreover, in
this early, accelerating state of the program it is especially desirable to relieve
the economy from inflationary pressure so that shortages and bottlenecks do not
unduly impede the changeover to military production. We should take advantage
of the opportunity that will exist in the first half of 1951 to put a definite stop to
the inflation and thereby to weaken the general expectation of more inflation.
If the inflation is not stopped by mid-1951 it will be much more difficult to stop
it later.

2. Balance the Federal cash-consolidated budget in the second half of calendar
1951. To run a surplus in the second half would be more difficult than in the
first half, since expenditures will be larger in the second half. And if the infla-
tionary trend has been arrested in the first half a surplus in the second half will
be less necessary. But balancing the budget in the second half of 1951 would
be the minimum contribution to be required of tax policy for economic stability.

3. Provide for revision and reform of the Federal tax structure so that the
large revenues that may be needed for a long time to come may be raised equi-
tably and with least impairment to enterprise and productivity.

To achieve these objectives we recommend:
1. Revise the corporate profits tax so that it consists of a basic rate of 38

percent (18 percent on profits under $25,000) plus a defense profits tax at a flat
rate on all corporate profits. This revision should be enacted before December
21, 1950, to take effect January 1, 1951, and should automatically expire December
31, 1951. We recommend that no excess profits tax be imposed and that an
additional tax at a fiat rate be used to raise needed revenue from corporate
profits.

3 Monetary and Fiscal Policy for Greater Economic Stability, a statement on national
policy, Committee for Economic Development, December 1948.

' Report of Subcommittee on Monetary, Credit, and Fiscal Policies of the Joint Committee
on the Economic Report, 81st Cong., 2d sess., January 1950.

SSee appendix note.
eFootnote by Fred Lazarus, Jr.: I disagree with the proposal that a substantial surplus,

possibly at a 3-to-4-billion-dollar annual rate, be raised in the first half of 1951, and that
taxes then be raised sufficiently to keep the second half of calendar 1'J51 in balance on a
cash basis. The tax program for calendar 1951 should raise an amount sufficient to meet
governmental cash expenditures for calendar 1951. Under such a revised policy, the cor-
porate tax could be held to 38 percent plus a 12-percent defense profits tax, or a total of
50 percent. The amount needed to be raised from excises could also be reduced, even if
expenditures for the year 1951 are as high as the $62 billions estimated on p. 22. The pay-
as-you-go principle does not call for achieving a large surplus by dangerously high tax
rates. A balanced budget would, in my opinion, be the best contribution that tax policy
could make to a stabilization program for 1951.

75900-50----55
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2. Levy a defense addition to the individual income tax at a flash percentage
rate on net income in excess of exemption and the present tax. As in the case
of the corporate tax, this addition should be enacted before December 31, 1950,
to take effect January 1, 1951, and should automatically expire on December 31,
1951.

3. Revise the Federal excises to rationalize the structure of rates and cover.
age and to increase the yield. This should go into effect sometime in 1951, per-
haps July 1, 1951.
The increased yield of excises added to the yield of present taxes plus the

temporary increases proposed for immediate enactment should be sufficient to
balance the budget in the second half of calendar 1951.

4. During 1951 give the full consideration that is required to a revision of
the individual and corporate income taxes to take effect January 1, 1952, re-
placing the temporary increases which would expire at the end of 1951. This
revision should, in general, be addressed to the problem of raising the revenue
required from these two sources fairly and in such ways that will support the
maintenance of high economic productivity.

We suggest that the additions to the corporate and individual income tax be
enacted immediately in order to assure a substantial surplus in the first half of
1951, and also to avoid retroactivity in imposing taxes on 1951 incomes. We
suggest that these additions be made temporary, expiring at the end of 1951,.in
order to avoid freezing into the tax system any changes made now in haste to
meet the revenue needs of 1951. A tax program must be developed to meet the
needs of a budget that may continue to be very large for a long time. There is
not now any national agreement on even the general character, let alone the
detailed specifications, of such a tax program. A conscientious attempt to arrive
at such an agreement will take months of study and discussion.

We recommend that study of the complex issues involved in excise tax revision
be started now so that revision may be enacted during 1951 to bring in more
revenue in the second half of 1951, when more revenue will be needed.

The specific tax rates needed to yield a surplus in the first half of 1951 and
balance the budget in the second half depend, of course, upon the expenditure
program. This program, in which the largest element is the military program, is
of uncertain size. Presumably before Congress acts on taxes it will obtain more
and better information about the expenditure plans than is now available to the
public.

In the absence of more reliable information on the expenditure outlook we
can only indicate the rates that would be necessary on certain assumptions. As
already indicated, $35,000,000,000 seems a reasonable figure for military expendi-
tures in calendar 1951, on the basis of the President's statement that the rate
of expenditures in mid-1951 would be at least $30,000,000,000. Nonmilitary ex-
penditures should not exceed $27,000,000,000. This is about $5,000,000,000 below
the amount included for nonmilitary programs in the fiscal 1951 budget last Jan-
uary. Part of this reduction should be achieved automatically, or nearly so, as a
result of the improvement of economic conditions since last January, which will cut
outlays for unemployment compensation, farm price supports and mortgage pur-
chases, and as a result of the planned decline in ECA expenditures. The re-
maining reduction is attainable with reasonable effort; some part has already
been achieved by action taken in the last Congress. In fact, we believe that non-
military expenditures can and should be held below the $27,000,000,000 figure.
However, for the present illustrative purposes we shall assume total expenditures
of $62,000,000,000-$35,000,000,000 military and $27,000,000,000 nonmilitary.

If the gross national product in 1951 is $300,000,000,000, tax liabilities under the
present tax rates will be about $55,000,000,000.7 This is $14,000,000,000 more
than the actual revenue collections in fiscal 1950-and results from the nearly
$5,000,000,000 tax increase enacted in September, the increase in social-security
coverage, and the increase of $45,000,000,000 in the gross national product be-
tween 1949 and the 1951 estimate.

If expenditures for 1951 are as much as $62,000,000,000 and rising through the
year, the committee would recommend:

SSee appendix note.
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(a) That the temporary defense profits tax be set at 15 percent of total
profits. This would yield about $3,000,o000,000 more than the present profits tax.8

(b) That the temporary addition to the individual income tax be set at 5
percent of income in excess of exemptions and the present tax. This would
yield about $3,000,000,000 net.

Tio amount of :additional lrevenulle toi be obtained from excises could be deter-
mined in tile spring after Congress had seen and considered the January budget,
We wish to emphasize that the rates suggested here are based upon very

uncertain expenditure estimates. The rates should be lower if expenditures
can be held to lower figures. If less revenue is required, the rate of defense
profits tax especially should be lower than the suggested 15 percent, because of
the special danger that high rates of corporate taxes hold for the strength of
the economy.

SFootnote by Mcssrs. Folsom, Kanzler, Pattcrson, Red and Schcrman.-The under-
signed fully agree with the opposition to an excess profits tax but dissent from the rec-
ommendation that a defense profits tax of 15 percent be added to a basic corporate rate
of 38 percent, making a combined tax of 53 percent. We consider this proposal bad in
principle and inconsistent with the fundamental tax philosophy previously presented by
the CED, and also inherent in the present statement.

The case made for the 53-percent corporate rate is not that it is a good way to raise
the needed revenue, or even the least harmful of all possible ways, but only that it is
less harmful than an excess profits tax, "for which it may be considered a substitute."
This seems to us a poor reason to advance in support of any tax proposal. The excess
profits tax should be opposed on its clear demerits. These are well set forth in the state-
ment. and there is no doubt that they represent the views of practically all persons
informed on tax matters.

It is precisely when the tax burden becomes dangerously high that the soundest pos-
sible tax policies are most called for. This committee in previous statements has empha-
sized the evils of a high corporate profits tax-the imlpeliment to the starting of new
businesses and the growth of small businesses, the deterrent to pro' lii\ve investment,
the discrimination against equity financing, the unfair double taxation of dividends.
Also-and this is too little understood-part of the corporate tax burden is passed on
to labor in lower-than-possible wages and to consumers in higher prices. One additional
factor is especially important today, when a major objective of tax policy is to help stop
inflation. The corporate profits tax is much less anti-inflationary than other kinds of
taxation, because it reduces savings, retards production and encourages waste and higher
costs. The net effect of raising the corporate tax, though less damaging than the excris
profits tax, may be to promote rather than restrain inflation.

For these reasons we believe that there is a limit beyond which it would be un\wisi
to raise the burden of corporate taxation. We believe that the opportunities for elimi.
noting nonessential expenditures are even greater than this statement suggests. If
despite all efforts to achieve greater economy in govrnllmt, additional revenue is needed
beyond that provided by other recommendations of the committee it should and can be
raised in ways less damaging to the Nation, including higher excise taxes.

The CED in the past has looked with disfavor ilpon excise taxes, except on tobneco,
gasoline, and alcoholic beverages, and we have set forth in previous statements their
inequities and disadvantages. However, a temlorary increase of excise taxes wuld ibe
much less damaging, in our opinion, in the present state of affairs than a 53 percent rate
of corporate taxes. Higher excises would greatly assist in preventing inflation, because
they would not retard production and because they would reduce private expenditure
rather than private savings.

If it is decided that there should be some addition to the corporation tax we believe
that in no circumstances, except under conditions of all-out war. should the increase go
beyond a total of 50-percent corporation tax. We take this position because we believe
that a clear firm limit should be set in the public mind, beyond which taxes on business
profits must not be allowed to go except under conditions of all-out war.
Every thoughtful person now recognizes that the closely interrelated welfare of all of

us rests solidly upon the encouragement of individual enterprise. Every form of tax,
of course, has some effect upon employment; but some do more damage than others, and
through discouraging and hampering business enterprise) the corporation profits tax
is outstandingly bad in this respect. Consequently, pending the time when our whole
tax system is thoroughly and wisely reformed, we believe that a purely arbitrary limit-
of 50 percent on a corporation tax, may at least bie useful in putting a halt to the perni-
cious sapping of our national strength that opportunistic and uninformed taxation rep-
resents.
Added comment by Mr. Kanzler.-I agree with the above footnote and would like to

add the following: The CED policy statement says that inflation is not inevitable. Of
course it is not inevitable. but only if the Government will take the necessary steps to pre-
vent it, which it definitely has not done and is niot now doing. It will take great statesnman-
ship and courage in the face of political pressures for the various agencies of the Govern-
ment to put into effect promptly a unified program which on the one hand will prevent
inflation, but which at the same time will permit the free enterprise, profit, and capital
system to flourish in the manner which has developed for our country the leading economy
in the history of the world.
Our tax receipts and jobs depend upon a profit progress and when corporations which

carry the torch of this progress (not only through their own earnings but in the wages
and salaries of individuals and the dividends they pay) are taxed more than 50 percent,
incentives begin to fade, venture begins to disappear, the spirit of management is under-
mined, and our whole system begins to lose its driving force, which deterioration Is just
what Russia is hoping for. Therefore, before this essential segment of our producing sys-
tem is squeezed too tightly and thus strangled, and I believe any tax over 50 percent does
this, many other available means of spreading the tax burden should be employed (see
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Taxation of corporate profits
The committee recommends the division of the corporate tax into a basic rate

and a defense profits tax for two reasons. First, it is desirable to give statutory
recognition to the fact that a corporate tax rate higher than the 1946-49 rate
is justifiable only in emergency conditions. Second, with a combined rate as
high as is now proposed a number of statutory relief provisions may be needed
to prevent great hardship; in some cases these provisions might apply only
to the defense profits tax.

The committee believes that the flat additional rate recommended here repre-
sents the form that any increase in corporate profits taxation should take. How-
ever, we do not believe that it would be satisfactory merely to make a flat addi-
tion to the corporate rate for the duration of the defense program. An increase
in corporate taxes makes it especially urgent that full consideration be given
to possible ways of reducing the adverse effects of high rates on productivity.
Therefore we suggest that the addition be made temporary, to expire auto-
matically on December 31, 1951. This will give time for the development of
an improved corporate tax to take effect January 1, 1952.

Among the questions which should be examined in the construction of a cor-
porate profits tax are the following:

(a) Current asset position.-Corporation taxes must be paid in cash, but the
earning of profits does not automatically yield the cash with which the tax
can be paid. The earning of profits may be reflected in an increase of assets,
such as goods in process of production, that can be converted intotcash only
with great difficulty, if at all. This problem becomes acute when taxes rise to
half or more of total profits. Consideration should be given to abatement or
postponement of tax for corporations with low current assets (assets readily
convertible into cash).

(b) Contractual amortization.-Many corporations have contractual obliga-
tions to make annual repayments of debt out of their profits. An increase of

my footnote to the CED policy statement, A Postwar Federal Tax Plan for High Employ-
ment, August 1944).

I agree that we should pay an additional 12 percent of corporate profits as a speclal-
defense tax to bring the total up to 50 percent. However, what additional is needed we
should secure by excise taxes, sales taxes, manufacturers' sales taxes, or best by a sub-
stantial broadening of the base on individual income taxes, where it is evident to all the
greatest source of revenue exists.

The following table shows the distribution of total income by tax status (based on 1950
income levels):

Total personal income------------ -----____________________ $220,000,000,000
Income not subject to tax (legally excluded, not reported, deductions,

personal exemptions)----------__-_________--____- - - - 138, 000, 000,000
Income subject to tax (surtax net income)____-______-______-_____ 82 000, 000, 000
Tax at present (1951) rates__--__---- ____________--___________ 19, 000,000, 000
Taxable income after present tax, total---------------------- - 63, 000, 000, 000
$0 to $2,000--------------------------------------------------- 48, 400,000,000
$2,000 to $4,000---------------------------------- 500,000, 000

4.000 to $6,000 ----------------------------------------------- 2,700,000, 000
$6,000 to $10,000--__-----___------- -------__---__--- 2, 600,000,000
$10,000 to $20,000-___________----------- ------- 1, 900, 000, 000
Over $20,000-------------------------------------------------- 830, 000,000

Every citizen should be made to feel and to crry his share of the burden. This will
awaken in him the demand for economy in nonessential Government expenditures,
especially those of a nonmilitary nature.

Such a public pressure for economy will never arise if overly high corporation tax
rates-that is, over 50 percent--provide easy (but gradually self-exterminating) excess
Government receipts.

Most importantly, the Government must take some immediate steps to breathe public
confidence into its fiscal policy-to let its people believe and understand that the Govern-
ment honestly and fearlessly, without playing politics, will take all the means at its
command really to stop serious inflation.

The Government cannot merely single out for taxation those segments of the economy
which carry with them no political disadvantage. It cannot merely limit its actions to credit
curbs, limitation orders, higher taxes and savings and bond sales promotions. It must
do more. It must do enough to succeed. It cannot repeat its performance carried on
since World War II, resulting in excessive depreciation of savings and insurance and
simple preferred stock and Government bonds, etc., which have been allowed to depreciate
to fractions of their V-day values by policies which have become unsound.

There can be only one end to such a program in a country whose strength has been born

of the free enterprise, capitalistic and profit system. We have come a long way up the
road of inflation and some flight from the dollar is evidencing itself even now, and a frank
and honest facing of the problem dictates that since we cannot have "business as usual,"
we cannot have "politics as usual."

The public is rapidly alerting itself to inflationary effects of present policies on its
Government bond purchases and savings. It would be the end of our freedom if the
Government would have to invoke dictatorial measures to keep itself financed by forcing
the purchase of Government securities on our people.
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profits tax to 50 percent or more would make it impossible in some cases to
conform to these contracts. The possible desirability of reducing or postponing
tax in these cases should be examined.

(c) Flexibility in depreciation.-The committee has pointed out on earlier
occasions the desirability of giving the taxpayer more flexibility in determining
the timing of depreciation charges so that the tax will come closer to the intent
of taxing net income after full allowance for the reduction in the value of assets.
The possibility of taking some steps in this direction should be studied now that
higher tax rates make the problem even more urgent than previously?

(d) Thle depreciation basis.-Consideration should be given to possible ways
of providing statutory recognition to the fact that depreciation charges based
on the original cost of assets are inadequate to replace the assets at current
prices, which are generally much higher than the prices at which the assets
were acquired.

(e) Loss carry-back.-The committee has previously recommended that tax-
payers be permitted to carry over an operating loss of 1 year to apply against
the income of the preceding year or the 5 succeeding years. This system has
now been adopted in the Revenue Act of 1950. However, in view of the prospects
for higher tax rates, especially the possibility of a combination of temporary
high rates and temporary high profits, there is a question whether the carry-back
should not be lengthened to 2 years.

(f) Regulated public utilities.- Consideration should be given to possible spe-
cial treatment for regulated public utilities, where rates are limited to yield
rather low earnings and where the financing of expansion requires steady divi-
dend payments.

Ewcess-profits tanxation
Since there is so much current discussion of alternative forms of corporate

taxation, and especially of excess profits taxation, we wish to explain why we
recommend a fiat-rate addition as the best way to impose additional taxation on
corporate profits.

First, we should point out that there is no "good" way to tax corporate profits
as such. The incidence of the corporate profits tax is indirect, distributed in
unknown proportions among stockholders, customers, and employees. There is no
possible way to relate the burden of the tax to the income status of the persons
who bear it. The corporate tax imposes the same rate of tax on a dollar of income
earned for a $1,000 stockholder as for a $1,000,000 stockholder. Corporate profits
are taxed twice, once when earned by the corporation and again when received
by the stockholder. There is no good reason, in equity or economic policy, why
earnings from investment in a corporation should be taxed more heavily than
income earned by the same person from investment in a partnership, or in a
municipal bond, or from wages and salaries. MIoreover, when the corporate
rate gets high adverse effects upon productivity are inevitable.

Given the need to raise additional revenue from corporate profits the problem
is to find the "least bad" way, since there is no "good" way.

The essential difference between the additional fiat rate proposed here and an
excess-profits tax is that the first imposes an additional tax on all profits whereas
the second imposes a necessarily higher additional tax on a part of profits. This
may be seen in the case of a corporation that earns $100,000 (abstracting from
the complications of specific credit, lower rates on the first $25,000, etc., which
do not affect the basic principle). Under the system proposed here, and assuming
a 15 percent defense profits tax, the Treasury would say to the corporation, "Your
basic tax is 38 percent of your total profits, and your defense profits tax is 15
percent, making a combined total of $53,000." Under the excess-profits system the
Treasury would say, "Your tax is 45 percent of your first $80,000 which the law
defines as normal, plus 85 percent of $20,000 which the law defines as excess.
The total is $53,000." The tax paid is the same, but the effects are quite dif-
ferent. The reasons for preferring the fiat-rate system may be summarized as
follows :

1. The fiat rate increase keeps the marginal rate of corporate tax to the lowest
figure consistent with placing any desired total burden on corporate profits.

SFootnote by Philip D. Reed.-Secs. (c) and (d) are excellent examples of what can be
done, as suggested in the footnote on p. -, to provide stimulants to projects which will
Increase both production and productivity. The same is true of the 5-year amortization
section of the Revenue Act of 1950. That section should be speedily and generously
administered.



862 EXCESS PROFITS TAX ON CORPORATIONS, 1950

Under this system the Government says to the corporation, "If by keeping costs
down and increasing efficiency you can increase your profits $100,000, you can
keep 47 percent of it." This is little enough. But it is incomparably better than
the excess profits tax which allows the corporation to keep only, say, 15 percent
of any additional profits. The extremely high marginal rate is, of clrse, the
reason why excess profits taxation is such a source of waste and obstacle to
efficiency. The fact that excess profits taxation was an incentive to extravagant
expenditure for travel and advertising was a national ke andil nati nal sindal
during the last war. But there were much more serious costs resulting from the
tax, and these would be even more serious costs now if the tax has to remain in
effect for a long time. Excess profits taxation is in direct conflict with the
Nation's need for maximum efficiency in production at all times, and especially
now.

2. The problem of waste and inefficiency resulting from an excess profits tax
cannot he met by having the Bureau of Internal Revenue exercise stricter control
over allowable expenses. If this is attempted, either the Bureau of Internal
Revenue would have to issue a series of arbitrary regulations which would
hamstring management or the Bureau would get bogged down in trying to
second-guess management in a mass of case-by-case decisions. At best the in-
fluence of this kind of control can be only negative. It may catch some con-
spicuous example of waste but it cannot provide a positive inducement to
efficiency.

3. A flat-rate increase, by avoiding the extremely high marginal rates of the
excess profits tax, will avoid the most seriously inflationary features of the
excess profits tax. Corporations subject to an 85 percent excess profits tax
would often rather spend their potential profits for various nonproductive and
nonessential purposes than pay them to the Treasury. But the money they
pay the Treasury does serve an anti-inflationary purpose, whereas the money
they spend for such purposes serves to bid up the prices of goods and services.
Also, such action by excess profits tax corporations may force higher costs upon
other companies that would have to raise prices.

4. Given the total tax burden to be carried by corporations, the flat-rate
increase is less burdensome in the crucial field of new and growing business
than an excess profits tax. A growing business is especially dependent upon its
ability to retain earnings and at the same time is likely to be subject to especially
heavy burdens under an excess profits tax. A new business, because it is
subject to exceptional risk of loss, must often have some prospect of exceptional
profit if it is to get started. But an excess profits tax almost eliminates the
chance of an exceptional profit while leaving the chance of exceptional loss.

5. The flat-rate increase is relatively simple to administer. It does not involve
interminable argument about the "normality" of some historical base period.
There are still about 15,000 unsettled claims for relief under the wartime excess
profits tax, involving about 4.5 billion dollars of refund claims in dispute.

6. The most effective way to prevent excessive profits on military production
is by strict pricing on military contracts in the first instance and by full use
of the reneotiation power. The Renegotiation Act now in force provides for the
recapture by the Government of excessive profits earned by prime contractors
and subcontractors on military contracts. Therefore, an excess profits tax, pri-
marily intended to accomplish the same result, is unnecessary. The force of this
act may be judged by the fact that over $6,000,000,000 was recovered by the Gov-
ernment in renegotiation of World War II contracts.

The act provides that "In determining excessive profits there shall be taken into
consideration the following factors:

"(i) Efficiency of contractor, with particular regard to attainment of quan-
tity and quality production, reduction of costs, and economy in the use of mate-
rials, facilities, and manpower;

"(ii) Reasonableness of costs and profits, with particular regard to volume of
production, normal prewar earnings, and comparison of war and peace time
products:

"(iii) Amount and source of public and private capital employed and net
worth;

"(iv) Extent of risk assumed, including the risk incident to reasonable pricing
policies:

"(v) Nature and extent of contribution to the war effort, including inventive
and developmental contribution and cooperation with the Government and other
contractors in supplying technical assistance;
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"(vi) Character of business, including complexity of manufacturing technique,

character and extent of subcontracting, and rate of turn-over;
"(vii) Such other factors the consideration of which the public interest and

fair and equitable dealing may require, which factors shall be published in the
regulations of the Board from time to time as adopted."

This list of factors to be considered is signilicant a:s an indiation of the .om-
plexity of the problem of deining "excessive profits" when a real attempt is nmaF,
to take into accounllt the different circumstances of different companies and to pre-
serve some flexibility, efficiency, and vitality in tlhe economy.

7. If, as seems a reasonable estimate il the nlascnce of further inflation, cor-
porate profits in calendar 1951 are $40,000,000,000, a basic tax rate of 38 percent,
plus a defense profits tax of 15 percent, would leave profits after tax of $19,000,-
000,000, almost exactly the average profits after tax of 1947-4!). Thus with taxes
at that level there would be no increase in total corporate profits after tax either
because of or during the 1951 defense effort.

8. With a flat-rate increase set to yield as much revenue as an excess-profits
tax, some corporations would pay less tax than under an excess profits tax and
some corporations would pay more. That is, with the total burden the same, the
distributio of the burden among corporations would be different. A corporation
with a high invested capital basis, as valued for tax purposes, would pay less
under an excess profits tax, even though its profits have increased as a result of
the rearmament program. But a growing corporation may pay more under an
excess profits tax even though rearmament may actually have slowed down its
growth. There is no reason to think that the distribution of the burden under the
excess profits tax would be better from the standpoint of "taking the profits out
of war." while there is every reason to think that the distribution of the burden
would be much worse from the standpoint of national efficiency.

9. A basic rate of 3S percent plus a defense profits tax of 15 percent would yield
as much revenue and place as heavy a tax burden (on corporations as the present
rate for 1951 (45 percent) plus a severe excess profits tax. Under the wartime
corporate profits tax plus excess profits tax, in 1942 to 1945, corporate taxes x erre
52.5 percent of corporate net incomes.

10. The combined effect of the corporate profits tax lls the individual in-
come tax in recapturing any additional profits earned by higher income stock-
holders is not generally appreciated. This may he illustrated by the case of :a
married stockholder with $100,000 of surtax net income. He pays 75 !, rcelt
tax (1951 rates) on any additional dividends he receives Suppose the- laser
corporate tax rate is .35 percent and the defense profits tax is 15 percent. Then
the combined corporate and individual tax is 5R,.25 percent if the corporation
distributed all its profits after tax. If the corporation distributes only half
of its profits after tax, the combined tax is 70.625 percent even before allowing
for any future tax when the retained earnings are distributed or realized ate
capital gains.

Indiridital income taxation
The individual income tax permits the closest approach to the basic principle

of equity in taxation, that persons similarly situated should he similarly taxed.
Moreover, with a proper selection of rates and exemptions, the individual ir-
come tax still offers the greatest room for raising revenue without exc.essive
burdens on lowest incomes and without excessive additional impairment of in-
centives. In fact, a system of personal exemption permits complete insulation
of lower income families from the burden of the tax. which cannot be done under
any system of indirect taxation. The individual income tax is the most equitable
and effective means of reaching the large aggregate incomes of the middle-income
groups, whose incomes are large enough to hear additional burdens without Ipr'-
vation and who do not now pay tax rates so high as to weaken incentive
seriously.

No method for raising additional revenue from the income tax will be fair and
realistic unless it takes into account the income tax paid under present rates.
What is now available to be taxed is the income left after the present tax is
paid. A flat increase in tax on net income after exemptions, such as might
be effected by an equal increase in tax rates in all brackets, would be a lax on
the amount already paid in tax as well as on the income now left to the txs-
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payer. This would have very unequal effects, as may be seen in the following
table:

Effect of a 5-point flat increase in tax rates (married person, 2 dependents)

Net income
Tax under Income after

present 1951 tax
rates

Additional
tax 5-point

rate increase

Percent ut
in income
after tax

$3,000--------------------------------------- $120 $2.880 $30 l.m
$10,00..0-------- --------------------- 1, 692 8,408 380 4.5
$50,000 --... ... ... ... ... ... .. .... 18, 884 31,116 2,380 7.16
$100,000 --------------------------------- 51,912 48,088 4,880 10.1

$500,000-...-..--------------------------- 402, 456 97, 544 24,880 25.50

This kind of increase would not only, in our opinion, be unfair, it would be
an additional long step toward eliminating the significance of income as an
incentive to effort and risk taking. This may best be seen by looking at the
effects of a fiat rate increase on marginal income after tax, that is, on the amount
of an additional dollar of income left to the taxpayer after paying income tax.
At the rates now in effect (for 1951) a taxpayer with $50,000 of net income after
exemptions (surtax net income) pays a marginal tax of 75 percent and has a
marginal income after tax of 25 percent. If he earns an additional $1,000 he
pays $750 tax and has $250 additional income left. A five-point increase in tax
rates would cut his marginal income after tax by 20 percent. What it would do
in other brackets is shown below:

Present law (1951) 5-point rate increase

Surtax net income Percent cut
Marginal Marginal Marginal in marginal

tax income income income
tax after tax after tax after tax

water tax

Percent Percent Percent Percent
$1,000----------------------------------------- ............ 20 80 75 6.25
$6,000 -- - - - - - - - -- - - - - - - - - 30 70 65 7.14
$16,000- - - - - - - - - - - - - - - - - - - - 50 50 45 10. 00
$26,000- - - - - - - - - - - - - - - - - - 62 38 33 13.16
$50.000 . . . . . . . . . . . . . . . -- - - - 75 25 20 20. 00
$100,000 ..- - - - - - - - -. 89 11 6 45.45
$200,000 ........---------------------------------------. 91 9 4 55.55

In our opinion the fairest and least damaging way to obtain an emergency
increase in income-tax revenue, if exemptions are not to be changed, is to impose
an additional tax at an equal percentage rate on net income in excess of present
exemptions and present (1951) tax. The effect of a 5-percent additional tax at
various income levels is shown in the table below:

Effect of a 5-percent tax on income above exemptions and present tax (married
person, 2 dependents)

Net income
Income after
tax, present

law

Additional
tax

$3,000.------------------------------------------------- $2,880 $24
$10,000 --------------------------------------------------- 4,408 300
$50,000- ..------------------------------------------------ 31.116 1,436i
$100,000 ----------------------------------------------- 48, 088 2,284
*o500,000------.-------------------------------------0 97,544 4, 757

Percent cut
in income
after tax

0.53
3.57
4.61
4.75
4.88

This method results in a larger percentage cut in total income after tax at
higher income levels than at lower, but the disparity is not so extreme as under
the 5 percent fiat increase on income before tax. The cut in marginal income
after tax is held to 5 percent at all income levels, and this Is the most important
feature of the proposal so far as the efficiency of the economy is concerned.

The committee recommends that this increase in the individual income tax
be temporary, to expire on December 31, 1951. It would be unwise to make a final
determination of the income tax structure without having a clearer Picture of
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the revenue requirements and without further consideration of the system of
exemptions and of the division of tax burden between the corporate tax and the
individual tax.

Excise taxes
The Research and Policy Committee recommended in 1944 and in 1947 that the

normal Federal tax system should contain no excises except those on alcoholic
beverages, tobacco, and gasoline. In 1948 and in early 1950 we recommended
immediate reduction of excises so far as seemed consistent with the revenue
requirements at the time.

We remain of the opinion that in the normal Federal tax system excises
should be confined to alcoholic beverages, tobacco, and gasoline. However, it
is clear that the budget requirements of the defense program do not permit
the $4,000,000,000 of revenue now obtained from other excises to be abandoned
without replacement. In fact, more revenue will be required from excise taxes
to avoid greatly overburdening the income tax system.

A choice must be made between (a) adding new excises or higher rates to the
existing structure and (b) replacing the existing structure with a new one
that is more rational and will yield more revenue. We believe strongly that
the effort should he made to rationalize the system. The present structure is a
tangle of separate taxes on different items at different rates, imposed at different
points in the economic process, with some taxes hidden and some open. It dis-
criminates among products, producers, regions, consumers without, for the
most part, any reason except historical accident. If excise taxes are necessary,
as for the time being they are, certainly a better system than this can be devised.

The committee is not prepared now to recommend what the structure of a
defense excise tax should be. We recommend that the question be studied during
the next few months with a view to enacting a program later in 1951.

There seem to be three main possibilities, a general retail excise tax, a general
manufacturers' excise tax and a system of selective excises, either at the retail
or at the manufacturers' level. A tax at the retail level has the advantage that
it is visible, the public knows what it is paying. If the tax is imposed at retail
rather than at the manufacturing level, there is less danger also that the tax
will be pyramided and result in a price increase greater than the amount of
the tax. On the other hand, a tax imposed at the manufacturers' level would
be easier to collect and would interfere less with the State retail taxes. Under
either system, food and rent could be excluded from the tax in order to avoid
excessive burden on low-income consumers.

In some circumstances selective excises to divert scarce resources from non-
essential uses may be helpful in an economic mobilization program. This cer-
tainly does not justify the present excises, most of which are not adapted to the
current defense program. Moreover, in order to use selective excises as an in-
strument for mobilization, it is necessary to know the location and extent of
future shortages fairly precisely and to be quite sure that the excises themselves
will not interfere with expansion of supplies to correct the shortages. It is not
clear whether conditions for the effective use of selective excises are present
now. In any case, the selective excises that might be justified as an aid to mo-
bilization could provide only part of the additional revenue that will be re-
quired from excise taxes.

Tax privileges
The need for additional revenue and higher rates of tax makes it more impor-

tant than ever to subject each special tax exemption or concession to scrutiny and
to require its justification if it is to be continued. With every increase in gen;
eral rates of tax, special privileges become more valuable to those who receive
them; if they are unjustified the injustice to those who pay full rates of tax
becomes greater. One exemption which in the opinion of this committee is un-
justified is the exemption of interest on State and local government bonds from
Federal income taxation. This inequity should be corrected as soon as possible.
The Revenue Act of 1950 made changes in the tax law to close certain loopholes
which were found to exist. There are a number of other cases, such as the tax
treatment of cooperatives, where unjustified privileges are alleged. This com-
mittee has not studied these cases and is offering no judgment as to their merits.
However, there has been sufficient dispute over their merits to warrant further
congressional study to determine whether in these cases the present law does
conform to the principle of fair and equal treatment of all sources of income and
all forms of business operated for a profit.

* * *#*
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No one likes higher taxes, tighter credit, or curtailment of Government sere
ices. But we are determined that America shall be strong. This means that
we are prepared to pay the cost of defense. We can pay the price by open ina.
tion, we can pay the price by suppressed inflation and total controls, we can pay
in high taxes, tight credit, and Government economy.

This third way, the monetary-fiscal approach recommended in this statement,
is in some respects the most difficult. It makes the costs of the program clear
and open. Therefore it depends for its success upon the support of the public;
it cannot be imposed or "slipped over." This approach requires that the Govern.
ment take the responsibility for developing a program that distributes the costs
of military strength fairly. It requires that the Government set a standard for
the behavior of the private citizen by practicing economy in its own expenditure
It requires that the public accept the costs, not only as they are meted out by
tax laws and credit regulations, but also by voluntary individual and grout
action. Success will be the result not of a handful of decisions made in Wash
ington but of millions of private decisions to save, to work, to exercise restrain.
in pressing for higher prices and higher wage rates.

This is, nevertheless, the only acceptable course of action. It is fair and effi.
cient. It would permit our growing military strength to be erected upon a solid
base of growing economic strength. Beyond this, it is best for the very reason
that makes it difficult, because it calls upon the responsible action of fre
citizens."

APPENDIX NOTES

"Balancing the cash-consolidated budget" or "producing a surplus in the cash.
consolidated budget" means that tax rates are sufficiently high that revenues
would equal or exceed expenditures in the cash-consolidated budget under condi.
tions of high employment without inflation.

This Committee recommends use of the cash-consolidated budget rather than
the administrative-control budget as a guide to over-all budget policy because the
cash-consolidated budget gives a more complete statement of Federal financiW'
transactions with the public and a more accurate reflection of the econor-
effects of Federal finance. The main difference between the two budgets is th '
the cash-consolidated budget includes the operations of social security and other
trust accounts, whereas the administrative-control budget does not. A detailed
explanation of the cash-consolidated budget may he found in an earlier statement
of the Committee, Tax and Expenditure Policy for 1950, page 35.

Further inflation would increase Federal receipts more than Federal expendi-
tures and so would contribute to a balanced budget or to a surplus. However,
the ,oal of policy should be to prevent further inflation. Budget police should
not rely upon further inflation to balance the budget. Tax rates should be high
enough, so that without further inflation they would yield revenue equal to or in
exe,ss of expenditures.

The adequacy of tax rates in effect during any period should be measured by the
revenue they would yield in a year of full operation rather than by the collec-
tions actually received by the Treasury during the period. Collections of taxes
lag behind the period to which the tax rates apply. This is notably true of the
corporate profits tax. The tax applied to 1951 incomes will be collected in 1952.
An additional tax on 1951 corporate incomes will yield no additional collections
in 1951. In considering whether taxes in 1951 are adequate to balance the 1951
expenditures w-e should consider how much the taxes levied on 1951 incomes will
yield, even though collection lags in part into 1952.

The figures used in this statement for the yield of existing or suggested taxes
in calendar 1951 are based on an estimated gross national product of $300,000,-
000,000 in that year. This $300,000,000,000 is an approximate estimate of the
total value of production that is reasonably attainable in 1951 without further
inflation of prices in general beyond the average levol prevailing in the third
quarter of 1950. The estimate implies an increase of about 6 percent in real
output from the third quarter of 1950 to the average of 1951. Such an increase
assumes, in addition to the "normal" growth of productivity and the labor, force,
moderate reduction in unemployment, increase of hours of work, and additional
entrants into the labor force.

(Whereupon, at 6 p. m., the committee adjourned.)
'O Footnote by John M. Hancock--Although there is much In this stateme w .

heartily approve, I have reservations with regard to some of the recommendations ieh Ias stated in the report therefore I do not wish to be recorded as approving the made 4in its entirety. p statement


