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Excess Profits Net Income and Exemptions
under the Income Method
By WALTER A. COOPER

ForREWORD

E NOVEMBER, 1940, issue of THE

Il JOURNAL OF ACCOUNTANCY con-

tained three articles dealing with
the new excess-profits-tax amendments
to the Internal Revenue Code. These,
written from the point of view of the
legislator, the attorney, and the ac-
countant have furnished subscribers
with a broad survey of the law as a
whole, and readers should now have its
general pattern and principles well in
mind. This, in turn, should facilitate
the detailed study of technical aspects,
an understanding of which is essential
to the professional accountant.

Much of the burden of preparing the
necessary tax returns will fall on the
accounting profession and, even if re-
turns are not prepared, the correctness
of accrued excess-profits-tax liabilities
must be ascertained before informed
opinions on financial statements can be
expressed.

Members of the American Institute
of Accountants committee on federal
taxation have undertaken to prepare a
series of articles covering, in consid-
erable detail, the various phases of the
problem. By way of review it is to be
noted that in determining the tax liabil-
ity seven specific tasks are involved:

(1) The determination of excess-profits
net income for the base period.

(2) The determination of current year
excess-profits net income under the
income-credit or exemption method.

(3) The determination of current year
excess-profits net income under the
invested-capital-credit or exemp-
tion method.

(4) The determination of the net addi-
tion to or reduction of paid-in
capital for adjustment of the ex-

emption under the income method.

(5) The determination of average in-
" vested capital for the current year.
(6) Consideration of the abnormality
relief provisions to determine their
applicability or otherwise to each

case.

{7} Consideration of the special pro-
visions relating to reorganizations,
etc.,, to determine their effect, if
any, upon excess-profits net income
and/or invested capital.

DerFINITION OF TERMS

This article will cover the first
four tasks described above. The term
excess-profits net income is used in the
law, and in this article, to describe the
net income resulting from making cer-
tain adjustments to net income com-
puted for normal income-tax purposes.
From that amount is deducted a com-
bination of credits and exemptions
which together represent, in theory,
normal earnings, leaving a balance
termed ‘‘adjusted excess-profits net
income,” representing, also in theory,
the excessive profits subjected to excess-
profits tax,

The credits or exemptions consist of:

(a) Under the income method:

(1) 95 per cent of the average
annual base-period income—
called a credit.

(2) Plus a specific exemption of
$5,000,

(3) Plus 8 per cent of the net
capital addition, or

(4) Minus 6 per cent of the net
capital reduction.

(b) Under the invested-capital method:
(1) 8 per cent of the average in-
vested capital.
(2) Plus a specific exemption of
$5,000.
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For convenience the term *‘exemp-
tion ' will be generally used in this arti-
cle to refer to all deductions from eéxcess-
profits net income as the three terms
“eredit,” “exemption,” and ‘‘adjust-
ments” may be confusing. Also, ac-
counting methods or forms will be used
rather than statutory form or order.

TaE CHART ANNEXED, ForM “A,”
AND Its IMPLICATIONS

To facilitate study of the excess-
profits net-income computations, a
chart has been developed and is an-
nexed as form “A." This form may
well be used as a working sheet and
guide in actual practice, as following it
will require constderation, in each case,
of all possible adjustments. It has been
prepared for this article with illustrative
figures to bring out more forcefully the
possible effect of the required adjust-
ments. It illustrates the adjustments to
be made to income of the base period
and to income of the first taxable year
beginning after December 31, 1939,
if the excess-profits-tax exemption is
computed under the average-income
method. It also provides for the com-
putation of excess-profits net income
for the first taxable year beginning
after December 31, 1939, if the in-
vested-capital method is used for com-
puting the excess-profits exemption. A
glance at the last line will show that the
amount of current-year excess-profits
net income computed for use in con-
nection with the income-exemption
method may differ very materially from
the amount of excess-profits net in-
cotne where the exemption is based on
invested capital.

It is to be emphasized that in almost
every case it will be essential to make
complete computations of the excess-
profits-tax liability, using both meth-
ods of computing the exemption—*“in-
come' and “invested capital "—before
deciding upon which method to use in
- the return to be filed, since the option
to choose one method or the other, once

exercised, probably cannot be changed
for that year. It is stated that the elec-
tion for any particular year is probably
binding because we are informed that
such is the intention of the framers of
this new act. However, we must not
overlook the possibility that the courts
may hold that an election is not binding
when it is impossible to know the results
of the election because of uncertainties
with respect to the determination of
invested capital and/or prior year in-
come which, in turn, may also affect
invested capital through the medium of
the accumulated earnings and profits.
In connection with other elections
which were supposed to be binding, the
courts held that no binding election
could be made until the result of the
election could be known. Though this
possibility is mentioned, it nevertheless
seems desirable to proceed on the as-
sumption that the election will be bind-
ing for the particular year.

Further, in connection with this
election, consideration must be given to
the possibilities of changes in base-
period income as a result of the exami-
nation and audit of the returns, as well
as the effect of such changes on invested
capital in so far as they affect the item
of current accumulated earnings and
surplus.

A third feature to be considered in-
volves pending disputes with respect to
proposed deficiencies or claims for re-
fund for the tax years in the base
period. It might be observed, for ex-
ample, that if there is a dispute regard-
ing the inclusion of an item in income or
the allowance of a deduction during the
base period as compared with taking the
item into an account during 1940 or 4
later year, it will be less expensive to
pay the tax during the base-period
year rather than during the current
year, not only because of the higher
income taxes applicable to 1940 and
later years, but also due to the possibil-
ity of excess-profits taxes being payable
thereoni. Furthermore, if the income
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method of exemption is used, the in-
crease in the base-period income will
increase the excess-profits credit by one
fourth of the amount involved, less tax
thereon. If the taxpayer’s income be in
the 50 per cent excess-profits-tax brack-
et, the increased exemption will save
the equivalent of about 11 per cent * of
the amount involved in the base-period
income or deduction item, so that in two
years the excess-profits-tax saving alone
will considerably exceed the base-period
income tax (which ranged from 15 per
cent to 18 per cent). On the other hand,
if the taxpayer should be in only the 25
per cent bracket, the saving in excess-
profits taxes will be equal to 514 per
cent of the amount of the income or
deduction item, so that in three years
the excess-profits-tax saving will equal
the additional income tax payable for
the base-period year. In each case
there will be a further potential future
saving under the excess-profits-tax law.

On the other hand, if the invested-
capital method is found advantageous,
the allowance of the disputed item in
the government’s favor may increase
invested capital if it affects the ac-
cumulated earnings and surplus, thus
increasing the exemption for excess-
profits taxes by 8 per cent of the amount
thereof, less tax. If the taxpayer’s in-
come is in the 50 per cent excess-
profits-tax bracket, the net reduction in
excess-profits tax will be equal to 3.4
per cent of the amount of the income
item, so that it would require such sav-
ings in excess-profits taxes for approxi-
mately five years to equal the addi-
tional tax payable for the base period.

The foregoing computations do not
take into account the interest payable
on the deficiency for the base period,
but it might be noted here that the
interest will be an allowable deduction
for excess-profits and income-tax pur-
poses in the current year.

1For purpose of these estimates the 95 per
cent computation is omitted.

These observations lead to the con-
clusion that if the disputed item is
likely to affect income during the excess-
profits-tax years, it will be cheaper to
concede the Internal Revenue Bureau's
contentions with respect to the base-
period years, assuming that the tax-
payer will have net income for 1940
and/or later years. On the other hand,
if the disputed item cannot possibly
affect the net income for current or
later years, then it still would be de-
sirable to concede the Bureau's conten-
tions in the cases of companies that
will use the income-exemption method
and are likely to pay excess-profits
taxes, but it is an open question with
respect to companies that will use the
invested-capital method for determin-
ing excess-profits-tax exemption.

The base period

In form “A,” the base period shows
four years which are headed 1936,
1937, 1938, and 1939. That will be the
usual situation, but in some cases, by
reason of changes in fiscal periods, the
base period might include more or less
than forty-eight months. Specifically,
the base period covers all taxable years
or periods beginning after December 31,
1935, and before January 1, 1940. Thus,
a corporation which used a fiscal year
ending November 30th until, for in-
stance, November, 1936, and then
changed to a calendar-year accounting
period, would have in its base period the
one month ended December 31, 1936,
and the calendar years 1937, 1938, and
1939, a total of only thirty-seven
months. On the other hand, if a tax-
payer used a calendar-year accounting
period until December 31, 1935, or later,
and during the base period changed to
a fiscal year ending November 30th, it
would have in its base period the eleven
months ended November 30, 1936, and
the four twelve-month periods ended
November 30, 1937 to 1940, inclusive,
or a total of fifty-nine months.
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Treatment of doublful items

At the moment there are some un-
certainties of interpretation which will
be pointed out. It is not considered
desirable to express personal views at
this time, as the regulations have not
been issued. Frequently, when several
interpretations are possible, the one
adopted by the administrative authori-
ties acquires the force and effect of law.
Furthermore, the law may be amended
retroactively to dispose of some of
them. Hence, it is too soon to express
proper opinions on these doubtful
matters.

In the preparation of tax returns the
treatment most favorable to the tax-
payer should be adopted. However, if
the election to use either the income
or invested-capital-exemption method
should or may turn on the treatment of
the uncertain item, then the particular
problem should be brought up for care-
ful and detailed study in the light of
such rulings or regulations as may have
been promulgated. It probably will be
desirable in such cases to defer filing
the return, by obtaining an extension
for filing same, until a considered con-
clusion can be reached or an official
ruling obtained.

With these preliminaries having been
discussed, each item shown on form
“A'" will now be explained.

(1) Imcome (or loss*) as shown on
forms 1120

Because of differences in tax forms
and statutory terminology during the
base period, the final line in the “Ad-
justed net income computation’’ on
page 1 of the 1938 and 1939 returns
(line 32) and the corresponding figure
shown in the 1936 and 1937 returns
(specified by line number) have been
taken as the most convenient starting
point for the computation of ‘‘excess-
profits net income."”

This figure is equal to *net income,”

*Red.

as defined in section 21, less the amount
of the credit for interest on certain gov-
ernment bonds provided in section 26
(a), but before deducting the credit for
85 per cent of dividends on stocks of
domestic corporations.

Particular attention is drawn to the
footnote reading as follows:

“‘Reference to ‘returns’' means fed-
eral income tax returns as revised upon
examination by the Bureau, or as cor-
rected, if erroneous but not audited or
amended, whether or not adjustment of
tax liability is barred by the Statute of
Limitations.”

(2) Amount of net capital loss (if any)
shown by return, eliminated as a
starting basis

The law does require elimination of
all capital gains and losses. However, it
does require that the amount of such
gains and losses, for the base period, be
recomputed as though the provisions of

sections 23 (g) (2), 23 (k) (2), and 117

of the Internal Revenue Code, as

amended to October 8, 1940, had been
part of the law in each of the years in
the base period, and then requires that
certain other adjustments and elimina-
tions be made. For this reason, it is
considered more convenient in setting
up the form to provide that all capital
gains and losses, in the returns filed
Jor the base period, first be eliminated,
and then adjustments to net income
made to give effect to the provisions of
the new law concerning what have been
defined as capital gains and losses under
the revenue acts from 1936 to date.
However, for the current taxable year,
the return for which is based on the
existing Internal Revenue Code, it is
simpler not to make such elimination,
but merely to make the proper adjust-
ments to determine excess-profits net
income. In this connection, it is to be
remembered that the treatment of
capital gains and losses in returns for
the years beginning after December 31,
1939, for normal income-tax purposes,
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is radically different from that for the
year 1939 as well as in prior years. The
1939 change in section 117, Internal
Revenue Code, relating to the treat-
ment of capital gains and losses in the
case of corporations, was made appli-
cable only to taxable years beginning
after December 31, 1939. The effect of
these changes will be pointed out in
connection with the several items in
form “A.” '

(3) Net long-term capital loss {deter-
mined under section 117)

Since all net capital gains and losses
for the years in the base period are
eliminated by items 2 and 17, no further
adjustment is necessary to eliminate
any “net long-term capital loss’ for
those years. However, since a corre-
sponding elimination is not otherwise
provided for in form “A” for the cur-
rent taxable year, it is necessary to
eliminate the net lomg-term capital loss
of the current taxable year. In the ex-
ample illustrated in form “A,)” it is
assumed that the corporation has a
long-term capital gain (see item 18) and,
therefore, no amount on this account is
shown for item 3, but if the result had
been a long-term capital loss, it should
be added back here to net income.

By way of further explanation, it is
to be noted that under the Code pres-
ently applicable, capital assets, by
definition, do not include assets used in
a trade or business of a type subject to
depreciation, and long-term assets are
those held for more than eighteen
months. This adjustment, therefore,
refers to property, other than depreci-
able assets or inventories, held for more
than eighteen months.

{4) Stocks becoming worthless (taxable
periods beginning before January 1,
1938, only)

{5) Bonds becoming worthless (taxable
periods beginning before January 1,
1938, only)

Under the law in force for taxable

years beginning after December 31,
1937, losses through worthlessness of
stocks and bonds are treated as losses
on sale or exchange of capital assets,
either long-term or short-term, de-
pending upon the length of time that
the securities had been held as of the
close of the year of worthlessness. Henee,
for the years starting after December
31, 1937, including the current taxable
year, such losses have been (or should
have been) included in determining the
amount of the net long-term and short-
term capital gain or loss shown by the
returns, and no adjustment is required
with respect thereto. However, for
1936 and 1937, such losses were allow-
able as “ordinary” losses, deductible in
full, and should not have been reflected
in the return as part of the net capital
gain or loss. If the return was correctly
prepared in that respect, an adjustment
is required for taxable periods beginning
before January 1, 1938, to add back
such losses as were deducted in full.

For the purpose of this adjustment,
see sections 23 (g) (3) and 23 (k) (3)
of the Code for a description of the
types of stocks {or rights) and bonds
included.

In some 1936 and 1937 returns, it was
not important to distinguish between
losses resulting from sale or exchange or
losses resulting from worthlessness.
Losses of the latter type may have been
included in the capital-gain-or-loss
schedule, so care should be exercised to
see that this adjustment is not dupli-
cated in adjustments (2) or (17) relating
to net capital gains or losses shown by
the returns.

Furthermore, bond losses may have
been shown in returns as bad debts.
Hence, that deduction should be ex-
amined for possible adjustments.

(6) Net short-term capital gain (deter-
mined under section 117)
Under section 117, as now in force,
the amount of a net short-term capital
gain (on capital assets which do not

509



The Journal of Accountancy

in¢lude depreciable assets held eighteen
months or less) for the current taxable
year is to be included in income subject
to normal tax as well as the new excess-
profits tax. As such gain is included in
net income (item 1) no adjustment is
required for the current taxable year.
However, for the years in the base
period, since all capital gains shown by
the applicable returns have been elimi-
nated by adjustment (2), it is necessary
to restore or add back the amount of
any net short-term capital gain. A net
short-term capital loss is not deductible
during any year,

It is also important to bear in mind
that losses through worthlessness of
bonds and stocks, held eighteen months
or less at the close of the year of worth-
lessness, are to be taken into account in
determining the net short-term gain.

For 1940 computations, the carry
forward of net short-term capital losses
against short-term capital gains of the
succeeding year is disregarded in com-
puting base-period income. However,
for 1941, when such carry forward will
be permitted for normal income and
thus for 1941 excess-profits net income
purposes, the base-period income must
be recomputed if a short-term capital
loss in any year is followed by a short-
term capital gain in the succeeding
year,

(7} Net gains on sales or exchanges of
depreciable property held not more
than eighteen months (faxable periods
beginning before January 1, 1938,
only)

Under the excess-profits-tax law,
gains resulting from the sale or exchange
of depreciable assets held eighteen
months or less are to be included in in-
come for both the base period and the
current year. In tax returns for periods
beginning on or after January 1, 1938,
depreciable assets were not regarded as
capital assets and, hence, the gain on
the sale or exchange of such assets has
been included in the net income with

which form A’ starts (item 1). How-
ever, taxable periods starting before
January 1, 1938, are covered by the
1936 and 1937 revenue acts, under which
depreciable assets were regarded as
capital assets. Inasmuch as adjustment
(17) provides for eliminating the net
capital gain on such assets during those
years, it is necessary under this form to
add back the gain from the sale or ex-
change of depreciable assets held not
more than eighteen months. Item 19
{a) provides for a similar adjustment for
net losses resulting from the sale or
exchange of such assets.

(8) Losses and expenses (deductible un-
der section 23 (a) in connection with
retirement of bonds)

This is the first of six adjustments,
following in order, items 8 to 13, in-
clusive, permitted by Congress in an
effort to ‘“normalize" base-period in-
come. They eliminate certain deduc-
tions, thus increasing base-period net
income for exemption purposes, which
otherwise would produce abnormally
low base-period income for many cor-
porations. Similar deductions during
the current taxable years do not have fo
be added back to net income and thus are
allowable deductions for excess-profits-
tax purposes.

The first adjustment relates to de-
ductions on account of retirement or
discharge of any bond, debenture, note,
or certificate or other evidence of in-
debtedness, if the obligation of the tax-
payer has been outstanding for more
than eighteen months.

What deductions? They are de-
scribed in the law as:

(a) Expenses in connection with such
retirement.

(b) Deduction for losses allowable by
reason of such retirement; and

(c) If the bonds were issued at a dis-
count, the amount deductible on
account of such discount unamor-
tized at the time of retirement.
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What is includible under the heading
of “expenses in connection with the
retirement of bonds' will depend on
each case. Among other things, they
will include attorneys’ fees relating
thereto, expenses of a registrar or trans-
fer agent who may effect the retirement,
and premium on call unless the pre-
mium be regarded as a loss deductible
under item (b). Presumably, one may
also go so far as to add back any portion
of the salaries paid to company em-
plovees for services in connection with
such retirement. A complete statement
of all the items that might be covered by
the term “expenses” is not possible in
this discussion, but in any case where
bonds were retired, the make-up of all
expense deductions should be looked
into in order to ascertain what might
be attributed to the retirement of the
bonds.

The item of losses allowable by
reason of retirement will, of course,
include premiums eon call unless such
premiums be regarded as expenses de-
ductible under the expense heading,
and perhaps unamortized expense of
issue, if that be not considered part of
the discount,

The third item covers unamortized
discount, and it is to be noted that the
amount to be added back is the dis-
count unamortized at the yime of refire-
ment. Hence, any discount applicable
to the portion of the taxable year pre-
ceding the date of retirement cannot
be added back.

Nothing specific appears in the law
with respect to unamortized expenses of
issue. It has been customary for tax
purposes to treat the issue expenses as
part of the discount and amortize them
accordingly. Hence, it might be possible
to regard the expense of issuing bonds
as a reduction of the amount received
for the issuance of the bonds and thus
part of the discount, or else as a “loss”
allowable by reason of the retirement so
that the amount thereof may be added
back as part of item (b), In any event, in

preparing the tax return the unamor-
tized expense of issue should be treated
as an item to be .added back te net
income for the base years; but if there is
a close question regarding the ad-
visability of using either the income or
invested-capital method, consideration
should be given to the possibility that
unamortized expenses of issue cannot be
added back to the base-period income,

Another question may arise, however,
and that involves deductions resulting
from the retirement of the obligations
originally created by someone else but
which the present taxpayer either as-
sumed or took property subject to and
later liquidated. Further, if such evi-
dences of indebtedness be regarded as
obligations of the taxpayer, is the eight-
een-month period to apply only to the
time subsequent to the taxpaver's as-
sumption of or taking of property
subject to the debt?

Here the difference between a statu-
tory merger and consolidation, under
which the continuing corporation is,
under most state laws, regarded as in
fact being the predecessors, and a non-
statutory method of accomplishing the
same result may be important. It is
hoped that the regulations, when pro-
mulgated, will relieve taxpayers of some
of these problems, but even if they do,
litigation may be necessary to dispose
of some of them.

(9) Losses from fire, storm, explosion, or
other casualty, and from theft, elc.,
deductible under section 23 (f)

This adjustment also applies enly to
years in the base period and has the
effect of increasing the inceme for such
periad,

It covers losses (to the extent net
covered by insurance) deductible under
section 23 (f} of the Internal Revenue
Code, resulting from fire, sterm, explo-
sion, or other casualty, or from theft. For
ordinary income-tax purposes it has
not been material whether casunalty
losses were deductible under section 23
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(f) or some other section, but the refer-
ence in the excess-profits-tax chapter to
the specific section now makes that
important. It raises particularly the
question whether deductions under
section 23 (f), and correspondingly
this adjustment, are limited to losses to
or on property of the taxpayer, or also
include damages payable to others for
their loss of life, health, or property,
which are not property losses of the
taxpayer. '

(10) Losses from demolition, abandon-
ment, or loss of wuseful value of

property

This adjustment also applies only
te income of years in the base period
and also has the effect of increasing in-
come by the amount of any such loss,
whichk was allowable in returns for base
years, in determining net income. Such
losses may have been claimed in the
returns for the years in the base period
as capital losses, as non-capital lpsses,
““other™ losses in the deduction section
of the return, or included in operating
expenses, Therefore, to be sure of mak-
ing the correct adjustment on this ac-
count, it is important to make a thor-
ough search for such items in all ac-
counts covering the base period.

Furthermore, it should be noted that
items which may appear in tax returns
or accounts as losses on sale—because
the assets were sold—may involve a
loss of useful value or abandonment
loss preceding the sale. This is particu-
larly apt to be the case when large losses
resulted from sale—and also when sales
proceeds are relatively nominal—in
relation to depreciated cost. Abandon-
ment Joss or loss of useful value relate to
the purposes for which the property was
acquired by the taxpayer. Thus, an asset
may have lost its useful value lo the
taxpayer, yet still be of enough value to
someone else to have a sale value rather
than merely a scrap value.

{1I) Repayment to vendees attributable
to processing lox

This adjustment is likely to be appli-
cable primarily to the year 1936,
though there may be a few cases in
which such deductions were taken in
later years. It involves repayments to
vendees attributable to processing taxes
included in sales prices but refunded
after the law was held unconstitutional.
Note particularly that the repayments
must be “attributable’ to processing
taxes and need not represent actual
processing taxes.

The adjustment is to be made accord-
ing to a specific formula which involves
two factors:

(1) The refunds to vendees which are
attributable to the processing tax;
and

{2) The amount collected from vendees
during the base period, attributable
to processing taxes which were not,
in fact, paid to the appropriate
collecting authorities or others.

In effect, the adjustment required is
for the net difference between (1) and
(2) above and represents, in its final
result, the amount by which the tax-
payer suffered a net deduction of the
amounts refunded to customers, less
the amounts collected from customers.
This adjustment is permitted because
in most instances the taxes were orig-
inally collected from the customers in
the year 1935 or prior to the base peried,
but the refunds were made during the
base years. By reason of the fact that
the law was not declared unconstitu-
tional until January 6, 1936, there may
have been some charges against cus-
tomers during the vyear beginning
January 1, 1936, representing sales
during the first week of the year.

Under the statute, however, the
amount to be added to income for any
particular year is not merely the differ-
ence between the refunds to customers
during that year, less the amount col-
lected from customers during that year.
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It is necessary to ascertain the ag-
gregate of both items for the entire
base period, and then adjust the income
of each year for the percentage which
the net cost or expense to the taxpayer
bears to the gross repayments for all
years. To illustrate; Assume the case of
a taxpayer which during the first year,
probably the first week, charged its
customers with $10,000, representing
processing taxes which later it did not
pay to the government; during the same
year, 1936, refunded its customers $50,-
000; and in the vear 1937 refunded its
customers an additional $50,000, Tak-
ing all the base years together and as-
suming no adjustments in 1938 and
1939, the taxpayer in the assumed case
made total refunds aggregating $100,-
000 and collected from its customers
$10,000, leaving a net deduction or cost
of $90,000. The $90,000 is thus 90 per
cent of the aggregate refunds and, ac-
cordingly, there would be added back
to income of the years 1936 and 1937
ninety per cent of the refunds to cus-
tomers during each of those years. That
would be $45,000 {90 per cent of $50,-
000) in each year, making the aggregate
addition to base-period income $90,000.
However, it will be noted that the per-
centage is figured on an over-all basis,
even though the ultimate result for all
years is the same as it would be if there
were added to 1936 income the net dif-
ference of $40,000 for that year, and to
1937 income $50,000. This method will
result in no difference if each year shows
a net income but it might make an ap-
preciable difference if one year or the
other showed a net loss.

{12) Payment of judgments, etc. (includ-
tng interest thereon) if abnormal or
grossly disproportionate

In a further effort to normalize the
base-period income, the law provides
that any deductions attributable to
any claim, award, judgment, or decree
against the taxpayer (or interest on any

of them) deducted in the returns cover-
ing the base period are to be restored to
net income, ‘‘if in the light of the tax-
payer's business it was abnormal to
incur a liability of such character,” or
if normal for some such liabilities to be
incurred, if ‘‘the amount thereof in the
taxable year was grossly dispropor-
tionate to the amount of such items in
the four preceding taxable years.”

Thus, it first becomes necessary to
ascertain whether or not it was normal
for the taxpayer to incur liabilities for
claims, etc., of the type involved, in any
amount, and if not normal to incur any
amount of liability, then the amount
deducted in any or all of the base-
period years may be added back to net
income,

If, however, the taxpayer normally
incurred such liabilities but sustained a
loss that was grossly disproportionate
during one of the base years, a question
arises as to whether the adjustment
should be only for the disproportionate
or excessive amount or for the fuil
amount of the judgment. From the
language of the law it would appear
that it would be proper to add back the
full amount of the judgment rather than
merely the disproportionate, excessive
amotnt. However, it is doubted that
such an interpretation will be sustained
by the courts, as it seems to have been
the intent of Congress to provide only
for an adjustment of abnormal deduc-
tions. Nevertheless, it is suggested that
in the preparation of tax returns the
entire amount of the deduction be
added back rather than what may be
regarded as the excessive portion, but
due consideration should be given to the
possibility of that treatment being held
incorrect. The regulations when issued
may throw some light on that question.

A second problem arises with respect
to the periods to be used for malking the
comparison which will indicate whether
or not the amount in any particular
year was disproportionate. The law
states that the comparison should be
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made of the base year with the four
previous years. This would apparently
mean the four years immediately pre-
ceding the year involved so that, if
there be involved a 1939 deduction, the
amount thereof would be compared
with the deduction for similar claims,
etc., during the four years 1935 to 1938,
inclusive. However, the law deals with
the four base-period years as a whole.
Therefore, it is possible that it may be
necessary to compare the amount de-
ducted in any base year with the four
years 1932 to 1935, inclusive, rather
than the four years that immediately
precede the year involved. Here also
the regulations, when issued, may
throw some light on the matter, but
until anything appears to the contrary
it is suggested that the method most
favorable to the taxpayer be adopted.

More important—what constitutes a
“claim,” the deduction attributable
to which may be added back, if ab-
normality be involved? Fundamentally,
it can be argued that practically every
disbursement of a corporation, save
perhaps voluntary contributions or
dividends, is preceded by or results
from a “claim”—even wages. Though
awards, judgments, or decrees gener-
ally signify the existence of dispute re-
garding the liability, claims do not
necessarily involve disputes. Does the
coupling of such a term, not necessarily
implying a dispute, with other terms
generally implying settlement of a
dispute limit the first term to *dis-
puted”’ claims?

It is to be doubted that Congress so
intended, else it would have said so. At
least that is the technical theory to
apply, though the manner in which
much of the law was developed and
adopted may lead one to doubt that
anyone, even the draftsmen, knew what
was intended. At the same time, it is to
be doubted that any disbursement or
expense can be considered as a possible
adjustment for if that were intended
there would seem to have been no need

to particularize on the other adjust-
ments. Probably a ‘‘no-man’'s land” or
“twilight zone" will develop, the treat-
ment of items falling either side will be
clear, and it will take years to dispose of
those falling within it.

The abnormality requirement will
naturally eliminate from consideration
normal expenses, even if they techni-
cally arise out of “‘claims,” but it would
seem desirable to cover, either by ad-
justment in computing the exemption
deducted on the return, or in a timely
refund claim, all abnormal deductible
expenditures {paid or accrued as the
case may require).

Suffice for the moment to direct at-
tention to the foregoing and other pos-
sibilities to be borne in mind, They may
find their way to oblivion next year
anyway if a new law should be enacted.
Meanwhile, should these and other
uncertainties complicate the decision
whether to use the income or invested
capital exemption method, be wary in
expressing opinions. When legislators
indicate they do not understand the
laws enacted, and attorneys say they
cannot tell us what the law means be-
cause it is what the Supreme Court
will think, some years later, it ought to
be—what can the accountant do—even
though he has to sign the reiurn?

Before leaving this prospective
heaven for the tax lawyer, one further
rather obscure point should be brought
forward. The adjustment specifically
includes interest on claims, etc., and
not as part of the claim. Hence, interest
may be the subject of adjustment even
though the claim itself is not because
the principal of the claim, etc,, was non-
deductible. A typical illustration is
interest, covering a period of years, on
an additional income-tax claim.

(13) Intangible oil-and-gas-well drilling
and mine-development expenses,
eic., if abnormal or grossly dispro-
portionate

This adjustment is similar to the
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item of claims and awards, etc., dis-
cussed above, except for two differ-
ences. It should be noted first that it
applies only to infangible drilling costs
in the case of oil and gas wells, and,
therefore, excludes the tangible drilling
costs which, briefly, mean the physical
properties or assets installed in con-
nection with the drilling operation.
Under the provision of the law, it is
permissible to add back to net income
the amount deducted for such expendi-
tures if it was abnormal for the tax-
payer to incur any liability for ex-
penditures of that type. However, if it
was customary for the taxpayer to incur
liability for expenses of that type, then
an adjustment is permitted only to the
extent that the amount in any of the
base years was grossly disproportionate
to the liabilities incurred for similar
items during the four preceding years.

Presumably, rules and regulations
will be issued under which the methods
of determining whether or not such
expenditures were disproportionate will
be set forth. Meanwhile, however,
several open questions require consider-
ation. The first is whether the amount
in any particular year is to be com-
pared with the four years immediately
preceding, even if part or all of the
preceding four-year period is also a
part of the base period, or whether the
comparison is to be made with the four
years preceding the base period as a
whole; in other words, the years 1932
to 1935, inclusive. In this respect the
problem is similar to that discussed
with respect to the adjustment for
claims and awards, etc.

Second in importance is the reference
in the law to a comparison of the
amounts of liabilities incurred rather
than of the expenses deducted. This is
important because some expenditures of
the type here involved were elective and
could either be capitalized or deducted
as expense. Inasmuch as the law pro-
vides for a comparison of the liabilities
incurred rather than the expenses de-

ducted, it would seem logical to assume
that it will be necessary to compare the
total expenditures, whether treated as
expense or capital charges, and not
limit the comparison only to such
amounts as were deducted as expenses,
thus excluding those capitalized. If, on
that basis, the liability incurred during
any year was abnormally dispropor-
tionate, the abnormal portion may be
added back to net income (item 1) #f
it was deducted in determining same.

But what is to be done, if the liabil-
ity incurred was abnormal and the
amount expensed was only normal?
For instance, if the liability normally
incurred during the four previous years
was $100,000 per annum, all expensed,
and if of the abnormal liability of
£200,000 only $100,000 was expensed
and the balance capitalized, whatis to be
done? The writer in traveling about
rather extensively has often seen in
hotels a sign that many readers must
have seen and which supplies the best
answer presently available. It reads
*Ask Mr. Foster.”

(14) Interest on borrowed capiial, fo the
extent of 50 per cent thereof

Adjustment on account of interest
on borrowed capital is required only for
the taxable year, and then only if the
excess-profits credit is to be computed
on the basis of invested capital. In such
case, one half of the interest on “bor-
rowed capital” is to be added back to
net income shown by the return. “Bor-
rowed capital’ comprises all indebted-
ness of the taxpayer evidenced by a
bond, note, bill of exchange, debenture,
certificate of indebtedness, mortgage,
or deed of trust. However, it does not
include any indebtedness not so evi-
denced. Since one-half of all such bor-
rowed capital is to be included in daily
invested capital, the law provides that
one half of the interest paid on such
borrowed capital is to be disallowed as
a deduction in arriving at excess-profits
net income,
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The adjustment must be made for
one half of the total of all such interest
on borrowed capital, so that where in-
debtedness of various types carries
varying interest rates it will not be
permissible to adjust only for interest
on indebtedness carrying the lowest
rates. '

{15) Exempt inlerest if the taxpayer
elects (under section 720 (d}) to
treat as admissible assets the obli-
gations described in section 22 (b)
)

The net income with which form
“A” starts is the amount left after
eliminating all interest on securities of
the United States Government, its in-
strumentalities, and the states or sub-
divisions thereof. The interest on some
obligations of the government or its
instrumentalities could have been sub-
jected to excess-profits taxes, but under
the law as enacted none of the interest
on any United States securities or secu-
rities of the states or their subdivisions
is subject to excess-profits taxes. Hence,
up to this point, all such interest has
been eliminated, but, if this exempt
interest is treated as such, the securities
producing it must be treated as inad-
missible assets and the invested capital
reduced thereby.

However, taxpayers have been given
an opportunity to elect to include the
exempt interest, all not part, in taxable
income, subject to excess-profits tax,
and possibly also to normal income tax,

- and if that is done, they are permitted
to treat the securities as admissible
assets. It is not clear whether the inter-
est must be included in the income sub-
ject to normal income tax, as well as
excess-profits tax, or whether the inclu-
sion is limited only to excess-profits
tax. From the language of the law and,
more particularly, the reports of the

Senate and House committees dealing

therewith, it would appear that the in-

come should be included for normal
income tax as well as excess-profits tax.

However, there is some doubt as to the
meaning of the law and, particularly,
whether or not rather ambiguous lan-
guage in subchapter E of title II, re-
lating to excess-profits taxes, can be
regarded as a modification of title I,
relating to income taxes, when title 1
itself has not been specifically amended.
The regulations dealing with this phase
of the law should be studied, when is-
sued, for further enlightenment. Mean-
while, the possibility of having to in-
clude the exempt interest for normal
tax as well as excess-profits-tax pur-
poses must be considered in determining
whether to treat the interest as non-
exempt in order to obtain the larger
invested capital.

If not taxable for normal income-tax
purposes, it is likely to be advantageous
in most cases to include the interest, as
few, if any, of the securities involved
return as much as 8 per cent.

This elective adjustment applies only
when the invested-capital exemption
method is used. It does not apply if the
income method is used.

(17) Amount of net capital gain (if any)
shown by return eliminaled as a
starting basis ‘

As stated under the explanation of

item 2, the law does not require elimina-
tion of all capital gains and losses.
However, for the reasons therein stated,
it is considered more convenient in
setting up the chart to provide that all
capital gains and losses in the returns
filed for the base period, first be elimi-
nated and then adjustments to net in-
come made to give effect to the provi-
sions of the new law concerning what
have been defined as capital gains and
losses under the revenue acts of 1936 to
date. However, for the current taxable
year, it is simpler not to make such
elimination, but merely to make the
proper adjustments to net income on
account of long-term and short-term
capital gains and losses which will be
shown by the return for that year.
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(18) Net long-term capital gains (deter-
mined under section 711, I.R.C.)

The reason for deducting, for the
current year, the amount of net long-
term capital gains is the same as that
given with respect to additions on ac-
count of net long-term capital losses,
item 3. All such gains and losses, as now
defined, are to be excluded.

(19) Net losses on sales, elc., of depreci-
able property (for years beginning
prior to January 1, 1938)

(a) Held not more than 18 months

(b) Held more than 18 months
Since 1938, gains and losses on the

sale or exchange of depreciable assets
have not been treated as capital gains
and losses. (See the explanation of
item 7.) However, such gains and losses
were included in the amount of net
capital gain or loss for taxable years
beginning prior to January 1, 1938,
Therefore, since all capital gains and
losses in returns for the years in the
base period are eliminated by items 2
and 17, it is necessary to deduct from
income as shown by returns under the
1936 and 1937 laws the amount of net
loss from sales or exchanges of depreci-
able property. Because of the distinc-
tion made in the new law with respect
to the treatment of geins (but not
losses) on sales or exchanges of such
property held more than eighteen months,
it is necessary to determine separately
the amount of the #nef result of the sales
of such property held not more than
eighteen months on the one hand, and
with respect to other similar property
held more than eighteen months on the
other hand. Net losses coming within
each category are deductible in arriving
at excess-profits net income but the net
gain on assets held over eighteen months
is to be excluded.

(20) Net gains on sales of depreciable
property held over 18 months (for
years beginning after Dec. 31, 1937)

All gains of the type described above

have been required to be treated as
noncapital items in returns for years
beginning after December 31, 1937, and
hence have been included in net income.
Since the new law requires the exclusion
of net gains from sales or exchanges of
such property held more than eighteen
months in arriving at excess-profits net
income, it is necessary to deduct the
amount of any such gains from net
income as shown by returns for years
beginning after December 31, 1937.
For prior years they were deemed capi-
tal assets and hence have already been
eliminated as part of item 17, so they
should not here be eliminated again.

(21) Dividends from domestic corpora-
tions -

Dividends from domestic corpora-

tions are to be entirely eliminated in

arriving at excess-profits net income. .
Hence, deduct here all such dividends.

{22) Dividends of foreign corporations
(vther than foreign personal holding
corporations)

Dividends from foreign corporations
{other than foreign personal holding
companies) are to be eliminated from
income only for the taxable year (and
not the years in the base period) and
then only if the dividend credit is to be
computed on the invested-capital basis.
This adjustment will undoubtedly prove
to be of great importance in many cases
where corporations have foreign sub-
sidiaries, since the elimination of such
foreign dividends from the amount
subject to excess-profits tax may fre-
quently justify the use of the invested-
capital method in computing the excess-
profits exemption, even though the
exemption so computed may be less
than the amount computed under the
average-income method.

However, in this connection, the
possibility of excluding all or part of
foreign dividends from current-year
excess-profits net income on the grounds
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of abnormality should also be consid-
ered.

There may be some cases in which
the exclusion of abnormal foreign divi-
dend income may make the income-
exemption method preferable, while
inability to make such an exclusion
would indicate that the invested-capital
method was advantageous. An illustra-
tion would be the case of a corporation
receiving a large dividend of that type
in 1940. It would be eliminated if the
invested-capital method were used,
though the investment would have to
be treated as an inadmissible and in-
vested capital reduced. This might
result in some excess-profits tax being
payable on other income.

But if it could be shown that the
dividend receipt constituted an ab-
normality, it would be possible to
exclude part or all of it from 1940
excess-profits net income and perhaps
also to add the excluded portion to
base-period income so as to increase the
average base-period income and, in
turn, the exemption on the income basis,
thus making the income-exemption
method preferable.

(23) Income tax (after deducting credit
Sor foreign income taxes), including
surtax on undistributed profits but
not including surtax under section
102 (unreasonable accumulation of
surplus)

The law provides for deducting the
amount of the income tax payable by
the taxpayer for each of the years in
the base period and in the current
taxable year in arriving at excess-profits
net income. Such income taxes include
the surtax on undistributed profits, but
the amount to be deducted is the net
amount payable to the United States
after deducting the credit for foreign
income taxes. The deduction does not
include any amount on account of the
surtax on improper accumulations of
surplus, under section 102. The old
excess-profits tax, now called the de-

clared wvalue excess-profits tax, has
been deducted in computing the net
income on line 1.

The amount to be deducted is the
amount of income tax payable for each
of the years concerned and not the
amount that would have been payable
had any of the adjustments herein dis-
cussed been made. In other words, even
though it is permissible to exclude from
income, subject to excess-profits tax,
some of the income that is subjected to
income tax, it is nevertheless correct to
deduct the tax that was payable on the
excluded income. The converse is true
with respect to deductions. This is just
another one of the anomalies in the
hastily drafted excess-profits-tax act
and could, conceivably, result in no
current-year income if it were possible
to exclude, for excess-profits-tax net
income, enough excludible income such
as capital gains, abnormal income, ete.,
and still deduct as well the income tax
on such excluded items.

(24) Recoveries of bad debis allowable as
deductions in vears beginning before
January 1, 1940

In order to avoid hardship, the law
provides for eliminating from current-
year income, subject to excess-profits
taxes, any recoveries of bad debts
which constituted deductions allowable
prior to an excess-profits-tax year. In
other words, if the deduction was al-
lowable in a year that was not subject
to excess-profits tax, recovery in a later
year is excluded for excess-profits-tax
purposes. It is, of course, subject to
income tax in the year of recovery just
as it would be if there were no excess-
profits tax.

On the other hand, if the deduction
was allowable in a year that came under
the excess-profits-tax law, regardless of
whether or not any excess-profits tax
was payable for that year, then the
recovery must be included, for excess-
profits taxes, in the year of recovery.

Observe particularly that the term
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used is “allowable” rather than *“al-
lowed.” Here litigation or dispute
possibilities arise if a recovery was on a
bad debt allowed in a year prior to 1940
but which, it can be contended, was in
fact allowable in 1940 and hence the
recovery is taxable for excess-profits
taxes, or vice versa.

How this adjustment will affect cor-
porations using the reserve method is
not clear. In a technical sense, recover-
ies by such taxpayers are credited to
the reserve and thus are not brought
directly into the taxable income. Nev-
ertheless, in most cases credit of recov-
ery to the reserve will tend to reduce
the current provision necessary to make
the reserve adequate. This will be par-
ticularly true in the case of taxpayers
determining the reserve provision by
a comparison between the closing ac-
counts receivable and closing reserve
before making the final adjustment
provision.

On the other hand, if taxpayers use a
percentage of sales to determine the
reserve provision, a bad-debt recovery
might not immediately affect the re-
serve deduction, if the same percentage
of sales is continued to be used. Funda-
mentally, however, the recoveries at
some time must affect deductions for
the reserve provision, else the reserve
would eventually be too high.

Perhaps it would be desirable, in all
cases of taxpayers using the reserve
method, regardless of how the provision
is computed, to credit recoveries, par-
ticularly of prior year write-offs, di-
rectly to income as a special item rather
than to the reserve, and report recov-
eries in the tax return as other income,
but then make the deduction for the
addition to the reserve for bad debts
that much greater.

{25) Income from retirement of bonds of
the taxpayer oulstanding over 18
months

The statute provides that any income
derived by a corporation from the re-

tirement or discharge of its obligation
represented by a bond, debenture, note,
certificate, or other evidence of in-
debtedness, if the obligation of the
taxpayer was outstanding more than
eighteen months, is to be eliminated in
arriving at the excess-profits net income
not only for the years in the base period
but for current taxable years as well.
The amount to be eliminated includes,
in the case of bonds issued at a pre-
mium, the amount which becomes in-
cludible in income for such year because
of the retirement or the discharge of
the debt. In other words, if bonds were
issued at $102 and, of the $2 premium,
$1 had been amortized at the date of
retirement, leaving a balance of §101,
and the bonds were retired at $90, the
difference of eleven points would ordi-
narily be included in net income sub-
ject to income tax. This income, how-
ever, 1s to be eliminated for excess-
profits net-income purposes.

It should be borne in mind that the
income-tax provisions contain a sec-
tion under which the so-called gain
resulting from the retirement of in-
debtedness may be excluded, under
certain circumstances, from net income
for income-tax purposes. If income has
been excluded under such provision,
it would, of course, not be part of the
net income with which the chart starts,
and hence this adjustment relates only
to such income as may have been in-
cluded for income-tax purposes.

With respect to income arising from
the discharge or retirement of indebted-
ness assumed by, or with respect to
which property was taken subject to,
the same problems discussed with ref-
erences to deductions on retirement, also
arise and need not be again detailed
here.

(26) Refunds of tax under AA.A. and
inlerest thereon
Since the agricultural adjustment act
was held unconstitutional many tax-
payers have filed claims for refund of
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the taxes paid thereunder. Some of
such refunds have been allowed and,
probably, more will be allowed. Inas-
much as these refunds relate to prior
years and hence are not a true measure
of excessive current earnings, the law
provides that they may be excluded or
deducted from net income subject to
income tax, to determine excess-profits
net income.

The tax refunds which may be ex-
cluded include refunds of floor-stocks
taxes paid when the A.A.A. went into
effect in 1934, processing tax on com-
modities processed during the tax pe-
riod, compensating tax, and custom-
processing taxes.

Under the language of the statute
as strictly interpreted, it would not
seem proper to deduct refunds applic-
able to the tax burden in the inventory
on January 6, 1936, refund of which was
available to persons who bore the bur-
den of such taxes even though they did
not directly pay processing taxes to the
United States Government, On the
other hand, it must be recognized that
the obvious intent of the statute was to
eliminate from excess-profits net in-
come such unusual income as does not
relate to current-year operations. Hence
it ultimately may be held that this
provision also covers refunds received
with respect to tax burden in inventories
on January 6, 1936, even though it is
rather difficult to hold that such re-
funds constitute refunds of “‘processing
taxes”” which is the term employed in
the excess-profits-tax law.

Should a taxpayer have received re-
funds of tax burden in inventory, it is
suggested that they be excluded from
excess-profits net income even though
there is presently some doubt about the
correctness of such procedure.

(28) Balance—excess-profils nel income
The net result, after all adjustments,
appears on line 28 of form “A" and is
what the new law defines as the * excess-
profits net income.” The illustrative

figures used have been developed pur-
posely to cover all possible adjustments
and to show how the * excess-profits net
income” for the base years may sub-
stantially exceed the net income re-
ported for ordinary income-tax purposes
and also how the current year excess-
profits net incomes, determined under
the two exemption methods, may differ.

The income-method credit or exemp-
tion is based on the average during the
base period—the result of all taxable
periods being added together, divided
by the aggregate number of months
and the result multiplied by twelve to
obtain the annual average, which is
then reduced to 95 per cent.

Should any one period show a net
loss or minus result for item 26, it may
be taken in at zero (though the period is
not excluded, as the number of months
it covers must be included in the aggre-
gate). Thus if a taxpayer had three
years of excess-profits net income and
one loss year, the incomes for the three
years would be added together and the
result divided by forty-eight (repre-
senting four vyears) to obtain the
monthly average income. _

Should more than cone period show a
loss, zero may be substituted for the
Iargest loss but the other losses must
be deducted from the aggregate income
of the other periods.

The average annual result cannot be
less than zero, so the specific exemption
of $5,000 or adjustment for added
capital cannot be reduced for an average
base-period loss. In such situation,
however, the invested-capital exemp-
tion methed is likely to be preferable.

“ CoNsSTRUCTIVE "' BASE-PERIOD
INcoME

The right to nse the income-exemp-
tion method is available to all domestic
corporations which were in existence
before January 1, 1940. However, if a
taxpayer meeting that requirement was
net in existence for forty-eight months
preceding the beginning of the first
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taxable year under this new subchapter
E, it is given a “constructive’ income
for the period preceding its incorpora-
tion. This constructive income is 8 per
cent annually of its invested capital
at January 1, 1940, or the beginning of
the first taxable year under the new law,
if a fiscal year is used.

To prevent some confusion, let it be
noted at this point that though the
adjustment for later capital changes
when the income exemption method
is used is limited to paid-in capital,
as will be later explained, the invested
capital for this purpose is computed as
though theinvested-capital method were
used.

The invested capital on which the
“constructive” income is based thus
includes accumulated earnings and prof-
its as well as paid-in capital. Further-
more, a reduction must be made for
inadmissible assets and it is in connec-
tion with that item that the only differ-
ent procedure is required.

The computation of invested capital
will be covered by a separate article,
so in connection with “constructive”
income for the income-exemption method
only the one difference will be covered.

The regular invested-capital adjust-
ment for inadmissibles requires that
the ratio of the daily average for the
year of inadmissible assets to the daily
average for the year of both admissible
and inadmissible assets be ascertained
and that the average daily invested
capital for the year be reduced by that
percentage.

For “constructive” income purposes,
however, the daily averages of both
types of assets for the laxable period
preceding January 1, 1940, rather than
the amounts on January 1, 1940, pro-
vide the basis for computing the ratio.
Thus invested capital on January 1,
1940, must be reduced by the inadmis-
gible ratio for the calendar year 1939
(in the case of a calendar-year tax-
payer).

As stated before, the ‘‘ constructive”

income is & per cent, annually, of the
invested capital computed in the man-
ner described. Hence, for a period of
less than twelve months, the allowance
is 8/365 per cent for each day of the
constructive income period (or 8/366
per cent if February, 1936, is involved).-

Having thus determined the *con-
structive” income for the period prior
to existence—note that an existing but
inactive company does not get the bene-
fit of it for the inactive period—such
“constructive” income is brought into
the computation of the average base-
period excess-profits net income, along
with actual income, if any, for its period
of existence,

A resident foreign corporation cannot
use “‘constructive” income and must
have been resident for a full four-year
base period in order to be able to use
the income-exemption method.

ABNORMALITIES WITH RESPECT TO CUR-
RENT YEAR INCOME

The law contains specific provisions
relating to the adjustment of current
year income in situations wherein there
must be included in net income of the
current year abnormal amounts arising
from certain specified sources,

These are to be discussed in another
article, but a discussion of excess-profits
net income for the hase period would
not be complete without pointing out
the possibility that any such abnormal
income received during any current
year and which may be allocable to a
base-period year, may, perhaps, be
added to the income of the base period
in computing the average earnings for
the purpose of figuring the exemption.

In the law as enacted, there appears
to be no definite provision for increasing
the income of the base period by the
abnormal income collected during a
later year but allocable to the base
period. However, the Senate finance
committee report specifically stated
that the law was intended to accom- |
plish that result, and the wording of the
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law finally enacted is substantially the
same as that which appeared in the
Senate bill. It i1s possible, therefore,
that it may be in order to increase the
base-period net income by such portion
of the abnormal income collected during
a current taxable year as may be al-
locable to the base period. Pending the
issuance of regulations, it is recom-
mended that that procedure be followed,
but if the decision to use the income-
exemption method or the invested-
capital method should turn upon the
treatment of such an item, it is sug-
gested that final action be deferred,
pending the issuance of definite rulings
on the subject.

To make confusion worse confounded,
however, think of the situations in
which there exists the possibility of the
future collection, say in 1942 or later
years (the later, the more serious the
problem), of some abnormal income
which may be allocable in part to the
base period. Before the possible abnor-
mal income materializes, if it does, the
1940 and perhaps other returns will
have to be filed and either the income
or invested-capital exemption method
selected for those returns, despite the
fact that the base-period income may
be subject to change later.

ADJUSTMENT FOR CAPITAL ADDITIONS
OR REDUCTIONS

To complete the determination of the
exemption under the income method,
one further computation must be made,
That is to determine whether there was
a net addition to or reduction of the
paid-in capital on or after January 1,
1940, or the beginning of the first
excess-profits-tax year if a fiscal year
be involved.

For this purpose, then, it becomes
necessary to—

(1) Ascertain the amount of additional
capital paid in, after the start of the
first taxable year, property being
taken at its income-tax basis for

figuring loss, thus excluding March
1, 1913, value, i.e., value or cost at
acquisition unless a transferor’s
basis must be carried forward for
incore-tax purposes, in which event
such basis is used:

{(2) Reduce the above by the increase
in inadmissible assets (securities,
the income from which is not sub-
ject to excess-profits taxes). The
net result, however, cannot be less
than zero or a minus figure so that
the worst effect an increase in in-
admissible assets can have is to
offset a capital addition;

(3) Ascertain the amount of distribu-
tions out of capital but in this case
no offsetting adjustment is made
for any decrease in inadmissible
assets;

{4) When changes occur during the
taxable year, the average of each
change for the year is taken into
account. To determine this aver-
age, the amount of the change is
multiplied by the number of days
remaining in the taxable year {not
including the day of the change)
and divided by the number of days
in the year.

The computation of the addition or
reduction differs materially from the
ordinary computation of invested cap-
ital and the following important points
are to be noted.

(1) No consideration is given to in-
creases or decreases in accumulated
earnings by reason of gains, losses
or taxable dividend payments.

No consideration is given to in-
creases or decreases in borrowed
capital.

Increases in paid-in capital (re-
duced by increases in inadmissible
assets) or decreases through dis-
tributions of capital are considered
only if they occurred after the start
of the first excess-profits-tax year
(January 1, 1940, in the case of
calendar-year companies).

No consideration is given to stock
dividends or stock rights even if
they are of a taxable nature.

@)

3)

4)
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To illustrate the computation, as-
sume in the case of a calendar-year
taxpaver, that on the 183rd day of the
year $100,000 additional capital was
paid in and that on the 266th day
$50,000 was added to the inadmissible
assets. The computation would be as
follows:

Capital  addition—$100,000
X 183 + 366 =
Less offset—inadmissible as-
set increase $50,000 X 100

+366 = ..., i 13,661

Net capital addition

If there were no other changes, the
exemption would be increased by 8 per
cent of the above $36,339. For subse-
quent taxable years, assuming no other
changes in capital or inadmissible assets
during subsequent years, the net capital
addition would be $50,000. Distribu-
tions of capital are averaged in the same
manner and if the amount thereof is
less than the capital addition figured in
the manner described, it is deducted
therefrom and 8 per cent additional
exemption is allowed on the balance.
But if the reduction exceeds the addi-
tion, then 6 per cent of the net reduc-
tion is deducted from the 95 per cent
of the average annual base-period
income.

The method of recognizing capital
changes presents some odd possibilities
which seem hardly justified in a taxing
statute. The first is that no recognition
is accorded changes prior to 1940,
Thus a calendar-year company into
which additional capital was paid on
December 31, 1939, receives no benefit,
but had it been paid in on January 1,
1940, its exemption would have been
increased by 8 per cent thereof.

No adjustment is required for changes
in inadmissible assets if no additional
capital is paid in—even though divi-
dends are not taxed. Thus, a corporation
averaging—say, $100,000 during the

$36,339

base period—and having then no inad-
missible assets, might acquire some,
increase its income as a result, and yet
pay no tax. Conversely, if a corporation
which earned no base-period excess-
profits net income, as defined in the
statute, but earned $100,000 through
dividends, should dispose of its stocks
and earn its profit through ordinary
business operations, it would have no
exemption on the income basis. It would
be forced to use the invested-capital
method which might result in an excess-
profits tax even if the current year
income were less than the base-period
average actual earnings.

The only effect of changes in inad-
missible assets is to offset additional
capital paid in—and then it is not
material whether or not the new capital
was used to acquire the additional in-
admissibles. In the illustration used,
it was assumed that the inadmissibles
were acquired after the additional cap-
ital but an adjustment would have to
be made even if they were acquired be-
fore the new capital. Furthermore, the
adjustment for new capital will change
every time there is a change in inad-
missibles.

And finally, to cap it all, no adjust-
ment is allowed for decreases in inad-
missibles when a capital reduction is
effected. So, though inadmissibles paid
in as additional capital would not in-
crease the exemption—and properly so
—inadmissibles distributed as a return
of capital would decrease the exemp-
tion, despite the fact that such a distri-
bution would in no way affect the excess-
profits net income.

THE Tax COMPUTATION

Having thus ascertained the excess-
profits net income for all periods and
the capital adjustment, only the tax
computation remains and no complica-
tions should be experienced in that
respect. The exemption—-consisting of
95 per cent of the average annual base-
period income, plus the specific exemp-
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tion of $5,000 and plus or minus the
adjustment for net capital additions or
reductions as the case may be—is de-
ducted from the current-year excess-
profits net income as determined under
the income credit method ($163,900 in the
illustrative chart) and on the balance
the tax is computed under the applic-
able brackets, which need not be de-
tailed here.

It is to be noted, however, that if a
resident foreign corporation should
elect to use the income method its
exemption is limited to the 95 per cent
of average base-period income as it is
not allowed the specific $5,000 exemp-
tion and no adjustment is permitted or
required for capital additions or reduc-
tions after January 1, 1940,

REORGANIZATIONS, ETC.

The final word to add is that in this
article no consideration has been given
to the possible effect of reorganizations,
mergers, and liquidations, using those
terms with their common tax meanings.
If any such transactions have occurred
in the corporate history since 1917 the
special sections dealing with them may
require modifications in computing
base-period or current excess-profits
net income, the capital adjustments, or
even the tax brackets.

But reorganizations and their effect
are major problems in themselves, and
require a separate study, and they will
be dealt with in later articles. It must
suffice for this article merely to caution
the reader that they must be faced.
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