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AN ACT
To provide revenue, and for other purposes.

Be it enacted by the Senate and House of Representatives of the
United States of America in Congress assembled, That this Act may
be cited as the "Second Revenue Act of 1940".

TITLE I-CORPORATION INCOME TAX

SEC. 101. CORPORATION INCOME TAX.

(a) TAX ON CORPORATIONS IN GENERAL.-Section 13 (b) of the
Internal Revenue Code, as amended by section 3 of the Revenue Act
of 1940, is amended to read as follows:

"(b) IMPOSITION OF TAx.-There shall be levied, collected, and
paid for each taxable year upon the normal-tax net income of every
corporation the normal-tax net income of which is more than $25,000
(except a corporation subject to the tax imposed by section 14, sec-
tion 231 (a), Supplement G, or Supplement Q) whichever of the
following taxes is the lesser:

"(1) GENERAL RULr--A tax of 221 per centum of the normal-
tax net income; or

"(2) ALTERNATIVE TAX (CORPORATIONS WITH NORMAL-TAX NET
INCOME SLIGHTLY MORE THAN $25,000).--A tax of $3,775, plus
35 per centum of the amount of the normal-tax net income in
excess of $25,000."

(b) TAX ON FOREIGN CORPORATIONS.-Section 14 (c) (1) of the
Internal Revenue Code, as amended by section 3 of the Revenue Act
of 1940, is amended to read as follows:

"(c) FOREIGN CORPORATIONS.--
"(1) In the case of a foreign corporation engaged in trade or

business within the United States or having an office or place of
business therein, the tax shall be an amount equal to 22A per
centum of the normal-tax net income, regardless of the amount
thereof."

(c) TAX ON MUTUAL INVESTMENT COMPANIES.-Section 362 (b) of
the Internal Revenue Code, as amended by section 3 of the Revenue
Act of 1940, is amended to read as follows:

"(b) IMPOsrrITION OF TAX.-There shall be levied, collected, and paid
for each taxable year upon the Supplement Q net income of every
mutual investment company a tax equal to 2216 per centum of the
amount thereof."

(d) DEFENSE TAX FOR FIvE YEARS.-The first sentence of section
15 of the Internal Revenue Code, added to such Code by section 201 of
the Revenue Act of 1940, is amended to read as follows: "In the case
of any taxpayer, the amount of tax under this chapter for any tax-
able year beginning after December 31, 1939, and before January 1,
1945, shall be the tax computed without regard to this section,
increased by 10 per centum; except that in the case of a corporation
the increase shall be limited to 10 per centum of the tax computed
without regard to the amendments made by section 101 (a), (b),
and (c) of the Second Revenue Act of 1940."

(e) TAXABLE YEARS TO WHICH APPLICABLE.-Amendments made by
this section shall be applicable only with respect to taxable years
beginning after December 31, 1939.

[54 SrAlr.



54 STAT.] 76TH CONG., 3D SESS.-CH. 757-OCT. 8, 1940

TITLE II-EXCESS PROFITS TAX
SEC. 201. EXCESS PROFITS TAX OF 1940.

The Internal Revenue Code is amended by inserting after section Excess Profits Tax
706 the following new subchapter which may be cited as the "Excess '3 Stat. '17
Profits Tax Act of 1940": 26 U. S. C., upp. V.

"SUBCHAPTER E-EXCESS PROFITS TAX

"Part I

"SEC. 710. IMPOSITION OF TAX.

"(a) IMPOsrrITN.-There shall be levied, collected, and paid, for
each taxable year beginning after December 31, 1939, on the adjusted
excess profits net income, as defined in subsection (b), of every cor-
poration (except a corporation exempt under section 727) a tax as
follows:

"(1) Upon adjusted excess profits net incomes of less than
$20,000, 25 per centum of the adjusted excess profits net income.

"$5,000 upon adjusted excess profits net incomes of $20,000; and
upon adjusted excess profits net incomes in excess of $20,000, and
not in excess of $50,000, 30 per centum in addition of such excess.

"$14,000 upon adjusted excess profits net incomes of $50,000;
and upon adjusted excess profits net incomes in excess of $50,000,
and not in excess of $100,000, 35 per centum in addition of such
excess.

"$31,500 upon adjusted excess profits net incomes of $100,000;
and upon adjusted excess profits net incomes in excess of $100,000,
and not in excess of $250,000, 40 per centum in addition of such
excess.

"$91,500 upon adjusted excess profits net incomes of $250,000;
and upon adjusted excess profits net incomes in excess of $250,000,
and not in excess of $500,000, 45 per centum in addition of such
excess.

"$204,000 upon adjusted excess profits net incomes of $500,000;
and upon adjusted excess profits net incomes in excess of $500,000,
50 per centum in addition of such excess.

" (2) APPLICATION OF RATES IN CASE OF CERTAIN EXCHANGES.-

If the taxpayer's highest bracket amount for the taxable year
computed under section 752 (relating to certain exchanges) is
less than $500,000, then in the application of paragraph (1) of
this subsection to such taxpayer, in lieu of each amount, other
than the percentages, specified in such paragraph, there shall be
substituted an amount which bears the same ratio to the amount
so specified as the highest bracket amount so computed bears to
$500,000.

"(b) DEFINITION OF ADJUSTED EXCESS PROFITS NET INCOME.-As

lsed in this section, the term 'adjusted excess profits net income' in
the case of any taxable year means the excess profits net income (as
defined in section 711) minus the sum of:

"(1) SPECIFIC EXEMPTION.-A specific exemption of $5,000;
"(2) EXCESS PROFITS CREDIT.-The amount of the excess profits

credit allowed under section 712; and
"(3) TNr:SED EXCESS PROFITS CREDIT.-In the case of a taxpayer

the normal-tax net income of which for the taxable year is not

Adjustedexcess prof-
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more than $25,000, the amount by which the excess profits credit
for the preceding taxable year (if beginning after December 31,
1939) exceeds the excess profits net income for such preceding
taxable year.

"SEC. 711. EXCESS PROFITS NET INCOME.

"(a) TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1939.-The
excess profits net income for any taxable year beginning after Decem-
ber 31, 1939, shall be the normal-tax net income, as defined in section
13 (a) (2), for such year except that the following adjustments shall
be made:

"(1) EXCESS PROFITS CREDIT COMPUTED UNDER INCOME CREDIT--
If the excess profits credit is computed under section 713, the
adjustments shall be as follows:

"(A) Income Taxes.-The deduction for taxes shall be
increased by an amount equal to the tax (not including the
tax under section 102) under Chapter 1 for such taxable
year;

"(B) Long-term Gains and Losses.-There shall be
excluded long-term capital gains and losses. There shall be
excluded the excess of gains from the sale or exchange of
property held for more than eighteen months which is of a
character which is subject to the allowance for depreciation
provided in section 23 (1) over the losses from the sale or
exchange of such property;

"(C) 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, debenture, note, or certificate
or other evidence of indebtedness, if the obligation of the
taxpayer has been outstanding for more than eighteen
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;

"(D) 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;

"(E) Recoveries of Bad Debts.-There shall be excluded
income attributable to the recovery of a bad debt if a deduc-
tion with reference to such debt was allowable from gross
income for any taxable year beginning prior to January 1,
1940;

"(F) Dividends Received.-The credit for dividends
received shall apply, without limitation, to dividends on
stock of domestic corporations.

"(2) ExcEss PROFITS CREDIT COMPUTED UNDER INVESTED CAPITAL
CRarET.-If the excess profits credit is computed under section
714, the adjustments shall be as follows:

"(A) Dividends Received.-The credit for dividends
received shall apply, without limitation, to all dividends on
stock of all corporations, except dividends (actual or con-
structive) on stock of foreign personal-holding companies;

"(B) Interest.-The deduction for interest shall be reduced
by an amount equal to 50 per centum of so much of such
interest as represents interest on the indebtedness included
in the daily amounts of borrowed capital (determined under
section 719 (a));
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"(C) Income Taxes.-The deduction for taxes shall be Incometaxes.
increased by an amount equal to the tax (not including the
tax under section 102) under Chapter 1 for such taxable 3 Stat.35.

26 U. S. C., Supp.year; v, § 102.

"(D) Long-term Gains and Losses.-There shall be Long-termgainsand
excluded long-term capital gains and losses. There shall be losse

excluded the excess of gains from the sale or exchange of
property held for more than eighteen months which is of a
character which is subject to the allowance for depreciation
provided in section 23 (1) over the losses from the sale or s3Stat. 14.

26 U. S. C., Supp.exchange of such property; Vg .23 c s upp.
"(E) Income From Retirement or Discharge of Bonds, men discharge of

and So Forth.-There shall be excluded, in the case of any bonds, etc.
taxpayer, income derived from the 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 eighteen
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;

"(F) Refunds and Interest on Agricultural Adjustment Reunds and inter-

Act Taxes.-There shall be excluded income attributable to Adjstment Acttaxes.

refund of tax paid under the Agricultural Adjustment Act 7 US. C., ch. 26;
of 1933, as amended, and interest upon any such refund; Supp. V,ch. 26.

"(G) Interest on Certain Government Obligations.-The Interest on certain
Government obliga-

normal-tax net income shall be increased by an amount equal tions. bga-
to the amount of the interest on obligations held during the
taxable year which are described in section 22 (b) (4) any 53 tat 10

part of the interest from which is excludible from gross v, 22(b)(4).' Sp
income or allowable as a credit against net income, if the
taxpayer has so elected under section 720 (d); and Po, p. 85.

"(H) Recoveries of Bad Debts.-There shall be excluded Recoveies of bad
income attributable to the recovery of a bad debt if a deduc- deb

tion with reference to such debt was allowable from gross
income for any taxable year beginning prior to January 1,
1940.

"(3) TAXABLE YEAR LESS THAN TWELVE MONTHS.-If the taxable thanle'ontya le
s

year is a period of less than twelve months the excess profits net
income shall be placed on an annual basis by multiplying the
amount thereof by the number of days in the twelve months
ending with the close of the taxable year and dividing by the
number of days in the taxable year. The tax shall be such part
of the tax computed on such annual basis as the number of days
in the taxable year is of the number of days in the twelve months
ending with the close of the taxable year.

"(b) TAXABLE YEARS IN BASE PERIOD.- bae period.a
"(1) GENERAL RULE AND ADJUSTMENTS.-The excess profits net cneral rule and

income for any taxable year subject to the Revenue Act of 1936 d49 tat. 1655.
shall be the normal-tax net income, as defined in section 13 (a) v26 . c(., snpp.
of such Act; and for any other taxable year beginning after
December 31, 1937, and before January 1, 1940, shall be the
special-class net income, as defined in section 14 (a) of the 3 SUat.. 8 p.
applicable revenue law. In either case the following adjustments v, 14 (a).
shall be made (for additional adjustments in case of certain
reorganizations, see section 742 (e)): Pot, p. 93.

"(A) Income Taxes.-The deduction for taxes shall be Incometaxes.

increased by an amount equal to the tax (not including the
tax under section 102) for such taxable year under Title I or S26 s5. .Spp.
Chapter 1, as the case may be, of the revenue law applicable v, 102.
to such year;
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"(B) Long-Term Gains and Losses.-There shall be
excluded long-term capital gains and losses. There shall
be excluded the excess of gains from the sale or exchange of
property held for more than eighteen months which is of a
character which is subject to the allowance for depreciation
provided in section 23 (1) over the losses from the sale or
exchange of such property;

"(C) 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, debenture, note, or certificate or
other evidence of indebtedness, if the obligation of the tax-
payer has been outstanding for more than eighteen 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;

"(D) Deductions on Account of Retirement or Discharge
of Bonds, and So Forth.-If during the taxable year the tax-
payer retires or discharges any bond, debenture, note, or cer-
tificate or other evidence of indebtedness, if the obligation of
the taxpayer has been outstanding for more than eighteen
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 retire-
ment or discharge;

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

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

"(E) Casualty, Demolition, and Similar Losses.-Deduc-
tions under section 23 (f) for losses arising from fires,
storms, shipwreck, or other casualty, or from theft, or arising
from the demolition, abandonment, or loss of useful value of
property, not compensated for by insurance or otherwise,
shall not be allowed;

"(F) 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 repay-
ment 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 corporation'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;

"(G) Payment of Judgments, and So Forth.-Deductions
attributable to any claim, award, judgment, or decree against
the taxpayer, or interest on any of the foregoing, shall not
be allowed if in the light of the taxpayer's business it was
abnormal for the taxpayer to incur a liability of such char-
acter or, if the taxpayer normally incurred such liability,
the amount of such liability in the taxable year was grossly
disproportionate to the amount of such liability in the four
previous taxable years;
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"(H) All expenditures for intangible drilling and develop-
ment costs paid or incurred in or for the drilling of wells
or the preparation of wells for the production of oil or gas,
or expenditures for development costs in the case of mines,
which the taxpayer has deducted from gross income as an
expense, shall not be allowed to the extent that in the light
of the taxpayer's business it was abnormal for the taxpayer
to incurr a liability of such character or, if the taxpayer
normally incurred such liability, to the extent that the
amount of such liability in the taxable year was grossly dis-
proportionate to the amount of such liability in the four
previous taxable years; and

"(I) Dividends Received.-The credit for dividends
received shall apply, without limitation, to dividends on stock
of domestic corporations.

"(2) CAPITAL GAINS AND LOSSES.-For the purposes of this sub-
section the normal-tax net income and the special-class net income
referred to in paragraph (1) shall be computed as if section 23
(g) (2), section 23 (k) (2), and section 117 were part of the
revenue law applicable to the taxable year the excess profits net
income of which is being computed, with the exception that the
net short-term capital loss carry-over provided in subsection (e)
of section 117 shall be applicable to net short-term capital losses
for taxable years beginning after December 31, 1934. Such
exception shall not apply for the purposes of computing the tax
under this subchapter for any taxable year beginning before
January 1, 1941.

979
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"SEC. 712. EXCESS PROFITS CREDIT-ALLOWANCE.

"(a) DOMESTIC CORPORATIONS.-In the case of a domestic corpo- o
m estic corpora-

ration which was in existence before January 1, 1940, the excess o
profits credit for any taxable year shall, at the election of the tax-
payer made in its return for such taxable year, be an amount com-
puted under section 713 or section 714. (For election in case of Poet,pp. 9W ,981

certain reorganizations of corporations not qualified under the pre-
ceding sentence, see section 741.) In the case of all other domestic Pot. . 992.

corporations the excess profits credit for any taxable year shall be
an amount computed under section 714. In the case of a domestic tFalure to Ail re.

corporation which for any taxable year does not file a return befor urn
the expiration of the time prescribed by law for filing such return,
the excess profits credit for such taxable year shall be an amount
computed under section 714.

"(b) FOREIGN CORPORATIONS.--In the case of a foreign corporation Foreign corpori,-

engaged in trade or business within the United States or having an
office or place of business therein, the first taxable year of which
under this subchapter begins on any date in 1940, which was in
existence on the day forty-eight months prior to such date and which at
any time during each of the taxable years in such forty-eight months
was engaged in trade or business within the United States or had an
office or place of business therein, the excess profits credit for any
taxable year shall, at the election of the taxpayer in its return for
such taxable year, be an amount computed under section 713 or P P. PP . 981.

section 714. In the case of all other such foreign corporations the
excess profits credit for any taxable year shall be an amount com-
puted under section 714. In the case of a foreign corporation which Failure to ile r
for any taxable year does not file a return before the expiration of turn.

the time prescribed by law for filing such return, the excess profits
credit for such taxable year shall be an amount computed under
section 714.
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"SEC. 713. EXCESS PROFITS CREDIT-BASED ON INCOME.
"(a) AMOUNT OF ExcEss PROFITS CREDrr.-The excess profits credit

for any taxable year, computed under this section, shall be-
"(1) DoMrslIc conRPoRTIoNs.-In the case of a domestic cor-

poration-
"(A) 95 per centum of the average base period net income,

as defined in subsection (b),
"(B) Plus 8 per centum of the net capital addition as

defined in subsection (c), or
"(C) Minus 6 per centum of the net capital reduction as

defined in subsection (c).
"(2) FOREIGN CORPORATIONS.-In the case of a foreign corpora-

tion, 95 per centum of the average base period net income.
"(b) AVERAoE BASE PERIOD NET INCOME.-For the purposes of this

section the average base period net income of the taxpayer shall be
determined as follows:

"(1) By computing the aggregate of the excess profits net
income for each of the taxable years of the taxpayer beginning
after December 31, 1935, and before January 1, 1940, reduced, in
the case of each such taxable year in which the deductions plus
the credit for dividends received exceeded the gross income, by
the amount attributable to such excess under paragraph (4);

"(2) By dividing the amount ascertained under paragraph (1)
by the total number of months in all such taxable years; and

"(3) By multiplying the amount ascertained under paragraph
(2) by twelve.

(4) For the purposes of paragraph (1)-
"(A) In determining whether, for any taxable year, the

deductions plus the credit for dividends received exceeded
the gross income, and in determining the amount of such
excess, the adjustments provided in section 711 (b) (1) shall
be made; and

"(B) The amount attributable to any taxable year in which
there is such an excess shall be the amount of such excess,
except that such amount shall be zero if there is only one such
year, or, if more than one, shall be zero for the year in which
such excess is the greatest.

"(5) For the purposes of paragraph (1), if the taxpayer was
in existence during only part of the 48 months preceding the
beginning of its first taxable year under this subchapter (herein-
after in this paragraph called 'base period'), its excess profits net
income-

"(A) for each taxable year of twelve months (beginning
with the beginning of such base period) during which it was
not in existence, shall be an amount equal to 8 per centum of
the excess of-

"(i) the daily invested capital for the first day of the
taxpayer's first taxable year beginning after December
31, 1939, over

"(ii) an amount equal to the same percentage of such
daily invested capital as is applicable under section 720
in reduction of the average invested capital of the pre-
ceding taxable year;

"(B) for the taxable year of less than twelve months con-
sisting of that part of the remainder of the base period dur-
ing which it was not in existence, shall be the amount ascer-
tamed for a full year under subparagraph (A), multiplied
by the number of days in such taxable year of less than
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twelve months and divided by the number of days in the
twelve months ending with the close of such taxable year.

"(6) In no case shall the average base period net income be less
than zero.

" (7) For computation of average base period net income in case
of certain reorganizations, see section 742.

"(c) ADJUSTMENTS IN EXCESS PROITrs CREDIT ON ACCOUNT OF
CAPITAL CHANGES.-For the purposes of this section-

"(1) The net capital addition for the taxable year shall 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 tax-
able year over the aggregate of the daily capital reduction for
each day of the taxable year.

"(2) The net capital reduction for the taxable year shall 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 tax-
able year over the aggregate of the daily capital addition for each
day of the taxable year.

"(3) The daily capital addition for any day of the taxable year
shall be 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 taxpayer's first taxable year
under this subchapter and prior to such day. In determining the
amount of any property paid in, such property shall be included
in an amount determined in the manner provided in section 718
(a) (2). A distribution by the taxpayer to its shareholders in
its stock or rights to acquire its stock shall not be regarded as
money or property paid in for stock, or as paid-in surplus, or as
a contribution to capital. The amount ascertained under this
paragraph shall be reduced by the excess, if any, of the excluded
capital for such day over the excluded capital for the first day of
the taxpayer's first taxable year under this subchapter. For the
purposes of this paragraph the excluded capitaf for any day
shall be an amount equal to the sum of the following:

"(A) The aggregate of the adjusted basis (for determin-
ing loss upon sale or exchange) as of the beginning of such
day, of obligations held by the taxpayer at the beginning of
such day, which are described in section 22 (b) (4) (A),
(B), or (C) any part of the interest from which is excludible
from gross income or allowable as a credit against net income;
and

"(B) The aggregate of the adjusted basis (for determin-
ing loss upon sale or exchange) as of the beginning of such
day, of stock of domestic corporations held by the taxpayer
at the beginning of such day.

The daily capital addition shall in no case be less than zero.
(For daily capital additions and reductions in case of certain
reorganizations, see section 743.)

"(4) The daily capital reduction for any day of the taxable
year shall be the aggregate of the amounts of distributions to
shareholders, not out of earnings and profits, after the beginning
of the taxpayer's first taxable year under this subchapter and
prior to such day.

"SEC. 714. EXCESS PROFITS CREDIT-BASED ON INVESTED CAPITAL.

"The excess profits credit, for any taxable year, computed under
this section, shall be an amount equal to 8 per centum of the taxpayer's
invested capital for the taxable year, determined under section 715.

981
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"SEC. 715. DEFINITION OF INVESTED CAPITAL.
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"For the purposes of this subchapter the invested capital for any
taxable year shall be the average invested capital for such year,
determined under section 716, reduced by an amount computed under
section 720 (relating to inadmissible assets). If the Commissioner
finds that in any case the determination of invested capital, on a basis
other than a daily basis, will produce an invested capital differing by
not more than $1,000 from an invested capital determined on a daily
basis, he may, under regulations prescribed by him with the approval
of the Secretary, provide for such determination on such other basis.
(For computation of invested capital in case of foreign corporations
and corporations entitled to the benefits of section 251, see section
724.)

"SEC. 716. AVERAGE INVESTED CAPITAL.

"The average invested capital for any taxable year shall be the
aggregate of the daily invested capital for each day of such taxable
year, divided by the number of days in such taxable year.

"SEC. 717. DAILY INVESTED CAPITAL.

"The daily invested capital for any day of the taxable year shall
be the sum of the equity invested capital for such day plus the bor-
rowed invested capital for such day determined under section 719.

"SEC. 718. EQUITY INVESTED CAPITAL.

"(a) DEFINrrON.-The equity invested capital for any day of any
taxable year shall be determined as of the beginning of such day and
shall be the sum of the following amounts, reduced as provided in
subsection (b)-

"(1) MONEY PAID IN.-Money previously paid in for stock, or
as paid-in surplus, or as a contribution to capital;

"(2) PROPERTY PAID IN.-Property (other than money) previ-
ously paid in (regardless of the time paid in) 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 loss upon sale or exchange. If the property was
disposed of before such taxable year, such basis shall be deter-
mined in the same manner as if the property were still held at
the beginning of such taxable year. If such unadjusted basis is a
substituted basis it shall be adjusted, with respect to the period
before the property was paid in, in the manner provided in sec-
tion 113 (b) (2);

"(3) DISTRIBUTIONs IN STOCK.-Distributions in stock-
"(A) Made prior to such taxable year to the extent to

which they are considered distributions of earnings and
profits; and

"(B) Previously made during such taxable year to the
extent to which they are considered distributions of earnings
and profits other than earnings and profits of such taxable
year;

"(4) EARNINGS AND PROFITS AT BEGINNING OF YEAR.--The accu-
mulated earnings and profits as of the beginning of such taxable
year; and

"(5) INCREASE ON ACCOUNT OF GAIN ON TAX-FREE LIQUIDATION.-
In the case of the previous receipt of property (other than prop-
erty described in the last sentence of section 113 (a) (15)) by
the taxpayer in complete liquidation of another corporation under
section 112 (b) (6), or the corresponding provision of a prior
revenue law, an amount, with respect to each such liquidation,
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equal to the amount by which the aggregate of the amount of the
money so received and of the adjusted basis, at the time of receipt,
of all property (other than money) so received, exceeds the
sum of:

"(A) The aggregate of the adjusted basis of each share
of stock with respect to which such property was received;
such adjusted basis of each share to be determined immedi-
ately prior to the receipt of any property in such liquidation
with respect to such share, and

"(B) The aggregate of the liabilities of such other corpo-
ration assumed by the taxpayer in connection with the receipt
of such property, of the liabilities (not assumed by the tax-
payer) to which such property so received was subject, and
of any other consideration (other than the stock with respect
to which such property was received) given by the taxpayer
for such property so received.

"(b) REDUCTION IN EQUITY INVESTED CAPITAL.-The amount by
which the equity invested capital for any day shall be reduced as pro-
vided in subsection (a) shall be the sum of the following amounts-

"(1) DIsTRIBUTIONs IN PREVIOUS YEARS.-Distributions made
prior to such taxable year which were not out of accumulated
earnings and profits;

"(2) DlTRIBUTIoNs DURING THE YEAR.-Distributions previ-
ously made during such taxable year which are not out of the
earnings and profits of such taxable year;

"(3) EARNINGS AND PROFITS OF ANOTHER CORPORATION.-The
earnings and profits of another corporation which previously
at any time were included in accumulated earnings and profits
by reason of a transaction described in section 112 (b) to (e),
both inclusive, or in the corresponding provision of a prior reve-
nue law, or by reason of the transfer by such other corporation to
the taxpayer of property the basis of which in the hands of the
taxpayer is or was determined with reference to its basis in the
hands of such other corporation, or would have been so deter-
mined if the property had been other than money; and

"(4) REDUCTION ON ACCOUNT OF LOSS ON TAX-FREE LIQUIDA-

TION.-In the case of the previous receipt of property (other than
property described in the last sentence of section 113 (a) (15))
by the taxpayer in complete liquidation of another corporation
under section 112 (b) (6), or the corresponding provision of a
prior revenue law, an amount, with respect to each such liquida-
tion, equal to the amount by which the sum of-

"(A) The aggregate of the adjusted basis of each share
of stock with respect to which such property was received;
such adjusted basis of each share to be determined immedi-
ately prior to the receipt of any property in such liquidation
with respect to such share, and

"(B) The aggregate of the liabilities of such other cor-
poration assumed by the taxpayer in connection with the
receipt of such property, of the liabilities (not assumed by
the taxpayer) to which such property so received was subject,
and of any other consideration (other than the stock with
respect to which such property was received) given by the
taxpayer for such property so received,

exceeds the aggregate of the amount of the money so received
and of the adjusted basis, at the time of receipt, of all property
(other than money) so received. The amount of the reduction
under this paragraph shall not exceed the accumulated earnings
and profits as of the beginning of such taxable year.
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"(c) RULEs FOR APPLICATION OF SUBSECTIONS (A) AND (B).-For the
purposes of subsections (a) and (b)-

"(1) DISTRIBUTIONS TO snAREHoLDERs.--The term 'distribution'
means a distribution by a corporation to its shareholders, and
the term 'distribution in stock' means a distribution by a cor-
poration in its stock or rights to acquire its stock. To the
extent that a distribution in stock is not considered a distribu-
tion of earnings and profits it shall not be considered a distribu-
tion. A distribution in stock shall not be regarded as money
or property paid in for stock, or as paid-in surplus, or as a
contribution to capital.

"(2) DISTRIBUTIONS IN FIRST SIXTY DAYS OF TAXABLE YEAR.-In

the application of such subsections to any taxable year beginning
after December 31, 1940, so much of the distributions (taken in
the order of time) made during the first sixty days thereof 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
preceding taxable year.

(3) COMPUTATION OF EARNINGS AND PROFITS OF TAXABLE YEAR.-

For the purposes of subsections (a) (3) (B) and (b) (2) 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 subchapter 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) STOCK IN CASE OF MERGER OR CONSOLIDATION.-If a corpo-
ration owns stock in another corporation, and-

"(A) such corporations are merged or consolidated in a
statutory merger or consolidation, or

"(B) such corporations are parties to a transaction which
results in the elimination of such stock in a manner similar
to that resulting from a statutory merger or consolidation,

then such stock shall not be considered as property paid in for
stock of, or as paid-in surplus of, or as a contribution to capital
of, the corporation resulting from the transaction referred to in
subparagraph (A) or (B).

"(d) For special rules affecting computation of property paid in
for stock in connection with certain exchanges and liquidations, see
section 751 (a).

"(e) For determination of equity invested capital in special cases,
see section 723.

"SEC. 719. BORROWED INVESTED CAPITAL.

"(a) BomRowED CArrTAL.-The borrowed capital for any day of
any taxable year shall be determined as of the beginning of such
day and shall be the sum of the following:

"(1) The amount of the outstanding indebtedness (not includ-
ing interest, and not including indebtedness described in section
751 (b) relating to certain exchanges) of the taxpayer which is
evidenced by a bond, note, bill of exchange, debenture, certificate
of indebtedness, mortgage, or deed of trust, plus,

"(2) In the case of a taxpayer having a contract (made before
the expiration of 30 days after the date of the enactment of
the Second Revenue Act of 1940) with a foreign government to
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furnish articles, materials, or supplies to such foreign govern-
ment, if such contract provides for advance payment and for
repayment by the vendor of any part of such advance payment
upon cancellation of the contract by such foreign government,
the amount which would be required to be so repaid if can-
cellation occurred at the beginning of such day, but no amount
shall be considered as borrowed capital under this paragraph
which has been includible in gross income.

"(b) BORROWED INVESTED CAPITAL.-The borrowed invested capital
for any day of any taxable year shall be determined as of the begin-
ning of such day and shall be an amount equal to 50 per centum of
the borrowed capital for such day.

"SEC. 720. 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-holding company; and

"(B) Except as provided in subsection (d), 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
inadmissible assets.

"(b) RATIO OF INADMISSIBLES TO TOTAL ASSETS.-The amount by
which the average invested capital for any taxable year shall be
reduced as provided in section 715 shall be an amount which is the
same percentage of such average invested capital 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 deter-
mined 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 Commis-
sioner with the approval of the Secretary. The adjusted basis shall
be the adjusted basis for determining loss upon sale or exchange as
determined under section 113.

"(c) COMPUTATION IF SHORT-TERM CAPITAL GAIN.-If during the
taxable year there has been a short-term capital gain with respect to
an inadmissible asset, then so much of the amount attributable to such
inadmissible asset under subsection (b) as bears the same ratio thereto
as such gain bears to the sum of such gain plus the dividends and
interest on such asset for such year, shall, for the purpose of deter-
mining the ratio of inadmissible assets to the total of admissible and
inadmissible assets, be added to the total of admissible assets and
subtracted from the total of inadmissible assets.

"(d) TREATMENT OF GOVERNMENT OBLIGATIONS AS ADMSSIBLE
ASSETS.-If the excess profits credit for any taxable year is computed
under section 714, the taxpayer may in its return for such year elect
to increase its normal-tax net income for such taxable year by an
amount equal to the amount of the interest on all obligations held
during the taxable year which are 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. In such case, for the pur-
poses of this section, the term 'admissible assets' includes such obli-
gations, and the term 'inadmissible assets' does not include such
obligations.
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"SEC. 721. ABNORMALITIES IN INCOME IN TAXABLE PERIOD.

"If there is includible in the gross income of the taxpayer for any
taxable year an item of income of any one or more of the following
classes:

"(a) Arising out of a claim, award, judgment, or decree, or
interest on any of the foregoing; or

"(b) Constituting an amount payable under a contract the
performance of which required more than 12 months; or

"(c) Resulting from exploration, discovery, prospecting,
research, or development of tangible property, patents, formulae,
or processes, or any combination of the foregoing, extending
over a period of more than 12 months; or

"(d) Includible in gross income for the taxable year rather
than for a different taxable year by reason of a change in the
taxpayer's accounting period or method of accounting; or

"(e) In the case of a lessor of real property, amounts included
in gross income for the taxable year by reason of the termination
of the lease; or

"(f) Dividends on stock of foreign corporations, except foreign
personal holding companies;

and, in the light of the taxpayer's business, it is abnormal for the
taxpayer to derive income of such class, or, if the taxpayer normally
derives income of such class, the item includible in the gross income
of the taxable year is grossly disproportionate to the gross income of
the same class in the four previous taxable years, then: (1) the
amount of such item attributable to any previous taxable year or
years shall be determined under rules and regulations prescribed by the
Commissioner with the approval of the Secretary; (2) the amount of
such item attributable to any future taxable year or years shall be
determined under rules and regulations prescribed by the Commis-
sioner with the approval of the Secretary and shall, for the purposes
of this subchapter, be included in the gross income for the future
year or years to which attributable; and (3) the tax under this sub-
chapter for the taxable year (in which the whole of such item would,
without regard to this section, be includible) shall not exceed the
sum of:

"(A) The tax under this subchapter for such taxable year
computed without the inclusion in gross income of the portion of
such item which is attributable to any other taxable year, and

"(B) The aggregate of the increase in the tax under this sub-
chapter which would have resulted for each previous taxable
year to which any portion of such item is attributable, computed
as if an amount equal to such portion had been included in gross
income for such previous taxable year.

"SEC. 722. ADJUSTMENT OF ABNORMALITIES IN INCOME AND CAP-
ITAL BY THE COMMISSIONER.

"For the purposes of this subchapter, the Commissioner shall also
have authority to make such adjustments as may be necessary to
adjust abnormalities affecting income or capital, and his decision shall
be subject to review by the United States Board of Tax Appeals.

"SEC. 723. EQUITY INVESTED CAPITAL IN SPECIAL CASES.

"Where the Commissioner determines that the equity invested
capital as of the beginning of the taxpayer's first taxable year under
this subchapter cannot be determined in accordance with section 718,
the equity invested capital as of the beginning of such year shall
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