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REVENUE ACT OF 1962

MONDAY, JUNE 18, 1962

U.S. SENATE,
C'oMMTITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 10:15 a.m., in room 2221,
New Senate Office Building, Senator Harry F. Byrd (chairman)
presiding.

Present: Senators Byrd, Kerr, Smathers, Anderson, Gore, Tal-
madge, McCarthy, Williams, Carlson, Butler, and Curtis.

Also present: Elizabeth B, Springer, chief clerk.

The CramrMan. The committee will come to order. The hearing
today is on the additional amendments to sections 13, 15, 16, and 20,
of H.R. 10650, ‘which were recommended by the Secretary of the
Treasury on his second appearance before the committee on this bill
on May 10, 1962.

I shall place in the record a Treasury draft of statutory language
of the amendment with accompanying explanations.

(The draft and explanations referred to follow:)

4411
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LETTER OF TRANSMITTAL

THE SECRETARY OF THE TREASURY,
Washington.
Hon. HarrY F. Byrp,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEear Mr. CrAIRMAN: In accordance with your request we submit
drafts of statutory language. These drafts amend sections of H.R.
10650 as follows:

1. The draft of an amended section 13 (controlled foreign corpo-
rations) embodies an approach to impose tax on tax-haven income.
The Treasury recommends in accordance with the President’s message
of April 20, 1961, and my statement of April 2, 1962, before your
committee that deferral of taxation of income of controlled foreign
corporations be eliminated. However, we are submitting the enclosed
draft of an amended section 13 as an aid to the committee if it prefers
the more limited tax-haven approach. The draft embodies those
technical improvements in the application and mechanics of the
House bill which I recommended in my statement before you on
May 10, 1962, which were in response to suggestions of witnesses
during your hearings.

2. The draft of section 15 (foreign investment companies) makes
minor technical amendments in the House bill which the representa-
tives of foreign investment companies suggested to you during the
hearings.

3. The drafts of section 16 (gain from certain sales or exchanges of
stock in certain foreign corporations) and section 20 (information with
respect to certain foreign entities) make the changes which I recom-
mended to you on the first day of the hearings and certain other
improvements in response to the suggestions of witnesses who appeared
before you.

Sincerely yours,
Doveras DiLronw.
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PART 1A

Explanation of Amendments Recommended by Treasury Department
to Section 13 of H.R. 10650

GENERAL DEscrIPTION

1. Certain income of controlled foreign corporations taxed to 10-percent
U.S. shareholders—The draft legislation provides that certain undis-
tributed income of controlled foreign companies is to be included in
the income of U.S. shareholders in the year the income is earned by
the foreign corporation, whether or not it is distributed. In these
cases, the shareI])Jolders are permitted foreign tax credits to the same
extent as if actual distributions had been made. Only U.S. share-
holders having a 10-percent interest are taxed and counted in deter-
mining whether the co?oration is to be classified as a ‘‘controlled
foreign corporation.” foreign corporation is controlled for this
purpose when more than 50 percent of the combined voting power
of all classes of stock is owned directly or indirectly (with certain
stock attribution rules) by U.S. persons on any date of the taxable
year of the corporation. The basic pattern here is largely the same
a8 in section 13 of H.R. 10650.

2. Description of income tazed to U.S. shareholders—The income
which would be taxed to U.S. shareholders is described as ‘“‘subpart
F income.” This income consists of (1) income from insurance of
U.S. risks on property or persons and (2) income of foreign base
companies. In addition, any increase in earnings invested in certain
U.S. property by a controlled foreign corporation, which constitutes
an attempt to repatriate earnings to the United States without the
payment of tax, would result in tax to the U.S. shareholders ofthe
corporation,

A separate provision taxes the sale of a patent, copyright, or like
property to a controlled foreign corporation at ordinary income rates
in cases where only capital gains or no tax would be paid under pres-
ent law. This provision, which imposes tax at the time of transfer
of a patent, etc., abroad, is complementary to subpart F but is not
part of that subpart. It replaces the provision in section 13 of H.R.
10650 for taxing on & current basis the annual income from U.S.
patents, ete.

3. Income derived from insurance of U.S. risks—The income de-
rived from insurance of U.S. risks provision is the same as that which
wﬁxs included in section 13 of H.R. 10650, except for minor technical
changes.

4. Foreign base company income.—Foreign base company income
includes several elements:

(a) Foreign personal holding company income.—This category
covers mainly dividends, interest, rents, and royalties when they
constitute “passive’ income or ‘“‘tax haven’ type income. Passive
dividends, interest, rents, and royalties are those received from

1



4418 REVENUE ACT OF 1962

unrelated persons not in connection with the active conduct of
a trade or business. Tax-haven dividends, interest, rents, and
royalties are those received from related persons in connection
with income-producing activities located outside the country of
incorporation of recipients.

Foreign base company income does not include dividends and
interest received from less-developed country corporations which
are reinvested in less-developed country corporations. Deferral
with respect to this income derived from less-developed countries
is, however, ended when investment of the earnings in less-
developed countries is finally terminated.

(b) Foreign base company sales income.—This is income derived
in connection with the purchase and sale of personal property
where the property is purchased outside the country under the
laws of which the controlled foreign corporation is created or or-
ganized and is sold for use, consumption, or disposition outside
such foreign country. This rule is substantially the same as that
which was contained in section 13 of H.R. 10650, with the addi-
tion of provisions to cover situations in which a controlled foreign
corporation acts as an agent and in which a branch or similar
establishment acts in the same manner as a controlled foreign
corporation. These additions serve to clarify and to complete
coverage with respect to tax haven sales income.

(¢) Foreign base company service income.—Income derived in
connection with the performance or furnishing of technical,
managerial, engineering, architectural, scientific, skilled, in-
dustrial, commercial, or like services is treated as foreign base
company income if the services are performed or furnished for
or on behalf of a related person in connection with business ac-
tivities outside the country of incorporation of the controlled
foreign corporation. Foreign base company service income is a
significant form of tax haven income, and its omission from sec-
tion 13 of H.R. 10650 presented a serious gap in the base company
provisions of that bill.

The draft legislation also adds an overall exception to deal with
situations where use of a controlled foreign corporation covered by the
provisions of the bill has not resulted in substantial reduction of taxes.
This provision adds flexibility to insure a fair application of the base
company income provisions.

5. Increase in earnings invested in certain U.S. property.—The pro-
vision for taxing the increase in investment in certain U.S. property
is, with technical changes, substantially the same as in section 13 of
H.R.10650. Now, however, this is the only type of investment which
constitutes nonqualified property (within the terms of sec. 13 of
H.R. 10650), the remaining provisions having been eliminated. Thus
non-tax-haven profits, such as those of a manufacturing operation,
would not be taxed under section 13 unless they were invested in
certain U.S. property.

6. Technique for taxing U.S. shareholders.—The mechanical features
of the draft for taxing income to U.S. shareholders are in large part
the same as in section 13 of H.R. 10650 but have been improved in
certain respects. Thus, losses of a taxable year are permitted to offset
earnings of other taxable years. Losses of one controlled foreign cor-
poration in a chain of controlled foreign corporations are permifted to

2 i
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offset gains in the current year of other controlled foreign corporations.
These provisions for losses make more equitable the taxing mechan-
1sm of section 13 of H.R. 10650. Further, the constructive ownership,
rules have been limited somewhat by providing that, in lieu of attrib-
uting to a shareholder all of the stock owned by a corporation in which
he owns stock, attribution will only take place if he owns 10 percent
of the stock. There are also various minor technical changes designed
to make more clear and workable the mechanics of the draft.

Masor Cuances FroMm SeEction 13 oF H.R. 10650

There are listed below the major changes which the draft makes in
section 13 of H.R. 10650.

1. Elimination of provision for taxing income from U.S. patents, etc.,
to U.S. shareholders on current basis and substitution of provision for
taxing the sale of U.S. patents, etc., to controlled foreign corporations.—
This change obviates the need under the House bill to determine the
amount of income generated by the use of U.S. patents, etc. It elim-
inates abuse by insuring that patents will be transferred abroad in
arm’s-length transactions producing a full U.S. tax at the time of
transfer or on an annual basis.

2. Elimination of provision restricting the use of earnings by operating
companies, except that such earnings cannot be invested in certain U.S.
property—QOperating companies will, under the draft, not be faced
with the difficulty o? determining whether or not earnings are invested
in the same trade or business that gave rise to them. Also, other
problems such as determining when a trade or business would be
considered to have been conducted by substantially the same interests,
will be eliminated.

3. Dividends, interest, rents, and royalties derived in connection with
active business operations with unrelated persons are removed from
coverage as foreign base company income.—This change would remove
the objection that section 13 treats certain types of operating income
as ‘“passive’ income in non-tax-haven situations. Thus, companies
engaged in the active business with unrelated persons of banking,
financing, shipping, insurance, and leasing of property, would not be
covered by the foreign base company income provisions.

4. Addition of a provision to eliminate coverage under foreign base
company provisions where the controlled foreign corporation is not used
to effect a substantial reduction in taxes.—This provision permits flexi-
bility to deal with situations where a controlled foreign corporation
technically covered by the provisions of the bill does not differ from a
non-tax-haven operation for which deferral of taxation is permitted.
It insures a fair application of the foreign base company income
provisions.

5. Changes in the delermination of when a foreign corporation 1s
considered to be ‘“‘controlled’’ so that (a) only 10-percent U.S. shareholders
are counted in determining control and (b) there wnll be attribution of
ownership of stock owned by a corporation to shareholders of that corpora-
tion only where such shareholders own a 10-percent interest.—These
changes remove objections that the coverage of foreign corporations
was too broad, reaching situations where ownership was widely
scattered and no U.S. group was in effective control.

3
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6. Greater recognition of losses under which (a) losses of one year may
offset profits of future years and (b) losses of ome controlled foreign
corporation in @ chain of controlled foreign corporations may in the
current year offset gains of the other corporations.—These provisions
provide for an equitable application of the taxing mechanism in
situations where losses are involved. 3

7. Prowsion so that tax will not be payable in situations in which the
presence of blocked income means that earnings of a controlled foreign
corporation could not be distributed to U.S. shareholders.—This change
meets the objection that shareholders might be taxed on constiuctive
distributions in situations in which there could not be actual distribu-
tions.

8. Provision for the establishment of guidelines, under regulations, for
the computation of earnings and profits in accordance with the rules which
have been developed for domestic corporations.—Among other matters,
provision will be made so that elections similar to those which are
available to domestic corporations will be available. These guide-
lines will facilitate compliance with the legislation from the standpoint
of taxpayers and will meet certain criticism that great difficulty will
be involved in determining tax liability under subpart F.

9. Elimination of provision perm'itting a pour-over of profits from
developed areas to less developed areas.—This change, in large part,
follows from the elimination of certain restrictions with respect to
the earnings of operating companies and permits considerable simpli-
fication in the application of this part of the draft. The only rein-
vestment which qualifies to reduce foreign base company income
involves dividends and interest derived from less developed count:
corporations. Less developed country corporations are, in general,
corporations carrying on an active trade or business within a less
developed country or countries and whose assets are located in such
countries. The terms on which such reinvestment may take place
have been liberalized so that minority stock (10 percent) and certain
debt interests may qualify and, also, the time in which the invest-
ment may be made has been extended from 75 days after the close of
the taxable year to 1 year or such longer period as may be designated
by the Secretary or his delegate. Also, investments made at a time
when a country is classified as a less developed country shall be treated
as a_qualified investment even if that country ceases to be a less
developed country.

10. Clarification of terms and minor technical improvements.—In
general, the provisions of the draft meet various technical points
which were raised with respect to the meaning of terms and the
mechanical features of section 13.

11. Elimination of coverage of corporations in the Commonwealth of
Puerto Rico and the Virgin Islands.—The draft leaves these corpora-
tions subject to the rules of existing law with, however, provision to
insure that such corporations will not be availed of for tax haven
activities.

12. Rounding out of coverage with respect to tax haven activities.—
Provision has been made to treat certain service income derived from
related parties as foreign base company and ‘to prevent avoidance of
the foreign base company sales income provisions in certain situa-
tions which are like those which are covered by the House bill. These
changes are in accordance with the purpose of the bill to effectively
eliminate deferral of taxation for tax haven activities.

4
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PART 1B

Draft of Statutory Language Incorporating Amendments Recom-
mended by Treasury Department to Section 13 of H.R. 10650

On page 103, beginning with line 14, strike out all through line 18,
on page 137 (sec. 13 of the bill) and in lieu thereof insert the following:

SEC. 13. CONTROLLED FOREIGN CORPORATIONS.

(8) In GeNERAL.—Part III of subchapter N of chapter 1 (relating
to income from sources without the United States) is amended by
adding at the end thereof the following new subpart:

“Subpart F—Controlled Foreign Corporations

“Sec. 951. Amounts included in gross income of United States share-

v

holders:

“Sec. 952. Subpart F income defined.

“See. 953. Income from insurance of United States risks.

“Sec. 954. Foreign base company income.

“Sec. 955. Withdrawal of previously excluded subpart F income from
qualified investment.

“Seec. 956. Investment of earnings in United States property.

“Sec. 957. Controlled foreign corporations.

“Sec. 958. Rules for determining stock ownership.

“Sec. 959. Exclusion from gross income of previously taxed earnings
and profits. .

“Sec. 960. Special rules for foreign tax credit. .

“Sec. 961. Adjustments to basis of stock in controlled foreign corpora-
tions and of other property.

“Sec. 962. Miscellaneous provisions.

“SEC. 951. AMOUNTS INCLUDED IN GROSS INCOME OF UNITED
STATES SHAREHOLDERS.
“(a) AmounTs INCLUDED.—

“(1) In eeneraL—If a foreign corporation is a controlled
corporation on any day of a taxable year beginning after Decem-
ber 31, 1962, every person who is a United States shareholder
(as defined in subsection (b)) of such corporation and who owns
(within the meaning of section 958(a)) stock in such corporation
on the last day, in such year, on which such corporation is a
controlled foreign corporation shall include in his gross income,
for his taxable year in which or with which such taxable year of
the corporation ends—

““(A) the sum of—

““(i) his pro rata share (determined under paragraph
(2)) of the corporation’s subpart F income for such
year, and

“(@i) his pro rata share (determined under section

955(a)(3)) of the corporation’s previously excluded
subpart F income withdrawn from investment in less
developed country corporations for such year; and

5
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4422 REVENUE ACT OF 1962

“(B) his pro rata share (determined under section
956(a)(2)) of the corporation’s increase in earnings invested
in United States property for such year (but only to the
extent not excluded from gross income under section
959(a)(2)).

“(2) PRO RATA SHARE OF SUBPART F INCOME.—The pro rata
share referred to in paragraph (1)(A)(i) in the case of any United
States shareholder is the amount—

“(A) which would have been distributed with respect to
the stock which such shareholder owns (within the meaning
of section 958(a)) in such corporation if on the last day, in
its taxable year, on which the corporation is a controlled
foreign corporation it had distributed pro rata to its share-
holders an amount (i) which bears the same ratio to its
subpart F income for the taxable year, as (ii) the part of
such year during which the corporation is a controlled foreign
corporation bears to the entire year, reduced by

‘“(B) the amount of any distribution received by any other
United States person during such year as a dividend with
respect to such stock. '

“(3) LIMITATION ON PRO RATA SHARE OF PREVIOUSLY EXCLUDED
SUBPART F INCOME WITHDRAWN FROM INVESTMENT.—For pur-
poses of paragraph (1)(A)(ii), the pro rata share of any United
States shareholder of the previously excluded subpart F income
of a controlled foreign corporation withdrawn from investment
in less developed country corporations shall not exceed an amount
(A) which bears the same ratio to his pro rata share of such
income withdrawn (as determined under section 955(a)(3)) for
the taxable year, as (B) the part of such year during which the
corporation 1s a controlled foreign corporation bears to the entire
year. :

“(4) LIMITATION ON PRO RATA OF INVESTMENT IN UNITED
STATES PROPERTY.—For pursposes of paragraph (1)(B), the pro
rata share of any United States shareholder in the increase of the
earnings of a controlled foreign corporation invested in United
States property shall not exceed an amount (A) which bears the
same ratio to his pro rata share of such increase (as determined
under section 956(a)(2)) for the taxable year, as (B) the part of
such year during which the corporation is a controlled foreign
corporation bears to the entire year.

“(b) Un1TED STATES SHAREHOLDER DEFINED.—For purposes of this
subpart, the term ‘United States shareholder’ means, with respect to
any foreign corporation, a United States person (as defined in section
7701(a)(30)) who owns (within the meaning of section 958 (a)), or is
considered as owning by applying the rules of ownership of section
958(b), 10 percent or more of the total combined voting power of all
classes of stock, or of the total value of shares of all classes of stock,
of such foreign corporation.

“(c) CoorpiNaTioN WitH ELECTION OF A FOREIGN INVESTMENT
Company To DisrriBure INcoME.—A United States shareholder who,
for his taxable year, is a qualified shareholder (within the meaning of
section 1247(c)) of a foreign investment company with respect to
which an election under section 1247 is in effect shall not be required
to include in gross income, for such taxable year, any amount under
subsection (a) with respect to such company.

6
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“SEC. 952. SUBPART F INCOME DEFINED.

“(a) INn GENERAL.—For purposes of this subpart, the term ‘subpart
F income’ means, in the case of any controlled foreign corporation,
the sum of— .

‘(1) the income derived from the insurance of United States
risks (as determined under section 953), and

‘(2) the foreign base company income (as determined under
section 954).

“(b) Excrusion oF UniTeEp StATES INCOME.—Subpart F inceme
does not include any item includible in gross income under this chapter
(other than this subpart) as income derived from sources within the
United States of a foreign corporation engaged in trade or business in
the United States.

“(c) Limitation.—For purposes of subsection (a), the subpart F
income of any controlled foreign corporation for any taxable year shall
not exceed the earnings and profits of such corporation for such year
reduced by the amount (if any) by which—

“(1) the sum of the deficits in earnings and profits for prior
taxable years beginning after December 31, 1962 exceeds

“(2) an amount equal to the earnings and profits described in
section 959(c)(3) accumulated for taxable years beginning after
December 31, 1962 (determined as of the close of the taxable
year).

For purposes of the preceding sentence, any deficit in earnings and
profits for any prior taxable year shall be taken into account under
paragraph (1) for any taxable year only to the extent it has not been
taken into account under such paragraph for any preceding taxable
year to reduce earnings and profits of such preceding year.

“(d) SpeciaL RuLE 1N CasE oF INDIRECT OwNERsSAIP.—For pur-
poses of subsection (¢), if—

(1) a United States shareholder owns (within the meaning of
section 958(a)) stock of a foreign corporation, and by reason of
such ownership owns (within the meaning of such section) stock
of any other foreign corporation, and

“(2) any of such foreign corporations has a deficit in earnings
and profits for the taxable year,

then the earnings and profits for the taxable year of each such foreign
corporation which is a controlled foreign corporation shall, with respect
to such United States shareholder, be properly reduced to take into
account any deficit described in paragraph (2) in such manner as the
Secretary or his delegate shall prescribe by regulations.
“SEC. 953. INCOME FROM INSURANCE OF UNITED STATES RISKS.
“(a) GENERAL RuLE.—For purposes of section 952(a)(1), the term
‘income derived from the insurance of United States risks’ means that
income which—

(1) is attributable to the reinsurance or the issuing of any
insurance or annuity contract—

“(A) in connection with property or liability arising out
of activity in, or in connection with the lives or health of
residents of, the United States, or

“(B) in connection with risks not included in subparagraph
(A) as the result of any arrangement whereby another cor-
poration receives a substantially equal amount of premiums

7
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or other consideration in respect of any reinsurance or the

issuing ‘of any insurance or annuity contract in connection

with property or liability arising out of activity in, or in

connection with the lives or health of residents of; the United
. States, and .

“(2) would (subject to the modifications provided by para-
graphs (1), (2), and (3) of subsection (b)) be taxed under sub-
chapter L of this chapter if such income were’'the income of s
domestic insurance corporation. . .

This section shall apply only in the case of a controlled foreign corpo-
Tation which receives during any taxable year premiums or other
consideration in respect of any reinsurance or the issuing of any insur-
ance or annuity contract described in paragraph (1) in excess of 5
percent of the total of premiums and other consideration received
by it during such taxable year in respect of all reinsurance and issuing
of insurance and annuity contracts.
“(b) SeeciaL RuLes.—For purposes of subsection (a)—

“(1) In the application of part I of subchapter L, life insurance
company taxable income is the gain from operations as defined
in section 809(b).

“(2) A corporation which would, if it were a domestic insurance
corporation, be taxable under part II of subchapter L shall apply
subsection (a) as if it were taxable under part ITI of subchapter L.

“(3) The following provisions of subchapter L shall not apply:

“(A) Section 809(d)(4) (operations loss deduction).

“(B) Section 809(d)(5) (certain nonparticipating con-
tracts).

“(C) Section 809(d)(6) (group life, accident, and health
insurance). ‘ ,

“(D) Section 809(d)(10) (small business deduction).

“(E) Section 817(b) (gain on property held on December
31, 1)958, and certain substituted property acquired after
1958).

“(F) Section 832(b)(5) (certain capital losses).

“(4) The items referred to in—

“(A) section 809(c)(1) (relating to gross amount of
premiums and other consideration).

“(B) section 809(c)(2) (relating to net decrease in re-
serves).

“(C) section 809(d)(2) (relating to mnet increase in re-
serves), and : ’

“(D) section 832(b)(4) (relating to premiums earned on
insurance contracts),

shall be taken into account only to the extent they are‘in respect
of any reinsurance or the issuing of any insurance or annuity
contract described in paragraph (1).

“(5) All items of income, expenses, losses, and deductions
(other than those taken into account under paragraph (4)) shall
be properly allocated or apportioned under regulations prescribed
by the Secretary or his delegate.

“SEC. 954. FOREIGN BASE COMPANY INCOME.

‘“(a) ForeioN Base Company INcome.—For purposes of section
952(a)(2), the term ‘foreign base company income’ means for any
taxable year the sum of—

8
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““(1) the foreign personal holding company income for the
taxable year (determined under subsection (¢) and reduced as
provided in subsection (b)(5)), -

“(2) the foreign base company sales income for the taxable
year (determined under subsection (d) and reduced as provided
m subsection (b)(5)), and ‘

“(3) the foreign base company services income for the taxable
year (determined under subsection (e) and reduced as provided
in subsection (b)(5)).

“(b) ExcLUsIONS AND SPECIAL RULES.—

‘(1) CERTAIN DIVIDENDS AND INTEREST FROM LESS DEVELOPED
COUNTRY CORPORATIONS EXCLUDED.—For purposes of subsection
(a), foreign base company income does not include dividends and
interest received during the taxable year by a controlled foreign
corporation from qualified investments in less developed countr
corporations (as defined in section 955(b)), to the extent that suc

- dividends and interest do not exceed the increase for the taxable
year in qualified investments in less developed country corpora-
tions of the controlled foreign corporation (as determined under
subsection (f)).

‘“(2) CERTAIN INSURANCE INCOME EXCLUDED.—For purposes
of subsection (a), foreign base company income does not include
any income derived from the insurance of Unitéd States risks
(as defined in section 953(a)).

“(3) SPECIAL RULE WHERE FOREIGN BASE COMPANY INCOME IS
LESS THAN 20 PERCENT OR MORE THAN 80 PERCENT OF GROSS
iNcoMEe.—For purposes of subsection (a)—

“(A) If the foreign base company income (determined
without regard to paragraph (5)) is less than 20 percent
of gross income, no part of the gross income of the taxable
year shall be treated as foreign base company income.

“(B) If the foreign base company income (determined
without regard to paragraph (5)) exceeds 80 percent of gross
income, the entire gross income of the taxable year shall,
subject to the provisions of paragraphs (1), (2), (4), and (5),
be treated as foreign base company income.

“(4) EXCEPTION FOR FOREIGN CORPORATIONS NOT AVAILED OF
TO REDUCE TAXES.—For purposes of subsection (a), foreign base
company income does not include any item of income received by
a controlled foréign corporation if it is established to the satis-
faction of the Secretary or his delegate with respect to such item
that the creation or organization of the controlled foreign corpo-
ration receiving such item under the laws of the foreign country
in which it is incorporated does not have the effect of substantial
reduction of income, war profits, excess profits or similar taxes.

“(5) DEDUCTIONS TO BE TAKEN INTO ACCOUNT.—For purposes
of subsection (a), the foreign personal holding company income,
the foreign base company sales income, the foreign base company
services income, and gross income to which paragraph (3)(B)
applies shall be reduced, under regulations prescribed by the
Secretary or his delegate, so as to take into account deductions
(including taxes) properly allocable to such income.

9
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“(6) ITEMS OF INCOME TO BE INCLUDED ONLY ONCE.—If an item
of income would, but for the provisions of this paragraph, be
includible as an item of income under more than one paragraph
of subsection (a), such item shall be included under the paragraph
specified by regulations prescribed by the Secretary or his dele-

ate.
“(g) ForeigN PersonaL Horping CoMPANY INCOME.—

“(1) In geNErAL.—For purposes of subsection (a) (1), the term
‘foreign personal holding company income’ means the foreign
personal holding company income (as defined in section 553),
modified and adjusted as provided in paragraph (2), (3), and (4).

“(2) RENTS INCLUDED WITHOUT REGARD TO 50 PERCENT LIMITA-
T10N.—For purposes of paragraph (1), all rents shall be included
in foreign personal holding company income without regard to
whether or not such rents constitute more than 50 percent of gross
income.

“(3) CERTAIN INCOME DERIVED IN ACTIVE CONDUCT OF TRADE
oR BUSINESS.—For purposes of paragraph (1), foreign personal
holding company income does not include dividends, interest,
rents, and royalties which—

“(A) are derived in the active conduct of a trade or busi-
ness; and

“(B) are received from a person other than a related person
(within the meaning of subsection (d) (3)).

“(4) CERTAIN INCOME RECEIVED FROM RELATED PERSONS.—
For purposes of paragraph (1), foreign personal holding company
income does not include—

“(A) dividends and interest received from a related person
which (i) is organized under the laws of the same foreign
country under the laws of which the controlled foreign
corporation is created or organized, and (i) has a substantial
part of its assets used in its trade or business located in such
same foreign country; or

“(B) rents, rofyalties, and similar amounts received from
a related person for the use of, or the privilege of using, prop-
erty within the country under the laws of which the controlled
foreign corporation is created or organized.

“(d) ForeicN Base CompaNy SaLEs INcOME.—

“(1) I~ ceNERAL.—For purposes of subsection (a)(2), the term
‘foreign base company sales income’ means income (whether in
the form of profits, commissions, fees, or otherwise) derived in
connection with the purchase of personal property from a related
person and its sale to any person, the sale of personal property to
any person on behalf of a related person, the purchase of personal
property from any person and its sale to a related person, or the
purchase of personal property from any person on behalf of a
related person where—

‘““(A) the property which is purchased (or in the case of
property sold on behalf of a related person, the property
which is sold) is manufactured, produced, grown, or ex-
tracted outside the country under the laws of which the con-
trolled foreign corporation is created or organized, and

_““(B) the property is sold for use, consumption, or disposi-
tion outside such foreign country, or, in the case of property
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purchased on behalf of a related person, is purchased for use,
consumption, or disposition outside such foreign country.
“(2) CERTAIN BRANCH INCOME.—For purposes of determining
foreign base company sales income (within the terms of para-
graph (1)), in situations in which the carrying on of activities by
a controlled foreign corporation through a branch or similar
establishment outside the country of incorporation of the con-
trolled foreign corporation has substantially the same effect as if
such branch or similar establishment were a wholly owned sub-
sidiary corporation deriving such income, then, under regulations
prescribed by the Secretary or his delegate, the income attribut-
able to the carrying on of such activities of such branch or similar
establishment shall be treated as income derived by a wholl
owned subsidiary of the controlled foreign corporation and shall
constitute foreign base company sales income of the controlled
foreign corporation.
“(3) RELATED PERSON DEFINED.—For purposes of this section,
a person is a related person with respect to a controlled foreign
corporation, if—
““(A) such person is an individual, partnership, trust, or
estate which controls the controlled foreign corporation;
“(B) such person is a corporation which controls, or is
controlled by, the controlled foreign corporation; or
“(C) such person is a corporation which is controlled by
the same person or persons which control the controlled
foreign corporation.
For purposes of the preceding sentence, control means the owner-
ship, directly or indirectly, of stock possessing more than 50
percent of the total combined voting power of all classes of stock
entitled to vote. For purposes of this paragraph, the rules for
deteirmjning ownership of stock prescribed by section 958 shall
8 . .

“ (e)pI:)FS(’)REIGN Base Company Services IncomeE.—For purposes of
subsection (a)(3), the term ‘foreign base company serviges income’
means income (whether in the form of compensation, commissions,
fees, or otherwise) derived in connection with the performance of
furnishing of technical, managerial, engineering, architectural, scien-
tific, skilled, industrial, commercial, or like services which are—

(1) performed or furnished for or on behalf of any related
person (within the meaning of subsection (d)(3)), and

“(2) are performed or furnished for or in comnection with
business activities carrted on by such related person outside the
country under the laws of which the controlled foreign corporation
is created or organized.

“(f) IncrEASE IN QuALIFIED INVESTMENTS IN LEss DEVELOPED
Country CorproraTiONs.—For purposes of subsection (b)(1), the
increase for any taxable year in qualified investments in less devefoped
country corporations of any controlled foreign corporation is the
amount by which—

“(1) the qualified investments in less developed country cor-
porations (as defined in section 955(b)) of the controlled foreign
corporation at the close of the taxable year, exceeds

11
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“(2) the qualified investments in less developed country cor-
porations (as so defined) of the controlled foreign corporation at
the close of the preceding taxable year.

“SEC. 955. WITHDRAWAL OF PREVIOUSLY EXCLUDED SUBPART F
INCOME FROM QUALIFIED INVESTMENT.
“(a) GENERAL RULEs.—

“(1) AMounT WITHDRAWN.—For purposes of this subpart, the
amount of previously excluded subpart F income of any controlled
corporation withdrawn from investment in less developed country
corporations for any taxable year is an amount equal to the
decrease in the amount of qualified investments in less developed
country corporations of the controlled foreign corporation for
such year, but only to the extent that the amount of such decrease
does not exceed an amount equal to—

“(A) the sum of the amounts excluded under section
954(b)(1) from the foreign base company income of such
corporation for all prior taxable years, reduced by

“(B) the sum of the amounts of previously excluded
subpart F income withdrawn from investment in less devel-
oped country corporations of such corporation determined
under this subsection for all prior taxable years.

“(2) DECREASE IN QUALIFIED INVESTMENTS.—For purposes of
paragraph (1), the amount of the decrease in qualified investments
in less developed country corporations of any controlled foreign
corporation for any taxable year is the amount by which—

““(A) the amount of qualified investments in less developed
country corporations of the controlled foreign corporation at
the close of the precéding taxable year, exceeds

“(B) the amount of qualified investments in less de-
veloped country corporations of the controlled foreign cor-
poration at the close of the taxable year,

to the extent the amount of such decrease does not exceed the
sum of the earnings and profits for the taxable year and the
earnings and profits accumulated for prior taxable years be-
ginning after December 31, 1962. For purposes of this para-
graph, if qualified investments in less dgve oped country cor-
porationsYare disposed of by the controlled foreign corpora-
tion during the taxable year, the amount of the decrease in
qualified investments in less developed country corporations of
such controlled foreign corporation for such year shall be reduced
by an amount equal to the amount (if any) by which the losses
on such dispositions during such year exceed the gains on such
dispositions during such year.

“(3) PRO RATA SHARE OF AMOUNT WITHDRAWN.—In the case of
any United States shareholder, the pro rata share of the amount
of previously excluded subpart F income of any controlled foreign
corporation withdrawn from investment in less developed country
corporations for any taxable year is his pro rata share of the
amount determined under paragraph (1).

“(b) QuariFiep INvEsTMENTS IN Lmss DEeveLorED COUNTRY
CORPORATIONS.—

“(1) In eENERAL~—For purposes of this subpart, the term
‘qualified investments in less developed country corporations’
means property acquired after December 31, 1962, which is—
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“(A) stock of a less developed country corporation held
by the controlled foreign corporation, but only if the con-
trolled foreign corporation owns 10 percent or more of the
total combined voting power of all classes of stock, or of the
total value of shares of all classes of stock, of such less de-
veloped country corporation; or

“(B) an obligation of a less developed country corporation
held by the controlled foreign corporation, which, at the time
of its acquisition by the controlled foreign corporation, has
a maturity of 5 years or more, but only if the controlled
foreign corporation owns 10 percent or more of the total
combined voting power of all classes of stock, or of the total
value of shares o'fp all classes of stock, of such less developed
country corporation.

“(2) COUNTRY CEASES TO BE LESS DEVELOPED COUNTRY.—
For purposes of this subpart, property which would be a qualified
investment in less developed country corporations, but for the
fact that a foreign country has, after the acquisition of such
f)roperty by the controlled foreign corporation, ceased to be a
ess developed country, shall be treated as a qualified investment
in less developed country corporations.

“(3) INVESTMENTS AFTER CLOSE OF YEAR.—For purposes of
this subpart, a controlled foreign corporation may, under regula-
tions prescribed by the Secretary or his delegate, elect to treat
property described in paragraph (1) or (2) which was acquired
after the close of a taxable year and on or before the close of the
following taxable year, or on or before such day after the close
of the following taxable year as such regulations may prescribe,
as having been acquired on the last day of such year.

“(4) AMOUNT ATTRIBUTABLE TO PROPERTY.—The amount
taken into account under this subpart with respect to any

roperty described in paragraph (1) or (2) shall be its adjusted
gasis, reduced by any liability to which such property is subject.
“(¢) Less DevELoPED CoUNTRY CORPORATIONS.—

“(1) IN ¢ENERAL.—For purposes of this subpart, the term
‘less developed country corporation’ means a foreign corpora-
tion which during the taxable year is engaged in the active con-
duct of one or more trades or businesses and—

“(A) 80 percent or more of the gross income of which
for the taxable year is derived from sources within less de-
veloped countries,

“(B) 80 percent or more in value of the assets of which on
each day if the taxable year consists of —

“(i) property used in such trades or businesses and
located in less developed countries,

“(ii) money, and deposits with persons carrying on
the banking business, located in less developed coun-
tries

“(’iii) stock, and obligations which, at the time of their
acquisition, have a maturity of 5 years of more, of any
other less developed country corporation,

“(iv) obligations of the government of a less developed
country,
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“(v) an investment which is required because of re-
strictions imposed by a less developed country, and

“(vi) property described in section 956(b)(2); and

“(0) is created or organized under the laws of one of the

less developed countries in which property described in sub-
paragraph (B)(i) is located.

For purposes of subparagraph (A), the determination as to

whether income is derived from sources within less developed

countries shall be made under regulations prescribed by the

Secretary or his delegate.

“(2) LESs DEVELOPED COUNTRY DEFINED.—For purposes of
this subpart, the term ‘less developed country’ means (in respect
of any foreign corporation) any foreign country (other than an
area within the Sino-Soviet bloc) or any possession of the United
States, with respect to which on the first day of the taxable year,
there is in effect an Executive order by the President of the United
States designating such country or possession as an economically
less developed country for purposes of this subpart. For purposes
of the preceding sentence, an overseas territory, department,
province, or possession may be treated as a separate country.
No designation shall be made under this paragraph with respect

to—

Australia Liechtenstein

Austria Luxzembourg

Belgium Monaco

Canada Netherlands

Denmark New Zealand

France Norway

Germany (Federal Re- Union of South Africa
public) San Marino

Hong Kong Sweden

Ttaly Switzerland

Japan United Kingdom

“SEC. 956. INVESTMENT OF EARNINGS IN UNITED STATES PROPERTY.
“(a) GENERAL RunEs.—For purposes of this subpart—

“(1) AMOUNT OF INVESTMENT.—The amount of earnings of &
controlled foreign corporation invested in United States propert
at the close of any taxable year is the aggregate amount of suc
property held, directly or indirectly, by the controlled foreign
corporation at the close of the taxable year, to the extent such
amount would have constituted a dividend (determined after the
application of section 955(a)) if it had been distributed.

“(2) PRrO RATA SHARE OF INCREASE FOR YEAR.—In the case of
any United States shareholder, the pro rata share of the increase
for any taxable year in the earnings of a controlled foreign corpora-
tion invested in United States property is the amount determined
by subtracting—

“(A)\h.is pro rata share of the amount determined under
paragraph (1) for the close of the preceding taxable year,
reduced by amounts paid during the taxable year to which
section 959(c)(1) applies, from

“(B) his pro rata share of the amount determined under
paragraph (1) for the close of the taxable year.
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“(3) AMOUNT ATTRIBUTABLE T0 PROPERTY.—The amount
taken into account under paragraph (1) or (2) with respect to
any E;'operty shall be its adjusted basis, reduced by any liability
to which the property is subject.

“(b) UnttED STATES PROPERTY DEFINED.—

“(1) In eEnERAL—For purposes of subsection (a), the term
‘United States property’ means any property acquired after
December 31, 1962, which is—

“(A) tangible property located in the United States;

“(B) stock of a domestic corporation; or

“(C) an obligation of a United States person.

“(2) Exceprions.—For purposes of subsection (a), the term
‘United States property’ does not include—

“(A) money, or deposits with persons carrying on the
banking business, located in the United States;

“(B) property located in the United States which is pur-
chased in the United States for export to, or use in, foreign
countries;

“(C) any obligation of a United States person arising in
connection with the sale of property if the amount of such
obligation outstanding at no time during the taxable year
exceeds the amount which would be ordinary and necessary
to carry on the trade or business of both the other party to
the sale transaction and the United States person had the
sale been made between unrelated persons;

“(D) any aircraft, railroad rolling stock, vessel, motor ve-
hicle, or container used in the transportation of persons or
property in foreign commerce and used predominantly out-
side the United States; or

“(E) the amount of assets of an insurance company
equivalent to the unearned premiums on outstanding busi-
ness with respect to contracts which are not described in
section 953(a)(1).

“(c) PLEDGES AND GUARANTEES.—For purposes of subsection (a),
a controlled foreign corporation shall, under regulations prescribed by
the Secretary or his delegate, be considered as holding an obligation
of a United States person it it is a pledgor or guarantor of such obliga-
tion.

“SEC. 957. CONTROLLED FOREIGN CORPORATIONS.

“(a) GENErAL RuLE.—For purposes of this subpart, the term
‘controlled foreign corporation’ means any foreign corporation of
which more than 50 percent of the total combined voting power of
all classes of stock entitled to vote is owned (within the meaning of
section 958(a)), or is considered as owned by applying the rules of
ownership of section 958(b), by United States shareholders on any
day during the taxable year of such foreign corporation.

“(b) SpeciaL RuLe ror Insurance.—For purposes only of taking
into account income described in section 953(a) (relating to income
derived from insurance of United States risks), the term ‘controlled
foreign corporation’ includes not only a foreign corporation as defined
by subsection (a) but also one of which more than 25 percent of the
total combined voting power of all classes of stock is owned (within
the meaning of section 958(a)), or is considered as owned by applying
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the rules of ownership of section 958(b), by United States shareholders
on any day during the taxable year of such corporation, if the gross
amount of premiums or other consideration in respect of the reinsur-
ance or the issuing of insurance or annuity contracts described in
section 953(a)(1) exceeds 75 percent of the gross amount of all pre-
miums or other consideration in respect of all risks.

“(¢) CorPORATIONS ORGANIZED IN UNiTED STATES POSSESSIONS.—
For purposes of this subpart, the term ‘controlled foreign corporation’
does not include any corporation created or organized in the Common-
wealth of Puerto Rico or a possession of the United States or under
the law of the Commonwealth of Puerto Rico or a possession of the
United States if— ,

‘(1) 80 percent or more of the gross income of such corpora-
tion (computed without regard to section 931) for the 3-year
period immediately preceding the close of the taxable year (or
for such part of such period immediately preceding the close of
such taxable year as may be applicable) was derived from sources
within the Commonwealth of Puerto Rico or a possession of the
United States; and :

“(2) 50 percent or more of the gross income of such corpore-
tion (computed without regard to section 931) for such period,
or for such part thereof, was derived from the active conduct
within the Commonwealth of Puerto Rico or a possession of the
United States of any trades or businesses constituting the manu-
facture or processing of goods, wares, merchandise, or other
tangible personal property; the processing of agricultural or
horticultural products or commodities (including but not limited
to livestock, poultry or fur-bearing animals); the catching or
taking of any kind of fish or the mining or extraction of natural
resources, or any manufacturing or processing of any products or
commodities obtained from such activities; or the ownership or
operation of hotels.”

For purposes of paragraphs (1) and (2), the determination asto
whether income was derived from sources within the Commonwealth
of Puerto Rico or a possession of the United States and was derived
from the active conduct of a described trade or business within the
Commonwealth of Puerto Rico or a possession of the United States

shall be made under regulations prescribed by the Secretary or his
delegate. .

“SEC. 958. RULES FOR DETERMINING STOCK OWNERSHIP.
““(a) DirEcT AND INDIRECT OWNERSHIP.—
“(1) GeNeraL RULE.—For purposes of this subpart (other
than sections 955(b)(1) (A) and (B)), stock owned means—
“(A) stock owned directly, and \
‘ “(B) stock owned with the application of paragraph (2).
‘(2) STOCK OWNERSHIP THROUGH FOREIGN ENTITIES.—For pur-
poses of subparagraph (B) of paragraph (1), stock owned, directly
or indujectly, by or for a foreign corporation, foreign partnership,
or foreign trust or foreign estate (within the meaning of section
7701(a)(31)) shall be considered as being owned proportionately
by its shareholders, partners, or beneficiaries. Stock considered
to be owned by a person by reason of the application of the pre-
ceding sentence shall, for purposes of applying such sentence, be
treated as actually owned by such person,

16



REVENUE ACT OF 1962 4433

“(3) SpEcIAL RULE FOR MUTUAL INSURANCE COMPANIES.—For
purposes of applying paragraph (1) in the case of a foreign mutual
insurance company, the term ‘stock’ shall include any certificate
entitling the holder to voting power in the corporation.

“(b) ConstrUCTIVE OWNERsSHIP.—For purposes of sections 951 (b,)
954(d)(3), and 957, section 318(a) (relating to constructive ownership
of stock) shall apply to the extent that the effect is to treat any United
States person as a United States shareholder within the meaning of
section 951 (b), to treat a person as a related person within the meanin,
of section 954(d)(3), or to treat a foreign corporation as a controlleg
foreign corporation under section 957, except—

“@1) In applying paragraph (1)(A) of section 318(a), stock
owned by a nonresident alien individual (other than a foreign
trust or foreign estate) shall not be considered as owned by a
citizen or by a resident alien individual.

“(2) In applying the first sentence of subparagraphs (A) and
(B), and in applying clause (i) of subparagraph (C), of section
318 (a)(2)—

“(A) if a partnership, estate, trust, or corporation owns,
directly or indirectly, more than 50 percent of the total
v combined voting power of all classes of stock entitled to vote
of a corporation, it shall be considered as owning all the
stock entitled to vote, and
“(B) if a partnership, estate, trust, or corporation owns,
directly or indirectly, more than 50 percent of the total value
of shares of all classes of stock of a corporation, it shall be
considered as owning the total value of a}_)l of the outstanding
stock of such corporation. The application of this subpara-
graph shall.not have the effect of increasing voting power of
a partner, beneficiary, or shareholder, for purposes of sub-
paragraph (A).

“(3) Stock owned by a partnership, estate, trust, or corpora-
tion, by reason of the application of the second sentence of sub-
paragraphs (A) and (B), and the application of clause (ii) of
subparagraph (C), cof section 318(a)(2), shall not be considered
as owned by such partnership, estate, trust, or corporation, for
the purposes of applying the first sentence of subparagraphs (A)
and((l)3(), and in applying clause (i) of subparagraph (C), of section
318(a) (2).

“(4) In applying clause (i) of subparagraph (C) of section
318(a)(2), the phrase ‘10 percent’ shall be substituted for the
phrase ‘50 percent’ used in subparagraph (C).

“SEC. 959. EXCLUSION FROM GROSS INCOME OF PREVIOUSLY TAXED
EARNINGS AND PROFITS.

“(a) ExcrLusioN FroM Gross INcoME oF UNITED SrATES PERSONS.—
For purposes of this chapter, the earnings and profits for a taxable
year of a foreign corporation attributable to amounts which are, or
have been, included in the gross income of a United States shareholder
under section 951(a) shall not, when—

(1) such amounts are distributed to, or

“(2) such amounts would, but for this subsection, be included
under section 951(a)(1)(B) in the gross income of,

such shareholder (or any other United States person who acquires
from any person any portion of the interest of such United States

17
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shareholder in such foreign corporation, but only to’the extent of
such portion, and subject to such proof of the identity of such interest
as the Secretary or his delegate may by re%lulations prescribe) directly,
or indirectly through a chain of ownership described under section
958(a), be again included in the gross income of such United States
shareholder (or of such other United States person). ’

“(b) ExcrusioNn From Gross IncoME oF CertaiN ForEren Sus-
SIDIARIES.—For purposes of section 951(a), the earnings and profits
for a taxable year of a controlled foreign corporation attributable to
amounts which are, or have been, included in the gross income of a
United States shareholder under section 951(a), shall not, when dis-
tributed through a chain of ownership described under section 958(a),
be also included in the gross income of another controlled foreign
corporation in such chain for purposes of the application of section
951(a) to such other controlled foreign corporation with respect to
such United States shareholder (or to any other United States share-
holder who acquires from any person any portion of the interest of
such United States shareholder in the controlled foreign corporation,
but only to the extent of such portion, and subject to such proof of
identity of such interest as the Secretary or his delegate may prescribe
by regulations).

“(c) ALnocaTioN oF DisTriBUTIONS.—For purposes of subsections
(a) and (b), section 316(a) shall be applied by applying paragraph (2)
thereof, and then paragraph (1) thereof—

“(1) first to earnings and profits attributable to amounts
included in gross income under section 951(a)(1)(B) (or which
would have been included except for subsection (a)(2)),

‘“(2) then to earnings and profits attributable to amounts
included in gross income under section 951(a)(1)(A) (but reduced
by amounts not included under section 951(a)(1)(B) because of
the exclusion in subsection (a)(2)), and

“(3) then to other earnings and profits.

“(d) DistriBurioNs ExcLupep From Gross INcome Not To Be
TreEATED As Divipenps.—Except as provided in section 960(a)(3),
any distribution excluded from gross income under subsection (a) shall
be treated, for purposes of this chapter, as a distribution which is not
a dividend.

“SEC. 960. SPECIAL RULES FOR FOREIGN TAX CREDIT.

“(a) Taxes Paip BY A ForeEi6N CORPORATION.—

(1) GENERAL RULE.—For purposes of subpart A of this part,
if there is included, under section 951(a), in the gross income of
a d(f)imestlc corporation any amount attributable to earnings and
profits—

“(A) of a foreign corporation at least 10 percent of the
voting stock of which is directly owned by such domestic
corporation, or

“(B) of a foreign corporation at least 50 percent of the
voting stock of which is directly owned by a foreign corpore-
tion at least 10 percent of the voting stock of which is in turn
directly owned by such domestic corporation,

then, under regulations prescribed by the Secretary or his dele-
gate, such domestic corporation shall be deemed to have paid the
same proportion of the total income, war profits, and excess profits
taxes paid (or deemed paid, if, paragraph (4) applies) by such

18
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foreign corporation to a foreign country or possession of the
United States for the taxable year which the amount of earnings
and profits of such foreign corporation so included in gross in-
come of the domestic corporation bears to the entire amount of
the total earnings and profits of such foreign corporation for such
taxable year.

“(2) TAXES PREVIOUSLY DEEMED PAID BY DOMESTIC CORPORA-
tioN.—If a domestic corporation receives a distribution from a
foreign corporation, any portion of which is excluded from gross
income under section 959, the income, war profits, and excess
profits taxes paid or deemed paid by such foreign corporation to
any foreign country or to any possession of the United States in
connection with the earnings and profits of such foreign corpora-
tion from which such distribution is made shall not be taken into
account for purposes of section 902, to the extent such taxes were
deemed paid by such domestic corporation under paragraph (1)

" for any prior taxable year.

“(3) TAXES PAID BY FOREIGN CORPORATION AND NOT PRE-
VIOUSLY DEEMED PAID BY DOMESTIC CORPORATION.—Any portion
of a distribution from a foreign corporation received by a domestic
corporation which is excluded from gross income under section
959(a) shall be treated by the domestic corporation as a dividend,
solely for purposes of taking into account under section 902 any
income, war profits, or excess profits taxes paid to any foreign
country or to any possession of the United States, on or with
respect to the accumulated profits of such foreign corporation
from which such distribution is made, which were not deemed
paid by the domestic corporation under paragraph (1) for any
prior taxable year.

“(4) TAXES PAID BY A FOREIGN SUBSIDIARY.—If subparagraph
(A) of paragraph (1) applies with respect to an amount included
in gross income under section 951(a) for a taxable year, then such
amount shall be considered a dividend for purpose of the applica-
tion of section 902(b).

*(5) INCLUSION IN GROSS INCOME.—

“For inclusion in gross income of amount equal to taxes deemed paid
under paragraph (1), see section 78.
“(b) Specia. RuLes ror ForeieN Tax CREDIT IN YEAR OF
Recerer oF PreviousLy Taxep EArNiINGS AND PrRoFITS.—

“(1) INCREASE IN SECTION 904 LIMITATION.—In the case of
any taxpayer who—

“(A) either (i) chose to have the benefits of subpart A of
this part for a taxable year in which he was required under
section 951(a) to include in his gross income an amount in
respect of a controlled foreign corporation, or (ii) did not pay
or accrue for such taxable year any income, war profits, or
excess profits taxes to any foreign country or to any possession
of the United States, and

“(B) chooses to have the benefits of subpart A of this part
for the taxable year in which he receives a distribution or
amount which is excluded from gross income under section
959(a) and which is attributable to earnings and profits of
the controlled foreign corporation which was included in his
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gross iné:ome for the taxable year referred to in subparagraph
A), an PR
( ‘)‘(C) for the taxable year in which such distribution or
amount is received, pays, or is deemed to have paid, or
accrues income, war profits, or excess profits taxes to a for-
eign country or to any possession of the United States with
respect to such distribution or amount,

the applicable limitation under section 904 for the taxable year
in which such distribution or amount is received shall be in-
creased as provided in paragraph (2), but such increase shall not
exceed the amount of such taxes paid, or deemed paid, or accrued
with respect to such distribution or amount.

“(2) AmounT OoF INCREASE.—The amount of increase of the
applicable limitation under section 904(a) for the taxable year in
which the distribution or amount referred to in paragraph (1)(B)
is received shall be an amount equal to— ‘

“(A) the amount by which the applicable limitation under
section 904 (a) for the taxable year referred to in paragraph
(1)(A) was increased by reason of the inclusion in gross in-
come under section 951(a) of the amount in respect of the
controlled foreign corporation, reduced by

“(B) the amount of any income, war profits, and excess
profits taxes paid, or deemed paid, or accrued to any foreign
country or possession of the United States which were allow-
able as a credit under section 901 for the taxable. year re-
ferred to in paragraph (1) (A) and which would not have been
allowable but for the inclusion in gross income of the amount
described in subparagraph (A).

“(3) CAsES IN WHICH TAXES NOT TO BE ALLOWED AS DEDUC-
TIoN.—In the case of any taxpayer who—

““(A) chose to have the benefits of subpart A of this part
for a taxable year in which he was required under section
951(a) to include in his gross income an amount in respect
of a controlled foreign corporation, and

‘“(B) does not choose to have the benefits of subpart A of
this part for the taxable year in which he receives a distribu-
tion or amount which is excluded from gross income under
section 959(a) and which is attributable to earnings and
profits of the controlled foreign corporation which was in-
cluded in his gross income for the taxable year referred to in
subparagraph (A),

no deduction shall be allowed under section 164 for the taxable
year in which such distribution or amount is received for any
income, war profits, or excess profits taxes paid or accrued to any
foreign country or to any possession of the United States on or
with respect to such distribution or amount.

_ “(4) INSUFFICIENT TAXABLE INCOME.—If an increase in the
limitation under this subsection exceeds the tax imposed by this
chapter for such year, the amount of such excess shall be deemed
an overpayment of tax for such year.

“SEC. 961. ADJUSTMENTS TO BASIS OF STOCK IN CONTROLLED
FOREIGN CORPORATION AND OF OTHER PROPERTY.

“(a) IncrEASE IN Basts.—Under regulations prescribed by the
Secretary or his delegate, the basis of a United States shareholder’s
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stock in a controlled foreign corporation, and the basis of property of
a United States shareholder by reason of which he is considered under
section 958(a)(2) as owning stock of a controlled foreign corporation,
shall be increased by the amount required to be included in his gross
income under section 951(a) with respect to such stock or with respect,
to such property, as the case may be, but only to the extent to which
such amount was included in the gross income of such United States
shareholder.

“(b) REpucTIiON IN Basis.—

“(1) In eEnERAL.—Under regulations prescribed by the Secre-
tary or his delegate, the adjusted basis of stock or other property
with respect to which a United States shareholder or a United
States person receives an amount which is excluded from gross
income under section 959(a) sball be reduced by the amount so
excluded. ,

“(2) AMOUNT IN EXCESS OF BAsSIS.—To the extent that an
amount excluded from gross income under section 959 (a) exceeds
the adjusted basis of the stock or other property with respect
to which it is received, the amount shall be treated as gain from
the sale or exchange of property.

“SEC. 962. MISCALLENOUS PROVISIONS.

“(a) EARNINGs AND Prorirs.—For purposes of this subpart, the
earnings and profits of any foreign corporation, and the deficit in
earnings and profits of any foreign corporation, for any taxable year
shall be determined according to rules substantially similar to those
applicable to domestic corporations, under regulations prescribed by
the Secretary or his delegate.

“(b) Brockep ForeigN IncomE.—Under regulations prescribed
by the Secretary or his delegate, no part of the earnings and profits
of a controlled foreign corporation for any taxable year shall be
included in earnings and profits for purposes of sections 952, 955, and
956, if it is established to the satisfaction of the Secretary or his dele-
gate that such part could not have been distributed by the controlled
foreign corporation to United States shareholders who own (within
the meaning of section 958(a)) stock of such controlled foreign cor-
poration because of currency or other restrictions or limitations im-
posed under the laws of any foreign country.

“c) RECORDS AND AccoUNTs OF UNITED STATES SHAREHOLDERS. —
The Secretary or his delegate may by regulations require each person
who 1s, or has been, a United States shareholder of a controlled foreign
corporation to maintain such records and accounts as may be pre-
scribed by such regulations as necessary to carry out the provisions
of this subpart.”

(b) TecaNicAL AND CLERICAL AMENDMENTS—.

(1) Section 551(b) (relating to foreign personal holding com-
pany income included in gross income of United States share-
hol(f;rs) is amended by adding at the end thereof the following
new sentence: ‘‘The amount included in the gross income of an
United States shareholder for any taxable year under the preced-
ing sentence shall be reduced by such shareholder’s proportionate
share of the undistributed personal holding company income
which is included in his gross income under section 951 (a)(1)(A) @)
(relating to amounts included in gross income of United States
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shareholders) for such taxable year as his pro rata share of the
subpart F income of the company.” .

(2) Section 901 (relating to foreign tax credit) is amended by
striking out “section 902" and inserting in lieu thereof ‘sections
902 and 960". .

(3) Section 902(e) is amended to read as follows:

“(e) Cross REFERENCES.—

“(1) For application of subsections (a) and (b) with respect to
taxes deemed paid in a prior taxable year by a United States share-
holder with respect to a controlled fereign corporation, see section
960.

“(2) For reduction of credit with respect to dividends paid out of
accumulated profits for years for which certain information is not
furnished, see section 6038.”

(4) Section 904(f) is amended to read as follows:
“(f) Cross REFERENCES.—

“(1) For increase of applicable limitation under subsection
(a) for taxes paid with respect to amounts received which were
included in the gross income of the taxpayer for a prior taxable
year as a United States shareholder with respect to a controlled
foreign corporation, see section 960(b).

“(2) For special rule relating to the application of the credit
provided by section 901 in the case of affiliated groups which include
Western Hemisphere trade corporations for years in which the
limitation provided by subsection (a) (2) applies, see section 1503(d).”

(5) The table of subparts for part III of subchapter N of
chapter 1 is amended by adding at the end thereof the following:

“Subpart F. Controlled Foreign Corporations.”

(6) Section 1016(a) (relating to adjustments to basis) is
amended—

(A) by striking out the period at the end of paragraph (18)
and inserting in lieu thereof a semicolon; and

(B) by adding after paragraph (18) the following new
paragraph:

“(19) to the extent provided in section 961 in the case of stock
in controlled foreign corporations (or foreign corporations which
were controlled foreign corporations) and of property by reason
of which a person is considered as owning such stock.”

(¢) ErrecTive DaTe.—The amendments made by this section shall
apply with respect to taxable years of foreign corporations beginning
after December 31, 1962, and to taxable years of United States share-
holders within which or with which such taxable years of such foreign
corporations end.

Page 164, after line 18, insert the following new section:

SEC. . SALES AND EXCHANGES OF PATENTS, ETC., TO CERTAIN
FOREIGN CORPORATIONS.

(a) TREATMENT OF GAIN As OrRDINARY INcoME.—Part IV of sub-
chapter P of chapter 1 (relating to special rules for determining capital
gains and losses) is amended by adding after section 1248 (as added
by section 16 of this Act) the following new section:

“SEC. 1249. GAIN FROM CERTAIN SALES OR EXCHANGES OF PATENTS,
ETC., TO FOREIGN CORPORATIONS.

“(a) GENERAL RuULE.—Gain from the sale or exchange after

December 31, 1962, of a patent, an invention, model, or design
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(whether or not patented), a copyright, a secret formula or process,
or any other similar property right to any foreign corporation by an
United States person (as defined in section 7701(a)(30)) whicﬁ
controls such foreign corporation shall, if such gain would (but for
the provisions of this subsection) be gain from the sale or exchange of
a capital asset or of property described in section 1231, be considered
as gain from the sale or exchange of property which is neither a capital
asset nor property described in section 1231.

“(b) ConTrOL.—For purposes of subsection (a), control means,
with respect to any foreign corporation, the ownership, directly or
indirectly, of stock possessing more than 50 percent of the total
combined voting power of all classes of stock entitled to vote. For
purposes of this subsection, the rules for determining ownership of
stock prescribed by section 958 shall apply.

“(¢) OtrER TrANsFERs OF PaTeEnT Rigats, Etrc., To ForEigyn
CORPORATIONS.—

“For allocation, etc., of income by the Secretary or his delegate
in case of corporations owned or controlled directly or indirectly
by the same interests, see section 482(a).”
(b) Cuerican AMENDMENT.—The table of sections for such part IV
is amended by adding at the end thereof the following:
“Sec. 1249. Gain from certain sales or exchanges of patents, etc., to
foreign corporations.”
(c) Errecrive Dare.—The amendments made by this section shall
apply to taxable years beginning after December 31, 1962.
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PART 2

Explanation and Draft of Amendments Recommended by Treasury’
Department to Section 15 of H.R. 10650

Section 15. ForEIGN INVESTMENT COMPANIES
NOTE REGARDING THE REDRAFT OF SECTION 15

Amendment No. 1 provides that this section applies only to foreign
investment companies for taxable years after December 31, 1962,

Amendment No. 2 limits the definition of a foreign investment com-
pany in a manner similar to the Investment Companies Act of 1940,
by adopting all of the appropriate exceptions provided therein.

Amendments Nos. 3 and 4 limit the earnings and profits taxable on
the sale by a successor in interest to a deceased shareholder to those
accumulated after December 31, 1962.

Amendment No. 4 extends the time for mailing the written notice
by the foreign investment company to its shareholders of their portion
of long-term capital gain from 30 to 45 days.

. Amendments Nos. 6, 7, 8, 9, and 11 make clerical changes.

Amendment No. 10 makes several changes.

New subsections (d) and (e) of section 1247 are technical changes
clarifying the rules respecting shareholder taxation.

New subsections (f) and (g) provide that a foreign investment com-
pany may elect to pass through the credit for taxes paid to foreign
countries and possessions of United States to its shareholders.

New subsection (i) makes a clerical change.

Amendment No. 1—On page 149, line 25, insert ‘‘which, for any
taxable year beginning after December 31, 1962, is” after the word
“corporation’’.

Amendment No. 2—On page 150, line 8, insert *, as limited by
paragraphs (2) through (10) (except paragraph (6)(C)) and paragraphs
(12) through (15) of section 3(c) thereof”’ after the word “Act”.

Amendment No. 3—On page 151, beginning on line 24 and con-
tinuing to page 152, line 1, strike the word “accumulated’’.

Amendment No. 4—On page 152, line 1, insert “‘accumulated after
December 31, 1962” after the word “company”’.

Amendment No. 5—On page 153, line 17, insert ‘45’ in lieu of “30”.

Amendment No. 6—On page 153, line 20, strike the word ‘‘gains”
and insert in lieu thereof the word “‘gain”’.

. Amendment No. 7—On page 153, line 21, strike ‘losses;’ and
insert in lieu thereof ‘loss of the taxable year,”.

Amendment No. 8—On page 154, line 9, strike the words “‘capital
gains over losses” and insert in lieu thereof ‘‘net long-term capital
gain over net short-term capital loss”.

Amendment No. 9—On page 155, line 3, strike “capital gains over
losses” and insert in lieu thereof “‘net long-term capital gain over net
short-term capital loss”.
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Amendment No. 10—Commencing on page 156, line 18, redesignate
subsection (d) as subsection (e), redesignate present subsection (e) as
subsection (i), insert the following new subsection (d), change the now
sul()ise((lzlt)ion (e), and insert the following new subsections (f), (g),
an :

“(d) TrREATMENT OF DiSTRIBUTED AND UNDISTRIBUTED CAPITAL
GAINS BY SHAREHOLDERS.—

“(1) Every shareholder of a foreign investment company for
any taxable year of such company with respect to which an elec-
tion pursuant to subsection (a) is in effect shall include, in com-
puting his long-term capital gains for his taxable year in which
received or accrued, his pro rata share of the distributed portion
of the excess of the net long-term capital gain over the net short-
term capital loss for such taxable year of the company.

“(2) To the extent that a shareholder of a foreign investment
company at the close of any taxable year of such company with
respect to which an election pursuant to subsection (a) is in
effect includes in his return, for his taxable year in which the last
day of the company’s taxable year falls, his pro rata share of
the undistributed portion of the excess of the net long-term
capital gain over the net short-term capital loss for such taxable
year of the company, such share shall be included in his gross
Income as a long-term capital gain.

‘“(e) ApyusTMENTS.—Under regulations prescribed by the Secretary
or his delegate, proper adjustment shall be made—

“(1) in the earnings and profits of the electing foreign in-
vestment company and a shareholder’s ratable share thereof, and

“(2) in the adjusted basis of stock of such company held by
such shareholder (whether or not qualified)

te reflect such shareholder’s inclusion in gross income of undistributed
capital gains.”

“{) EvecrioN BY ForeleN INveEsTMENT CoMPANY WITH RESPECT
To Foreien Tax Crepir.—A foreign investment company with
respect to which an election pursuant to subsection (a) is in effect
and more than 50 percent of the value (as defined in section 851(c)(4))
of whose total assets at the close of the taxable year consists of stock
or securities in foreign corporations may, for such taxable year, elect
the application of this subsection with respect to income, war profits,
and excess profits taxes described in section 901(b)(1) which are paid
by the foreign investment company during such taxable year to
foreign countries and possessions of the United States. If such
election is made—

“(1) the foreign investment company—

‘““(A) shall compute its taxable income, for purposes of
subsection (a) (1) (A), without any deductions for taxes paid
to foreign countries or possessions of the United States,

“(B) shall treat the amount of such taxes, for purposes of
applying subpart A of part III of subchapter N and subsec-
tion (g) (1), as having been paid to the country in which the
foreign investment company is incorporated, and

“(C) shall treat the amount of such taxes, for Eur(i)oses of
subsection (a) (1) (A), as distributed to its share .ol ers;

“(2) each qualified shareholder of such foreign investment
company— 0
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“(A) shall include in gross income and treat as paid by
him his proportionate share of taxes, and
(B) shaﬁ treat as gross income from sources within the
country in which the foreign investment company is incorpo-
rated, for purposes of applying subpart A of part III of sub-
chapter N, the sum of his proportionate share of such taxes
and the portion of any dividend paid by such foreign invest-
ment company which represents income from sources with-
out the United States.

“(g) Notice To SHAREHOLDERS.—The amounts to be treated by a
qualified shareholder, for purposes of subsection (f}(2), as his propor-
tionate share of—

(1) taxes paid to the country in which the foreign investment
company is incorporated, and
“(2) gross income derived from sources without the United
States,
shall not exceed the amounts so designated by the foreign investment
company in a written notice mailed to its shareholders not later than
45 days after the close of its taxable year.

“(h) MannErR oF MaxiNe ErLecrioN AND NoOTIFYING SHARE-
HOLDERs.—The election provided in subsection (f) and the notice to
shareholders required by subsection (g) shall be made in such manner
as the Secretary or his delegate may prescribe by regulations.”

Amendment No. 11—On page 158, line 14, strike ‘‘paragraphs (1)
and (2)” and insert in lieu thereof ‘“‘paragraph (1)”.
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PART 3

Expianation and Draft of Amendments Recommended by Treasury
Department to Section 16 of H.R. 10650

Sec. 16. GaiN FroM CerTaiN SaLES oR EXCHANGES OoF STOCK IN
CeRTAIN ForEIGN CORPORATIONS

EXPLANATION OF CHANGES

1. Restriction of coverage to future earnings only.—The application
of section 16 is lunited to earnings and profits of controlled foreign
corporations accumulated after December 31, 1962. Under H.R.
10650, section 16 applies to earnings accumulated after 1913.

2. Coordination of treatment of liquidations, redemptions, sales and
exchanges.—The rules applicable to (a¢) liquidations and redemptions,
and (b) sales and exchanges are coordinated. Thus, corporate
shareholders selling stock in a transaction would be allowed a foreign
tax credit with respect to the portion of gain made taxable as a dividend.
Under H.R. 10650, the credit is only available in the case of liquida-
tions or redemptions. Likewise, the amount of earnings to be taxed
as a dividend 1s limited to the shareholder’s pro rata portion of the
corporation’s earnings during the time the stock was held. Under
H.R. 10650, this limitation does not apply in the case of liquidations
and redemptions.

3. Limitations on tax of individual shareholders.—Provision is made
so that the amount of tax on individual shareholders on gain made
taxable as a dividend is listed to the lesser of (a) an amount equal to
U.S. tax that would have been payable by a domestic corporation and
the individual shareholder had the individual been a shareholder of a
domestic corporation, or (b) a tax equal to an amount that would
have been payable by the individual had the foreign corporation
distributed its earnings and profits in the years in which earned. Under
H.R. 10650, no such limitations were provided and an individual
shareholder would be taxable on the gain covered by section 16 at the
progressive income tax rates.

4. Allowance of capital gain treatment for gains realized within the
12 months preceding liquidation.—Amended section 16 would exempt
from the application of this section earnings and profits of a foreign
corporation attributable to the sale of assets within a 12-month period
ending on the date of the liquidation of the foreign corporation. No
such relief is granted under H.R. 10650.

5. Elimination of coverage of corporations in the Commonwealth of
Puerto Rico and the Virgin Islands.—Amended section 16 would not be
applicable to corporations incorporated under the laws of the Com-
monwealth of Puerto Rico and possessions of the United States, such
as the Virgin Islands.

6. Ezemption of gain with respect to the stock of less developed country
corporations that has been held for a continuous period of 10 years.—This
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change would make section 16 inapplicable to the gain with respect to

certain long-term investments in less developed countries.

SEC. 16. GAIN FROM CERTAIN SALES OR EXCHANGES OF STOCK IN
CERTAIN FOREIGN CORPORATIONS.

(a) TREATMENT OF GAIN FroM THE REDEMPTION, CANCELLATION,
oR SALE oF Stock IN CERTAIN ForeieN CorporaTioNs.—Part IV of
subchapter P of chapter 1 (relating to special rules for determining
capital gains and losses) is amended by adding after section 1247
(as added by section 15 of this Act) the following new section:

“SEC. 1248. GAIN FROM CERTAIN SALES OR EXCHANGES OF STQCK
IN CERTAIN FOREIGN CORPORATIONS.

“(a) In GENERAL—If—

“(1) a United States person sells or exchanges stock in a foreign
corporation, or if a United States person receives a distribution
from a foreign corporation which, under section 302 or 331, is
treated as an exchange of stock, and

“(2) such person can be considered, by applying the rules of
constructive ownership of section 955 (b), as being the owner of
10 percent or more of the total combined voting power of all
classes of stock entitled to vote of such foreign corporation at
any time during the 5-year period ending on the date of sale or
exchange when such foreign corporation was a controlled foreign
corporation (as defined in section 954),

then the gain recognized on the sale or exchange of such stock shall,
to the extent the earnings and profits of the foreign corporation at-
tributable (under regulations prescribed by the Secretary or his
delegate) to the stock sold or exchanged were accumulated in taxable
years of the foreign corporation beginning after December 31, 1962
and during the period the stock sold or exchanged was held by such
person, be taxedp in the manner prescribed in subsection (b).

“(b) TREATMENT OF GAIN.—The amount described in subsection
(a) shall be included in gross income as a dividend. However, tax
attributable to the inclusion of such amount in gross income of an
individual or estate or trust shall not be greater than a tax determined
under subsection (c).

“(c) LiMitaTiOoN OF TAX APPLICABLE TO INDIVIDUALS, ETC.—If
the amount described in subsection (a) is included in gross income of
an individual, or of an estate or trust, the tax attributable to such
amount shall not be greater than—

“(1) if the stock sold or exchanged is a capital asset (within
the meaning of section 1221) and has been held for more than 6
months, a tax equal to—

“(A) 52 percent of the sum of —
“(i) the amount described in subsection (a), plus
. ‘(i) an amount equal to the same proportion of any
income, war profits, or excess profits taxes paid by the
foreign corporation to any foreign country on or with
respect to earnings and profits of the foreign corporation
for the period the stock sold or exchanged was held by
the United States person in taxable years beginnin
after December 31, 1962, which the amount determine
under subsection (&) bears to total earnings and profits
of the foreign corporation for the period tﬁ)e stock sold
or exchanged was held by the United States person in
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taxable years of the foreign corporation beginning after
December 31, 1962, reducged byp srning
) “(B) the amounts described in (ii) of subparagraph (A),
increased by
) “(C) an amount equal to a tax that would result by includ-
Ing 1n gross income 48 percent of the amounts described in
(i) and (i) of subperagraph (A) as gain from the sale or
exchange of a capital asset held for more than 6 months; or

“(2) the aggregate of the taxes which would have been attribut-
able to the amount described in subsection (a) had it been included
in the gross income of the individual as a dividend in the year or

ears in which earned by the foreign corporation, adjusted for
osses and distributions in a manner prescribed by the Secretary
or his delegate.
“(d) SpeciaL RuLEs.—

“(1) ELIMINATION FROM EARNINGS AND PROFITS OF AMOUNTS
INCLUDED IN GROSS INCOME UNDER SECTION 951.—In determining
the amount of earnings and profits under subsection (a), there
shall be excluded from the earnings and profits attributable to
the stock sold or exchanged as determined under subsection (a)
any amount previously included in the gross income of such person
under section 951, with respect to the stock sold or exchanged,
but only to the extent such amount did not result in an exclusion
from gross income under seetion 956.

“(2) ELIMINATION FROM EARNINGS AND PROFITS OF GAIN
REALIZED FROM THE SALE OR EXCHANGE OF PROPERTY IN PUR-
SUANCE OF A PLAN OF COMPLETE LIQUIDATION.—If a foreign
corporation adopts a plan of complete liquidation in a taxable
year of a foreign corporation beginning after December 31,
1962, and, within the 12-month period beginning on the date
of the adoption-of such plan, all of the assets of the corporation
are distributed in complete liquidation, less assets retained to
meet claims, then the amount described in subsection (a) shall
not include earnings and profits attributable (under regulations
prescribed by the Secretary or his delegate) to any net gain from
the sale or exchange of property (as defined in section 337(b))
by the foreign corporation within such 12-month period.

“(3) GeNEraL EXEMPTIONS.—This section shall not apply
to—

“(A) distributions to which section 303 (relating to
distributions in redemption of stock to pay death taxes)
applies,

“(B) gain realized on exchanges to which section 356
(velating to receipt of additional consideration in certain
reorganizations) applies, or _

“(C) any amount to the extent that such amount is,
under any other provision of this title, treated as—

“(1) a dividend, o

“(ii) gain from the sale of an asset which is not a
capital asset, or

“(iii) gain from the sale of an asset held for more
than 6 months. ) )

“(D) gain described in subsection (a) of any United States
person with respect to the stock of a foreign corporation which
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has qualified as a less developed country corporation (as
defined in section 955(c)) for a continuous period of at least
‘ten years ending with the date on which such gain is recog-
nized. This subparagraph shall af)ply only to a United
States person (if an individual, including his successors by
bequest or intestate succession) who has owned such stock
during the whole of such continuous period, and, if such
United States person is a corporation, only if at no time
during the whole of such continuous period has any individ-
ual owning 10 percent or more of the value of the outstanding
stock of such United States person transferréd any of his
stock in such United States person other than by bequest or
intestate succession. In determining the ownership of stock
of & United States person, section 318(a)(1)(C)(i) shall apply
but without regard to the 50 percent limitation.

“(e) Taxpraver To EsraBrLisa EaArNiNGs aND Prorrrs.—Unless the
taxpayer establishes the amount of the earnings and profits of the
foreign corporation to be taken into account under subsection (a),
all gain from the sale or exchange shall be considered a dividend under
subsection (a), and unless the taxpayer establishes the amount of
foreign taxes to be taken into account under subsection (c)(1)(A),
the limitation of such subparagraph shall not apply. i

(b) CrericaL AMENDMENT.—The table of sections for such part
1V is amended by adding at the end thereof the following:

“Sec. 1248. Gain from certain sales or exchanges of stock in certain
foreign corporations.”

(c) ErrecrivE DaTeE.—The amendments made by this section shall
apply with respect to sales or exchanges occurring after December
31, 1962.

32



REVENUE ACT OF 1062 4447

PART 4

Explanation and Draft of Amendments Recommended by Treasury
Department to Section 20 of H.R. 10650

SecTioN 20. INFORMATION WIiTH RESPECT TO
CerTAIN ForeioN ENTITIES

Amendment No. 1-[This smendment would restrict the application
of the constructive ownership rules under section 6038 for purposes of
determining whether 50-percent U.S. control exists. It would provide
that (1) stock owned by corporations will not be attributed to the
corporation’s shareholders unless such shareholders are at least 10-
percent owners, and (2) corporations will not be considered as owning
stock owned by the shareholders of such corporations.]

In line 9 on page 235, strike the material after the semicolon and
strike lines 10 and 11 and insert the following language:

except—

(A) in applying clause (i) of subparagraph (C) of
section 318(a)(2), the phrase “10 percent’’ shall be sub-
stituted for the phrase 50 percent’’ used in subpara-
graph (C), and

(B) clause (ii) of subparagraph (C) of section 318(a)(2)
shall not apply.

Amendment No. 2—[This amendment would liberalize the reporting
requirements under section 6046 with respect to U.S. officers and
directors. It would provide that such persons need not file any
return unless the foreign corporation has a 5-percent U.S. shareholder
and, further, when a return is required, U.S. officers and directors
ﬁeitli only disclose the names and addresses of 5-percent U.S. share-

olders.]

Page 236, line 9—Substitute the following for paragraph (1) of
subsection (a) of section 6046:

(1) each United States citizen or resident-who is
at any time on or after January 1, 1963, an officer or
director of a foreign corporation, 5 percent or more in
value of the stock of which is owned at such time by
a United States person,

At the end of line 8 on page 237, strike the period and insert a
comma and the following clause:

except that in the case of persons described only in subsection
(2)(1), the information required shall be limited to the
names and addresses of persons described in subsection (2)(2).

Amendment No. 3—[This amendment would provide a limitation
on the information required under section 6046 to the effect that such
information must be required under regulations in effect prior to the
date a person becomes liable to file a return.]
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On page 237, line 22, redesignate subsection (e) as subsection (f)
and insert the following new subsection (e):

(e) Limiration.—No information shall be required to be
furnished under this section with respect to any foreign
corporation unless such information was required to be fur-
nished under regulations in effect prior to the date on which
the United States citizen, resident, or person becomes liable
to file a return required under subsection (a).
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Senator CarLson. Mr. Chairman, I think it is generally agreed that
the House is going to pass a sugar bill probably today. This is an
act that must be extended or approved before June 30.

I would like to suggest that the chairman give some thought to
either postponing these hearings in order that we may get in at
least 2 or 8 days of hearings on the sugar bill this week, if it would
meet his views on it.

T am just making a suggestion that he give some thought to that
because I do think we ought to have some hearings on the sugar bill.

As the chairman well knows, we have been accused as a committee
from time to time coming to a conference without holding hearings
and it’s not a very good position to be in. So all I am suggesting,
Mr. Chairman, is you give some thought to it before we take any
actron.

The CrATRMAN. Thank you, Senator Carlson.

The first witness is Mr. Edward R. Luter of the Abbott Laboratories.

Take a seat, sir, and proceed.

Mr. Loter. Thank you, Mr. Chairman.

STATEMENT OF EDWARD R. LUTER, VICE PRESIDENT FOR FISCAL
AFFAIRS, ABBOTT LABORATORIES

Mr. Loter. Mr. Chairman and members of the committee, my
name is Edward R. Luter.

I am vice president for fiscal affairs of Abbott Laboratories, one of
the largest of the Nation’s pharmaceutical companies. We employ
8,500 people, manufacture in three States including Illinois, Kansas,
and Tennessee. We distribute in all 50 States.

Last year we had worldwide sales of $129,850,000.

From our previous statement you know that our company believes
that section 18 of H.R. 10650 as it passed the House, would reduce
total employment in the United States, curtail the manufacture of
goods in the United States for export abroad, sharpl{ decrease what
1s presently the largest favorable factor in the U.S. balance of pay-
ments, and put American business at a grave disadvantage in com-
petition with aggressive and less encumbered producers of other
counties for worlgnarkets. )

The Treasury Department is still advocating the discouragement of
oversea investment through complete elimination of the so-called
deferral principle. .

Secretary Dillon has reiterated this on many occasions. )

It is our conviction that the new draft language of these foreign
income provisions of H.R. 10650 represent no significant improvement
over the bill as passed by the House. )

Here are some of the pitfalls we see in the legislation as revised.

First, in no fewer than 17 instances in section 13 alone, the draft
delegates legislative power to the Treasury Department “by regula-
tions prescribed by the Secretary or his delegate” to establish rules
for determining such important facts as:

(a) What constitutes earnings and profits; )

(6) The source of income—whether income is earned in an under-
developed country, in Puerto Rico, or elsewhere.
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Second, the proposed section 18 gives the Internal Revenue Service
the right to treat a branch of a foreign manufacturing subsidiary as
a subsidiary for the purpose of determining whether its income is for-
eign base company sales income which should be subject to current
U.S. tax.

Thus, if we have a manufacturing subsidiary in the Netherlands and
we wish to sell the products in France through a sales branch, we may
find that the sales income will be taxed to the parent company at
52 percent. . .

. It appears the only way we could be sure of our status is to establish
a manufacturing plant in each country in which we wish to do busi-
ness. Obviously there is error in the Treasury Department’s claim
that the new draft does not affect foreign manufacturing subsidiaries.

Third, the Treasury Department heralds as another concession the
elimination of the tax on imputed royalties. In its place, however, is
a new tax on the initial transfer, not only of patents, copyrights, and
exclusive processes—as under H.R. 10650—but also on inventions,
models, designs, or “other similar property rights” (apparently now
including trademarks).

Not only has the language been deliberately broadened, but now we
would be faced with paying a tax on these transfers at ordinary in-
come tax rates (52 percent) whereas, under present law, the tax could
be postponed (in an exchange for stock) or at most the transfers
would be taxed at capital gains rates.

If Abbott developed a new patented product which it wished to
manufacture and market in 22 countries (where we now manufac-
ture), it would have to determine 22 different fair market values so
as to compute 22 different amounts of U.S. tax, each of which would
be reviewed during a lengthened period of limitation, according to the
recommendation of the Secretary of the Treasury.

If we wished to transfer the patent to get product protection in the
name of a subsidiary in a certaln country before we had built a plant
to exploit the patent, how would the Internal Revenue agent value
the patent?

Suppose next that our plans were changed or delayed, would we
receive a refund of the tax we had paid? The provisions are so vague
and complex it would almost appear that the Treasury Department
does not want American companies to use American technology to
build their foreign trade. '

Let me give you another example: Suppose that after the patent
has been transferred to a foreign subsidiary and a 52-percent tax paid
on the transfer, the subsidiary licenses another company to use the
patent. The license fee will be considered foreign base company in-
come and taxed to the U.S. parent at 52 percent over and above the
52-percent tax paid on the initial transfer described above.

Fourth, the new draft Janguage broadens the definition of foreign
base company income taxable in the United States to include all types
of service income. This is a complete departure from the longstand-
ing rule of U.S. tax law that service income arises where the services
are rendered. But what does this mean to our company—-Abbott
Laboratories?

Having long ago learned that you cannot establish and expand mar-
kets abroad by writing letters from Chicago, Abbott has a Swiss
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company which not. only purchases and sells, but also services orders,
renders technical advice, finances, makes market surveys, and handles
credit and collections.

Under present law, if the Swiss company charges our English sub-
sidiary for services rendered, the charge is deductible by the Fnglish
company at a rate of 51 percent.

The charge is taxable in Switzerland at about 10 percent. The 41
percent differential is available for expansion of Abbott’s business—
for broadening the base for future earnings.

If the 41 percent is remitted to the parent immediately or later, the
U.S. Treasury gets its share. Would the Treasury, under section 13,
have us stop charging this service fee? If so, the profits could be left
in the English company.

Then, when remitted to the U.S. parent, there would be no U.S. tax
collected because of the high tax rate in England for which we would
get an offsetting credit.

Secretary Dillon has testified he wants to stop “tax avoidance” by
U.S. companies. Both as good citizens and as responsible business-
men who pay every tax dollar that law prescribes, we support him in
that aim.

But from the examples we have given, we think it is fair to ask, is
this tax avoidance? Whose taxes are we avoiding? Not U.S. taxes,
certainly. If the purpose of H.R. 10650 is not to collect revenues for
the United States, then what is its purpose? To regulate commerce?
To regulate and direct the investment of private funds?

The Treasury Secretary says the new draft language hits only at
“tax havens.” Again, as responsible businessmen we applaud his
goal. Neither we at Abbott Laboratories nor the members of the com-
mittee for export expansion through subsidiaries abroad, of which I
am president, defend sham or paper corporations set up abroad to
avoid taxes. These loopholes, which can be readily closed by enfore-
ing existing law, increase the proportionate share of the cost of Gov-
ernment which must be paid by legitimate operators and should be
closed.

But when the Secretary of the Treasury testified before this com-
mittee on May 11, he gave a definition of “tax haven” which was a far
cry from that which we have all understood the term to imply for
many years. .

When asked for the Treasury Department’s definition of a tax
haven company, he said :

What we have done is not to define a tax haven company specifically, but to
define in effect a tax haven transaction. For example, a tax haven transaction
is one where a company incorporated in country A purchases from country B
and resells in country C.

With this departmental definition from the Treasury Secretary,
matched against the examples we have given of these principles of the
proposed revisions applied to our business, you can see why we at
Abbott Laboratories find no more comfort in the present language
than in that previously under consideration. )

The Secretary of tﬁe Treasury himself has admitted that the data
upon which these proposals are based are incompleted.*

1 8ee p. 186 of exhibit III to Secretary Dillon’s testimony of Apr. 2, 1962.
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Much of the language was admittedly hurriedly drafted. To pass
legislation having such far-reaching implications under these condi-
tions would place the Nation’s long-range economic strength in the
most serious jeopardy. i )

We recommeng that all sections of H.R. 10650 having to do with
foreign course income be stricken from the bill and that the matter
be referred to the Joint Committee on Internal Revenue Taxation for
turther study. . . o

Also, on Monday, June 4, before the Financial Writers Association
in New York, the following exchange took place:

The question : Industry has done a number of studies that indicate that taxing
of earnings of foreign subsidiaries of U.S. companies would actually damage our
balance-of-payments position. Yet the Treasury advocates such a tax as bene-
fiting our balance of payments. Will you comment on this?

Secretary Dillon’s answer: Industry has done some studies on this subject,
but our information is really incomplete. I understand that the National In-
dustrial Conference Board is undertaking a study right now. We welcome such
a study because we need all of the light on this that we can get. As you know,
however, we advocate this tax proposal because we are much concerned about
eliminating tax havens.

Thank you, Mr. Chairman.

If any of the members of the committee have any questions they
would like to ask we will attempt to answer them,

The Caamman. Any questions?

Senator Curtis. Mr. Chairman, could I ask a question?

Y(;u say you have 22 plants abroad; is that in 22 different coun-
tries?

Mr. Lurer. Twenty-two different countries.

Senator Curtis. Are they all subsidiaries ?

Mr. Luter. They are all subsidiaries.

y }Slega;tor Caruson. Over what period of time have they been estab-
ished ?

Mr. Loter. We started about 1934, Senator.

. Senator CarusoN. Have your oversea operations of your subsid-
laries increased or decreased your employment in this country?

Mr. LoTer. They have increased our employment in this country,
Senator, because during the past 6 years, during which we have had
the greatest growth in our oversea operations, we have also had the
greatest Increase 1n our exports.

Senator CarLson. What exports are promoted by having these
plants overseas?

Mr. Lurer. We actually realize three types of exports when we build
a plant abroad. In the first place we equip it with U.S. machinery
and equipment.

_In ?he secqnd place, as soon as the plant starts operating we start
shipping to it bulk products and raw materials which it uses in its
manufacture.

And thirdly, we have found that once we establish a real subsidiary
abroad and start manufacturing locally and staff it with technical ex-
perts and salespeople we build good will and acceptance of Abbott
products in those countries, then we find we are able to import, into
those countries products manufactured in the United States which
we wouldn’t be able to sell if this—if we didn’t have a company abroad.

Senator CarLson. Is the objective of building a plant in a foreign

g(;u{ltr_ey abroad to get into a market you couldn’t from the United
ates?
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Mr. Lorer. That is correct.

Senator CarLsoN. Or to ship goods of low-cost producing countries
into the United States ?

Mr. Lourer. We do not ship such goods into the United States,
Senator.

Senator CarLsoN. Do you have any figures to show the effect Abbott
Laboratories has had on the balance-of-payments problem ?

Mr. Luter. Yes, sir, Senator; I will try to recall them. They were
contained in the statement filed with this committee by our president,
Mr., George Cain, for the period 1956 through 1960, a 5-year period.

Our exports exceeded our imports by $50 million. During the same
geriod we brought into the United States $9,200,000 in dividends, and

uring that same period, interestingly enough, the 5-year period dur-
ing which we experienced the greatest growth in Abbott’s history, our
capital exports were only $2,200,000.

This comes to a favorable balance for a country, I think, of around
$57 million.

Senator Carrson. That is all, Mr. Chairman.

The CramrMAN. Any further questions?

Senator McCartaY. I have a question, Mr. Chairman.

Do you have any substantial competition between your oversea
operations and American laboratories that are producing primarily
in the United States and are not exporting into countries in which you
have established subsidiaries?

Mr. Lorer. I think very generally, Senator, when it is necessary for
Abbott to open a plant in a country in order to sell there, it is also
necessary for other American pharmaceutical companies to do the
same and I think generally throughout the world where we are com-
peting abroad with American companies, we are competing with the
same type local manufacturing operation.

Senator McCarrey. What then is the economic advantage in estab-
lishing a subsidiary rather than producing here and shipping overseas.

Mr. Luter. In the pharmaceutical industry particularly, Senator,
it is almost impossible, after awhile in most countries, to export your
goods from the United States because of local health regulations, local
drug laws, and so forth.

For example, in Australia, if a product similar to yours is manufac-
tured locally, no one else can import that product into the country, so
lfﬁrou want to compete in Australia you produce it there or you don’t
sell.

Senator McCarray. This is then a political question; not an eco-
nomic one primarily ?

Mr. Lurer. Right.

Senator McCarray. Do you consider the standards unreasonable?

Mr. Luter. Well, T don’t think I can judge whether they are reason-
able or not, Senator. I think they are based a lot on nationalistic
feeling, also probably for some very good health reasons.

Senator McCarray. In some cases?

Mr. Lurer. Yes.

Senator McCarTay. So there is no significant economic advantage,
we will say to establishing a laboratory, an Abbott laboratory in most
of the countries in which you have established them.

82190 0—62—pt. 11——4
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Mr. Luter. I don’t think there is, Senator. I think if it weren’t for
the regulations, we probably would not open the plant just for the
sake of going abroad and producing.

Senator McCarrry. Thank you.

Thank you, Mr. Chairman.

The CuamrMan. Any other questions?

Thank you very much, Mr. Luter.

Mr. Luter. Thank you, Mr. Chairman.

The Cramman. The next witness is Mr. John L. Connolly of the
Council of State Chambers of Commerce.

Take a seat, Mr. Connolly, and proceed.

STATEMENT OF JOHN L. CONNOLLY, ON BEHALF OF MEMBER STATE
CHAMBERS OF THE COUNCIL OF STATE CHAMBERS 0F COMMERCE

Mr. Conworry. Mr. Chairman, my name is John L. Connolly; I
have with me Mr. Gene Rinta, executive director of the council. I
reside in St. Paul, Minn., and I am general counsel of the Minnesota
Mining & Manufacturing Co.

I am chairman of the Federal Finance Committee of the Council
of State Chambers of Commerce, and I appear before you on behalf
of 27 State and regional chambers of commerce which are listed at
the end of my statement.

We appeared before your committee on April 26, 1962, and among
other things, stated that we were opposed to section 13 of H.R. 10650.
This section sets apart certain kinds of income received by controlled
foreign corporations and taxes such income annually to U.S. share-
holders, whether distributed or not.

On May 10 the Treasury Department suggested that certain amend-
ments be made in section 13. The amendments and a brief explana-
tion thereof were made public on May 31. We have studied these
amendments and find that they in no way modify our basic reasons for
opposing section 13 even though it should be finally enacted according
to the draft language submitted by the Treasury.

Briefly, our reasons for opposing the proposed section 13, as well
as the House-approved section 13, are that taxation of U.S. share-
holders on current undistributed income of a bona fide controlled
foreign corporation would be uneconomical, has never been attempted,
and, in our opinion, would be unconstitutional.

We, in the Council of State Chambers of Commerce, have long had
a policy that no taxpayer should be permitted to avoid his legal obli-
gation to pay taxes to the U.S. Government. On the other hand, we
are opposed to placing all taxpayers operating in foreign countries in
a straitjacket because of tax evasion by some.

To the extent that some American taxpayers may be shifting income
to controlled foreign corporations, we believe that the practice can
be halted by adequate enforcement of the present section 482 of the
Internal Revenue Code. If the transactions between the domestic
corporation and the controlled foreign corporation are arm’s-length
transactions, there is no evasion of U.S. tax. Also, there are no eva-
sions of U.S. tax on income derived from transactions between con-
trolled foreign corporations organized and doing business in different
foreign countries. Taxation of such income to U.S. shareholders
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would be an unwarranted interference by the Treasury in the econ-
omies of other countries:

COMMENTS ON CHANGES PROPOSED BY THE TREASURY

In response to invitation from this committee we submit our views
as follows with respect to the changes proposed in section18. These
changes are set out 1n the committee’s print of May 31.

The first one would eliminate provision for taxing income from U.S.
patents, et cetera, to U.S. shareholders on current basis and substitu-
tion of provision for taxing the sale of U.S. patents, et cetera, to con-
trolled foreign corporations,

Comment. The provision in H.R. 10650 would have been practically
impossible to administer and should be eliminated as proposed.

Moreover, it was unnecessary since abuses in the allocation of in-
come from patents, et cetera, can be taken care of under the existing
section 482.

We do not however, concur with the proposal to tax as ordinary
income the proceeds from sale of patents to controlled foreign corpora-
tions. It is hardly tax equity or tax neutrality to discriminate thus
against such sales to controlled foreign corporations.

The second amendment would eliminate provisions which would
restrict the investment earnings of certain foreign corporations, ex-
cept that such earnings cannot be invested in certain U.S. property.

Comment. This change is a material improvement over section 13
in the House bill. It would eliminate some most difficult administra-
tive problems as well as remove this portion of foreign income from
the unwise and, in our opinion, unconstitutional taxing provisions of
section 13.

Three: Dividends, interest, rents, and royalties derived in connec-
tion with active business operations with unrelated persons are re-
moved from coverage as foreign base company income.

Comment. This provision is an improvement over section 13, but
the exclusion from coverage as foreign base company income should
not be limited to unrelated persons. The provision should apply to
related persons as well as unrelated persons so long as bona fide opera-
tions are involved. This could be accomplished by eliminating sub-
section (c)(3) (B) from under section 954.

Four: Addition of a provision to eliminate coverage under foreign
base company provisions where the controlled foreign corporation is
not used to effect a substantial reduction in taxes.

Comment. This change would be effected by subsection (b) (4) of
section 954 except for one ambiguity. The draft language states that
foreign corporations not used to effect substantial tax reductions
would be excluded under foreign base company provisions if it is
established— ‘

that the creation or organization of the controlled foreign corporation receiving
(income) under the laws of the foreign country in which it is incorporated does
not have the effect of substantial reduction of income, war profits, excess profits,
or similar taxes.

This provision should be amended by inserting the words “United
States’ between the words “of” and “income” in the last line of sub-
section (b) (4) as set out on page 9 of the committee print. This
would clarify the fact that the Treasury should be concerned with
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reduction of U.S. taxes and not the taxes of foreign countries. It
would also be in harmony with the language of the present section
367 of the code. We do not believe it is the responsibility of the
Treasury Department to police the taxes of other countries all over
the world. . .

Five: Changes in the determination of when a foreign corporation
is considered to be ‘“controlled” so that (z) only 10 i)ercent U.S.
shareholders are counted in determining control, and (6) there will
be attribution of ownership of stock owned by a corporation to share-
holders of that corporation only where such shareholders own a
10-percent interest. . L

omment. This 10-percent minimum ownership provision is some
improvement over section 13 but in many instances it would still leave
minority stockholders in a position of not knowing whether they came
under the provisions of the section with respect to their stockowner-
ship in foreign corporations. This would be a particularly serious
pro%lem for corporations having a large but not controlling interest,
such as 41 to 50 percent.

Six: Greater recognition of losses under which (a) losses of 1 year
may offset profits of future years, and (b) losses of one controlled
foreign corporation in a chain of controlled foreign corporations may
in the current year offset gains of the other corporations.

Comment. Recognition is given in this change to the need for
taking into account losses as well as income. The proposed language
in section 952(c) is, however, quite ambiguous. Accordingly, 1f sec-
tion 13 should be enacted in whatever form, section 952(c) should
be carefully studied and clarified to assure that it actually would
permit offset of losses against future profits. The right also should
be given to carry back, as well as forward, any losses just as in the
case of losses under section 172 of the Internal Revenue Code.

Seven: Provision so that tax will not be payable in situations in
which the presence of blocked income means that earnings of a con-
trolled foreign corporation could not be distributed to U.S. share-
holders.

Comment. Provision for exclusion of blocked income from current
taxation to U.S. shareholders is certainly necessary if any types of
undistributed income are to be taxed currently. Similarly, provision
should be made for exclusion of situations where income cannot be
remitted in dividends to U.S. shareholders because of limitations
growing out of legitimate business transactions. The language on
these exclusions should not be left to the discretion of the Treasury
through regulations as provided in section 962(b) of the draft on
page 21 of the committee print.

_ Eight: Th_is gives the authority to the Treasury Department to
1ssue regulations, 1 of the 17 places where such authority is provided
in this section.

Comment : It gives the authority to the Treasury to determine the
earnings and profits of a foreign corporation on the same basis as they
are determined under our laws for domestic corporations.
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Where you control the corporation 100 percent, you can tell your
people abroad how you want the books and records kept, although
you will have to keep separate books under the foreign laws. But
where you do not have control, but are still required to report the
income, you are going to have a difficult problem complying with the
regulations.

Nine: Elimination of provisions permitting the pourover of profits
from developed areas to less developed areas.

Comment. This change is contrary to the pronounced policy of the

resent administration which calls for encouragement of investment
in less developed countries. It is a step backward from the House
provision.

Ten: Deals with clarification of terms and minor technical im-
provements. We have no comment.

Eleven: Eliminated from coverage under certain conditions operat-
inlg c?irporations in the Commonwealth of Puerto Rico and the Virgin
Islands.

‘Comment: Exclusion of Puerto Rico and the Virgin Islands and
the provision of covering tax-haven activities in these possessions is
evidence that the Treasury believes that the tax-haven problem can be
handled through apportionment under section 482 of the present
Internal Revenue Code.

Twelve brings in a new provision. It has to do with service com-

anies.

b Communist. The treatment of foreign base company services in-
come under section 954 (e) is an addition to previous drafts of section
13. We oppose the provision as unnecessary and improper. To the
extent that services are performed by the domestic corporation for or
on behalf of the controlled foreign corporation, section 482 would be
applicable in determining apportionment of income.

In other words, if it 1s not an arm’s-length transaction and the
parent company is diverting income to a foreign country and escap-
Ing tax on 1t, it can be handled at home today. On the other hand,
where services are performed by the controlled foreign corporation
for a related person in another foreign country, the United States has
no tax jurisdiction in our opinion.

In conclusion, we say that while the amendments proposed by the
Treasury to section 13 are improvements in some respects, as well as
being more onerous in others, we oppose section 13, as amended, be-
cause of its detrimental effect on our foreign trade and, in our view,
its unconstitutionality. \

Our discussion on these matters is fully set out in our statement of
April 26, 1962, and appears in part 7 of the Finance Committee hear-
1ngs on H.R. 10650, beginning at page 2895.

Thank you.
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The following organizations have subscribed to this statement :

Alabama State Chamber of
Commerce.

Arkansas State Chamber of
Commerce.

Colorado State Chamber of
Commerce.

Connecticut State Chamber of
Commerce.

Delaware State Chamber of
Commerce.

Florida State Chamber of Com-
merce.

Georgia State Chamber of Com-
merce.

Idaho State Chamber of Com-
merce.

Indiana State Chamber of Com-
merce.

Kansas State Chamber of Com-
merce.

Kentucky Chamber of Com-
merce.

Maine State Chamber of Com-
merce.

Michigan State Chamber of
Commerce.

Missouri
Commerce.

State Chamber of

Montana Chamber of Com-
merce.

New Jersey State Chamber of
Commerce.

Empire State Chamber of Com-
merce (New York)

Ohio Chamber of Commerce.

Oklahoma State Chamber of
Commerce.

Pennsylvania State Chamber of
Commerece.

Greater South Dakota Associa-
tion.

East Texas Chamber of Com-
merce.

South Texas Chamber of Com-
merce.

West Texas Chamber of Com-
merce.

Lower Rio Grande Valley
Chamber of Commerce (Texas).

West Virginia Chamber of
Commmerce.

Wisconsin State Chamber of
Commerce.

The CuamkmaN. Thank you very much, Mr. Connolly.

Any questions?

Senator Curtis. I have one question.
Would the enactment of this revised version in the long run increase

revenue for the U.S. Treasury ?

Mr. Conworry. Noj it would have the opposite effect, Senator.
Senator Curris. Would its enactment increase employment in the

United States?

Mr. ConvorLy. No; I do not think so.

I think it would put us at

a disadvantage in manufacturing here, and shipping abroad.
Senator Curris. Would its enactment increase exports?
Mr. Connorry. I do not think so, Senator.
Senator Curtis. That is all, Mr. Chairman.

The Crarkman. Thank you.

Senator Tatmapce. Mr. Connolly, do you have any idea what per-
centage of the foreign subsidiaries are remitted annually to the parent

corporations for tax purposes?

Mzr. Convorry. Of all foreign subsidiaries?

Senator TaLmapce. Yes.

Mr. Coxnorry. No; I do not. I had the percentage in mind when
I appeared before the House Ways and Means Committee in 1961

but I do not have it in mind today.

Senator Tarmapce. Does the average domestic corporation pay out
approximately 50 percent of its earnings in dividends?
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Mr. Connorry. I think that is substantially correct.

Senator TaLmapee. Would you think that some formula requiring
foreign subsidiaries to pay out approximately what domestic corpo-
rations pay out would be fair.

Mr. Connorry, No. I would be afrail of such a formula. I
would be afraid, Senator, that the corporation might get itself into a
straitjacket. I, too, vividly recall section 102 which provides a tax
on the unreasonable accumulation of earnings of corporations to pre-
vent the imposition of the surtax on its shareholders, where the Treas-
ury Department adopted a 70 percent payout rule which caused all
kinds of trouble.

It will not work for all corporations. I know it would not work for
our foreign corporations because it has been impossible to pay out
any such percentage. To have the tax apply when a corporation
falls to pay a certain percentage of income would be very unfair.

Senator Tarmapge. Thank you, Mr. Connolly.

The CHATRMAN. Thank you, Mr. Connolly.

The next witness is Mr. Eugene C. Carusi, appearing in behalf
of the American Committee for Flags of Necessity. Mr. Carusi,
take a seat, sir, and proceed.

STATEMENT OF EUGENE C. CARUSI, IN BEHALF OF AMERICAN
COMMITTEE FOR FLAGS OF NECESSITY

Mr. Carust. The American Committee for Flags of Necessity (here-
inafter ACFN), a group whose members include most of the major
American owners of foreign-flag shipowning corporations, filed with
your committee on April 30, 1962, a statement which registered
strenuous opposition to certain provisions of H.R. 10650 en the ground
that those provisions threatened the existence of an industry which is
vital to American commerce and defense.

On May 10 and 11, 1962, Secretary Dillon in both his statement and
testimony before your committee recognized certain problems created
by language of H.R. 10650 affecting American-controlled -foreign-flag
shipping. Thereafter, the Treasury Department, in a draft dated
May 31, 1962, submitted to your committee language suggesting
amendments to some of the foreign income provisions of H.R. 10650
having an unwarranted impact on such shipping. This language
would cure some of the serious defects in H.R. 10650 but fails to deal
with others.

This statement briefly outlines some of the more serious problems
which would be encountered by foreign shipping companies under
the new Treasury draft, and which (together with certain technical
problems) should be met if this industry is to continue as a vigorous
segment of American enterprise.

SECTION 13

The basic problems posed by the foreign base company rental and
services income provisions of section 13 of H.R. 10650 relate to (i)
the active trade or business test in the section and (ii) its provisions
concerning rents and services income received from “related persons.”
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Under section 954(c)(8) of the above-mentioned Treasury draft
dated May 31, 1962, “rentals” (which term would include certain types
of shipping income) are excluded from foreign base company income
and thus from the major impact of section 13, provided two conditions
are met; namely, that the rentals (¢) are derived in an active trade or
business, and (5) are not received from a related person.

Where rentals are received from a related person, on the other hand,
exclusion under section 954(c) (4) (B) is provided only if the rentals
are derived from property used in the country where the recipient
owner is incorporated. Similarly, under section 954(e), income de-
rived from shipping services performed for a related person outside
the country where the company performing the services is incorporated
conceivably could be held to be “foreign base company services
income.”

These provisions set forth in the two preceding paragraphs are
aimed at passive or portfolio types of income on the one hand and
so-called tax-haven operations on the other. However, in the case of
vessels engaged in international shipping, the language is so broad
as to encompass income from this active and intensely competitive
industry. For valid business reasons, foreign shipowning corpora-
tions may (@) have certain of their active operational functions per-
formed by other companies and/or (&) furnish transportation to
related companies, as n large integrated operations. As to related
persons, it is patently impossible to incorporate shipowning companies
in countries where the property is located because the vessels are
vehicles of transportation which continually ply the ocean trade routes
of the world.

SECTION 16

On May 11, 1962, Secretary Dillon, in testimony before your com-
mittee concerning the increase in tax rates up to 64 percent (for liqui-
dations, etc.), suggested that foreign-flying operations of individual
shipowners would not be substantially affected by this provision.

Since May 11, inquiries have been made of a number of individual
shipowners in an attempt to ascertain whether their operations would
be materially affected.

The only significant expression developed by these inquiries has been
that such a change in the existing tax treatment—because of risks in-
herent in international shipping, the effects of marked tax advantages
of foreign competitors, and the availability of more attractive invest-
ment opportunities in areas outside of shipping—would threaten to
reduce American participation in foreign-t}l)ag shipping.

Perhaps the most surprising feature of this provision is that it en-
courages individual Americans to abandon control of foreign ship-
owning corporations to ready and willing foreign buyers. Simply by
disposing of 51 percent control, the American shareholders can retain
existing capital gains treatment as to the stock that they keep. Any
such encouragement to abandon control with the consequent reduction
in American investment in this defense-related industry clearly would
not be in the national interest.

Because of these and other considerations, including the adverse
tax effects which would result from the abandonment of established
tax principles, ACFN emphatically opposes any change in the exist-
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ing system for taxing capital gains in the hands of a U.S. shareholder
upon the sale or other disposition of stock in a foreign shipping
corporation.
CThe_ CrarrMAN. Thank you very much for your statement, Mr.
arusi.
Our next witness is Mr. Erling D. Naess, Naess Shipping Co., of
New York City. You may proceed, Mr. Naess.

STATEMENT OF ERLING D. NAESS, NAESS SHIPPING CO., NEW YORK,
N.Y., COMMENTING ON DRAFT OF STATUTORY LANGUAGE PRO-
POSED BY THE SECRETARY OF THE TREASURY AMENDING H.R.
10650

Mr. Nagss. On April 2, 1962, the House of Representatives passed
the revenue bill of 1962 (H.R. 1065¢). On April 30, 1962, I submitted
a statement to this committee, outlining the grave problems which
the foreign-flag shipping industry faced under the bill.

The Treasury Department has submitted to this committee a draft
of proposed amendments to H.R. 10650, dated May 31, 1962. This
draft presents a completely revised section 13 and a substantially
amended section 16. Whereas, under this draft, many of the problems
which existed under H.R. 10650 have been resolved, nonetheless, sub-
stantial technical problems remain.

SECTION 13

The Treasury draft defines foreign base company income as foreign
personal holding company income (with certain modifications) except
that rentals are included without reference to whether they constitute
50 percent of gross income. However, rentals are excluded from
foreign base company income under section 954(c) (3) if they are
(A) derived in the active conduct of a trade or business, and (B)
received from a person other than a related person.

The problems still faced by the foreign-flag shipping industry
under the draft may perhaps be better understood in light of the
corporate structures through which shipping companies in general,
and mine specifically, operate. For valid business reasons, separate
corporations are established to own each vessel, or small group of two
or three vessels. Liability for maritime risks is limited to the assets
owned by the corporation which owns the vessel. Also, financing in-
stitutions prefer not to lend money for construction of new vessels
to corporations which own other vessels financed by other lenders. As
a result, there are usually several vessel-owning companies within a
foreign shipping group, and this is the case with my group.

As it would be inefficient for each vessel-owning corporation to
have its own managerial and administrative personnel, it is normal
industry practice to have managerial and administrative functions
performed on behalf of these corporations by an operating agent.
Often, the operating agent is a related corporation in the sense that
the stockholders of the agent are also stockholders, directly or in-
directly, in the foreign shipowning companies. There is a possibility
that some individual companies within a foregn shipping group
might not, under a stringent technical interpretation of section 954
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(¢) (3), be able to meet the tests of that section even though the group
as a whole were clearly engaged in the active conduct of a trade or
business with unrelated persons. )

In certain cases, a vessel-owning company within a shipping group
will bareboat charter to another corporation within the group, which
in turn will time charter the vessel to the ultimate charterer (this is
not, however, the case with any of the corporations in my group).
This may be done to resolve particular problems under local law or
to meet financing problems. However, the bareboat chartering com-
pany would probably be receiving rents from a related party and
thereby violate proposed section 954(c)(3) (B). Thus, nontax con-
siderations may force a shipping group into a situation which is
colorable, from a tax point of view, under the Treasury draft.

Rentals are excluded from foreign base company income under sec-
tion 954(c) (4), whether or not derived from active business with un-
related persons, if the property with respect to which the rental is
paid is used in the country within which the owning company is in-
corporated. For obvious reasons, a shipping company cannot come
within this exception.

SECTION 16

The Treasury has proposed extensive revisions to section 16. Un-
der these revisions, the increased rate of tax would apply only to
earnings and profits accumulated after December 81, 1962, and the
effective rate of tax would be limited to a maximum of 64 percent.

Prospective application of section: It is the intent of the Treasury
to tax only earnings and profits accumulated after December 31, 1962,
at the increased effective rate of tax. However, if, after December
31, 1962, a foreign corporation is liquidated into its parent or two
foreign corporations are merged or otherwise reorganized, under cer-
tain conditions, the resulting gain will increase post-1962 earnings and
profits of the resulting corporation. Such gain may be attributable
to pre-1963 accumulations. It ought to be made clear that, when the
resulting corporation is liquidated, the gain attributable to such pre-
1963 accumulations will not be taxed at the higher rate.

Increased effective rate of tax: Under the Treasury draft, the rate
of tax applicable to the gain realized by an American shareholder
on the liquidation of a foreign corporation or the sale or redemption
of his stock is taxed at ordinary income rates, limited to a maximum
effective rate of 64 percent. This higher rate of tax will have the
effect of reducing the inducement to Americans to invest in foreign-
flag shipping. This industry, which is vital to the defense posture of
the United States, depends for its continued vitality on new capital.

Furthermore, under the draft, whereas the increased rate of tax
applies to an American-controlled foreign corporation, no such in-
crease applies to foreign corporations that are not controlled by
American interests. Thus, the bill will have the effect of encouraging
American shipowners to sell control of their companies to foreign
interests. This does not appear to be in keeping with the national
interests. Therefore, T urge that the existing capital gain treatment
be permitted to continue for Americans who invest in foreign cor-
porations whose earnings are derived from the ownership or opera-
tion of ships in foreign commerce.
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The Cramrman. Thank you very much, Mr. Naess.

Our next witness is Mr. H. Lee White, appearing as chief executive
officer of the Marine Transport Lines Group, Oswego Group, and
Trinity Group. Please have a seat, Mr. White, and proceed with
your statement,.

STATEMENT OF H. LEE WHITE, MEMBER OF THE LAW FIRM OF
CADWALADER, WICKERSHAM & TAFT, AND CHIEF EXECUTIVE
OFFICER OF THE MARINE TRANSPORT LINES GROUP, OSWEGO
GROUP, AND TRINITY GROUP

Mr. Warte. I appeared before the Senate Finance Committee on
April 30, 1962, in my capacity as a substantial stockholder of a group
of Liberian corporations which own and operate a number of Liberian-
flag vessels. In addition to my oral testimony I submitted a prepared,
written statement. In that statement I outlined in considerable detail
the inequitable, and apparently unintentional, impact of H.R. 10650
as originally enacted by the House of Representatives upon the in-
dividual American stockholders of foreign corporations owning for-
eign-flag vessels. I registered opposition to certain of the provisions of
H.R. 10650 on the grounds that—

(1) The American controlled foreign corporations which own
or operate PanLibHon vessels (vessels registered under the flags
of Panama, Liberia, or Honduras) were not, in fact, either tax
haven corporations or corporations receiving passive income.
These fleets were created with the encouragement of the U.S.
Government to meet the intense competition on the high seas of
non-American-owned foreign-flag vessels.

(2) Such provisions would threaten the existence of the effective
control fleet of the United States and result in: (a) the loss of
many ships which are vital to the defense and commerce of the
United States, () a substantial adverse effect on the balance-of-
payments position of the United States, and (¢) an expenditure by
the U.S. Government of funds in the near future far in excess of
any tax revenue expected to be derived from these provisions.

When the Secretary of the Treasury appeared before the Senate
Finance Committee on May 10, 1962, his statement indicated an intent
to permit American independent owners of foreign shipping com-
panies to retain their stockholdings and continue their operations as
before. The U.S. effective control fleet was thereby to be preserved
and American participation in this phase of world trade assured.
Since then the Treasury Department, in a draft dated May 31, 1962,
has submitted to the Senate Finance Committee language which com-

letely revises section 13 and substantially amends section 16. This
anguage does cure some of the defects in H.R. 10650 with respect to
American-controlled foreign-flag shipping but fails to deal with others
having a serious impact on such shipping.

The balance of this statement briefly outlines some of these problems.

A. SECTION 13

It is my understanding that the Treasury Department intended
in this new draft to exclude foreign corporations engaged in the
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shipping business and their American stockholders from the coverage
of section 13 (see testimony of the Honorable Douglas Dillon, Secre-
tary of the U.S. Treasury, at page 4336, part 10 of the “Hearings be-
fore the Committee on Finance, U.S. Senate, on May 10 and 11,
19627).

Hozvever, the new draft fails technically to accomplish this pur-
pose. Under section 954(c) (3), rents, dividends, and interest are ex-
cluded from foreign base company income only if they are: (a)
derived in the active conduct of a trade or business, and (6) received
from a person other than a related person. Alternatively, under sec-
tion 954(c) (4), these categories of income are, generally, excluded
from foreign base company income if they are received from a related

arty and stem from assets located in the country in which one or
Eoth companies are incorporated.

The problems faced by the shipping industry with these sections
are created by two principal factors: )

(1) The corporate structure and mode of operation of independent
shipping companies in general: Since title to Individual ships must,
unger the normal requirements of financing institutions, be placed
in separate corporations, the structure of a particular shipping opera-
tion often takes the form of a number of Ligerian subsidiary corpora-
tions owned by a common Liberian parent corporation. As a result,
there are usually a number of vessel-owning corporations. For ex-
ample, in our group we have 9 corporations owning a total of 15
Liberian-flag vessels.

The shoreside management and technical personnel of a shipping
group are distributed the world over. Since it would be ineflicient
and uneconomical for each vessel-owning corporation to have its own
management and operating personnel, these functions are performed
on behalf of the Liberian owning corporations by another corpora-
tion owned by the same group which acts as operating agent for all
the vessels. For financing or other reasons, sometimes one subsidiary
of the group may own a vessel and bareboat charter it to another
subsidiary or to the parent, which, in turn, time charters or voyage
charters the vessel to a major oil, steel, chemical, or aluminum com-
pany.

There is no question that the shipping group in its entirety is actu-
ally engaged in an active trade or business and that its income is actu-
ally received from an unrelated person, but a technical interpretation
of section 954(c) (3) applied to each corporation of the group might
bring a contrary result.

(2) The nature of the property owned by the foreign shipping cor-
poration: The principal property assets of a shipping corporation is
its vessel. A vessel, by its nature, can only be located on the high
seas and, therefore, cannot be physically located within the land
boundaries of any foreign country. Accordingly, a technical inter-
pretation of section 954(c) (4) would not cover the American-con-
trolled foreign shipping industry since the vessel cannot be said to be
located within the physical boundaries of the country under whose
flag it operates.
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B. SECTION 16

The Treasury has proposed extensive revisions to section 16. Un-
der these amendments, the increased rate of tax would apply only to
gain with reference to earnings and profits accumulated after Decem-
ber 31, 1962, and the effective rate of tax would be 64 percent rather
than the 25 percent under present law.

I have shown in my earlier statement that the foreign-flag shipping
industry is a high risk venture and today, in the face of fierce com-
petition and low charter rates, produces a relatively low return on
capital investment at capital gains rates of 25 percent. The examples
cited in my earlier statement show a return to investors of 414 percent
after paying capital gains taxes at the 25-percent rate. If the tax
is to be at the 64-percent rate, this return would be only 214 percent.
It can hardly be said that any reasonable businessman would make
substantial investments for such a small return in view of the risks
inherent in a shipping transaction and the fact that he usually can-
not, under customary financing arrangements, get any of his original
investment back or any of the modest profit for long periods of time,
le., 15 to 20 years.

PanLibHon vessels under American ownership numbered 456 ships
of an aggregate of approximately 11 million deadweight tons as of
January 1, 1961. The largest part of this fleet is controlled by indi-
vidual businessmen. Under section 16, as amended, this control

(51-percent ownership) which makes it possible to commit these
vessels to the United States in the event of war or national emergency
becomes the very agent for increasing the tax on any gains which
might be realized from their operation. The 25-percent capital gains
tax will still be available under this legislation to Americans who,
as a group, own less than 51 percent of the foreign shipping corpo-
rations and, therefore, do not have the ability to commit their vessels
to “effective control.” It would, accordingly, appear that much of
the present “effective control” fleet would be sold to non-Americans.

In the future American businessmen will be able, under revised
section 16, to participate profitably in new commitments to foreign-
flag vessels on only a minority basis. Therefore, the only effect of
the proposed legislation will be to remove the element of control
from American hands. The overall PanLibHon fleet will continue to
grow. Only that portion available to the United States f01j defepse
purposes will diminish. This I do not believe can be the mtention
of Congress.

C. LESS-DEVELOPED COUNTRY CORPORATIONS

The new draft of the Treasury Department contains provisions
with respect to “less-developed country corporations.” It seems to be
the design of the Treasury Department to encourage investment in
less-developed countries by controlled foreign corporations and to
permit the reinvestment by them of the earnings and profits of such
Investments in new corporate ventures in the same or similar coun-
tries without immediate tax consequences to U.S. shareholders. Fur-
ther, it appears to be intended to exclude such businesses from the

rovisions of section 16, provided the stock of such corporations has

een held for a period of 10 years. Unintentionally, I am sure, for-
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eign corporations (organized under the laws of less-developed coun-
tries) owning or operating vessels registered in the country of incorpo-
ration and the American stockholders of such corporations have not
technically been embraced within the provisions pertaining to “less-
developed country corporations.” ) .

The Trinity and Oswego group of shipping corporations, of which
I am a stockholder, are foreign corporations incorporated in Liberia,
a less-developed country. As an integrated group, they are engaged
in an “active trade or business”; i.e., international shipping. The
vessels (property) owned by these corporations are documented under
the laws of Liberia, and each of these vessels operates under the flag
of Liberia. Very significant revenue results to the Liberian Govern-
ment from these corporations in the form of initial registration fees
for the vessels and annual tonnage taxes on the vessels.

Our difficulty in complying technically with the requirements of
section 955(c) is due to the fact that by its inherent nature a vessel
cannot be physically located within the land boundaries of any coun-
try. While, as a practical matter, it is impossible to locate the physical
assets and the active trade or business of a shipping corporation any-
where but on the international waterways, traditional situs concepts
would tend to support their attribution to the country under whose
flag they exist and under whose laws they are governed. If our ves-
sels cannot technically be said to be within the land boundaries of
Liberia, they also cannot technically be said to be within the land
boundaries of any other country.

The policy considerations which led to the establishment of the
concept of “less developed country corporations” apply with equal
force for including less developed country corporations engaged in the
shipping business within the technical definition of section 955(c).
Especially is this true when one considers the vital importance of the
vessel-owning “less developed country corporations” to the defense
and commerce of the United States.

Aside from shipping, it should be noted generally, however, that
if the less developed country corporation concept was introduced to
permit reinvestment by stockholders in other underdeveloped nations
by providing for deferment of tax on ultimate U.S. shareholders under
section 13, this purpose will probably be defeated by other aspects of
H.R. 10650. Under current law, for example, profits from a less
developed country corporation could be withdrawn in the form of
dividends and reinvested in another such corporation as long as such
dividends (foreign personal holding company income) constituted
less than 50 percent of the recipient’s gross income from this and
operating sources. With the reduction to 20 percent of the foreign
personal holding company classification {est in section 7 of H.R.
10650, however, significant reinvestment becomes impossible despite
the amendment of section 13.

Since the American-owned foreign-flag fleet (a) was created with
the encouragement of the U.S. Government, (%) is vital to the defense
of the United States, and (¢) is not a typical “tax haven” situation as
described by the Secretary of the Treasury, it is respectfully requested
that this industry be exempt from H.R. 10650.

The Cramrman. Thank you very much, Mr. White.

Our next witness is Mr. John M. Barker, General Mills. Mr.
Barker, take a seat, sir, and proceed.




REVENUE ACT OF 1962 4467

STATEMENT OF JOHN M. BARKER, DIRECTOR OF TAXES AND
ACCOUNTING, GENERAL MILLS, INC.

Mr. Barger. Mr. Chairman, and members of the committee, my
name is John M. Barker, I am director of taxes and accounting for
General Mills at Minneapolis.

Because of your time limitations I request that the detailed state-
ment I have prepared on the proposals for amendment of H.R. 10560
as made by the Secretary of the Treasury on May 10 be included in
the record.

The CrarmMaN. Without objection, your supplemental statement
will be printed in the record following your testimony.

Mr. Barker. I offer these added comments for your consideration.

Your committee has heard some 75 witnesses on the foreign provi-
sions of this revenue act. There has been unanimous opposition to the
proposals by all but two of them.

The proposed amendments correct some of the injustices brought
out in the mass of material included in the record of the prior hearings
on the bill. The amendments do not, however, change the basic policy
which proposes to tax U.S. shareholders on income before it is re-
ceived as a dividend. The business community is certain to continue
to oppose adoption of such a policy in total or'in part.

I believe there are factors inherent in this proposed policy which
will have adverse effects upon our economy. Unfortunately these
have not yet been thought of and thus they have not been considered
and studied to determine their possible effects. I believe the point 1
will shortly make has not been previously brought out in the record.
I hasten to confess I have not read all the testimony or the entire
record.

At no place in this bill, as passed by the House or as it is now pro-

to be amended, is the U.S. taxpayer permitted any adjustment
In taxes, or is he permitted a deduction for loss of U.S. dollar value
of the taxed income due to declines in the values of foreign currencies.

Proponents of the policy to tax foreign income to shareholders as
earned, suggest that controlled foreign subsidiaries need not neces-
sarily be at a competitive disadvantage to other businesses operating
in the same local market because the U.S. parent is not required to
withdraw the earnings from the subsidiary to gay the U.S. tax.

They contend the tax can be paid by the U.S. parent as an advance,
as an addition to the capital, or by some other device. If thissuggested
remedy is followed, the U.S. parent loses working cafplta.l and it then
is less competitive in its own markets. It is my belief, aside from any
other considerations, that it would be difficult and perhaps impossible
for a controlled foreign subsidiary, or for that matter any corpora-
tion, to remit all of its earnings to its shareholders currently as they
are earned.

To illustrate the point the following example sets out the problem
of loss of value of a currency when earnings are not remitted and U.S.
shareholders are taxed on profits as they are earned rather than when
declared as dividends.
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1963 earnings of a foreign subsidiary before income tax of the foreign

country ——-.units of foreign currency.__ 100
Foreign income tax (30 percent)__ do-___ 30
Income after foreign income tax —ldoo__ 70
Value of foreign currency, at time U.S. tax is paid by parent

cents per unit of foreign currency__ 20
Tentative U.S. tax on foreign income (52 percent of 100 foreign units

times 20 cents) ——e $10. 40
Credit for foreign tax paid (30 foreign units times 20 cents) _____._____ 6. 00
Net U.S. tax paid______________ — - 4.40
At this time the U.S. dollar equivalent of the after tax earnings are____ $9.60

Assume the foreign subsidiary is able to remit these earnings at a future
date when the value of the foreign currency is 15 cents per unit; the
70 units remitted are then worth $10. 50
(For simplicity it is assumed the foreign country does not with-
hold tax on the dividend remittance, but if it is alert and if the
United States adopts this proposed policy, the withholding tax on
grossed-up dividends will likely be 22 foreign units.)
After deducting the U.8. tax of $4.40 which was previously paid, the after-
tax income to the U.8. shareholder is. $6.10
Under present law and under identical conditions the U.S. taxpayer
would pay a U.S. tax of $2.31 on the $10.50 dividend, and the after-tax
income to the U.S. shareholder would be. $8.19

To change our tax policy on taxing shareholders for earnings of
controlled foreign corporations will not change the present rules
which have been established by our courts. These rules permit deduc-
tions for losses only as actually incurred on completed transactions
which involve foreign exchange. The courts will have considerable
difficulty in determining the incidence of a loss in foreign currency
when the tax has been applied on a nonexisting transaction at a previ-
ous time.

It would appear very unlikely that the taxpayer would have any
success in establishing a right to a deduction in the courts.

This type of situation has the following adverse economic effects:

(1) It places a foreign subsidiary at a distinct disadvantage com-
pared to a foreign branch. Proponents claim equality between these
two types of operation is an objective of the proposed policy.

(2) The parent corporation receives negative interest and no return
on its advance of the U.S. tax. Proponents claim our present policy
permits interest-free loans for the U.S. tax.

(3) The Ea,rent becomes an involuntary speculator in foreign ex-
change to the extent of the U.S. tax. Present policy automaficall
adjusts U.S. tax to the exchange rate at time the dividend is declared.

(4) The parent company is paying total tax on actual earnings at
not less than 59.3 percent. (Nore.—1In the example cited at the time
the tax is paid the dollar value of the total taxes is $10.40. The tax at
52 percent on the actual $15 value of before-tax earnings at the time
of remittance is $7.80. The total effective tax rate on the dollar equiva-
lent of the total tax on the dollar value of the remitted earnings is
69.3 percent. The $2.60 differential is 52 percent of the $5 exchange
loss in before-tax earnings. The exchange loss applicable to the U.%.
portion of the tax is $1.10. If only this factor is considered the effec-
tive tax rate on the $.15 before-tax earnings is 59.3 percent. Thisisa
strong argument against the proposed gross-up provision included as
sec. 11 of the bill.)
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(5) The parent company will have less total capital to invest either

in the United States or elsewhere in the world.

6) The parent company pays a tax on phantom income.

7) The U.S. parent has less earnings available to it for payment
of dividends to its shareholders.

I believe this is a strong and convincing reason against enactment of
section 13 either as originally passed by the House or as it is proposed
to be amended.

I strongly urge, as a minimum, that this committee continue our
present policy and tax foreign income only as it is available from
dividends.

I would suggest consideration of my previous proposal made to you
on April 26, 1962, that U.S. corporations be permitted to receive divi-
dends from foreign corporations free from U.S, tax and that the
foreign tax credit system be continued for individuals with foreign
income.

Thank you for allowing me this time,

The Cuaamman. Thank you very much, Mr. Barker.

Any questions?

Senator Caruson. Mr. Chairman, just one.

The CramMAN. Senator Carlson.

Senator CartsoN. You mentioned, and I think in the very interest-
ing discussion you have brought before the committee, taxation of for-
eign subsidiaries particularly with reference to decline in the value of
foreign currencies.

Would that situation not prevail at the present time with our rela-
tionship with Canada.

Mr. Barger. That is correct.

Senator Caruson. That is one country

Mr. Barker. The currency is down to around 92, I believe right now.

Senator Carwson. Right.

And the situation you have discussed that would be an example of
what could happen.

Mr. Barger. I didn’t look up the statistics but my general impres-
sion is that the value of foreign currency in relation to U.S. money
over the past years had declined more than it has advanced.

Senator Caruson. That is all, Mr. Chairman.

The Cuateman. Thank you, Mr. Barker.

(The statement of amendments previously referred to follows:)

STATEMENT ON AMENDMENTS PROPOSED BY THE SECRETARY OF THE TREASURY ON
May 10, 1962, to SecrioN 13 oF H.R. 10650 SUBMITTED FOR THE RECORD BY
JOHN M. BARKER OF GENERAL MiLLs, INc.,, MINNEAPOLIS, MINN.

The proposed amendments continue substantially the policies of the section
before amendment. The objections to these policies have been amply presented
to the committee in prior testimony. They are no wmore acceptable now than
before. It is doubtful that the proposals as amended are capable of equitable
administration or enforcement. The U.S. businessman will never understand
the complications of the section and its enactment will be a further deterrent for
participation in international trade. The businessman will be properly concerned
that he will be caught in a financial trap he cannot anticipate and over which
he will have little or no control.

Business has submitted ample evidence that sales to foreign buyers are not
possible exclusively from U.S. establishments. In General Mills, Ine., foreign
sales are being cut off because of prohibitions against imports by the buying
countries. In order to continue in these markets and to sell agricultural prod-

82190—62—pt. 11—5
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uets, particularly wheat, we have participated in ownership of corporations in
these countries.

An overall eriticism of proposed section 13, as amended, is that generally each
foreign corporation is considered individually, and as a result, a group of
corporations may have little or no income in total, but by particular individual
corporations the income to be taxed to shareholders may be substantial. Losses
in activities subject to tax when profitable are not permitted as deductions in
computing the U.8. tax in the year of the loss. If the loss is ever recognized it
must be offset from future profits. Deficits accumulated to date of the act are
not recognized for the future.

Section 951(a) (2)

Subparagraphs (A) and (B) provide that a U.S. shareholder in a foreign-
controlled corporation will include in his income the pro rata share of the
corporation subpart F income reduced by the amount of any distribution received
by any other U.S. person during such year as a dividend with respect to such
stock.

This means that if additional shares in a corporation, which is a controlled
corporation, throughout a taxable year are purchased by a U.S. shareholder from
a foreigner after a dividend is declared and paid from income, that the U.8.
shareholder, if he owns 10 percent or more of the stock, will pay a U.8. tax on
income he can never receive.

Section 952 (¢)

This subsection limits subpart T income subject to tax, to the earnings and
profits for the current year reduced by the excess of the sum of the deficits in
earnings and profits for prior years beginning after December 31, 1962, over the
earnings and profits accumulated after December 31, 1962, which have not been
taxed to U.S. shareholders.

This limitation does not recognize deficits in earnings and profits prior to
December 31, 1962, but the proposal is to tax all earnings after that date. It
would seem that if a deficit existed before December 1962, the taxpayer should be
relieved from TU.S. tax until the deficit was recouped. Proposed section 961
adds to the basis of stock the income subject to U.S. taxes under 951(a).
Liquidation of a foreign-controlled corporation at a loss which is not recognized
under present section 332 means that losses attributable to deficits before
December 31, 1962, not only will not be recognized but earnings taxed to the
U.S. shareholder and added to basis cannot be deducted.

Section 952(d)

This subsection permits deficits in other controlled corporations to be taken
into account (it is presumed but it is not certain this is to be on a consolidated
basis) for purposes of determining the limitation on subpart F income. Deficits
prior to December 31, 1962, are not recognized and the same criticism as on
952(¢) above applies. This section is subject to rules to be promulgated by the
Secretary. It is difficult to see why this provision is necessary unless the use
of any such deficit is to be limited under the rules.

Section 954(b) (1)

This subparagraph provides for exclusion of dividends and interest received
by controlled foreign corporations from qualified investments in less developed
country corporations. To qualify for exclusion the dividend and interest
received cannot exceed the increase in qualified investment in less developed
country corporations.

This is inconsistent with the exclusion of dividends from the definition of
personal holding company income (954(¢) (3)). If the business is a legitimate
active trade or business, and a dividend is received from other than a related
person (one with 50 percent or less control), the dividend under 954 (c) (3) is
exempt. It would appear there is discrimination against dividend income from
less developed countries.

There is no provision for consolidation of qualified investments in less devel-
oped countries by a group of corporations. One controlled corporation could
be making investments while anther received dividends but only the invest-
ment by the corporation receiving dividends appears to qualify.

It is doubtful that under this provision U.S. investments will be made in less
geveloped countries. Many of these countries offer tax incentives for new
investment but little or no U.S. capital will be attracted if the tax which is
exerppt as an incentive is to be remitted immediately to he U.S. Treasury unless
the investment is continually increased by amounts equal to possible dividends.
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Section 954(b) (5)

This subparagraph provides that the Commissioner, by regulation, will pre-
scribe deductions to be taken into account which are properly applicable to the
different types of income. No provision is made for allowance of deductions in
those countries where the laws are different from in the United States. Certain
countries require creation of surplus reserves which cannot be distributed as
dividends but which U.8. tax law would not permit as deductions.

Section 954(d)

This subparagraph defines foreign base company sales income. The country
of incorporation determines if income is taxed to the shareholder regardless
of whether the corporation operates as a branch in several countries, is quali-
fied to do business in the various countries, conducts operations including manu-
facturing in the various countries, and pays local taxes in the various countries.
This type of rule requires separate corporations in each country in which opera-
tions are carried on so sales can be made in the country of incorporation. A rule
which determines taxation simply from the happenstance of the country of
incorporation is completely arbitrary. Under this rule the income of a Canadian
corporation which is a U.8. subsidiary would be taxed to the U.8. parent if it
purchased raw materials outside Canada and manufactures in Canada for sale
to a related person in another country. This would be true even if the purchas-
ing company paid the Canadian company a price determined by customs officers
of the importing country to be a legitimate arm’s-length price.

Section 954 (e)

This subparagraph defines foreign base company service income. If a U.S.
parent corporation has several corporations in several different countries, selling
and/or manufacturing products, and if, as a matter of efficient operation, a
single serviee corporation is set up to service products in the hands of the general
public and sold or produced by all of these selling and/or manufacturing corpora-
tions, the income of the service corporation must be included in the U.S8. parent
income. If, however, a separate service corporation was operative in each
country, the income of the service corporations would not be taxed to the U.S.
shareholders. Taxation is arbitrarily determined by place of incorporation andg
even though the service corporation deals entirely with the general public,

Section 955 (a) (1) and (2)

These paragraphs define the amount withdrawn from qualified investment
in less developed countries and it appears the computation is limited to invest-
ments made by a single foreign corporation and to its own investments. There
is no provision for decreases in investments by one foreign corporation to be
offset by increases in investments by another foreign corporation. In computing
the decrease in qualified investments excess of losses over gains or disposals
are considered, but no provision is made to eliminate intercorporate profits
and losses within the controlled group. If a U.S. parent corporation or a U.S.
domestic subsidiary corporation increases investments in foreign corporations,
this does not reduce the subpart F income of the foreign corporations in the
consolidated group.

No account is taken of existing contracts or foreign government action
requiring disposal of investments in less developed countries. Under such
conditions the U.S. taxpayer pays a tax on previously excluded subpart F
income even if there is a net total loss after the sale.

Section 955(b) (3)

This subparagraph permits controlled foreign corporations to elect to include
investments made in less developed country corporations after the close of a
taxable year, as part of the investments on the last day of the year. The time:
limitation of 1 year is not realistic. Ezxperience has been that anywhere from
1 to 5 years are the rule rather than the exception in arranging for and finally
consummating foreign investments.

Section 960

This section establishes special rules for foreign tax credit. It is not certain
that a foreign tax, arising on intercorporate distributions among foreign cor-
porations, of income already taxed under section 951(a) and excluded from
income under section 959 (b) for inclusion again under section 951(a), is eligible
for foreign tax credit to the U.S. shareholder. If it is eligible it would appear
to be eligible under section 960(b) but this subsection refers to a taxpayer and
neither the subsidiary nor its controlled subsidiary is the taxpayer.
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Section 961. Provides for adjustment to basis of stock and property

It is not clear under paragraph (a) which provides for increase in basis,
whether stock of a controlled corporation owned by the U.S. shareholder is to
be increased in basis for income taxable to the U.S. shareholder under section
951(a) or if the stock owned by a controlled foreign corporation in another
foreign corporation, controlled by it, is to be increased in basis. It would
appear that the basis of the stock in the hands of both the parent and the
subsidiary should be increased for income included under section 951(a) which
was earned by the subsidiary of the subsidiary.

The amount of the reduction in basis under paragraph (b) is not certain. If
a distribution is received, exempt under section 959(a), there is no indication
if the distribution so received is to be grossed up for applicable foreign tax or
not.

The receipt of a distribution under section 959(a) is valued at conversion
rates of foreign currency to U.S. currency on the date of the distribution. If
the conversion is at a lesser price than at the time income was taxed under
section 951(a) basis will not be reduced as much as it was increased. Con-
versely, if the currency value is higher the basis is decreased more than it
was originally increased.

The provision taxing amounts excluded from gross income under section
959 (a) to the extent they exceed basis appears to be a taxation of capital. Under
present law the tax here contemplated can only apply on complete or partial
liquidation of a corporation.

Although basis of stock of a U.S. shareholder is evidently adjusted under
section 961 and he is taxed on income under section 951(a), in the case where
a U.8. shareholder is a domestic corporation there is no rule regarding accumu-
lated earnings and profits of the U.S. corporation. The status of a distribution
from a U.8. corporation to its shareholders is doubtful if earnings and profits
at the time of the distribution are nil except for section 951 (a) income taxed to
the corporation.

Section 1249

Proposes to tax as ordinary income gain from sale or exchange by U.S.
persons of patents, inventions, models, designs, copyrights, secret formulas, or
processes or any similar property right to a controlled foreign corporation. De-
velopment and discovery of the types of property included here are not exactly
and easily identifiable as to the source of the idea. Foreign nationals working
in the controlled foreign corporation contribute substantially to discoveries
and developments. This type of policy will encourage original ownership of
these types of properties in foreign corporations.

There does not appear to be any reason to pick this type of property for
penalty tax treatment. The result by sale of a patent, for instance, in the
United States is to tax the seller at capital gain rates and permit the buyer to
amortize the cost as a deduction against ordinary income with no tax on the
buyer for income equivalent to the purchase price. To the extent U.S. share-
holders sell patent rights to controlled foreign corporations, the U.S. Treasury
cains the tax on the capital gain. Exploitation of a proven patent in new
geographical locations will generally return a higher profit than within the
territory where it is developed and the Treasury gains from taxation of higher
dividends from the foreign corporation to the U.S. shareholder.

Adoption of this proposal would be a shortsighted policy and could well
deny to the United States access to technical developments in other countries.

The Cuarmrman. The next witness is Mr. Thomas G. Corcoran of

the American International Underwriters.
Take a seat, sir.

STATEMENT OF THOMAS G. CORCORAN, AMERICAN INTERNATIONAL
UNDERWRITERS

Mr. Corcoran. Mr. Chairman, and members of the Finance Com-
mittee, my name is Thomas Corcoran, I am a lawyer with offices in
Washington, D.C. T appear on behalf of the American International
group of insurance and agency insurance companies.
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I am grateful to the committee for this opportunity to supplement
my earlier testimony and statement of May 3 objecting on behalf of
American insurers doing business abroad to the original language of
section 13 and related sections of H.R. 10650.

T am happy to say that since May 3 I have had conferences with
the representatives of the Treasury whom I have found openminded,
fair, and cooperative in finding solutions of these problems and the
Treasury’s amended draft of May 31 in principle substantially gives
legitimate U.S. insurance operations abroad the freedom we asked to
meet foreign competition without lessening the effectiveness of the
Treasury’s capacity to deal with situations of tax abuse.

We appreciate this very much. Details by which we still hope the
revised Treasury draft can be refined from the point of view of such
msurance companies are set forth in a supplementary statement sub-
mitted to this committee by the National Board of Fire Underwriters
and the Association of Casualty Insurance Companies.

We are still concerned, however, and are here trying to offer con-
structive suggestions, on the last point of our earlier statement; i.e.,
on the interrelation of section 13 and section 12 which curtails that tax
examption from personal income earned abroad about which have
been constructed for two generations compensation arrangements for
managers of U.S. capital abroad.

In my May 38 testimony I suggested that the amount of profit
earned by U.S. capital abroad subject to section 13 and available for
either immediate or deferred taxation and the value for other national
purposes of that capital could not be separated from the effectiveness
of U.S. managerial personnel affected by section 12—managers who
may control the productivity and profit-earning power of 100 to
10,000 times their number in foreign personnel.

We could lose the international competition both for profits taxable
under section 13 and economic and political power beyond these tax-
able profits if we cannot keep U.S. owner capital abroad managed by
U.S. citizen-managers technically as competent as their opposite num-
ber European managers who would still enjoy personal tax exemption
after we would enact section 12.

I had a realistic experience in government and business for 8 years
with Mr. Jesse Jones and more and more I learn the deep wisdom of
his remark “I will lend $5,000, $50,000, $500,000, $5 million, or $100
million provided you first find me the men to go with the money.”

This statement concerns the men who go with U.S. money overseas.

If we are going to have a section 12 and section 13, it asks you to
help wth a fundamental management problem of effecting the diffi-
cult transition from a lifelong exemption from tax to a heavily
taxable status for these managers, without tolerating the notorious
abuse situations of oversea tax exemption which the Treasury is
rightly trying to reach. ) ]

Attached hereto as appendix A is a rough suggestion of a possible
further amendment to section 12 of HL.R. 10650. We have not had
an opportunity to discuss this with Treasury representatives.

This is intended to reach two types of men: one the kind who
already has the option of retiring, the experienced man whom we
desperately need to hold as long as possible while we are going threugh
a very difficult period; the other kind is a young man approaching



4474 REVENUE ACT OF 1962

40, who for reasons I will later detail, needs encouragement to stay in
this oversea business.

This amendment is intended to benefit only the particular kind of
managers of U.S.-owned capital investment abroad most important
both to taxable profits and to U.S. power abroad; for example, fac-
tories, plantations, mines, merchandise distribution, insurance, and
banking. It will not help, beyond the present exemptions in proposed
section 12 of H.R. 10650, movie actors, or those who either by being
self-employed or by controlling the corporations who employ them can
arrange their residence and location of earning power to take advan-
tage of the foreign earned income exemption with no comparable bene-
fit to the national profit or power.

These managers of these limited kinds, neither self-employed nor
controlling their employment, whose skill and concentration of atten-
tion on their work—and not on their suddenly heavy tax troubles—
could make the difference in the profit of U.S. oversea capital are
included in the Treasury table 13 in the classification from $50,000
to $100,000.

Note that with the limitations to the kind of business they repre-
sent above suggested, there are only 204 of them from all over the
world: with the limitations suggested possible there would be no
more than 100 even including men up to $150,000. I suggest it is
to the national advantage, taxwise and otherwise, to permit these
men to “phase out” their tax transition over a period of 5 years to
-ease adjustment from many years of tax exemption to a period in
which they will be paying possibly 50 percent of the income which
may be attributed to them by the Treasury including fringe benefits
and prorated perquisities.

The proposed amendment cuts off initial phaseout exemption bene-
fits at the $100,000 figure including perquisites and benefits, even
though there may be indispensable managers above this figure, because
below this figure will be included the bulk of the experienced indis-
pensable managers who can retire early if they find they are not
compensated—after taxes—according to their hitherto ex taxes stand-
ards and with whom their employers will have to renegotiate to keep
them working.

It is important because of the perquisites and benefits problem
that I start from $100,000 because an unpredictable proration of per-
quisites and all benefits will presumptively be included in the newly
taxable income base of these men unless your legislation specifically
provides that perquisites and fringe benefits shall not be included in
the income base.

The compensation pattern of U.S. foreign managers (like all foreign
managers) has grown up like Topsy, finely adjusted to each particular
foreign location and custom. The benefit of any differential from
U.S. taxes is normally taken into consideration in fixing base salaries.

_These managers, therefore, have not been escaping taxes—any tax
differential advantage has always been calculated out of their base
compensation. Company-paid benefits particular to each location
have been added to this exemption-deducted base pay.

Except in a handful of European nations with an approximate U.S.
level civilization (where the tax differential does not exist anyway)
it would be my guess that there is hardly a single employee in this
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vital top management group who does not have, in addition to his
base salary, allowances or perquisites of some kind which a Treasury
inquisitor may rule in some unpredictable amount as income of the
taxpayer subject to tax in addition to salary.

Perquisites and benefits are required in oversea operations much
more than in domestic business. A perquisite is often the rent-free
manager’s house with servants and automobiles in which, for reasons
of prestige and face calculated to be profitable for the company and
not through his own choice, the U.S. manager has always lived com-
parably to his English, Canadian, German, or Italian opposite number.

It may be entertainment facilities company-owned and paid for,
but more intimately connected with the family living of the manager
than in the United States. Where the custom of the country requires
it, a benefit may be a necessarily unvouchered expense allowance;
where school facilities are notoriously bad, it may be an educational
allowance to send U.S. children home to U.S. schools; where climate
is bad or medical care inadequate, it may be a travel allowance for
an off-post vacation or a trip home to the United States; where liv-
ing costs are disproportionate, it may be a cost of living allowance
in addition to the manager’s grade salary.

For income tax purposes these perquisites and benefits could add
up to more than salary. It is not inconceivable that an oversea man-
ager today projecting his first tax on his earned income next year
under section 12, is sweating out whether with all his perquisites and
benefits counted as income, he may need more cash than the amount
of his cash salary to pay that tax.

If section 12 1n its present terms becomes law the U.S. employing
corporation has to choose between evils. It can—

(@) substantially raise its competitive cost to keep the Ameri-
can manager by raising his take-home pay to cover his new tax,
partly or completely, or

(5) keep down its competitive cost by letting the American
manager retire, replacing him by a non-United States citizen of
the same business-capacity and pay the new foreign manager
nothing more than the American’s old compensation. Either
course 1s bad.

Attached as appendix B is an amateur computation—not taking
into account the variable of a deduction for foreign tax—of how much
additional gross compensation to offset the effect of section 12 a U.S.
employer would have to pay a U.S. foreign manager, married, with
$75,000 salary and $25,000 Treasury valuation in perquisites and bene-
fits, after giving effect to the $35,000 top exemption provided in H.R.
10650.

The manager’s tax will be $29,500. To cover this $29,500 net the
employer would have to give the manager an additional $132,000 gross
salary on top of the $75,000 salary he was already getting. If the
employee were unmarried like a large proportion of oversea men the
figure would be much higher.

Look at the other alternative open to the employer, $75,000 take-
home-pay value in human competence is the same whether it is Ameri-
can or foreign. If the U.S. employer cannot afford to pay $132,000
more to hold an American who wants $75,000 take-home pay, there
is a foreigner of equal competence not subject to section 12 who can
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take the U.S. citizen’s place without costing the employer more than
the American’s old pay.

Business organizations are like baseball teams—other things being
equal, you get in personnel what you pay for and higher paid players
win—and until other countries adopt a section 12 $75,000 paid to a
British citizen managing U.S. capital will buy a better manager than
$75,000 paid a U.S. citizen manager who pays a $29,500 tax. We can-
not unilaterally beat arithmetic.

We, therefore have to face the fact that just as before the recent
Treasury amendments section 13 risked transferring the ownership and
directorship of U.S. capital abroad to foreigners who had no section
13 to contend with, section 12 unless carefully administered can pos-
sibly transfer an uncomfortable amount of the upper managerial
direction of U.S. capital abroad into managers of other nationalities.

T know there is a domestic advantage in days of high taxes to have
domestic residents feel they are not paying higher taxes than foreign
residents. But does this goal have to produce the disadvantage to
general U.S. national policy of having U.S. citizen managers of U.S,
oversea capital replaced by non-U.S. citizens especially in the highest
paid and therefore highest managerial positions?

Therefore, we suggest that if on balance the committee wants sec-
tion 12 it should consider phasing out section 12 over a period of years
along the lines of the proposed amendment to see if U.S. employers
and the most valuable U.S. managers can in the meantime find ways
to make the mutual adjustments required to keep U.S. oversea capital
in the management of U.S. nationals.

Certainly such adjustments—together with the correlative adjust-
ments between compensation for domestic and foreign employees of
the same corporations—are too big and too complicated to be worked
out by January 1, 1963. It is proposed, therefore, in appendix A that
we take 5 years to phase out the adjustment, reducing by 20 percent
in each year the special exemption proposed for this particular class
of indispensable managers.

The suggestion made above has been to try to hold the older U.S.
managers. To try to hold the younger ones it is suggested that any
exemption in H.R. 10650 be permitted to include prospective tax-free
benefits from employers’ contributions to pension funds to the degree
that the employee does not otherwise use up the entire exemption—
that is, if an employee more than 3 years out has only $25,000 salary
and perquisites, leaving leeway in an exemption, that leeway could be
applied to allow that amount of employer’s contribution even in the
future to be tax-free pension. Since I have not felt technically com-
petent to prepare a technical amendment even in a rough manner on
this subject, I have not submitted a draft.

Because of many factors, including 2 years of agitation about the
consequences of section 13 on U.S. oversea business, there is a special
uneasiness in the U.S. oversea managerial community among men
under 40.

They know that after 40, on the statistical basis of the pension plans
of U.S. corporations, it will be difficult for them to come home and get
a domestic job with later life security.

Since the effect of section 12 will be to cut off the hope of accumu-
lating capital by going into oversea service, it will dry up recruit-




REVENUE ACT OF 1962 4477

ment for oversea service. It seems particularly important, there-
fore, to keep in oversea business for the next 20 years as many as pos-
sible of these younger men reaching a 40-year-old point of decision.
To such men, unsure of any future job security in the United States,
pension rights seem valuable out of proportion to other compensation.

To let them use up any margin between their salaries and an exemp-
tion in this way might cost the Treasury little but save for the future
manlagement of U.S. capital abroad many young U.S. managers now
in place.

The old principle that individuals should be taxed only by the coun-
try of residence had the practical advantage that while universally
accepted it avoided all problems of competitive adjustment.

When such a workable principle is abandoned for whatever good
reasons we should be practical facing up to a sea of troubles of partic-
ular adjustments as we try to live by one set of rules while the rest
of the world is living by different rules.

But if we have time to work out the individual adjustments re-
quired we may be able to have the best of both worlds—to keep our
oversea capital competitive and under our own management and at
the same time have the objectives of sections 12 and 138. The pro-
posed amendments only ask for patience and time to accomplish just
that.

(Appendixes A and B referred to foliow :)

APPENDIX A TO STATEMENT OF THOMAS G. CORCORAN

Recommended amendment to section 911 IRC as proposed to be amended by
section 12 of H.R. 10650 :

Amend paragraph (1) (B) of subsection (¢) by substituting ¢, or” for “.” at
the end of the sixth line thereof and by adding thereafter the following :

“(C) $50,000 in the case of an individual who qualifies under subsection
(a) (1) and who is engaged in trade or commerce in manufacturing, transporta-
tion, construction, extractive, agricultural, merchandise distribution, insurance
and banking enterprises, as defined more particularly in regulations to be issued
by the Secretary of the Treasury, and who is in the employ of a corporation in-
corporated in the United States or of a foreign corporation not less than 51
percent of the value of whose outstanding stock is owned by U.S. nationals,
provided however that such individual does not own control in excess of 10
percent of the value of the outstanding stock of any such employing corporation.

“(D) in the case of an individual who qualifies under subparagraph (C) the
following amounts of earned income additional to that exempt under subpara-
graph (C) above received during the calendar years ending on the following
dates respectively: $50,000 for year ending December 31, 1963 ; $40,000 for year
ending December 31, 1964 ; $30,000 for year ending December 31, 1965; $20,000
for year ending December 31, 1966 ; $10,000 for year ending December 31, 1967 ;”

APPENDIX B TO STATEMENT OoF THOMAS G. CORCORAN

Salary__ $75, 000
Perquisites — ———— - ——— 25,000
Total _____ . —_——— __— 100, 000
Exemption R ——— ———~ 35,000
Motal 65, 000

X 29, 500




4478 REVENUE ACT OF 1962

Makeup pay
Rate Gross \ Net ‘ ’ Rate Gross Net
$11, 000 $3,850 || 8l $20, 000 $3, 800
12, 600 3,720 || 84 e e 20, 000 3,200
12,000 3,360 || 87 o oo 17,000 2,170
20, 000 5,000
20, 000 4,400 Total oo eeamens 132, 000 29, 500

The CHAIRMAN. Thank you, Mr. Corcoran.

Any questions?

Senator SmataERs. I am curious to know, Mr. Chairman, how much
do these taxes bring in or how much would they bring in under
section 12 as submitted by the House on these 204 managers that you
have mentioned ?

Mr. Corcoran. I don’t know, sir.

I blew up table 13 because my old eyes can’t read it intelligently
in the printed report, and I think T have submitted a blownup copy
here. If you look at the “All-Continents” leading where I have
marked the “$50,000 to under $100,000” men you will find there are
204 of them and the entire amount of excluded income is about $12
million,

The fellows from $20,000 to $50,000 account for $100 million.

Of course, the guts of oversea business management is in the
$20,000 to $100,000 men and I am particularly worried about the
retirement of the fellows who are already entitled to retire, who have
an option to retire at any time within say 5 years and who are already
entitled to retire. These are certainly within the $50,000 to $100,000
group. But you will see the entire income of the $50,000 to $100,000
group is $13 million.

Now, how much the taxes payable would be under section 12 would
depend on many things. It would depend on how much they were
taxed on the so-called perquisites and benefits on which you can’t
apply the employer’s rule of convenience in the oversea business as
you can domestically and which make up an unpredictable amount of
tax basis because you don’t know what the Treasury valuation pro-
rating those benefits is going to be.

A fellow in a comparatively high bracket with the perquisites and
benefits that go with a top manager cannot possibly know his tax
now because after section 12 is the first time an evaluation will be
attempted on what he is going to be taxed, for the manager’s “casa
grande,” for the big house and for all of his travel allowances, I
can’t tell you how much revenue will come in but I suspect, Senator,
it will be far less revenue than the Treasury expects.

I think that the Treasury is more concerned than it is with the
amount of revenue which will be obtained with an understandable
ability to say to the American domestic taxpayer, “We are not taxing
you heavily and not taxing a fellow abroad at all.”

But I think there is a balance here.

The right way obviously to have amended section 12 was something
that was technically impossible for me, but which T would have liked
to have done; that is, an amendment which excluded out of section 12

exemption in the people who were abusing section 12, and there are
many people abusing section 12.
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Since I can’t, nor does anybody else seem to be able to, draft an
amendment which will exclude the bad ones out of the exemption,
T am trying to suggest the other tack; that is, that we draft an amend-
ment which specially includes some good ones in.

But answering your first question, I don’t think anyone knows what
revenue you are going to get out of this tax under section 12. I think
the purposes of section 12 are more social and egalitarian ends in
taxation—and I understand that motivation—than they are in terms
of revenue.

Senator SMATHERS. Your argument is that we are going to lose a
great deal of know-how and managerial skill overseas in these competi-
tive marks and get very little return for the Treasury.

Mr. Corcoran. Certainly little return for the Treasury. What
other social benefits you get is something else, but little returns for
the Treasury. What concerns me, if I might talk like Mr. Churchill
about liquidating His Majesty’s Empire, is that I don’t think we
should lose what it means to this country to have the power and the
prestige and the value of our American Investments abroad which is
already some $30 billion, and I am telling you if because of tax differ-
entials you have to put that investment in the hands of Englishmen
and Canadians and Germans and Italians or whoever it is you will
lose 50 percent of the value to you of that empire, and 1 hope we are
not going to preside in this session of Congress over the liquidation of
“His Majesty’s Empire.”

Senator SmaTaERS. Do you know of any other country in the world
thaét is thinking about taking the steps that we envision here in section
12¢

Mr. Corcoran. No, I don’t.

If they were all going to take the same step then we would be all
right.

ut this, Senator, is the same as the situation we find ourselves in
when we apply the antitrust law abroad to American corporations
which have to compete abroad with foreign corporations whose home
law does not apply the antitrust law to them. )

I mean it is like our problem where we have to pay the right wages
to our people for labor purposes but we can’t get enough labor unions
in other countries to get other countries labor costs up to our own.
think what our efforts should be is to see if we can get everybody else
tol go along with these things first before we begin to handicap our-
selves.

But answering your question specifically, there is no other country
in the world that is presently contemplatmg a section 12; that is, so
far as T know and I may be wrong.

Senator SmatmEers. All right, thank you.

The Cuarrman. Any further questions? ) i

Senator Gore. Mr. Corcoran, what are your views with respect to
the danger that Miami will lose its multimillionaire colony to Nassau?

Mr. Corcoran. Well, under the statute as I attempted roughly to
draft it, it would lose it. o

Nassau would lose it back to Miami because I have carefully pro-
vided in here that self-employed people who can control their own
place of employment and their own compensation will not get the
benefits of this exemption.
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Senator SmatuERs. He was asking you for my benefit. And I ap-
preciate the question.

One thing I like about the Senator from Tennessee—he takes care of
other people’s business for them and does it very well. [Laughter.]

Mr. Corcoran. Senator, I am sure that under my proposed amend-
ment we would get them back from Nassau to Miami.

Senator Gore. I was asking you with respect to the present law in
the unfortunate event that the Congress does not change it, your views
on the possibility that Miami may continue to lose its multimillionaire
colony to Nassau.

Mr. Corcoran. Well, Senator, I am not unaware of what modern
transportation in jet planes will do. I would myself try very hard
if T were myself the Congress of the United States or Treasury of
the United States, to stop that abuse of people who are avoiding U.S.
taxes and are not contributing abroad anything to the state of the
American economic empire.

I too would try to stop the Nassau business, and 1 have tried des-
perately to draft an amendment, as I have been informed by Treasury
representatives that they have tried to draft an amendment, which
would stop this going off to Nassau of people who don’t engage in
any really important use of American capital abroad for fundamental
economic purposes. But we don’t seem to be able to draft that kind
of an amendment.

So, I am trying to draft another kind of amendment.

If I can’t exclude them out, I am trying to include in the important

eople.
P Senator Gore. So, were you in Congress where you could make a
significant contribution you would join me in an attempt to solve the
problems of getting out of Florida.

Mr. Corcoran. Yes, but I would also ask you to help me solve my
problems.

Senator SaaTmEers. Is it not a fact that most of the people who go
to Nassau as the Senator from Tennessee states who is usually very
generous hearted and concerned about his coleagues, he wants to help
me, I appreciate it, and I will have a chance to help later——

Senator Gore. Thank you.

Senator SmaTHERS. On some of the other matters, but in any
event

Senator Krrr. Would the Senator yield ?

Did I come in on a situation where peace is being made or war is
being declared? [Laughter.]

Senator SmaTraERs. Peace is being made.

Mr. Corcoran. Senator Kerr, I am trying to give each of them the
best of his own world.

_ Senator SmaTners. Peace is being made. But the fact of the matter
is that most of the people who are going to Nassau which we are
actually concerned about do not make any contribution.

Mr. Corcoran. That is what I am saying.

. Senator SmaTmers. Once they get to Nassau, they retire there and
n point of fact they live there, drawing certain money from certain
sham corporations and things of that kind and those are the people
we ought to get as so far as the tax laws are concerned.
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But what, I understand that you are talking about are people who
are managers and have know-how and are competing in foreign
markets for the United States and their companies vis-a-vis the Swiss,
the British, and Italians, et cetera, that is what you are talking about.

Mr. Corcoran. And who are assuring us ultimately control of
certain oversea sources of supply which we are going to need more
and more as time goes on, the fellows who contribute to the political
strength of the economic power of the United States as represented
by this investment.

Senator SmarHERs. Wouldn’t you agree if we were subscribing to
the great theories of Cordell Hull we should have a lot of trade, and
the Senator from Tennessee was raised at the very knee of Cordell
Hull and recognizes the need of foreign trade, wouldn’t you agree
we would need to have some kind of competent people overseas to make
it possible for us to get the markets opened up to our businessmen, to
make it available to them, that they can participate in the stream of
traffic that goes from the oversea country to around the world?

Mr. Corcorax. Yes, Senator. But I still think you can do this and
give the Senator from Tennessee what he wants, too, and I think this
back-door amendment of mine will do it.

And I don’t think

Senator SararHERs. If is very clear that if we want to tax the movie
stars who avoid it

Senator Gore. Since my illustrious former neighbor and fellow
townsman was brought into this, I would like to recall that his yard-
stick of taxation was taxation in accord with ability to pay, and I
doubt if this amendment which you suggest could quite be measured
by that vardstick.

Mr. Corcoran. Except for one thing, Senator.

Senator Gore. That 1s it; it is an exception.

Mr. Corcoran. It is fundamental to the position of these people to
understand that their tax differential was taken out of their pay by
the employer when their compensation was fixed.

A man abroad does not receive in a country where he has a tax
preferential, as a matter of habit among American corporations, he
does not. get the equivalent salary of a fellow in the United States.
There is an allowance, a deduction made in his pay for what he might
gain by being abroad under a tax differential. This is the fundamen-
tal fact that people don’t take into account. The problem here is a
corporation problem. )

Senator Gore. What you are saying is that the Treasury then, s
pgying part of the compensation of your high corporate officials
abroad ? .

Senator Smatuers. No, I think he is saying just the opposite.
There is a deduction or a compensation made on the basis of the diffi-
culty which each person encounters in that oversea company.

Senator Gore. He just said tax exemption is figured as a part of
that compensation, which means that the Treasury of the United
States is helping to pay the compensation. o

Mr. Corcoran, The Treasury of the United States is in exactly the
same position as the treasury of every competing country in the world.
This has been in the lasw, Senator, for two generations.
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Senator Gore. You were speaking of, a moment ago, take-home pay
of $75,000.

How much income, in the case of a domestic taxpayer, would permit
a man with a wife to have $75,000 a year take-home pay ?

Mr. Corcoran. I gave that figure in appendix B. It would be sub-
stantially $200,000. I am only talking about the 100 or so fellows who
really run this oversea empire. I am very careful where I am cutting
this exemption off and I am only talking about this exemption for a
phaseout period of 5 years until we can see what we can do about this
as a matter of negotiation between the company and the employee. I
am hoping in the meantime one or two things will happen. Either
you will convince other countries to apply the same principle you pro-
pose in section 12 or you will get tired of section 12 yourself.

Senator (Gore. What you are suggesting is, then, that we assess tax
liability to these people but give them 5 years in which to get used to
it?

Mr. Corcoran. Well, you can put it that way, if you want to be
mean about it. But I put it another way. [Laughter.]

I put it another way.

Senator (Gore. I am not trying to be mean about it. That is what
you mean.

Mr. Corcoran. But when you are dealing with amounts of taxes
of this size and when you have men who are eligible to retire, and when
by other provisions of this section 12 you have already told these
men that the employers’ contributions to their pension shall no longer
be tax free prospectively, what have the fellows to sit overseas about?

Would you like, Senator, to be sitting as an oversea manager on
the top of a keg of worms that is the foreign competitive situation
in Brazil right now ?

Senator Gore. I don’t like worms.

Mr. Corcoran. I don’t think, if there were nothing in pay in it for
you, that you would stay in Brazil right now, with the responsibilities
of the top men, assuming you are going to be taxed for the first time
with 50 percent one whack next year and your retirement allow-
ances, in substance, stopped.
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_ I don’t think I would do it, Senator. This is a practical problem,
it 1s a practical problem of the liquidation of His Majesty’s Empire,
and all I am saying is let’s phase it out until there is time to see how
many of these men we can hold on a lower take-home base.

What I am cost afraid of is that, as I have said, you still can get
a $75,000 Englishman for $75,000, and you can’t get a $75,000 Ameri-
can for $75,000 any more. Just give us a little management time to
turn around because right now

Senator Gore. You don’t think it would take you 5 years to turn
around, do you?

Mr. Corcoran. Yes, I think it will take you 5 years to figure this
all out. You may think it can be done in a shorter time but certainly,
Senator, it can’t be done by January 1, 1963.

Senator Gore. Suppose we give the building and loan associations
a 5-year phasing period.

Mr. Corcoran. I don’t know enough about the building and
loans——

Senator (Gore. Why not apply this rule to all new taxes levied by
]tohe (f}iongress? This is a remarkable scheme, and it will be of great

enefit.

Mr. CorcoraN. No, you don’t have a competitive oversea problem
in these other cases. 1 know, Senator, it is like the Indians and the
elephant. It depends upon what part of the elephant you feel what
you think the elephant is like, and you look at it from the standpoint,
understandably, of domestic taxes; I am trying to see an oversea
situation that will work.

Senator Gore. I thought that was the blind men and an elephant.

Mr. Corcoran. No, they were Indians who blindfolded themselves.
You are on the front end of the elephant where the tusks are. I am
at the rear end of the elephant and I am feeling the elephant’s tail.
[Laughter.]

The Cuamman. Any further questions?

Thank you, Mr. Corcoran, very much.

(Table 13 referred to follows:)




TaBLe 13.—Income excluded under sec. 911 of the code on returns filed in 1960 as disclosed on form 2565, by size

of excluded income and

continent
Residence Physical presence Total
Continent and size of excluded income
Number |Percent| Amount |Percent| Number |Percent| Amount |Percent] Number |Percent| Amount |Percent
(¢)) 2 ® 4 8 O] (7) @® () (10) (11) (12)
ALL CONTINENTS
Ot o oL 39,482 | 100.0 | 418,906,940 | 100 0 11,232 | 100.0 92,175,510 | 100.0 50,714 | 100.0 | 511,082,450 100.0
Notstated_ _ .. 1,458 2 A I S 373 E 5 2 I U, 1,831 3.6 ||
Under $5,000.________ 11,785 29 8 32,750, 427 7.8 2,451 21.8 6, 402, 207 69 14, 236 28 1 39, 152, 634 7.7
$5,000 under $10,000. - 9,076 23.0 62, 650, 725 15.0 4,376 390 32,014, 862 34.7 13, 452 26 5 94, 665, 587 18.5
$10,000 under $20,000_ - 13, 149 33.8 186, 718, 941 44 6 3, 896 34.7 50, 538, 567 54.8 17,045 33.6 237, 257, 508 46.4
$20,000 under $50,000__.___. 3,768 9.5 | 100, 000, 678 23.9 . 2, 794, 622 3.0 3,898 7.7 | 102,795,300 20.1
$50,000 under $100,000______ 204 .5 12,991, 339 31 302, 945 .3 209 .4 13,294, 284 2.6
$100,000 under $500,000_ 35 .1 5, 835, 576 1.4 122, 307 .1 36 .1 5,957, 883 12
$500,000 2D OVer .- oo oo [ 17, 959, 254 48 | 2 17, 959, 264 3.5
NORTH AMERICA T
Total . s 11,199 | 100.0 | 109,420,551 | 100 O 1,166 | 100.0 8,398,037 | 100.0 12,365 | 100.0 | 117,818, 588 100.0
Not stated. 510 46 || 92 b N R JN, 602 4.9 |
Under $5,000. _ .- 3,299 29.5 10, 894, 623 100 289 24.8 828,079 99 3, 588 29.0 11, 722, 702 99
$5,000 under $10,000 3, 068 27.4 21, 447, 700 19.6 464 39.8 3,171,618 37 8 3, 532 28.6 24, 619, 318 20.9
$10,000 under $20,000- - 3,309 29.5 45, 767, 243 41 8 306 26 2 3,997, 446 47.6 3,615 29 2 49, 764, 689 42.2
$20,000 under $50,000_ . 935 8.3 25, 368, 822 23 2 13 11 275, 266 3.3 948 7.7 25, 644, 088 21.8
$50,000 under $100,000. _ . 73 7 4, 603, 566 4.2 2 .2 125, 628 1.5 75 .6 4,729,194 4.0
$100,000 under $500,000 . _ 4 . 755, 510 P PSSR RS ISR [P, 4| 755, 510 .6
$500,000 and OVer . oo 1 . 583, 087 D3 J (SO (RN FI ) R 1| 583, 087 .5
SOUTH AMERICA
Total. - . L 9,238 | 100 0 | 121,937,893 13,382,853 | 100.0 10, 636
Not stated. . 226 2.4 | || 87! 286 | e _b_ 263 .
Under $5,001 1,761 19.1 4,786,298 692, 055 5.2 1,991 18.7 5,478, 353 4.0
$5,000 under $10,000___ 1,660 18.0 12, 697, 092 3,914,723 29.3 2,162 20.3 16, 611, 815 12.3
$10,000 under $20,000- - __._.___________ 4,004 43.3 58, 406, 618 8,044, 366 60. 1 4,608 43.3 66, 450, 984 49.1
$20,000 under $50,000_ _ ... . ... 1,522 16.5 39, 804, 562 536, 805 4.0 1,545 14.5 40, 341, 367 29.8
$50,000 under $100,000__ _.________.______ 51 .6 3,238, 838 72, 597 .5 52 .5 3,311,435 2.4
$100,000 under $500,000_ - _________._.._. 13 .1 2,204, 485 122, 307 .9 14 .1 2,326, 792 1.7
$500,000 and OvVer e ) B 800,000 | .7 oo e e e ) S I 800, 000 .6
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WESTERN EUROPE
Total ._____

Not stated. _
Under $5,000____
$5,000 under $10,
$10 000 under $20 000 -
$20 000 under $50 000. .

$5O 0N nnder $100 000~
$100 000 un jer $500 000

$500 000 an 1 over

5,249 | 100.0 61,484,793 | 100.0 3,216 | 100.0 25,622,833 | 100.0 8,465 | 100 0 87,107,126 100.0
263 8.0 (e 117 36 (oo 380 [ 5 J S,
1,429 27.2 3, 645, 120 5.9 843 26.2 2, 067, 621 2,272 26.8 5,712,750 6.6
1,195 22.8 8,971, 965 14.6 1,125 35.0 8, 643, 243 2,320 27.4 17,615,208 20.2
1,746 33.3 24,132, 851 39.3 1, 099 34.2 14, 228, 547 2,845 33.6 38,361,398 44.0
559 10.6 15, 406, 084 25.1 . 591 7.0 16, 089, 006 18.5
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9 .2 1,375, 655 2.2 9 .1 1,375, 656 1.6
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The Craamman. The next witness is Joseph B. Brady, of the Na-
tional Foreign Trade Council.
Mr. Brady, come forward.

STATEMENT OF JOSEPH B. BRADY, VICE PRESIDENT, NATIONAL
FOREIGN TRADE COUNCIL, INC.

Mr. Brapy. Mr. Chairman and members of the Committee on
Finance, my name is Joseph B. Brady. I am vice president of the Na-
tional Foreign Trade Council and secretary of its tax committee.

The National Foreign Trade Council, which was founded in 1914,
is composed of U.S. corporations engaged in all aspects of foreign
trade and business. Its basic function is the protection and promotion
of American foreign trade and business.

The National Foreign Trade Council has considered the amendments
to sections 13, 16, and 20 of H.R. 10650 proposed by the Secretary of
the Treasury, May 10, 1962, and the draft of statutory language im-
plementing these amendments as set forth in the committee print of
May 381, 1962, released by the Committee on Finance of the U.S. Senate.

Some amendments suggested by the Secretary, as implemented by
the draft language, make the pertinent sections of the bill less onerous
that those contained in H.R. 10650 as passed by the House of Repre-
sentatives. However, other proposed amendments would make the bill
more complicated and less equitable.

The National Foreign Trade Council urges that the sections of H.R.
10650 affecting foreign trade and business not be enacted into law,
either in the form as passed by the House of Representatives or in the
amended form suggested by the Secretary of the Treasury.

They constitute in both forms a drastic and undesirable departure
from tax principles which have been consistently followed in U.S. in-
come tax law; and adverse effects to legitimate foreign business opera-
tions would result from the provisions which would far outweigh any
advantages in curtailing the “tax haven” problem.

The National Foreign Trade Council has prepared a written state-
ment which it is respectfully requested be inserted in the record.

The Crameman. It will be placed in the record at the end of your
testimony.

Mr. Brapy. The accompanying explanation of amendments pro-
posed by the Secretary of the Treasury on May 10, as set forth in the
May 31 committee print, lists 12 “major changes from section 13 of
H.R. 10650.”

In the interest of brevity, we will summarize our position concerning
each of these changes.

PATENTS

The substitute amendment concerning patents proposed by the Sec-
retary would tax at ordinary income rates gains from the transfer of
patents, et certera, to “controlled foreign corporations” rather than at
capital gains rates at which rates such gains are presently taxed.

Further, the explanation of this section may imply that the proposed
amendment would preclude the issuance of rulings under section
367, Internal Revenue Code.
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Apparently the amendment proposed by the Secretary of the Treas-
ury stems from his contention that the transfer of patents et cetera,
constitutes a “tax haven” abuse.

As developed in our written memorandum, there are many cases
where tax avoidance, or “tax haven” abuses play no part in the trans-
fer of patents, et cetera, to “controlled foreign corporations.”

Further, the proposal would distinguish, in our opinion improperly,
such transfers from transfers of patents, et cetera, (a) domestic
corporations; (&) to foreign corporations which are “not controlled”;
and also would distinguish such transfers of patents, et cetera, from
the transfers of other property.

The second major change listed on page 38 of the May 31 committee
print refers to elimination of provisions restricting the use of earn-
mgs by operating companies, and to certain limitations concerning
investment in U.S. property.

NFTC emphasizes that the proposed amendment does not cover
all types of operation of income, e.g., certain sales income and certain
service income.

Further, with reference to these two classes of operating income,
there would be an added restriction in that such income may not be
excluded from foreign base company income by reinvesting such in-
come in less developed countries. This is permitted under section
13 as passed by the House.

The fact that some operating income is not immediately subject
to U.S. taxation does not eliminate a number of undesirable effects
which the section, both in its present form and in the amended form
suggested by the Secretary, would have on controlled foreign cor-
porations which earn such excluded “operating” income.

New and complicated recordkeeping would be required. There
would have to be adherence to U.S. legal and accounting concepts
which, until the present time, have not been pertinent to operations
conducted entirely outside the United States by foreign corporations.
Selling operations might have to be handled in a less efficient manner
than at present.

Parenthetically, the same observations apply to income excluded
because it is earned in less developed countries.

The meaning of many of the provisions in this section of the bill
as in other sections of the bill is unclear. Attention is invited in
particular to provisions concerning pledges and guarantors.

The third major change concerns dividends, interest, rents, and
royalties. One effect of the complicated implementation of the pro-
posed change seems to be that dividends and interest which are derived
in connection with the active conduct of a trade or business in a de-
veloped country (other than the country of incorporation) of the
recelving corporation are taxes solely because they come from a re-
Jated person.

The section would result in unjustly penalizing and, in many cases,
rendering noncompetitive legitimate foreign operating subsidiaries
which, for sound business reasons, and in accordance with local laws
and customs, have in turn established operating subsidiaries in other
foreign countries.

The fourth change concerns an exception for foreign corporations
not availed of to reduce taxes. The proposal which would implement
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this fourth major change seems to be one of uncertain application
which would place a severe burden of proof on the taxpayer without
statutory standard.

The proper standard for exception from treatment as “tax haven”
income should be whether or not the controlled foreign corporation
was organized for reasons other than the avoidance of U.S. taxes.

In certain countries there is a higher reliance on indirect taxes as
compared with direct taxes. Comparison of only the type of taxes
enumerated in section 954(b) (4) accordingly might be unrealistic.

The fifth major change indicates that only shareholders having a
10-percent interest or more are considered in connection with subpart
F. When this section is combined with the attribution rules there will
be many situations where the affected taxpayer will have no actual
control.

The sixth major change refers to losses. The proposed statutory
language, particularly when considered in connection with the ex-
planation, might indicate that certain types of losses of controlled
foreign subsidiaries may not be covered by the proposed provisions.

Furthermore, the present draft as compared with the Treasury
draft released on January 31, 1962, does not contain a provision for
carryback of losses.

The seventh major change refers to blocked income. The concept
of income varies from country to country, that is, requirement for
legal reserves. In many countries there are practical as distinguished
from legal restictions on the remittance of funds resulting from poli-
cies at various levels of the economy, or from unwritten decisions of
an administrative agency.

The eighth major change concerns earnings and profits. This con-
cept is extremely difficult to determine even for purposes of U.S.
taxation of domestic source income and is probably unknown in foreign
accounting and tax practice.

In general, the proposed provision would delegate broad authority
to the Secretary without adequate statutory standards.

The ninth major change refers to the exclusion from foreign base in-
come of certain dividends and interest from less-developed country
corporations. In general, under the provisions, income from de-
veloped countries which would be otherwise taxable under section 13
may not be excluded from the scope of section 18 by being invested
in less developed countries. This would be allowed to some extent
by the provisions of section 18 as passed by the House.

No types of income other than dividends and interest from a less
developed country corporation even though its source was a less de-
veloped country would not be eligible for reinvestment; for example,
rents and rovyalties.

In addition the draft proposal would limit the types of investment
which could be made. Apparently a corporation which received such
dividends and interert could not mvest divectly in physical property
in a less developed country even though such property were con-
nected with the active conduct of its trade or business. It would
be limited to investment in the stocks or obligations of so-called
less developed country corporations.

The 10th major change refers to minor technical improvements.
This may include the section which would require each person who
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is or has been a shareholder of a controlled foreign corporation to
maintain such records as may be prescribed. This confers broad
authority to the Secretary. Requirements for such recordkeeping do
not apply to shareholders generally under the present provisions of
the code.

The 11th major change refers to corporations organized in U.S.
possessions. The implementing provision does not include in the
concept of trade or business, which are excluded from the adverse
effects of section 13, certain types of activities which apparently
would form a useful part in the economy of the Commonwealth of
Puerto Rico and the Virgin Islands, for example, farming, trans-
portation, and buying and selling of goods.

The 12th major change in the accompanying explanation refers
to certain service income.

Some of the terms used are extremely broad, and of uncertain
application, for example, “skilled,” “indusirial,” “commercial” or
“like™ services “in connection with business activities.”

Many sound business reasons not connected with U.S. taxation
may require the establishment of a foreign corporation in a cen-
trally located foreign country and staffed by experts to service a
particular geographical area which includes a number of countries.

The major changes do not refer to taxation of sales income which
is characterized as foreign base company income. Many business
reasons may exist for decisions to carry out marketing operations for
several countries through a single foreign subsidiary which sub-
sidiary in turn may or may not have branches or subsidiaries. The
advantages of efficiency in management, accounting, and finance fre-
quently indicate such a procedure.

The proposed changes referring to brauch operations are extremely
unclear, and suffer from the same defect as noted above in that they
may have been established for sound business reasons not connected
with U.S. tax considerations. The same observation refers to situa-
tions where the foreign corporation acts as an agent.

Mr. Chairman, in our written memorandum we comment on each
of the 12 major changes; some changes not so designated; on the
overall legal and business reasons for rvejecting section 13; on the
proposed amendment of the Secretary to sections 16 and 20; and on
the comments of the Secretary on May 10 concerning the meaning
of his April 12 proposal for a separate limitation on foreign tax
eredit with respect to investment income.

Thank you, Mr. Chairman.

The Caarraran. Thank you very much, Mr. Brady.
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(The statement referred to follows:)

REVENUE Act oF 1962 (H.R. 10650) —AMENDMENTS PROPOSED BY THE SECRETARY
OF THE TREASURY ON MAY 10, 1962, T0 SECTIONS 13, 16, AND 20

Statement on behalf of National Foreign Trade Council, Inc., before the
Committee on Finance, U.S. Senate, 87th Congress, June 18, 1962
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INTRODUCTION

The National Foreign Trade Council, which was founded in 1914, is composed of
U.8. corporations engaged in all aspects of foreign trade and business. Its basic
function is the protection and promotion of American foreign trade and business.
NTFTC is most concerned that all segments of U.S. business operate at the highest
level possible. However, it is urged that the overall economy will not be benefited
by consciously depressing foreign trade and business which represent an ex-
tremely important sector of our total economy. If any action should be taken in
the fiscal area in respect to foreign trade and business, it is that burdens should
be made less onerous.

The National Foreign Trade Council has considered the amendments to sections
13,16, and 20 of H.R. 10650 and the draft of statutory language implementing these
amendments as set forth in the committee print of May 31, 1962, released by the
Committee on Finance of the U.S. Senate.

Some amendments suggested by the Secretary, as implemented by draft lap-
guage prepared by the Treasury, make the pertinent sections of the bill less oner-
ous than those contained in H.R. 10650 as passed by the House of Representa-
tives. However, other amendments make the amended bill more complicated and
less equitable.

The National Foreign Trade Council urges that the sections of H.R. 10650
affecting foreign trade and business not be enacted into law, either in the form
as passed by the House of Representatives, or in the amended form suggested by
the'Secrtary of the Treasury.® They constitute in both forms a drastic and un-
desu-gble departure from tax principles which have been consistently followed in
q.s. income tax law, and a number of adverse business effects to legitimate for-
eign operations would result from the section which would far outweigh any ad-
vantages in curtailing the “tax haven” problem.

SECTION 13. CONTROLLED FOREIGN CORPORATIONS

The amendments to section 13 suggested by the Secretary are considered in
the order enumerated on pages 3 and 4 of the explanation of the amendments
recommended by the Treasury Department to section 13 of H.R. 10650 as set

*In addition to sees. 18, 16, and 20, several other provisions of H.R. 10650 are dis-
cussed in the National Foreign Trade Council test mi’
Apr. 25, 1962, pt. 6 hearings, pp. 2659 througlsn 121’1706"17y before the Committec on Finance,
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forth in the committee print of the Committee on Finance, U.S. Senate, of May
31, 1962. These changes are characterized as “major changes of section 13 of
H.R. 10650.” For convenience the pertinent sections of pages 3 and 4 of the
May 31 print are attached as appendix A.

In our discussion reference is made to both the explanations as set forth in the
committee print, and to the proposed statutory language which, it is our under-
standing, is to implement the proposed amendments. Further, in a number of
instances the proposed amendments have not been considered separately, but
rather in the context of the particular section amended. As indicated in the
explanation a new section 13 is proposed (May 81 committee print, p. 5 et sed.).

AMENDMENTS TO SECTION 13
Patents, ete.

The first “major change” * refers to patents. It would—

(1) eliminate from section 13 the provisions for taxing to U.S. share-
holders imputed income from U.S. patents, ete., the title to which had been
transferred to certain controlled foreign corporations,

(2) add a new section to the Internal Revenue Code (pp. 22 and 23 of
May 31 committee print) which would tax at ordinary income rates gain
from the sale of a patent, etc., to any foreign corporation controlled by the
transferor : such gains under present law are taxed at capital gains rates.

The National Foreign Trade Council strongly opposed the provision in section
13 as passed by the House which would have taxed to U.S. shareholders imputed
income from U.S. patents, ete. Moreover, the NFT'C opposes the new amend-
ment (sec. 1249, pp. 22 and 23 of committee print) proposed by the Secretary
which constitutes a drastic change in the tax law which applies to the transfer
of patents, etc., to all foreign corporations controlled by the transferor.

The new provision would tax at ordinary income rates gain from all transac-
tions effecting the transfer of patents, ete., to a controlled foreign corporation.
It would distinguish gain arising from the transfer of patents from gains arising
from the transfer of other types of property even though such gains are ordinarily
taxed at capital gains rates. Attention is invited in particular to section 1235,
Internal Revenue Code, which provides that ‘“a transfer of [patents] shall be
considered the sale or exchange of a capital asset held for more than 6 months
* * 7 Tt would discriminate against the sale or transfer of a patent, ete.,
to a controlled foreign corporation as compared with the transfer of a patent
to a foreign corporation which is not a “controlled foreign corporation” and the
transfer of a patent to a domestic corporation.

Apparently, the May 10 proposal of the Secretary to tax such gains at ordinary
rates stems from his contention that the transfer of patents, ete., constitutes a
“tax haven abuse.”

While it may be true that in some cases lower taxes have been a factor in the
transfer of patents or processes to foreign corporations, it is equally true that
such ig not so in the vast majority of cases. For example, one of the most com-
mon cases is where a U.S. company, having developed a patent or process,
wishes to embark on a broad-scale licensing program. This takes a lot of time,
effort, and money—not only to sell the licenses, but to police the patent against
possible infringers and to render technical assistance to licensees. For sound
legal and business reasons, this may be best done by a foreign company. Thus,
in France, where a suit for infringement must be brought by the patent owner,
there are obviously many good reasons why the patent should be transferred to
a local subsidiary.

Another very common example ig the case where a license to use is granted
without a cash consideration, but in lieu thereof, the licensee is expected to carry
out further research and development on the process and it agrees to grant back
to the licensor a royalty-free license under any patents or inventiong it may de-
velop. Or there may be an outright exchange of patent licenses.

Still another common situation in which tax avoidance is patently not a factor
is found where a patent or process is transferred to a controlled foreign corpo-
ration for stock pursuant to rulings under sections 367 and 351 of the Internal
Revenue Code, which rulings hold that the transfer is not for the purpose of
avoiding U.S. tax and that the transfer shall be free of tax. However, the ex-
planation of the Secretary, as set forth on pages 1-8 of the committee print and
page 1 of the Secretary’s statement on May 10, may imply that the proposed

2P, 3, May 31 committee print.
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amendment would preclude the issuance of rulings under section 367 in phe
event that patents, etc., are transferred from the parent to a cont_rol_led foreign
subsidiary even though such transfer would otherwise come within the pro-
visions of sections 351 and 367. .

Furthermore, it should be pointed out that the overwhelming majority of
controlled foreign corporations acquiring patents or processes which are devel-
oped in the United States are located in such highly developed countries as
Canada, United Kingdom, Germany, France, Netherlands, Norway, Sweden,
Finland, and Japan. Yet the taxes borne by these companies are substantial
and in most cases as great or greater than those borne by U.S. taxpayers.
Surely it cannot be said that tax avoidance is a motivating factor in these
cases.

It should be clear from the above that there are a great many cases where
tax avoidance plays no part in the transfer to or acquisition by a controlled
foreign corporation of patents or processes and does not justify the measure
proposed. The tax under proposed section 1249 cannot be justified as a measure
designed to prevent so-called tax avoidance. Tax avoidance can be adequately
prevented under present sections of the law. Section 1249 only impeses ordi-
nary income rates on income which now is taxed at capital gain rates.

Operating companies—Investments of earnings in U.S. properties

The second “major change” listed on page 38 of the May 31 draft refers to
elimination of provisions restricting the use of earnings by operating companies
and to certain limitations concerning investment in U.S. property.

Although the proposal of the Secretary made on May 10 refers to ‘“‘operating
income,” the proposed amendment does not cover all types of operating income.
The provision does not extend to sales income which would be classified under
the amended proposals as ‘“foreign base company sales income” nor does it
extend to service income which would be classified as “foreign base company
service income.” Both of these classes of income obviously are ‘“operating”
income. Further with reference to those two classes of income there would be
an added restriction in the new bill in that such income according to the
proposed section 13 may not be excluded from foreign base company income by
reinvesting such income in less developed countries which is permitted under
section 13 as passed by the House of Representatives.

The mere fact that certain operating income is not immediately subject to
taxation does not mean that corporations earning such income are not adversely
affected by the new proposals.

Such operations now must be the subject of new and complicated record-
keeping and management must be aware of the imposition of U.8. accounting
and legal concepts which until the present time have not been pertinent. Fre-
quently, selling operations have been separated from the manufacturing opera-
tions of a related company. The limitations in the present bill place a
restriction on the use of corporate complexes centered around manufacturing
operations, in that such selling operations may now be considered as foreign
base sales income. As indicated in our discussion of purchase and sale of
personal property, many selling operations have been separated from the manu-
facturing operations for sound business reasons.

Apparen_tly, proposed section 956° of the May 10 draft, as set forth in the
May 31 print, would implement the Secretary’s comments concerning investment
in the United States.

Attention is invited to the fact that the comparable section in H.R. 10650,
as passed by the House of Representatives, provides as an exception from the
concept U.8. property “obligations of the United States” (953(b)(2) (B) (i),
p. 112,‘ line 14). It is not apparent why this item cannot be retained as an
exception to U.S. property.

Pr.oposed section 956 (¢) set forth on page 15 of the May 31 draft is extremely
ambiguous. _For example, it might be interpreted to include situations where 4
U.S. person is a guarantor of the obligations of a controlled foreign corpora-
tion which obligation might be made in the usual course of business. If this
meaning is intended, the National Foreign Trade Council urges that that section
should be changed to indicate clearly that such is not covered. A mere pledge
or guarantee of itself does not create income. Further pledges and guarantees
are a qormal_ method of doing business in connection with commercial transac-
tions, including exports from the United States, and their existence in any

3 P. 14, May 31 committee print.
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par.ticular transaction certainly is no indication that such transaction is neces-
sarily a “Fax_haven” operation. The National Foreign Trade Council believes
ihe provision is too broad and would hurt legitimate business.

Dividends, interest, rents, and royalties

The third “major change” in the explanation of the amendments proposed by
the Secretary of the Treasury, as set forth in the May 31 committee print, refers
to dividends, interest, remts, and royalties. This proposal seems to be imple-
mented in part by section 954(a) (1)* and section 954(c).® These sections as
set forth in the committee print provide in effect for the immediate taxation to
U.8. shareholders of income of controlled foreign corporations which is desig-
nated as foreign personal holding company income. Certain changes proposed by
the Secretary on May 10 are reflected in the proposed draft.

The explanation of the Treasury amendment of foreign personal holding com-
pany income seems to be that this type of income is taxed to the U.S. share-
holders because it is “tax haven type of income” (even though by definition it
it is not passive income). The complete explanation is set forth on pages 1
and 2 of the May 31 committee print as follows :

“Foreign base company incone—Foreign base company income includes sev-
eral elements:

“(a) Foreign personal holding company income.—This category covers mainly
dividends, interest, rents, and royalties when they constitute “passive” income
or “tax haven” type income. Passive dividends, interest, rents, and royalties
are those received from unrelated persons not in connection with the active
conduct of a trade or business. Tax-haven dividends, interest, rents, and royal-
ties are those received from related persons in connection with income-produc-
ing activities located outside the country of incorporation of recipients.

“Foreign base company income does not include dividends and interest re-
ceived from less developed country corporations which are reinvested in less
developed country corporation. Deferral with respect to this income derived
from less developed countries is, however, ended when investment of the earnings
in less developed countries is finally terminated.”

Since the concept “income producing activities” includes income ‘‘in counec-
tion with the active conduct of a trade or business” it seems clear that the two
factors distinguishing tax-haven income from passive income are that it must
be received from a related as distinguished from an unrelated person and the
activities must be located outside the country of incorporation of the recipients.

One effect of the provisions referred to above seems to be that dividends and
interest which are derived in connection with the active conduct of a trade or
business in a developed country other than the country of incorporation of the
receiving corporation are taxed solely because they come from a related person.

The report of the Ways and Means Committee accompanying H.R. 10650
(H. Rept. No. 1447) in discussing the inclusion in section 13 of foreign personal
holding company type income indicated that it was doing so because it consid-
ered such income portfolio type of income or investment income. The commit-
tee said: “Your committee while recognizing the need to maintain active Ameri-
can business operations abroad on an equal competitive footing with other
operating businesses in the same foreign countries, nevertheless sees no need to
maintain deferral of U.S. tax where the investments are portfolio types of invest-
ments or where the company is merely passively receiving investment income.
In such cases there is no competitive problem justifying postponement of the
tax until the income is repatriated.”

The National Foreign Trade Council approves of those proposals of May 16
which exclude from tax: (e¢) Those dividends, etc., received in the active con-
duct of a trade or business, and (b) those dividends received from a related
corporation incorporated in the same country as the controlled foreign corpora-
tion. However, it is urged that taxing dividends merely because they are re-
ceived from a related person is improper.

The classification of dividends and interest, etc., received from the active
conduct of a trade or business in a developed country as “tax haven” income
could seriously affect U.S. companies which have foreign subsidiaries which
in turn have subsidiaries. In many cases, subsidiaries of foreign subsidiaries
have been in existence many years and were established for sound and valid busi-
ness reasons not connected with U.S. tax laws. Frequently there is substantial

4Pp. 8 and 9, May 31 committee print.
5P, 10, May 31 committee print.
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ownership participation by local nationals in the various levels of foreign sub-
sidiaries and the form of organization has reflected the decision of the foreign
owners. Frequently, products manufactured abroad by U.S. subsidiaries are
marketed by foreign incorporated subsidiaries of the manufacturing company.

In a number of cases foreign subsidiaries may have been established in order
to comply with local law. The laws of some countries provide that only locally
incorporated companies with local citizens on the board of the local company
may engage in certain activities, or in certain geographic areas, e.g., companies
operating ships, companies engaged in activities within a certain number of
miles from the border.

This provision would result in unjustly penalizing and, in many cases, render-
ing noncompetitive legitimate foreign operating subsidiaries which, for sound
business reasons, and in accordance with local laws and customs, have in turn
established operating subsidiaries in either the same or other foreign countries.
Dividend receipts by the parent foreign subsidiary could be greater than 20 per-
cent of its gross income with the result that the U.S. parent would then be taxed
on income which it had not received.

The foreign personal holding company provisions now existing under the
Internal Revenue Code constitute a narrow exception to the principle that the
corporation and its shareholders are, for tax purposes, separate and distinct,
However, it is clear that such provisions were enacted with a specific back-
ground of glaring tax avoidance and were expressly designed to preclude the
frequent use of incorporate pocketbooks. Even in such cases, the constitution-
ality of these provisions has never been considered by the Supreme Court.

Under the existing personal holding company provisions, the corporate entity
is ignored only if 60 percent of income is passive income. Under section 13 this
test would be reduced to an unrealistic 20 percent. It is submitted that it is
unjustifiable to ignore the corporate entity when such a low percentage of in-
come is involved.

The attribution of undistributed income to one entity upon being being earned
by a bona fide operating foreign corporation, having no semblance of tax avoid-
ance or evasion, could be considered as a prelude to application of the same con-
cept to the domestic area.

It appears that section 13 as amended could result in taxing shipping income
if it were received by a controlled foreign subsidiary from affiliates of a foreign
subsidiary whose activities are an integral part of the company’s business and
constitute the active conduct of a trade or business. This totally ignores the
fact that subsidiaries of American industrial or commercial companies have
been incorporated in, and their vessels registered under the flags of, foreign
countries for important legal and commercial reasons.

Our Government has officially encouraged the buildup of the “effective con-
trol” fleet of ships registered under the laws of countries which permit agree-
ments by the owners pledging their vessels to the United States in the event of
war or national emergency, the defense posture of our country would be
weakened. It would be unfortunate if this encouragement were now to be
negatived by H.R. 10650.

Haxception for foreign corporations not availed of to reduce tazes

The fourth major change mentioned in the accompanying explanation of the
_Secretary’s proposals as set forth in the May 31 committee print, seems to be
1§nplemented by proposed section 954(b) (4).> The provision set forth in sec-
tion 954(b) (4) is a provision of uncertain application. The proper standard
for exception should be whether or not the foreign-controlled corporation was
created or organized for reasons other than the avoidance of U.S. tax.

The langqage of the present proposal refers to “substantial reduction of * * *
taxes.” It is obvious that the term “substantial reduction” is one which would
give the Secretary broad administrative discretion. In addition, the provisions
would place a severe burden of proof on the taxpayer without setting forth proper
statutory standards.

_In cgrtain countries there is a higher reliance on indirect taxes as compared
with direct taxes. Comparison of only the type of taxes enumerated in section
954(1?) (4) accordingly might be unrealistic.

This provision might be interpreted as legislative approval of the concept
that all income from foreign sources should be subject to taxes at least equiva-
lent to the U.S. tax on such income.

¢P. 9, May 31 committee print.
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U.S. shareholder defined

The fifth major change in the accompanying explanation of amendments pro-
posed by the Secretary in the May 31 print refers to a change in the determina-
tion of when a corporation is to be considered controlled. This change seems
to be implemented by proposed section 951 (b),” which indicates that only share-
holders having a 10 percent interest or more are taxed and included in determin-
ing whether a corporation is classified as a controlled corporation.

Although this is a desirable limitation it is clear that when this section is
combined with the attribution rules set forth in section 13 and incorporated by
reference into section 13, that there will be many situations where, as a practical
matter, taxpayers with only 10 percent interest will have no actual control and
where conceivably such taxpayers may not be aware of the fact that their hold-
ings together with that of other taxpayers constitute more than 50 percent own-
ership of the foreign corporation by American shareholders.

Losses

The sixth major change referred to in the explanations accompanying the
proposed draft by the Secretary as set forth in the committee print of May 31,
1962, refers to losses. Apparently this recommendation is implemented in part
by section 952 (c) and (d).?

The proposed statutory language, particularly when considered in connection
with the explanation, might indicate that the following situation would not be
covered: (@) assume a U.S. parent owns directly two foreign subsidiaries, both
of which would be “controlled foreign corporations within the meaning of sec-
tion 13”; (b) subsidiary A earns a profit in a particular year; (¢) subsidiary
B suffers a loss. It is not clear that the loss of subsidiary B may be used to
offset the profit of subsidiary A. Such offsets should be allowed.

The present draft does not provide for a carryback of losses. The Treasury
draft released January 31, 1962, provided that losses could be carried back 3
years. A companion provision was to the effect that U.S. shareholders pre-
viously taxed would be granted a refund.

Blocked foreign income

The seventh major change in the accompanying explanation of amendments
proposed by the Secretary of the Treasury refers to blocked income. Appar-
ently, this change would be implemented by section 962(b) ° which provides
in part that, “under regulations prescribed by the Secretary * * * no part of
the earnings and profits of a controlled foreign corporation for any taxable
year shall be included in earnings and profits for purposes of sections 952, 955,
and 956, if it is established to the satisfaction of the Secretary * * * that such
part could not have been distributed by the controlled foreign corporation to
United States shareholders * * * because of currency or other restrictions or
limitations imposed under the laws of any foreign country”.

As pointed out in the prepared statement, submitted by the National Foreign
Trade Council, April 25, to the Committee on Finance, concepts of income vary
from country to country. For example, there is considerable variance in for-
eign laws concerning the establishment of legal reserves. In addition, there
are many cases where practical restrictions limit the distribution of profits,
due to (¢) company policy, (b) industry policy, or (¢) national policy. All of
these situations should be covered by section 962 (b).

In many cases, it is almost impossible to prove that blocking is in accordance
with the laws of the foreign country; the blocking often results from unwrit-
ten decisions of a central bank or other administrative agency of the foreign
country.

Barnings and profits

The eighth “major change” to which reference is made in the accompanying
explanations of the amendments proposed by the Secretary of the Treasury in
the committee print of May 31, concerns “earnings and profits.” Apparently this
change is implemented by proposed section 962(a)' which provides that * * *
“earnings and profits of any foreign corporation * * * shall be determined ac-
cording to rules substantially similar to those applicable to domestic corpora-
tions, under regulations prescribed by the Secretary * * *.”

, May 31 committee print.

, May 31 committee print.
1, May 31 committee print.
0P, 21, May 31 committee print.
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As pointed out in our memoranda of April 25, 1962, to the Committee on Finance
(vol. 6, hearings, pp. 2659, 2725) earnings and profits is a couc_ept probably un-
known to foreign accounting practice. This concept is one which has not been
set forth in statutory language and has been difficult to determine for purposes of
U.8. taxation of domestic source income, .

The explanation in the May 31 committee print refers to the fact that provision
will be made for the establishment of ‘“guidelines.” “* * * Provision will be
made so that elections similar to those which are available to domestic corpora-
tions will be available.” The proposed statutory language does not indicate what
these elections would be. In general, the proposed provision would delegate
broad authority to the Secretary without statutory standards.

“Oertain dividends and interest from less developed country corporations ew-
cluded”

Major recommendation 9 of the accompanying explanation of amendments
proposed by the Secretary of the Treasury, as set forth in the May 31 committee
print, refers in part to the fact that “certain dividends and interest from less
developed country corporations [are excludedl.” This proposed change appar-
ently is accomplished in part by proposed section 954(b) (1)™ and (£)* and sec-
tion 955.* These sections contain related provisions concerned with the exclu-
sion from foreign base company income of certain dividends and interest received
from qualified investments in less developed country corporations and invested in
such qualified less developed country corporations.

In general, no income from developed countries within the scope of section 13
is eligible for reinvestment in foreign countries, even though the income may arise
from the conduct of an active trade or business. Consider, for example, the fol-
lowing types of income:

(1) Income from the sale of goods if it comes within the definition of foreign
base company sales income.

(2) Income from the furnishing of services if it comes within the definition of
foreign base company services income.

(3) Foreign personal holding company income which is derived from the active
conduct of a trade or business which is taxable to the shareholder because it is
received from a related person located in a country outside the country of the
receiver.

All of the above types of income are from the active conduct of a trade or busi-
ness. All of the above types would be eligible for reinvestment under H.R. 10650
as passed by the House of Representatives (sec. 952(f), pp. 115 and 116, and
953 (b) (2) (B), pp- 118 and 119).

In addition, certain income from less developed countries is not eligible for
reinvestment even though derived entirely from less developed countries, i.e., all
income from less developed countries which is not dividends or interests from
“less developed country corporations”, e.g., rents, royalties, and other types of
income even though the payor company meets all of the qualifications of section
955(c). Apparently because of the interplay of section 934(b) (1) and section
955 (b) (1) even dividends and interest from a less developed country corporation
within the meaning of section 955(c) is not excludable income if received from
investments made before December 31, 1962.

Further, because of the definition of section 955(b) investments must be made
in stocks and obligations and cannot be made in other property. For example,
assume that a controlled foreign corporation (P) which is located in either a
developed or less developed country received a dividend from a. subsidiary (8)
Wwhich qualifies as a less developed country corporation. Assume that P wishes
to purchgse a warehouse in a less developed country for the conduct of its trade
and business. Apparently P could not make the investment directly. Ap-
pargntly it would have to make the investment by purchasing the stock or obli-
gat1qns of a less developed country corporation. It is our understanding that
the 1nve§tment could be made directly in the warehouse under the provisions
of the_blll as passed by the House of Representatives. In addition to invest-
ments in stocks and obligations, investment should be allowed to be made in other
types of property. A.Il foreign base company income without restriction as to
the type or source of income should be excluded from immediate taxation to the
U.S. st_ockholders at least to the extent such income is invested in less developed
countries by the controlled foreign corporation.

1P, 9, May 31 committee print.
2P, 11, May 31 committee print.
3 Pp. 12 to 14, May 31 committee print.
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In particular, all types of income from underdeveloped countries should be
eligible for reinvestment, particularly income arising from the active conduct
of a trade or business and dividends and interests from pre-1962 investments.

Under section 955(b) (1) (B)* qualified investments in less developed countries
include obligations of less developed country corporations having a term of 5
years or more. 'There seems to be no reason for the 5-year requireimnent because,
if an investment in such an obligation is repaid sooner, the amount repaid will
be taxed under section 951 (a) (1) (A) (ii)® unless reinvested in qualified invest-
ments in less developed countries. There are many reasons, such as exchange
control requirements, which make it undesirable to make loans for a fixed period
in less developed countries.

It is the basic position of the National Foreign Trade Council that the same
treatment should be given to operations in developed countries. Section 13 would
tend to impose tax burdens on subsidiaries incorporated in developed countries
and carrying on activities in both developed and underdeveloped countries. In a
number of instances, businesses do operate across a number of geographical
boundaries. To draw distinctions between developed and underdeveloped coun-
tries, leads to undesirable restraints on the companies which, in the long run, may
hamper what otherwise would be normal business developments.

Records and accounts of U.S. shareholders

“Major change” No. 10 set forth in the accompanying explanation of amend-
ments proposed by the Secretary in the committee print of May 31, refers in part
to “minor technical improvements.” It is not clear what sections implement
these changes. However, section 962(c)* provides in part that “the Secretary
* * * may by regulations require each person who is, or has been, a U.S. share-
holder of a controlled foreign corporation to maintain such records and accounts
as may be prescribed * * *

This delegates extremely broad authority to the Secretary and may impose
upon minority shareholders or ex-shareholders a responsibiilty for maintaining
records and accounts which they may not be able to maintain. This provision
is not generally required for shareholders and is discriminatory from this point
of view.

Corporations organized in U.8. possessions

The 11th “major change” in the accompanying explanation of amendments
proposed by the Secretary of the Treasury in the committee print of May 31
refers in part to corporations in the Commonwealth of Puerto Rico and the Virgin
Islands. This change apparently is implemented by proposed section 957 (c)*
which indicates that the term “controlled foreign corporation” does not include
any corporations created or organized in the Commonwealth of Puerto Rico or
a possession of the United States if it meets certain requirements.

Certain types of activities are omitted from the term “trade or businesses”
enumerated in section 957 (¢) (2), e.g., purchase and sale of real property, erection
of housing, income from cultivation of soil, the raising of any agricultural or
horticultural crops, transportation, and selling or the sale of goods. It is diffi-
cult to determine the rationale for limiting the exemption to the enumerated types
of income and omitting certain types which form a desirable and useful part
of the economy of Puerto Rico and the Virgin Islands.

Foreign base company service income

The 12th “major change” in the accompnaying explanation of amendments pro-
posed by the Secretary of the Treasury contained in the May 31, 1962, commit-
tee print refers, in part, to certain service income. This change apparently is im-
plemented by the provisions of section 954(a)(3) *® and section 954(e) ® of
the May 31 committee print. This section would tax as foreign base income
certain income “derived in connection with the performance of furnishing of
technical, managerial, engineering, architectual, scientific, skilled, industrial,
commercial, or like services.” This income would be taxed to the U.S. share-
holder even though it was not distributed to the shareholder in the form of a
dividend.

14 P, 13, May 31 committee print.
5P, 5 May 31 committee print.
6P, 21, May 31 committee print.
7 P, 16, May 31 committee print.
B8P, 9, May 31 committee print.
2P, 11, May 31 committee print.
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Initially, it may be observed that some of the terms in the propose(_l section
are extremely broad, e.g., skilled, industrial, commercial, or lilke services per-
formed in connection with business activities. [Italic added.] For example, is
the term “business activities” to be equated to the “active conduct of a trade
or business,” or is to be given the connotation frequently given to “business”
ag contained in section 62(1) LR.C., ie., “attributable to a * * * business”?

There are at least two general types of services from a business or economic
viewpoint, e.g., (A) a type of service subservient to the main activity of a cor-
poration, for example, the serviecing of goods exported from the United States
or produced and marksted abroad or (B) the furnishing of services “per se,”
such as those furnished by companies engaged in engineering or management
activities. Apparently, there is no distinction between the two types of services
for the purpose of proposed section 954 (e).

Many sound business reasons not connected with U.S. taxation may require
the establishment of a foreign corporation in a centrally located foreign country
and staffed by experts to service a particular geographic area which includes
a number of foreign countries. Among the factors that may be present are com-
munications, transportation facilities, general living conditions, local residence
requirements, and most importantly the availability of well-trained local re-
search people. Oftentimes one centrally located subsidiary will adequately
and more economically furnish services to a large area. This normal and
more efficient method of furnishing services of this type could be curtailed by the
provisions in the Treasury draft.

It seems quite apparent that U.S. companies which have to service goods ex-
ported from the United States to various European countries might select a
country for reasons not connected with U.S. taxation. Therefore, any criterion
based on the place of incorporation is improper.

Purchase and sale of property—Foreign base company sales income

The “major changes” in the accompanying explanation of the amendments
proposed by the Secretary of the Treasury as set forth in the May 31 committee
print does not refer to sales. However, section 954 (a) (2)* and section 954 (d)™
provide in effect that foreign base company sales income is income derived in
connection with the purchase and sale of personal property where the property
is purchased outside the country under the laws of which the controlled foreign
corporation is created and organized, and is sold for use, consumption or
disposition outside of such foreign country. This type of income is immediately
taxable to the U.S. shareholder even though not distributed to him in the form
of a dividend.

The explanation on page 2 of the May 381 committee print indicates that the
provision is substantially the same as is contained in section 13 of H.R. 10650
as passed by the House of Representatives. However, the explanation notes
that there are provisions referring to situations in which a controlled foreign
corporation acts as an agent and in which a branch or similar establishment
acts in the same manner as a controlled foreign corporation.

In addition to the changes mentioned in the explanation, the new provision
does not seem to include the exception contained in section 13 as passed by
the House of Representatives to the effect that foreign base company sales
income is includible if “such income is equal to at least 20 percent of the gross
income (mot including for this purpose other foreign base company income under
this subsection)” (H.R. 10650, p. 112, lines 16 to 19 inclusive). Further, the
May 10 proposals do not provide for the exclusion of such income if it is in-
vested in qualified property in less developed countries. A provision to this
effect was included in section 13 as passed by the House of Representatives.
This last change is discussed above under the hearing “Certain Dividends and
Interest From Less Developed Country Corporations Excluded.”

Many varied business reasons may exist for decisions to carry out marketing
operations for several countries through a single foreign subsidiary which sub-
sidiary_ in turn may or may not have branches or subsidiaries. The advantages
of efficiency in management, accounting, and finance frequently indicate such
a procedure.

Marketing in a general geographic area, such as the Central American or
the European Common Market areas, might be best handled by one foreign sub-

20 P, 9, May 31 committee print.
21 P. 10, May 31 committee print.
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sidia_ry. Marketing operations designed to take advantage of certain tariff
c9n_51d_erat10ns has been another reason for the establishment of foreign sub-
S}dl&?les. Classical examples of this consideration were reflected in the forma-
tion in Canada and the United Kingdom of subsidiaries of American companies
because of the imperial preference plan (now generally referred to as Com-
monwealth preference). These two factors, namely, the close proximity of
several countries, and the reduction of tariff barriers have been combined in
a number of instances, e.g., the European Common Market. Undoubtedly, a
number of marketing operations established or set up in Europe during recent
years have reflected the actual and anticipated results flowing from the
development of the Common Market.

In a number of cases foreign corporations purchase goods in one foreign
country and sell them in another. No economic contact with tne United States
arises in situations such as this. 'To impose U.S. tax on income arising from
such activities hardly can be regarded as preventing “diversion of U.S. income.”

Proposed section 954(d) (1) (B)™ refers in part to ‘* * * property * * *
sold for use, consumption or disposition outside such foreign country.” This
provision is one of the tests for determining whether or not certain income
from sales is to be treated as “foreign base company income.” Frequently at
the time of sale it is not possible to determine whether or not property may
be used, etc., outside a particular foreign country, and yet it would seem that
the enactment into law of this provision would introduce an additional test
which would have to be considered in connection with the sale of goods abroad.
It should be stressed that here again the taxpayer, even if certain sales income
is excluded because of this provision, must keep records and otherwise take
additional time-consuming and expensive steps to be certain he is complying
with the particular exemption.

Proposed changes

The provision referring to *situations * * ' in which a branch or similar
establishment acts in the same manner as a controlled foreign corporation” is
extremely unclear and suffers from the same defects indicated above: namely,
that such branches ‘“and similar establishments” may have been established
for sound business reasons not connected with U.S. tax considerations.

Apparently, the statement in the explanation concerning the change in situa-
tions which would tax as foreign base company sales income, income arising
where the foreign corporation acts as an agent refers to the provisions in the
draft language “sold on behalf of a related person” or the “purchase * * * on
behalf of a related person.” The provisicn does not distinguish between situa-
tions which are established for sound business reasons and those which are
established solely for tax considerations. Here as well as in the branch situa-
tion many such operations bave been established for sound business reasons
not connected with U.S. tax considerations.

General comments concerning section 13, as amended

The specific changes incorporated in the draft section 13 are commented upon
above under specific headings. However, attention is invited to the comments
of the National Foreign Trade Council concerning the overall section to which
views we again subscribe (hearings before the Committee on Finance, U.S.
Senate, on H.R. 10650, Apr. 24 and 25, 1962, pt. 6, pp. 2659 to 2767, inclusive).

The National Foreign Trade Council believes that section 13, as amended,
in accordance with the suggestions of the Secretary made May 10 and set forth
in draft statutory language in the committee print of May 81 should be rejected.
IL should not be enacted into law because it constitutes a drastic and unde-
sirable departure from tax principles which have been consistently followed
in U.S. income tax law, and also because a number of adverse business effects
to legitimate foreign operations would result from the section which would far
outweight any advantages in curtailing the “tax haven” problem.

Legal reasons for rejecting proposal
Some of the tax concepts reflected in Federal income tax law from which
there would be a departure if section 13 were enacted into law are the following :
(1) The corporation is an entity separate from its shareholders, and the
shareholder has not been taxable on the undistributed income of the corpora-

tion.

22 Pp. 10, 11, May 31 committee print.
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(2) Taxpayers are only subject to tax on realized income.

(3) The treatment of a foreign corporation as an entity distinet from its
shareholders is recognized as a fundamental principle in 21 tax treaties, affecting
some 44 foreign jurisdictions, to which the United States is a party.

(4) Even in the absence of tax treaties the United States has recognized for-
eign corporations as separate entities and has never claimed tax jurisdiction
over them simply because they were owned in whole or in part by U.S. share-
holders.

(5) The practical effect of this proposal is essentially the same as an attempt
to tax the foreign corporation directly. This proposed policy of taxing by in-
direction is questionable from the standpoint not only of domestic policy, but
also of international comity.

(6) The constitutionality of taxing American shareholders of foreign cor-
porations on their shares of the income of those corporations before the income
is distributed, has been seriously questioned.

(7) U.8. shareholders are not taxable on the undistributed income of U.S.
corporations from domestic sources; similarly, U.S. shareholders should not be
taxable on the income of foreign corporations from sources outside the United
States before it is distributed.

In addition, no other economically advanced country ignores the corporate
entity.

Adverse effects of section 13 on U.S. foreign trade and business

The proposal to tax to the U.8. shareholder certain undistributed profits of
“controlled foreign corporations” will have unfavorable effects on U.S. foreign
trade and business as a whole, Although it is our understanding that the
Treasury officials intended to penalize ‘“tax haven” operations, apparently there
has not been adequate consideration of the adverse effects of the proposals on
the overall economy and on legitimate foreign business. These adverse con-
sequences would be substantial both to the affected shareholder and also to
the economy as a whole.

The U.S. shareholder of many foreign controlled corperations would be ad-
versely affected in cases where such profits are earned in foreign countries whose
income taxes are lower than comparable U.S. income taxes on such profits,
especially in underdeveloped areas. In many foreign countries the concept of
income varies from that in the United States, e.g., requirements for legal re-
serveg, depreciation and revalued asgets, ete., and, also many foreign countries
rely more heavily for revenues on taxes other than income taxes.

In addition to suffering a tax disadvantage, all U.S. foreign subsidiaries would
have to take into consideration novel and artificial factors in determining their
course of action. For example, any foreign subsidiary which bought goods from
outside the country in which it was incorporated, processed them, and then
sold such goods outside the country, would have to be mindful that the purchased
goods have to be “substantially transformed” in order that the sale of the goods
outside the country would not be regarded as giving rise to “foreign base com-
pany income.” There would be uncertainty as to what constitutes processing or
manufacturing. In implementing this and other novel concepts, time-consuming
?r{d eitpensive analysis and recordkeeping would have to be instituted and main-

ained.

The indirect effects of section 13 of the bill on shareholders might be several.

I.t is lik_ely that foreign nationals would hesitate to participate with U.S. na-
tionals in the ownership of foreign operations because the income from such
operations might be regarded as ‘‘subpart F income” for purposes of U.S. law
a.nd thereby adversely affect the reinvestment policy of the enterprise. In addi-
tmn_, U.S. shareholders who might have reached the conclusion that the most
eﬁ‘im_en.t method of operation in several countries was through a single foreign
sub:ﬂdm;‘y might decide because of the provision of this section that they must
operate in t_h? more ineflicient method through a number of corporations.
) The provisions of this section are so broad that they would characterize as
“tax haven transactions” many operations which were established for sound busi-
ness reasons not related to U.S. tax considerations. Frequently the operations
which would be adversely affected have been carried on for many years in the
normal course of business. In many cases they existed prior to the time the
presen_t'U.S. parent acquired its interest in the foreign company.

Deqsmns as to whether or not an operation should be undertaken, and the
form in which it should be undertaken are made in response to a broad and
complex range of considerations covering every related aspect of a firm's opera-
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tions. H.R. %0650 would tax many operations which have been established
for sound business reasons not related to U.S. tax considerations.

Recommendations of NPTC concerning “tax havens”

The basic position of the National Foreign Trade Council concerning possible
legislation with reference to ‘‘tax havens” may be summarized as follows:

1. Present statutory provisions, if properly euforced, should prevent ‘‘tax
haven’ abuses.

2. If new legislation is deemed to be essential, it should not penalize legitimate
foreign business.

3. If legislation is adopted, it should not provide for the taxing to U.S. share-
holders of profits of foreign corporations which have not been distributed to
the shareholders. .

4. Complex and extensive legislation should not be enacted to correct a problem
that to a congiderable degree at least has been attributed to administrative
difficulties.

SECTION 16. GAIN FROM CERTAIN SALES OR EXCHANGES OF STOCK IN CERTAIN FOREIGN
CORPORATIONS

The National Foreign Trade Council urges that the proposed section 16, as
amended, not be enacted into law. Our basic reasons for objecting to this
section are set forth in our memorandum presented to the Committee on Finance
on April 25 (see p. 6 hearings, pp. 2659, 2730, and 2731).

SECTION 20. INFORMATION WITH RESPECT TO CERTAIN FOREIGN ENTITIES

Part 4 of the May 10 recommendations set forth in the May 31 committee
print,® includes certain changes in connection with information with respect
to certain foreign entities.

Under section 6046 of the present law, U.S. citizens or residents who are
officers or directors of a foreign corporation within 60 days after its creation,
organization or reorganization, and U.S. persons who, within the same 60-day
period, own 5 percent or more of the stock of the foreign corporation, must sup-
ply information. It is possible to avoid giving this information where these
U.S. relationships to the foreign corporation are deferred until after the 60-day
period expires.

It is believed that the requirement that a return be filed within the 90-day
period is unnecessary, and that a single annual return should be adequate. A
single annual return has been found adequate with respect to the gift tax, even
where there are numerous gifts at various times during the year, and there
seems to be no reason why it should not be adequate in the case of the informa-
tion required by section 6046. It is therefore proposed that a single annual
return be permitted.

Under present law, and under the bill, a return must be filed by each U.S.
shareholder, officer, or director. It is believed that there is no need for a
requirement for separate returns by each of them, with the same information
being given in each return. The Internal Revenue Service has provided in its
instructions on the return form used under the present law (no regulations
having been issued) that a single return will be adequate, provided it is signed
by all persons required to make the return. It is believed that no real purpose
is served by requiring the signature of all persons on one or more returns, and
that it should be possible for a single return to satisfy the legitimate needs of
the Treasury. It is therefore proposed that the bill be amended so as to provide
that, if a return is filed by any one of the persons obligated to file the returns,
the others need not file.

It would seem as though the provisions of section 20, even as amended, might
act as a barrier to the appointment of U.S. citizens or residents as officers or
directors of foreign corporations, and in which U.S. citizens do not own sub-
stantially all the stock.

2P, 33 May 31 committee print.

82190—62—pt. 11—7
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SEPARATE LIMITATION ON FOREIGN TAX CREDIT WITH RESPECT TO INVESTMENT
INCOME .

Although the changes proposed by the Secretary on May 10 do not contain
any reference to the “investment income” proposal made by him at his April 2
appearance,® the Secretary did discuss this subject in his oral testimony * on
May 10 in response to questions.

The National Foreign Trade Council reiterates its comments on the invest-
ment income proposal as set forth in our statement of April 25 to the Committee
on Finance.” In particular we wish to stress that in our opinion the proposed
amendment is not appropriate since it extends to all interest-type income,
whether from a temporary or long-term investment and whether or not induced
by tax-saving motives.

Further, we call attention to the statements made by the Secretary on May 10
concerning the intent of the Treasury in application of this provision. These
are set forth on page 4260 of the hearings. If this section is enacted into law,
as a minimum, appropriate statutory language should be included which would
clearly implement the intent of the Treasury as outlined by the Secretary in
hig oral testimony of May 10.

APPENDIX A. MAJOR CHANGES FROM SECTION 13 OF H.R. 10650

BExcerpt from part 1A, Committee on Finance, committee print of May 31, 1962,
explanation of amendments recommended by Treasury Department of sec-
tion 13 of H.R. 10650

There are listed below the major changes which the draft makes in section 13
of H.R. 10650.

1. Blimination of provision for tazing income from U.S. patents, etc., to U.S.
shareholders on current basis and substitution of provision for tazxing the sale of
U.8. patents, etc., to controlled foreign corporations.—This change obviates the
need under the House bill to determine the amount of income generated by the
use of U.S. patents, etc. It eliminates abuse by insuring that patents will be
transferred abroad in arm’s-length transactions producing a full U.S. tax at
the time of transfer or on an annual basis.

2. Elimination of provision restricting the use of earnings by operating com-
panies, except that such earnings cannot be invested in certain U.S. property—
Operating companies will, under the draft, not be faced with the difficulty of
determining whether or not earnings are invested in the same trade or business
that gave rise to them. Also, other problems such as determining when a trade
or business would be considered to have been conducted by substantially the
same interests, will be eliminated.

3. Dividends, interesi, rents, and royalties derived in conmection with active
business operations with unrelated persons are removed from coverage as for-
eign base company income.—This change would remove the objection that sec-
tion 13 treats certain types of operating income as “passive” income in non-tax-
haven situations. Thus, companies engaged in the active business with unre-
lated persons of banking, financing, shipping, insurance, and leasing of property,
would not be covered by the foreign base company income provisions.

4. Addition of a provision lo eliminate coverage under foreign base company
provisions where the controlled foreign corporation is not used to effect a sub-
stantial reduction in t@res—This provision permits flexibility to deal with
situations where a controlled foreign corporation technically covered by the
provisions of the bill does not differ from a non-tax-haven operation for which
deferral of taxation is permitted. It insures a fair application of the foreign
base company income provisions.

5. Changes in the determination of when a foreign corporation is considered
to be “controlled” so that (a) only 10-percent U.S. shareholders are counted in
determining control and (b) there will be aitribution of ownership of stock
owned by a corporation to shareholders of that corporation only where such
shareholders own a 10-percent interest—These changes remove objections that
the coverage of foreign corporations was too broad, reaching situations where
ownership was widely scattered and no U.S. group was in effective control.

?¢Pt. 1, Senate Finance hearings, ‘‘Revenue Act of 1962,” p. 24
2% Pt. 10, hearings, Senate Finance Committee, pp. 4259 andl:‘:260.3 et seq.
2 Vol. 6, hearings, pp. 2669, 2763, and 2764.
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6. Greater recognition of losses under which (a) losses of one year may ojffset
profits of future years and (b) losses of one controlled foreign corporation in
@ chain of conirolled foreign corporations may in the current year offset gaing
of the other corporations.—These provisions provide for an equitable applica-
tion of the taxing mechanism in gituations where losses are involved.

7. Provision so that tax will 10t be payable in situations in which the pres-
ence of blocked income means that earnings of @ controlled foreign corporation
could not be distributed to U.S. shareholders.—This change meets the objection
that shareholders might be taxed on constructive distributions in situations in
which there could not be actual distributions.

8. Provision for the establishment of guidelines, under regulations, for the
computation of earnings and profits in accordance with the rules which have
been developed for domestic corporations.—Among other matters, provision will
be made so that elections similar to those which are available to domestic cor-
porations will be available. These guidelines will facilitate compliance with the
legislation from the standpoint of taxpayers and will meet certain criticism that
great difficulty will be involved in determining tax liability under subpart F.

9. Elimination of provision permitting a pour-over of profits from developed
areas to less developed areas—This change, in large part, follows from the
elimination of certain restrictions with respect to the earnings of operating
companies and permits considerable simplification in the application of this
part of the draft. The only reinvestment which qualifies to reduce foreign base
company income involves dividends and interest derived from less developed
country corporations. Less developed country corporations are, in general,
corporations carrying on an active trade or business within a less developed
country or countries and whose assets are located in such countries. The terms
on which such reinvestment may take place have been liberalized so that minor-
ity stock (10 percent) and certain debt interests may qualify and, also, the
time in which the investment may be made has been extended from 75 days
after the close of the taxable year to 1 year or such longer period as may be
designated by the Secretary or his delegate. Also, investments made at a time
when a country is classified as a “less developed” country shall be treated as a
qualified investment even if that country ceases to be a less developed country.

10. Clarification of terms and minor technical improvements—In general,
the provisions of the draft meet various technical points which were raised
with respect to the meaning of terms and the mechanical features of section 13.

11. Elimination of coverage of corporations in the Commonwealth of Puerto
Rico and the Virgin Islands.—The draft leaves these corporations subject to the
rules of existing law with, however, provision to insure that such corporations
will not be availed of for tax haven activities.

12. Rounding out of coverage with respect to tax haven activities—Provision
has been made to treat certain service income derived from related parties as
foreign base company and to prevent avoidance of the foreign base company
sales income provisions in certain situations which are like those which are cov-
ered by the House bill. These changes are in accordance with the purpose of
the bill to effectively eliminate deferral of taxation for tax haven activities.

The Cuatrmaxn. The next witness is Mr. Ira T. Wender, of Baker,
McKenzie & Hightower.
Take a seat, sir, and proceed.

STATEMENT OF IRA T. WENDER, MEMBER, BAKER, McKENZIE &
HIGHTOWER

Mr. WenpER. My name is Ira T. Wender. I am a member of the
law firm of Baker, McKenzie & Hightower.

The redraft of section 13 presented to this committee by the Treas-
ury Department suffers from the same confusions of policy and tech-
nical inequities and imperfections as the measure which passed the
House.

The policies which have motivated the provisions are: First, the
prevention of the abuses of sq-called tax havens or base companies;
second, tax neutrality; and, third, the need for a cessation of our out-
flow of gold.
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What are the abuses of these tax haven companies? There is, I be-
lieve, general agreement that the abuses consist in diverting income
which should normally bear U.S. tax to a foreign corporation which
pays little or no tax on the income. The typical examples are sub-
sidiary foreign corporations which earn large sums from the sale of
their U.S. parent corporation’s products abroad either without in fact
engaging in substantial sales activities abroad, or without paying the
parent a fair price for the goods and from licensing to outsiders
patents, know-how, and similar intangible property of the parent
corporation without paying a fair license fee to the parent or by re-
turning the profits to the parent on a capital gains basis.

These problems of diversion of income out of U.S. tax jurisdiction,
to the extent they would not be solved by effective administration of
present law, are eliminated by section 6 of H.R. 10650 and by the
proposed new IRC section 1249 of the redraft.

Under section 6, the Commissioner has power to treat substantially
all income reported by a foreign subsidiary from exporting and li-
censing as earned by the parent U.S. corporation and, hence, subject
to U.S. tax. Sales of intangible property to a controlled foreign
subsidiary on a capital gains basis are eliminated under the proposed
new section 1249 of the Code.

Section 13, as originally proposed and as redrafted, adds little or
nothing to the solution of the problems of diversion of income.

‘What, then, is the function of section 13 of H.R. 10650 ¢

For an answer, it is necessary to analyze its effects and the policies
advocated by the Treasury on tax neutrality and gold outflow. Ifa
foreign corporation controlled by U.S. shareholders receives—

(1) Interest from a foreign person;

(2) Royalties from a foreign person ;

(3) Technical service fees from a releated foreign person; or

(4) Sales profits or commissions from a related foreign person;
the income so received will be deemed to be distributed to the U.S.
shareholders of that foreign corporation.

It is vital to note that none of this income covered by section 18 is

income which has been diverted from normal U.S. taxes.
. Instead, it is income which may pay lower taxes in the country of
incorporation of the foreign corporate recipient than in the country
of the payor. To illustrate, the principal thrust of section 13 is to
subject the U.S. tax income in the following type of situations: A
Swiss corporation, controlled by U.S. persons, charges a Dutch corpo-
ration, controlled by it, interest on loans, a fee for management serv-
lces actually rendered, and a sales commission on sales actually made
by the Swiss company’s personnel outside Holland.

If no charges were made, the Dutch tax on the income then retained
by the Dutch corporation would be 47 percent. If the income is
earned by the Swiss corporation an income tax of as low as 15 per-
cent may be paid.

_ While the effect of this arrangement is to reduce taxes, it is a reduc-
tion of Dutch tax and is totally unrelated to the United States. No
diversion of income normally subject to U.S. tax has occurred. Ironi-
cally it is the Dutch tax authorities whom one would expect, to com-
plain, not the U.S. Treasury. ‘
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The policy justification for such an unusual and, in fact, com-
pletely unique assertion of tax jurisdiction by the United States is
neutrality and gold.

Neutrality is said to exist because U.S. taxpayers investing abroad
would pay the same tax as taxpayers investing in the United States.

Neutrality has, however, many aspects. Individual shareholders in
foreign enterprises may pay up to 91 percent tax on income not actually
distributed to them as the section is written.

In a U.S. investment, a corporate vehicle limits tax to 52 percent
for individuals until dividends are paid.

Is it neutral in a competitive world to forbid U.S. companies
from legitimately reducing foreign taxes, when their English, Ger-
man, French, Italian, Dutch, Japanese, and Canadian competitors
may and do use devices, such as would bear U.S. tax under section
13, for the reduction of foreign taxes? Is it in the best interests of
the United States to place its companies at a competitive disadvantage
with their foreign competitors?

The second justification offered is that these devices reduce foreign
tax rates and thereby induce investment abroad. The increase in
foreign investment then is said to affect adversely our balance of pay-
ments. It is naive to assume the rapid expansion of private foreign
investment is based upon the more favorable tax climate abroad.

The decision to invest abroad and particularly in the developed
countries of Western Europe is based on the fact of large and grow-
ing markets. The main effect of the favorable tax arrangements has
geen to reduce the need for initial capital investment from the United

tates.

New investments in Europe because of lower effective taxes now can
and do carry very heavy debt structures. If taxes are raised by this
bill, the amount of debt will be reduced and the initial dollar invest-
ment will correspondingly increase. Thus, a further strain will be
placed upon our balance of payments. The flow of investment to
the developed countries will not in any event abate.

There are a number of technical objections to the redraft which
I would request permission of this committee to submit for the record
as an addendum to my statement.

Senator Smaturrs (presiding). Without objection.

(The document referred to had not been received on July 5, 1962, the
date this hearing went to press. When received it will be made a part
of the committee files.)

Mr. Wenper. In addition, two incongruous aspects of the redraft
should be mentioned.

1. The foreign personal holding company provisions were enacted
to prevent gross tax avoidance which bordered on evasion. Section 13
as redrafted concedes that the penalties imposed by it are more ex-
treme than those of the foreign personal holding company provisions
by providing in section 962(d) that amounts included in a share-
holder’s income under section 951(a) shall reduce the undistributed
foreign personal holding company income to be included in share-
holder's income and I might note it is substantially broader in its
effect in this bill than in the foreign personal holding company

provisions.
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2. In more than a dozen places in the redraft, severe technical prob-
lems are left unresolved.

Instead, the Treasury asks Congress to cede legislative power to the
Secretary or his delegate to resolve problems through regulation.

The problems to be resolved are, in fact, policy matters that the
Treasury in its haste has not had an opportunity to analyze and upon
which the Treasury is not even in a position to offer counsel to this
committee.

In conclusion, I would urge the committee to defer action on the
hastily conceived provisions of section 13 as redrafted until 1963 when

a general revision of the income tax laws is to be presented to Congress.
Thank you.

Senator SMATHERS. Any questions?

No questions. Thank you, sir.

Our next witness is Mr. Paul D. Seghers, Institute on U.S. Taxa-
tion of Foreign Income.

STATEMENT OF PAUL D. SEGHERS, PRESIDENT, INSTITUTE ON U.S.
TAXATION OF FOREIGN INCOME, INC.

Mr. Seemers. Mr. Chairman, my name is Paul D. Seghers and my
appearance today is as president of the Institute on U.S. Taxation of
Foreign Income,

A tax in the form of an income tax on what is not income of the
taxpayer is unconstitutional.

We are still convinced that the radically new and untried theories
embodied in the Treasury’s latest, that is, fifth, set of proposals for
collecting tax in advance from U.S. individuals and corporations on
amounts which they did not earn; which do not belong to them; and
they may never receive, cannot be imposed in the guise of an income
tax without violating the Constitution of the United States.

In addition to being illegal, and hence leading to uncertainty, liti-
gation, and at least delay in collection of the tax, this measure would
establish a very dangerous precedent, by imposing a tax on an as-
sumed increment in value of capital and taxing in advance what is
not and may never be income of the taxpayer.

The Treasury continues to state that it wishes to—

eliminate deferral of taxation of income of controlled foreign corporations.

However, it never has proposed such a tax—that is, a tax on the
income earned by a foreign corporation outside the United States.
Why? We leave the answer to the Treasury.

What it does propose is to tax U.S. citizens and corporations in
advance on income not earned, received, or belonging to the taxpayer,
which the provisions of its latest proposed section 13 assume will be
received and become income of the taxpayer in some future year.

Is this the correction of a defect In the law in effect since 1913, or
is it an unjust burden on U.S.-owned business activity abroad, dis-
criminating in favor of foreign ownership?

Is the tax under section 13 to be levied for revenue purposes? That
seems unlikely, as it would bring in relatively little additional tax
revenue, although these provisions would result in collecting some
tax not yet due on some amounts not yet earned, received, or owned
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by the taxpayers. If the tax under section 13 is not levied for revenue
purposes, should it be levied in the guise of an income tax?

A peculiar theory exemplified in the Treasury’s latest proposals
is that the Congress should enact provisions to protect the income
tax revenues of other countries and to penalize U.S. owners of for-
eign corporations which operate in such a way as to reduce their
foreign income tax burden.

This is sought by the Treasury even though it does not, and can-
not, deny that such savings in foreign income tax result in increasing
the amount of U.S. taxes thereafter collected by the U.S. Government
on the same amount of income.

This peculiar theory looms so large in the Treasury’s view that it
proposes it as the test for granting overall exemption, which is to be
allowed only where the Treasury is satisfied that there is no sub-
stantial reduction in foreign income taxes (sec. 954 (a) (4)).

A further, and more serious, illustration of this peculiar Treasury
theory is to be found in its latest recommendations regarding taxation
of income earned by it from selling goods abroad.

This would be most damaging in the case of products manufactured
in the United States by a U.S. parent company and sold abroad by
foreign subsidiaries.

However, the Treasury’s provisions in this regard would apply even
to selling profits earned abroad from the sale of goods produced abroad
by a related corporation, and to commissions and fees earned abroad
in effecting purchases and sales for a related company.

We believe that income earned abroad by a forelgn corporation in
selling goods to foreign buyers should not be taxed until such income
is received by a person subject to U.S. taxes. The Treasury now is
willing to accept this principle, unless the sales are made in a country
other than that in which the foreign corporation is incorporated. I
read that slowly because it would seem to be a misprint, that the
Treasury would penalize the shareholders of a foreign corporation
selling goods abroad merely because it is incorporated in another
foreign country. This it would do by taxing the U.S. shareholder
in advance on such undistributed income of the foreign corporation.
The Treasury has not given any explanation which seems adequate
to us as to why this discrimination against the U.S. owners of a for-
eign corporation should depend on whether the corporation is incor-
porated in the country where it makes its sales (or the goods are to be
used, consumed, or resold) or in some other foreign country.

We have found nothing in the record to indicate that a penalty
based on such a distinction would be of benefit to the economy of the
United States.

Senator SmaTmers. Whereabouts are you reading? I keep losing
you. Areyou reading your statement?

Mr. Sscirers. Senator Smathers, I am skipping portions in order
to stay within my 10-minute limit. I have changed very little in what
L have read, but I am seeking to stay within the limit.

Senator SmaTrrrs., What is the last page you have read ?

Mr. Szeurrs. I am right now reading from page 5, near the top.

Senator Smaraers. Thank you.
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Mr. SecuEers. All that is there, I would like very much for every
Senator to hear and not merely the few who are here, but I want to
have the benefit of reading it as well as putting it in the record.

Another defect necessarily inherent in the Treasury’s proposals for
taxing what is not income to U.S. citizens who have not earned, do
not own, and have not received the amounts to be taxed to them, is
the extreme complexity of these provisions. ]

This complexity even extends to the point of proposing to tax U.S.
taxpayers on mythical income of mythical nonexistent foreign cor-
porations, theoretically owned by and theoretically paying income
to the actual foreign corporations which actually earn the income.
This is provided in the new proposed section 954 (d) (2), the real mean-
ing and effect of which provisions cannot be known until the Treas-
ury issues regulations thereunder.

Since what is not income is to be taxed to U.S. corporations and
individuals as if it were income, it is necessary to make provisions
for allowing foreign tax credits with respect to such hypothetical in-
come and to make adjustments to the cost of shares of stock of the
foreign corporation on account of the nonreceipt of what 1s not in-
come and subsequently to make adjustments of such costs if and when
the owner eventually receives such income.

Tt likewise is necessary, of course, to make provisions not to tax
again the same amount when actually received as income after having
once been taxed in advance when only an expectation and not a fact.

The Treasury’s memorandum accompanying its proposals, explain-
ing major changes in its latest proposed section 13, states (in section
8) that guidelines will be established (in regulations to be issued)
which—

* *+ % will facilitate compliance with the legislation from the standpoint of

taxpayers and will meet certain criticisms that great difficulty will be involved
in determining tax liability under subpart F.

We do not believe that taxpayer compliance with the extremely
complicated provisions of the Treasury’s latest version of subpart ¥
can be relieved by regulations. Where a great mass of detailed
accounting analyses (derived from books kept in one or more foreign
currencies and in accordance with foreign customs) must be assembled
in order to determine the amounts of U.S. taxes payable on amounts
not earned, received, or owned by the taxpayer, no regulations can
lighten the burden of compliance with such requirement.

CAN THE TREASURY DRAFT A TAX RETURN FORM?

If the Senate Finance Committee desires tangible evidence of the
complexity of the Treasury’s latest set of recommendations, which
will assuredly plague both taxpayers and the Treasury, the Treasury
should be asked to submit at least a draft of a proposed tax return
to be used by U.S. taxpayers to report income which has not been
earned, has not been received, and might never be received, and to
report the related foreign tax credit.

Such tax-return forms would have to set forth a tremendous volume
of detail, not only regarding the nature and amount of income and
expenses of a foreign corporation or corporations not subject to the
jurisdiction of and not reporting directly to the United States, but
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also details regarding its assets (under the Treasury’s latest proposal
some of these details would have to be given on a day-to-day basis for
the entire year), facts regarding ownership of stock (likewise required
to be determined on a day-to-day basis in some instances, and ex-
tremely complicated reconciliations between the amount of income and
expenses of the foreign corporation and the portion of such income
and expenses to be reflected in the U.S. taxpayer’s tax return, all
presented with a wealth of detail far beyond that presented in any
normal financial statement or tax return.

If the Treasury cannot present even a tentative draft of such an
income-tax return and foreign tax credit schedule, your committee
will be in a position to draw its own conclusion as to the feasibility
of its proposals in this regard.

LEGISLATION BY TREASURY DECISION

Another basic objection to the Treasury’s latest version of section
13 is the extent to which it would leave to the discretion of Treasury
officials the decision as to the immediate taxation, or exemption from
immediate taxation, of amounts which are not income of the taxpayer.

To a very great extent the proposed section 13 does not lay down
fixed rules under which a taxpayer could determine in advance its
liability for tax, but depends upon subjective tests to be applied by
Treasury officials in their largely unguided discretion.

In some instances the proposed section 13 does not even. provide that
rules shall be promulgated by the Treasury in the form of regula-
tions, but leaves the decision up to individual action by the officials.

Even where the bill would require promulgation of regulations, it
is to be remembered that the Treasury Department has not yet fin-
ished issuing regulations under the Internal Revenue Code as enacted
in 1954, and that a large portion of the present regulations under that
act were issued only during the past year.

One of the many instances in which the Treasury would, under its
latest proposal, be given authority to legislate by regulation and, at
least in this instance, change existing law is to be found in section
955(c) (1) and section 957 (c), which would authorize the Secretary
to issue regulations to determine the source of income; that is, the
place where income is considered to be earned. )

For a great many years the income tax law has included statutory
provisions for this purpose; the regulations on this subject are very
comprehensive; and there are numerous decisions interpreting these
provisions of law and regulations. ) _

Why does the Treasury wish to get new authority to 1ssue new regu-
lations solely for the purpose of determining the source of income
under provisions of subpart F? Is it in order to change existing law
on this subject? ) )

We recommend that these provisions be stricken out of sections
955(c) (1) and 957(c). The Secretary of the Treasury has not com-
plained of presently existing law and regulations with respect to the
determination of the source of income. )

To give the Treasury authority to change these rules might over-
throw long-established principles and practices in this field and should
not be done without adequate consideration of the facts and the rea-

sons for such a change.
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The Treasury’s latest proposals are supposed to have removed some
of the discrimination and added tax burdens which its original pro-
posals would have imposed on business operations of U.S.-owned
corporations in Latin America and other less developed countries.

However, it is clear that the Treasury is still determined to dis-
courage foreign investment and still seeks to impose added burdens
of taxation and reporting upon income earned abroad by U.S.-owned
foreign corporations.

As a consequence, even its latest proposals, whether intentionally or
not, would, in many instances, impose such additional burdens on
operations in Latin America and other least developed countries and
hence would discourage U.S. business activity in those countries.

Section 11 of H.R. 10650—the “gross up” proposal to tax as divi-
dends amounts which have not been and never can be income of the
taxpayer.

In connection with the foregoing it is essential to point out that
the “gross up” provisions in section 11 of the bill would tax as divi-
dend income, in addition to the amount of a dividend actually received
from a foreign subsidiary, an additional amount equal to the foreign
income tax paid by the subsidiary on the sum of the dividend plus the
tax. It is clear that such amount is not income, and cannot be made
Into income by calling it “income.”

This provision would increase the amount of U.S. taxes payable by
2 U.S. parent company on a dividend received from a foreign sub-
sidiary where the effective forelgn income tax rate is less than 52 per-
cent. The percentage of such increase in U.S. tax will be greatest
where such foreign rate is close to 26 percent and decrease as such
foreign tax rate approaches 52 percent or zero. What is more serious,
the propossed gross-up method would bear very lightly on dividends
received from subsidiaries operating in countries—such as in Western
Europe—having high income tax rates like ours, and bear most heavily
on dividends from operations in developing countries with relatively
low income tax rates.

“TAX EQUALITY”

The Treasury and others supporting the administration’s view-
point regarding taxing in advance unreceived income have written
and said a great deal about “tax equality”.

However, the Treasury’s latest proposal is a far cry from affording
tax equality, even of the kind that the Treasury insists would be equit-
able, i.e., the same rate of tax on the same amount of income, whether
earned in the United States or abroad.

One striking example of inequality is the proposal that the invest-
ment credit be denied to the U.S. owner of a foreign corporation, even
though the income of such corporation is taxed currently to such U.S.
shareholder.

This certainly would not be equality, and it is but one of the great
many ways in which a U.S.-owned foreign corporation is treated less
favorably than a U.S. corporation.

The point is that there are many inevitable differences between the
taxation of the income of a foreign corporation and the taxation of the

isncome of a U.S. corporation subject to the jurisdictin of the United
tates.
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Since any U.S. citizen or corporation is free to choose whether to
operate, at home or abroad, in the form of a U.S. corporation or a
foreign corporation, there is no diserimination in such differences in
U.S. tax treatment of these two classes of corporations.

It seems that there 1s indeed need for more equality in the U.S. tax-
ation of foreign income, earned outside the United States by foreign
corporations, not subject to the jurisdiction of the United States, be-
vond the protection of our flag and not enjoying the numberless
benefits for which we here at home are taxed.

Such income should be taxed at a lower rate than domestic income.
Eventually—Why not now ?—when we need to encourage rather than
discourage exports and oversea business.

REPUDIATION OF U.S. TAX TREATIES

One of the recommendations most conspicuous by its absence from
from the Treasury’s latest proposals is the elimination of the provision
in the original H.R. 10650 which would repudiate all U.S. tax treaties
with other countries to the extent that any of the provisions of H.R.
10650 are in conflict with such treaties.

This 1s such an unwise provision that the Secretary of the Treasury
himself on at least one occasion stated that it should be eliminated, and
was endorsed by the Secretary of State. (See report of Senate
Finace Committee hearings on H.R. 10650, p. 4248.)

It is noticeable, however, that in his latest set of recommendations
the Secretary of the Treasury has failed to call for elimination of this
repudiation of U.S. tax treaties. It is to be hoped that this is an
oversight which will be corrected.

CORRECTION OF MONSTRUOUS INJUSTICES UNDER SECTION 16

Section 16, as originally proposed, would have resulted in unin-
tended hardships, inequities and monstruous injustices. This is
evidenced by the numerous exemptions, exceptions, complicated limi-
tations on the resulting tax under this section and other changes in
these new provisions now proposed by the Treasury.

Yet if Congress had relied upon the Treasury’s earlier position, it
would have enacted this measure as originally proposed.

The significant fact here is that had there not been such an outery
from taxpayers, principally U.S. citizens who have devoted their lives
to building up small businesses in Latin America and other less de-
veloped countries, the Treasury would not have receded from its
position.

Without these changes, section 16 would have amounted, in many
cases, to virtual confiscation, not by foreign governments but by the
17.S. Government, of the fruit of lifelong efforts of U.S. citizens who
had worked abroad but retained their citizenship and remained liable
for U.S. taxes.

Even as modified by the Treasury’s latest proposals, section 16
still would have a more severe retroactive effect than the Treasury
has yet realized.

You will soon hear from another witness who will tell you how he
built up from a small beginning business which has generated exports
of $19 million U.S. dollars of U.S. manufactured products and how
he would be affected by this section 16.
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DENTIAL OF CAPITAL GAIN TREATMENT OF PATENT SALES

The Treasury now very properly proposes to eliminate the pro-
visions of its original section 952(c) for taxing hypothetical income
from what it originally inaccurately described as “U.S. patents” and
other property. ) .

However, 1t now has substituted a new and different provision
regarding such property which likewise can properly be criticized as
basically unsound and economically undesireable. This would tax
“as a dividend” gain on transfers of patents and similar property
rights from a U.S. taxpayer to a foreign corporation.

This provision is such that a saving of more than 50 percent of the
U.S. tax otherwise payable on a transfer of such property to a foreign
corporation would result if the transferee were controlled by for-
eigners rather than by a U.S. corporation or individuals.

This illustrates the Treasury’s failure to recognize the economic
consequences of the proposals being hastily formulated, as occasion
arises, to combat well-merited criticisms of previous proposals.

It might be mentioned in passing that although, under the Treas-
ury’s latest proposal, gain on a transfer of patents or other such prop-
erty from a U.S. parent company to a U.S. foreign subsidiary in ex-
change for stock of the latter would be taxed to the U.S. corporation as
ordinary income, such a transfer to a U.S. corporation subsidiary
would continue to be “tax free.”

Are these the final recommendations of the Treasury or will it
make still other proposals after the bill is reported out by your
committee ?

Certainly it has not offered sufficient evidence to overcome the weight
of the evidence presented on behalf of U.S. businesses engaged in
foreign commerce.

At this point I would like to ask the chairman the statement we filed
today be a part of the record because it contains much that I have
omitted for the sake of saving time.

Senator Kurr. It will be inserted at the end of your testimony.

Mr. SremEers. In conclusion, I thank the chairman and the com-
mittee members for their attention and hope that any who have ques-
tions regarding the accuracy of the stafements I have made, will
%we Cine an opportunity to satisfy them that my statements are soundly

ased.

Senator Kerr. All right, Mr. Seghers.

Thank you, sir.

Senator CarnsoN. Mr. Chairman, T just want to state that regret-
tably, the Senator from Illinois, Mr. Douglas, who was not here today,
he is unavoidably absent on account of a death in the family, but I
fernember the intense and spirited discussion last time you appeared
here.

Mr. Secuers. T have made some intentionally provocative state-
ments here but I am prepared to back them up and I regret there are
not more Senators here who are complaining but I can imagine they
get hungry at lunchtime.

Senator Kerr. That is all, Mr. Chairman.

Senator Smarmrrs. I don’t have any questions, thank vou. Mr.
Seghers. :
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Senator Kerr. I have no questions. I can’t tell whether you are
looking for a contest or retiring slowly.

Mr. %EGHERS. I am trying to clarify the record, and to correct many
misapprehensions that would be obtained from reading the Treasury’s
explanation of its own proposed legislation.

Senator Kerr. Had you finished ?

Mr. SeerEers. Yes, sir.

Senator Kerr. I just couldn’t tell swhether you were through or not
and if you were through I was just trying to make it easy for you
to act on that basis, and if you weren’t I was trying to make it easy
for you to say more.

Mr. Seerers. Thank you for your courtesy, Senator.

(Mr. Seghers’ prepared statement follows:)

STATEMENT BY PAvL D. SEGHERS, PRESIDENT, INSTITUTE oN U.S. TAXATION OF
FoOREIGN INCOME, INC., NEW YORK, N.Y.,, ON THE TREASURY'S LATEST PROPOSALS
rorR CHANGES IN H.R. 10650

Especially the proposal to tax in advance amounts not earned, owned, or re-
ceived by the taxpayer, representing merely an assumed increment in value
of shares attributable to undistributed income earned abroad by a foreign
corporation

A taz in the form of an income tax on whuat is not income of the taxpayer is
unconstitutional

Mr. Chairman, my name is Paul D. Seghers and my appearance today is as
president of the Institute on U.S. Taxation of Foreign Income, Inc.

Mr. Chairman, we ask that the statement we have today filed with the
conumittee be made a part of the record, with permission to file a further supple-
mental statement for the record if time permits.

We are stili convinced that the radically new and untried theories embodied
in the Treasury’s latest (fifth) set of proposals for collecting tax in advance from
U.S. individuals and corporations on amounts which they did not earn ; which do
not belong to them ; and they may never receive, cannot be imposed in the guise of
an income tax without violating the Constitution of the United States. In addi-
tion to being illegal. and hence leading to uncertainty, litigation, and at least
delay in collection of the tax, this measure would establish a very dangerous prec-
edent, by imposing a tax on an assumed increment in value of capital and taxing
in advance what is not and may never be income of the taxpayer.

The Treasury still proposes to tax in advance income expected to be received
by the taxpayer in a subsequent year

The Treasury continues to state that it wishes to “eliminate deferral of taxa-
tion of income of controlled foreign corporations.” However, it never has pro-
posed such a tax—that is, a tax on the income earned by a foreign corporation
outside the United States. Why? We leave the answer to the Treasury. What
it does propose is to tax U.S. citizens and corporations in advance on income not
earned, received or belonging to the taxpayer, that the provisions of its latest
proposed section 13 assume will be received by and become income of the tax-
payer in some future year. (See the latest proposed sec. 959.)

Is this the correction of a defect in the law in effect since 1913, er an unjust
burden on U.S.-owned business activity abroad, discriminating in favor of foreigm
ownership ?

What is the purpose of the tax proposed to be levied under section 132

Is the tax under section 13 to be levied for revenue purposes? That seems
unlikely, as it would bring in relatively little additional tax revenue, although
these provisions would result in collecting some tax not yet due on some amounts
not yet earned, received, or owned by the taxpayers. If the tax under section
13 is not levied for revenue purposes, should it be levied in the guise of an
income tax?
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Why penalize U.S. taxpayers for reducing foreign income taxes?

A peculiar theory exemplified in the Treasury’s latest proposals is that the
Congress should enact provisions to protect the income tax revenues of other
countries and to penalize U.S. owners of foreign corporations which operate in
such a way as to reduce their foreign income tax burden. This is sought by the
Treasury even though it does not, and cannot, deny that such savings result in
increasing the amount of U.S. taxes thereafter collected by the U.S. Government
on the same amount of income.

This peculiar theory looms so large in the Treasury’s view that it proposes it
as the test for granting overall exemption, which is to be allowed only where
the Treasury is satisfied that there is a substantial reduction in foreign income
taxes (sec. 954(a) (4)).

A further, and more serious illustration of this peculiar Treasury theory is
to be found in its latest recommendations regarding taxation of income from
selling goods abroad. This would be most damaging in the case of products
manufactured in the United States by a U.S. parent company and sold abroad
by foreign subsidiaries. However, the Treasury’s provisions in this regard
would apply even to selling profits earned abroad from the sale of goods pro-
duced abroad by a related corporation, and to commissions and fees earned
abroad in effecting purchases and sales for a related company.

We believe that income earned abroad by a foreign corporation in gelling goods
to foreign buyers should not be taxed until such income is received by a person
subject to U.S. taxes. The Treasury now is willing to accept this prineciple,
unless the sales are made in a country other than that in which the foreign
corporation is incorporated. Then it would tax the U.S. shareholder on such
undistributed income of the foreign corporation. The Treasury has not given
any explanation which seems adequate to us as to why this discrimination
against the U.8. owners of a foreign corporation should depend on whether the
corporation is incorporated in the country where it makes its sales (or the
goods are to be used, consumed, or resold). We have found nothing in the
record to indicate that a penalty based on such a distinction would be of benefit
to the economy of the United States.

Effects of complexity of the Treasury’s proposed section 13

Another defect necessarily inherent in the Treasury’s proposals for taxing
what is not income to U.S. citizens who have not earned, do not own, and have
not received the amounts to be taxed to them, is the extreme complexity of these
provisions. This complexity even extends to the peint of proposing to tax U.S.
taxpayers on mythical income of mythical nonexistent foreign corporations,
theoretically owned by and theoretically paying income to the actual foreign
corporations which actually earn the income. This is provided in the new pro-
posed section 954(d) (2), the real meaning and effect of which provisions cannot
be known until the Treasury issues regulations thereunder.

Since what is not income is to be taxed to U.S. corporations and individuals
as if it were income, it is necessary to make provisions for allowing foreign
tax credits with respect to such hypothetical income and to make adjustments
to the cost of shares of stock of the foreign corporation on account of the mon-
receipt of what is not income and subsequently to make adjustments of such costs
if and when the owner eventually receives such income. It likewise is necessary.
of course, to make provisions not to tax again the same amount when actually
received as income after having once been taxed in advance when only an
expectation and not a fact.

The Treasury’s memorandum accompanying its proposals, explaining major
changes in its latest proposed section 13, states (in par. 8) that guidelines
will be established (in regulations to be issued) which “* * * will facilitate
compliance with the legislation from the standpoint of taxpayers and will
meet certain criticisms that great difficulty will be involved in determining tax
liability under subpart F.”

Wg .do not believe that taxpayer compliance with the extremely complicated
provisions of the Treasury’s latest version of subpart F can be relieved by
regulations. Where a great mass of detailed accounting analyses (derived
fron? books kept in one or more foreign currencies and in accordance with
foreign customs) must be assembled in order to determine the amounts of
U.S. taxes 'payable on amounts not earned, received, or owned by the taxpayer,
no regulations can lighten the burdem of compliance with such requirement.
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Can the Treasury devise an income tax return to report amounts under section
132

If the Senate Finance Committee desires tangible evidence of the complexity
of the Treasury’s latest set of recommendations, which will plague both tax-
payers and the Treasury, the Treasury should be asked to submit at least
a draft of a proposed tax return to be used by U.S. taxpayers to report income
which has not been earned, has not been received, and might never be received,
and to report the related foreign tax credit. Such tax return forms would
have to set forth a tremendous volume of detail, not only regarding the nature
and amount of income and expenses of a foreign corporation or corporations
not subject to the jurisdiction of and not reporting directly to the United
States, but also details regarding its assets (under the Treasury’s latest pro-
posal some of these details would have to be given on a day-to-day basis for the
entire year) ; facts regarding ownership of stock (likewise required to be
determined on a day-to-day basis in some instances) ; and extremely complicated
reconciliations between the amount of income and expenses of the foreign
corporation and the portion of such income and expenses to be reflected in the
U.S. taxpayer’s tax return, all presented with a wealth of detail far beyond
that presented in any normal financial statement or tax return. If the Treasury
cannot present even a tentative draft of such an income tax return and for-
eign tax credit schedule, your committee will be in a position to draw its own
conclusion as to the feasibility of its proposals in this regard.

Legislation by Treasury decision

Another basic objection to the Treasury’s latest version of section 13 is the
extent to which it would leave to the discretion of Treasury officials the
decision as to the immediate taxation, or exemption from immediate taxation,
of amounts which are not income of the taxpayer. To a very great extent
the proposed section 13 does not lay down fixed rules under which a taxpayer
could determine in advance its liability for tax, but depends upon subjective tests
to be applied by Treasury officials in their largely unguided discretion. In many
instances the proposed section 13 does not even provide that rules shall be promul-
gated by the Treasury in the form of regulations, but leaves the decision up to
individual action by the officials. Even where the bill would require promulga-
tion of regulations, it is to be remembered that the Treasury Department has not
yet finished issuing regulations under the Internal Revenue Code as enacted in
1954, and that a large portion of the present regulations under that act were
issued only during the past year.

One of the many instances in which the Treasury would, under its latest
proposal, be given authority to legislate by regulation and, at least in this
instance, change existing law is to be found in section 955(c) (1) and section
957(c) which would authorize the Secretary to issue regulations to determine
the source of income ; that is, the place where income is considered to be earned.

For a great many years the income tax law has included statutory provisions
for this purpose; the regulations on this subject are very comprehensive; and
there are numerous decisions interpreting these provisions of law and regula-
tions. Why does the Treasury wish to get new authority to issue new regula-
tions solely for the purpose of determining the source of income under pro-
visions of subpart F? Is it in order to change existing law on this subject?

We recommend that these provisions be stricken out of sections 955(c) (1)
and section 957(c). The Secretary of the Treasury has not complained of
presently existing law and regulations with respect to the determination of
the source of income. To give the Treasury authority to change these rules
might overthrow long-established principles and practices in this field and should
not be done without adequate consideration of the facts and the reasons for such
a change.

Effect on Latin America and the Alliance for Progress

The Treasury’s latest proposals are supposed to have removed some of the
discrimination and added tax burdens which its original proposals would have
imposed on business operations of U.S.-owned corporations in Latin America
and other less developed countries. However, it is clear that the Treasury is
still determined to discourage foreign investment and still seeks to impose
added burdens of taxation and reporting upon income earned abroad by U.S.-
owned foreign corporations.

As a consequence, even its latest proposals, whether intentionally or not,
would, in many instances, impose such additional burdens on operations in
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Latin America and other less developed countries and hence would discourage
U.8. business activity in those countries.

Section 11 of H.R. 10650—the “gross up’ proposal to tax as dividends, amounts
which have not been and never can be income of the taxrpayer

In connection with the foregoing it is essential to point out that the “‘gross
up”’ provisions in section 11 of the bill would tax as dividend income, in ad-
dition to the amount of a dividend actually received from a foreign subsidiary,
an additional amount equal to the foreign income tax paid by the subsidiary on
the sum of the dividend plus the tax. It is clear that such amount is not
income, and cannot be made into income by calling it “income.”

This provision would increase the amount of U.S. taxes payable by a U.S.
parent company on a dividend received from a foreign subsidiary where the
effective foreign income tax rate is less than 52 percent. The percentage of
such increase in U.S. tax will be greatest where such foreign rate is close to
26 percent and decrease as such foreign tax rate approaches 52 percent or zero.
Hence, the proposed “gross up” method would bear very lightly on dividends
received from subsidiaries operating in countries—such as in Western Europe—
having high income tax rates like ours, and bear most heavily on dividends from
operationg in developing countries with relatively low income tax rates.

“Tax equality”

The Treasury and others supporting the administration’s viewpoint regarding-
taxing in advance unreceived income have written and said a great deal about
“tax equality.” However, the Treasury’s latest proposal is a far cry from
affording tax equality, even of the kind that the Treasury insists would be
equitable, i.e.,, the same rate of tax on the same amount of income, whether
earned in the United States or abroad. One striking example of inequality is
the proposal that the investment credit be denied to the U.S. owner of a foreign
corporation, even though the income of such corporation is taxed currently to
such U.8. shareholder. This certainly would not be equality, and it is but one
of the great many ways in which a U.S.-owned foreign corporation is treated
less favorably than a U.S. corporation. The point is that there are many inevi-
table differences between the taxation of the income of a foreign corporation
and the taxation of the income of a U.S. corporation subject to the jurisdiction
of the United States. Since any U.S. citizen or corporation is free to choose
whether to operate, at home or abroad, in the form of a U.S. corporation or a
foreign corporation, there is no discrimination in such differences in TU.S. tax
treatment of these two classes of corporations.

It seems that there is indeed need for more equality in the U.S. taxation of-
foreign income, earned outside the United States by foreign corporations, not
subject to the jurisdiction of the United States, beyond the protection of our-
flag and not enjoying the numberless benefits for which we here at home are-
taxed. Such income should be taxed at a lower rate than domestic income.
Eventually—why not now—when we need to encourage rather than discourage
exports and oversea business?

Repudiation of tax treaties

One of the recommendations most conspicuous by its absence from the Treas-
ury’s latest proposals is the elimination of the provision in the original H.R.
10650 which would repudiate all U.S. tax treaties with other countries to the
extent that any of the provisions of H.R. 10650 are in conflict with such treaties.
This is such an unwise provision that the Secretary of the Treasury himself
on at least one occasion stated that it should be eliminated, and was endorsed
by the Secretary of State. (See report of Senate Finance Committee hearings
on H.R. 10650, p. 4248.) It is noticeable, however, that in his latest set of"
recommendations the Secretary of the Treasury has failed to call for elimina-
tion of this repudiation of U.8. tax treaties. It is to be hoped that this is an
oversight which will be corrected.

Correction of monstrous injustices under section 16

_Secti.on 16. as originally proposed, would have resulted in unintended hard-
ships, 1_nequities, and monstrous injustices. This is evidenced by the numerous
exeq:ptmns, exceptions, complicated limitations on the resulting tax under this
sectloq. and other changes in these new provisions now proposed by the Treasury.

Yet if C(_)ngress had relied upon the Treasury’s earlier position, it would have
enacted this measure as originally proposed. The significant fact here is that
had there not been such an outery from taxpayers, principally U.S. citizens who-
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have devoted their lives to building up small businesses in Latin America and
other less developed countries, the Treasury would not have receded from its
position. Without these changes, section 16 would have amounted, in many
cases, to virtual confiscation, not by foreign governments but by the U.S.
Government, of the fruit of lifelong efforts of U.S. citizens who had worked
abroad but retained their citizenship and remained liable for U.S. taxes.

Even as modified by the Treasury’s latest proposals, section 16 still would
have a more severe retroactive effect than the Treasury has yet realized. This
will be pointed out by a man who has come here from California solely to testify
before your committee today on this subject. The committee undoubtedly will
be impressed by the facts he will present regarding the business he has built up
from a very small beginning, that has generated exports of $19 million of U.S.~
manufactured products.

The Treasury’s new idea about taxing the disposition of patents

The Treasury now very properly proposes to eliminate the provisions of its
original section 852 (c¢) for taxing hypothetical income from what it inaccurately
described as “U.S. patents” and other property. However, it now has substituted
a new and different provision regarding such property which likewise can prop-
erly be criticized as basically unsound and economically undesirable. This
would tax “as a dividend” gain on transfers of patents and similar property
rights from a U.S. taxpayer to a foreign corporation.

This provision is stich that a saving of more than 50 percent of the U.S. tax
otherwise payable on a transfer of such property to a foreign corporation would
result if the transferee were controlled by foreigners rather than by a U.S.
corporation or individuals. This illustrates the Treasury’s failure to recognize
the economic consequences of the proposals being hastily formulated, as occa-
sion arises, to combat well-merited criticisms of previous proposals.

It might be mentioned in passing that although, under the Treasury's latest
proposal. gain on a transfer of patents or other such property from a U.S.
parent company to a foreign subsidiary in exchange for stock of the latter
would be taxed to the U.S. corporation as ordinary income, such a transfer
to a U.S. corporation subsidary would continue to be *‘tax free.”

Will the Treasury reconunend further changes?

Are these the final recommendations of the Treasury, or will it make still
other proposals after the bill is reported out by your committee? Certainly
it has not offered sufficient evidence to overcome the weight of the evidence
presented on behalf of U.S. businesses engaged in foreign commerce.

In conclusion, I thank the chairman and the committee members for their
attention and hope that any who have questions regarding the accuracy of
the statements I have made, will give me an opportunity to satisfy them that
my statements are soundly based.

Senator Kerr. Our next witness is Mr. Faure, of El Centro, Calif.

STATEMENT OF EMILE FAURE, IMPORTADORA DE MAQUINARIA,
S.A. DE C.V.,, AND AUTOMOTRIX DEL GOLFO DE CALIFORNIA,
S.A. DE C.F., OF CARRETERA PACKARD, MEXICALA, BAJA CALI-
FORNIA, MEXICO

Mr. Faure. Mr. Chairman, my name is Emile Faure, a U.S. citizen
by birth, and I am appearing for myself in regard to two Mexican
companies that I control. T appreciate, and I am grateful to the com-
mittee for, the opportunity to testify as to how section 16 of the Treas-
ury’s latest proposed amendments of H.R. 10650 would affect ad-
versely a small businessman, if I understand correctly the effect of
these provisions.

T have been continuously operating a small business for the last 17
years in Mexican corporate form in the northwestern part of Mexico.
Mexican law, then as well as now, makes it mandatory to operate there
as an official chartered Mexican corporation. I manage and own two

82190—62—pt. 11——8
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Mexican corporations. Directly and indirectly, I own 89 percent of
their stock.

Senator Kzrr. 1 don’t want to interrupt you, and I don’t as a gen-
eral thing, but is it possible for an American to own 89 percent of a
Mexican corporation ?

Mr. Faure. In some business.

Senator Kerr. In some businesses ?

Mr. Faure. Commercial business. There are some restricted busi-
nesses that they are not allowed to own 51 percent.

Senator Kerr. All right.

Mr. Faure. My business there is selling and servicing tractors,
farm machinery, trucks, and small miscellaneous tools to Mexican
users. The sum and total of everything we sell is of U.S. manu-
facture.

Our total retail sales volume is approximately $1,500,000 yearly.
We employ 57 people. My original investment of $13,367.24 has sold
approximately $19 million of U.S.-manufactured goods at retail to
Mexican usersin 17 years.

Under favorable circumstances, and if not penalized by U.S. taxes,
this small business can be expected to continue the orderly marketing
of American manufactured goods. In this process, our manufactur-
ers have profited, their stockholders, their employees, their suppliers
and employees, freight carriers, and the U.S. Treasury has derived
revenue from each U.S. corporation, stockholder, employee, and indi-
vidual that had a part in these transactions.

For the past 3 years, operations of the two companies have resulted
In sales profits before taxes equal of 6.26 percent of sales, Mexican
taxes of 2.33 percent, and net after taxes of 3.93 percent.

Taking as our American counterpart a like business in California
handling pretty much the same lines, doing approximately the same
volume, I find their percent of profit to sales to be 7.30 percent; State
and Federal taxes, 3.52 percent; and profit after taxes, 3.78 percent
for the like 3-year period.

In other words, for the preceding 3 years the net profit of these
Mexican companies, after Mexican taxes, was only 0.15 percent more
than its nearest U.S. counterpart after its corporate State and U.S.
income taxes.

These figures reflect actual operations of two small businesses, one
Mexican and one American, handling pretty much the same equipment
of U.S. manufacture, doing about the same sales volume, currently
employing approximately the same number of people, that have
almost identical percentages of sales profit, income tax, and net profit
after taxes.

If I understand the provisions of section 16, this is where the simi-
larity ends. The stockholders of the American corporation could
either sell or liquidate their business and pay a capital gain tax of 25
percent on the difference between the original investment and the ulti-
mate gain, provided their interest was held for more than 6 months.

. The American citizen similarly engaged in a business such as mine
in Mexico would pay a much higher U.S. tax on the same amount of
gain—up to 64 percent instead of 25 percent.

To say the least, I am disturbed and confused about the complexities
of the proposed bill and its amendments as it relates to me as an indi-
vidual operating a small business in a foreign country.
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I understand the purpose of this Treasury bill under consideration
is to raise revenue. I think it will reduce the Treasury’s tax revenue.

I would like to use my own case as an example.

A good portion of my productive years has been devoted to working
in Mexico with the hope that someday I would have accumulated suf-
ficient assets in that country to enable me to accumulate enough capital
so that, after paying capital gains tax to the United States, I would
be able to take the balance and invest in the United States to derive
enough yield after income taxes to live modestly in my retirement

ears.

T also had hoped that by the time of my death I would leave enough
property so that, after inheritance taxes had been paid, my wife would
have enough to live on. What might be left after that, our children
I;voul%i inherit, and they also would pay a tax on the yield that might

e left.

If any national other than a U.S. citizen such as myself had de-
veloped this business in Mexico, the revenue to our Treasury would be
zero. In my case, however, the Treasury will gain revenue and will
benefit from my efforts as long as I continue this business.

I have read and I am otherwise informed that our factories are not
producing to capacity. They need and would like to get more business.
I read we have an unemployment problem. I understand the U.S.
economy needs growth. I understand that our exports should be
stimulated.

If these are the facts, then why deter or discourage U.S. citizens
having businesses in these Latin American countries, who actually sell
and service these goods of American manufacture? They compete
day in and day out with competent nationals of other countries, selling
their own countries’ good products, often priced below comparable
machines of U.S. manufacture.

I firmly believe the continued security of our foreign outlets for
American manufactured goods rests to a large degree with these
thousands of U.S. citizens in Latin American countries.

Such a U.S. citizen is confronted by many daily complications, in
operating and conducting a small business in a foreign country. He
has import quotas to contend with, application for import permits,
the sometimes complicated execution of the permit itself wherein the
monetary value of the permit is tied or balanced to exports of a
certain commodity like coffee or cotton. He has to contend with
labor laws which constantly become more complicated and severe and
are different from our own. He has voluminous reports and statistics
to compile, register, and return. There are many commercial risks
involved in the operation of a small business. There is the problem
of devaluation and the risks entailed and losses encountered. There
are individual foreign barter exchanges to contend with.

The U.S. citizen operating a small business selling goods of U.S.
maufacture, I can assure this honorable committee, needs reassurance,
consideration, encouragement, and above all, I belive, tax equality,
or he will finally lose the hope of monetary gain that motivated him
in the first place and thereby cut off a future source of Treasury
revenue.

I have asked tax attorneys to explain to me what sections of the
bill and amendments would be applicable to me, and I have received
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different opinions and interpretations that leave me, I regret to say,.
confused, disturbed, and discouraged, not only regarding myself, but
also as to the small businessman who might eventually take my place,
if he be a U.S. citizen.

I believe a U.S. citizen would be dissuaded from now entering for-
elgn commerce for his own account, because of the insecurity and lack
of confidence in the monetary gain he might expect to realize from
his productive years.

Because of misunderstandings, complexities, and general lack of’
confidence generated by some of the aspects of this bill, even as the
Treasury would now change it, small U.S. businessmen operating in
Latin America today could well panie, liguidate their corporations.
in haste, to their disadvantage, in order to pay capital gains tax at
a more favorable rate than otherwise would be possible after January
1,1963.

This would result in leaving behind them a disrupted and chaotic
market, instead of an orderly market that the U.S. manufacturers
have used and depended upon for creating a large portion of their
exports during the many years that such manufacturers and U.S.
citizens selling their goods abroad have harmoniously and beneficially
worked together.

I have been informed by an attorney who practices in Bermuda and
the Bahamas that for the first time the newspapers contain lists of
Americans who desire to obtain citizenship in those countries after
having renounced their American citizenship.

I snow as a mater of fact from conversations with Ainericans in
Latin America that some have considered or thought of the same
action.

Even as now proposed by the Treasury, section 16 would hurt me
two ways: In the first place, any gain on sale or liquidation of my
stock in my Mexican corporations would be taxable to me at a maxi-
mum rate of 64 percent to the extent of all earnings and profits accu-
mulated after January 1, 1963, whereas gain on a similar sale or
liquidation of a U.S. corporation would be taxed at only 25 percent.

In the second place, the fact of such a tax, at a maximum ofp 64 per-
cent on all gain accruing after January 1, 1963, would make a U.S.
mvestor reluctant to buy my stock. This would place me at the mercy
of foreign investors who, having no competition from U.S. buyers,
would offer very little for the business.

It is my feeling that this section 16, even as now proposed to be
changed by the Treasury, would do the United States more harm than
good and should be dropped.

However, if such a provision is retained, I feel that, in the case of
an individual realizing a gain from a business which he has built up in
Latin America, the tax on that gain should be no greater than the tax
he would pay if he were liquidating or selling the stock of a U.S. cor-
poration. - Liquidation would impose a terrific problem on owners of
small businesses in less-developed countries, even though it might not
impose any particular problem to big business.

In the event of incapacity, retirement, or death of owners of a small
business, the section will have a troublesome effect on the owners of
small businesses, whereas it would be no problem with big business,
who could transfer the operation of the business to others without too
much disruption to their overall operation.
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Now, small business by reason of its smallness cannot afford or
~justify a recruiting program and the training of their future personnel
and future principles as does big business. The capriciousness of na-
ture, the acts of God or man, or the incapacity or death of a principal
i_Ill a small business are calamities and disasters that often overwhelm
them.

A small business usually would have to be liquidated or sold despite
the 10-year test. Big business usually can go on and on. So actually
the 10-year test may have no particular disadvantages to big corpora-
tions but many harmful applications and painful consequences to small
business.

In our particular area of Mexico, small business is run by U.S. cit-
izens and outnumber big business nine to one. We only cover an area
of about 45 miles wide by about 70 miles long, about 450,000 to 500,000
acres of irrigated land producing about 400,000 to 450,000 bales of
cotton.

I believe small business should receive some consideration and relief
from the 10-year test. I am not against big business just because it is
big business. It has its proper place and value and function in our
economy, but I sincerely believe that if further study were made of this
bill U.S. business operating small foreign businesses in Latin America
should be consulted for presentation of their thoughts and ideas and
facts and realities; it would be beneficial to Congress, the Treasury
Department, the State Department, the Department of Commerce, and
the Department of Labor as well as to big business.

I believe that all these departments of our Government would be
affected as well as many segments of our economy if the proposed
bill were adopted as now proposed. Through more study of realities
and assimilation of facts something good should result benefiting our
domestic economy, our exports, and all its related people.

If there be tax abuses, then if present laws do not reach them, new
cones should be adopted.

However, all the thousands of legitimate foreign businesses operated
by U.S. citizens in less-developed countries should not be harmfully
affected by the alleged abuses of a few.

Senator Kerr. Thank you very much, Mr. Faure.

Are there questions?

That is fine.

Mr. Faure. No questions?

Senator Kerr. The committee will recess until 2 :30. ]

(Whereupon, at 12:20 p.m., the committee stood in recess until
2:30 p.m. the same day.)

AFTERNOON SESSION

Senator AnpErsoN (presiding). The committee will be in order.
The first witness this afternoon is Dr. Danielian, International
Economic Policy Association.



4522 REVENUE ACT OF 19062

STATEMENT OF N. R. DANIELIAN, PRESIDENT, INTERNATIONAL
ECONOMIC POLICY ASSOCIATION; ACCOMPANIED BY RAPHAEL

SHERFY, ATTORNEY

Mr. Danterian., Mr. Chairman, my name is N. R. Danielian. I am
appearing here today as president of the International Economic
Po%cy Association. I have with me Mr. Raphael Sherfy of the law
firm of Turney, Major, Markham & Sherfy. _

The association reaffirms its position as expressed in the briefs sub-
mitted to this committee on April 30, 1962, as opposed to the principle
of taxing U.S. shareholders on their portion of unremitted earnings of
foreign corporations. At the same time, we favor such measures as
are necessary to eliminate abuses which spring from unjustifiable use
of foreign corporations where the jurisdiction of the United States
is unquestionable. It is in this spirit that we wish to comment upon
the May 31 draft of section 13 and section 16 as submitted by the
Treasury Department.

The association wishes to express its appreciation to the Treasury
Department for recognizing in the May 81 draft of section 13 the
desirability of continuing a policy under which the United States
does not, in general, tax unremitted earnings of U.S. manufacturing
companies abroad. We hope that this will become the established
policy of the Treasury Department, following the overwhelming proof
presented to the committee that U.S. companies undertake manufac-
turing abroad in order to meet local competitive market conditions;
that this penetration of foreign local markets would not be available
to U.S. firms except through such subsidiary operations; and that this
activity by U.S. business helps the balance-of-payments situation by
increasing earnings abroad which will, sooner or later, be repatriated,
and by creating export outlets for parts, finished and semifinished
products, and raw materials shipped from the United States, thus
benefiting U.S. domestic enterprise and creating jobs here.

We hope that this position in the May 31 draft, with respect to
manufacturing income abroad, is a firm proposal to the Finance Com-
mittee by the Treausry Department, and that they will support it,
not only before your committee, but also before the Senate of the
United States and in conference between the two Houses if the bill
should pass.

Insofar as base company operations are concerned, the new pro-
posals do not yet adequately distinguish between legitimate business
operations, on the one hand, and pocketbook, nameplate, or so-called
suitcase companies, on the other, whose primary purpose is avoidance
of remission of income to the United States and the payment of taxes
thereon. Existing differences of tax rates between different foreign
countries, 1 our view, do not justify extension of taxing jurisdiction
of the United States to foreign countries where the income is wholly
generated in or between foreign countries, any more than different
tax rates, for example between New York and Florida, would justify
the extension of taxing jurisdiction from New York to Florida enter-
prises just because a 10-percent stockholder resides in New York.
Furthermore, the imposition of a capital tax on stockownership in a
foreign corporation to achieve a purpose that is otherwise in violation

of existing tax treaties seems to us of doubtful legal validity, and a
dangerous precedent.
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The problem that confronts this committee is to find a formula to
distinguish between perfectly legitimate enterprises, primarily de-
signed for efficient and profitable operation in competition with the
enterprises of other countries, and those schemes whose primary pur-
pose 1s to keep earnings abroad merely to escape payment of U.S.
taxes. The May 31 draft of the Treasury is deficient in that it fails
to make this very vital distinction.

I am confident that the able members of this committee and the Ways
and Means Committee of the House, who have the exclusive jurisdic-
tion to write into legislation the tax laws of this country, with the
assistance of the respected and dedicated technical staffs of the joint
committee, will be able to make this necessary distinction between the
use of foreign corporations in legitimate business operations, and
obvious tax avoidance schemes through “pocketbook” corporations.

Although our organization believes that flagrant abuses of the U.S.
taxing jurisdiction should be curbed, it does not believe enactment
of section 13 is necessary to achieve that result, since the provisions
of existing law, in section 482, already provide the Commissioner with
the authority to do so, and he could achieve more success in his efforts
if armed with the information he will be able to get under section
6038 and section 6046 of existing law.

However, if the committee should decide to report out a bill cover-
ing the subject of foreign source income, we respectfully suggest, in
addition to the points made above, the following specific changes in
the May 31 draft:

(1) The provisions which exclude from current U.S. taxation cer-
tain “dividends and interest reinvested in less developed countries
should be expanded so that all income from all sources is excluded,
including income from developed countries as well, which is rein-
vested in specified investments in less developed countries.

(2) Under the May 31 draft, qualified investments in a less de-
veloped country include, in addition to certain stocks, only those debt
obligations of certain corporations which mature in 5 years or more
after the date of their acquisition. The 5-year requirement 1s unneces-
sary and should be eliminated. ' _ .

(3) Under the May 31 draft of section 16 of the bill, gain on the
sale, exchange, or liquidation of stock of a controlled foreign corpora-
tion would be taxed as ordinary income, rather than capital gain, to
the extent the earnings and profits of such corporation attributable to
such stock were accumulated after December 81, 1962, and during the
period the stock was held by the U.S. shareholder. In view of this
treatment of such gains, the JEPA recommends that losses on a sale,
exchange, or liquidation should be treated as ordinary losses, rather
than capital losses, to the extent of the deficit, if any, in earnings and
profits m the same period. Otherwise, the provisions would operate
only as a one-way street. _ )

No doubt there will be many constructive suggestions made by other
witnesses, particularly with reference to discretionary powers granted
to the Treasury, which deserve careful scrutiny by this committee.

While the IX.PA offers the above modifications to the May 31 draft,
it nevertheless wants to reiterate its objections in principle to U.S.
taxation of the undistributed earnings of a controlled foreign corpora-
tion to its U.S. shareholders, except in cases of proved abuse of U.S.
taxing jurisdiction, on the grounds stated in our April 30 brief.
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Senator AxpersoN. Do you have any questions, Senator Carlson?

Senator Carrson. Mr. Chairman, thank you.

Doctor, I notice you have a statement about the fact that the present
proposals do not adequately distinguish between what you call legiti-
mate business operations and then, I believe, you made some state-
ment about “pocketbook” or “nameplate” or “suitcase” corporations.

Have you got some suggestions on that or as to what we can do about
that?

Mr. Dawterian. Senator Carlson, I have thought right from the
beginning that there has been a confusion in motivation m the presen-
tation of the case for taxing foreign source income.

Everyone has admitted that there are situations where advantage
is taken by various parties in creating sham corporations for tax
avoidance purposes. I have heard no one defend these activities, and
if attention is given, serious attention, to defining and developing
indicators to help the Treasury to spot these situations and to tax
those or eliminate them by appropriate application of either section
482 or a new provision strengthening 482 and, perhaps, others that
will reach abused tax haven companies, companies that are used for
purposes of tax avoidance, then T think progress can be made.

Unfortunately, the issue has been confused by the injection into
the discussion of a great many other matters that, I think, factually
have been disproved, such as the balance-of-payments effect and
export of jobs, and so on.

In direct answer to your question, I must say that it is possible to
have. for instance, payroll or relationship of expense to gross rev-
enue or measurements as in the case of the February 1 draft that was
tentatively approved by the House Committee on Ways and Means
with respect to a reasonable accumulation of earnings in a tax haven
company per se, and these are possible measurements. That is why
I suggested, perhaps, the very able staff of this committee could apply
its very highly respected technical ability to define this issue.

1 I think a great deal of controversy may be eliminated if this is
one.

Senator Carrson. Doctor, if you were present this morning and
heard some of the testimony, I gathered from other witnesses that it
1s not an easy matter to write into language that will not, of course,
injure legitimate corporations and, at the same time, write legisla-
tion that would somehow, in some way, secure taxes on these in-
dividuals, what we call people who are trying to avoid these taxes.

I think we are all agreed that we ought to do it. But if you have
got any definite language I am sure that it would be gratefully
received by this committee.

Mr. Dawrerian. I shall try to persuade my very brilliant legal
friends to help me out in that and, perhaps, we could come up with
some suggestions on it.

Senator Carrsox. I can assure you that one member of this com-
mittee would be very happy if you did.

. I notice in the last statement in your discussion of this you men-
tioned the words about the balance of payments. For many years,
think everyone knows you have been actively engaged in the promo-
tion of our international trade and the expansion of it. Do you
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think this pending legislation could or would have an effect on our
balance of payments?

Mr. DanmEriax. Senator, you are very kind to refer to my interest
in this field. I think it goes back to 1958-59 when I started talking
about the seriousness of the balance-of-payments deficit situation, and
ever since then we have heen making a number of suggestions to the
administration and to congressional committees in order to correct
that situation.

During that period many of the suggestions that we made were not
always enthusiastically received by either the State Department or
the Treasury Department, but I am glad to say some of them have now
become national policy.

An analysis of the balance-of-payments deficit indicates that its pri-
mary causes are the military expenditures and the foreign aid program.

Military expenditures abroad are over $3 billion, and as of last year,
the foreign aid program was still causing an outflow of dollars of $1.4
billion, by the testimony of the Secretary of the Treasury.

Now, these are both (Government expenditures. It would seem to
me that if as much concerted effort were put into correcting these
situations as is put by many very brilliant members of the admin-
istration in trying to sell these programs to congressional committees,
perhaps a solution can be found within the framework of the Govern-
ment’s own programs without violating the fundamental legal and
economic interests of the United States, as this proposition does.

For instance, in the case of the foreign aid program, which i so
universally supported, and I support it, as you know, and I have
appeared before your Foreign Relations Committee in support of it,
it 1s possible to control the outflow of dollars and yet still make aid
available.

For mstance, our Public Law 480 is that kind of a program. It is
an aid program in kind.

Now, we could give aid programs in kind in the foreign aid area
which would prevent the outflow of dollars.

Another approach to it, of course, would be sharing of the foreign
aid expenditures with our allies in Europe who have balance-of-pay-
ments surpluses.

Now, if our top administration officials put as much effort into per-
suading our allies to share in this burden as they do in spending
lengthy hours before committees such as this, perhaps we could save
a few hundred million dollars or more by negotiation abroad instead
of doing a selling job here on a proposition which every thoughtful
person who has studied it says will not achieve the results that they
predict for it.

In the case of military expenditures, similarly, I think sharing of
military expenditures would save us hundreds of millions of dollars,
and 1f those two things can be gotten under control, we would not have
to worry about the impact of private investments on the balance-of-
payments situation. .

On the contrary, I think historically, you know, that investment
abroad is one of the primary ways of earning money for a country.
The European governments had known this throughout history over
the past 200 years, and encouragement of foreign investment has been
one of the primary governmental policies of the British, the Germans,
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the French, and we are now reaching that stage where our external
obligations are of such magnitude that we, too, must put great em-
phasis on the expansion of private investments abroad as a primary
means of earning money abroad to be able to meet some of these gov-
ernmental obligations. .

There are, after all, three ways of earning money abroad: one is
exports; the other is the selling of services; and the third is income
on investments.

Now, the proposition of curtailing this third important source of in-
come to me makes simply no sense whatsoever.

I also think that it 1s important for us to encourage exports through
incentives, including tax incentives, and here I find there is an n-
consistency between, say, the Department of Commerce policy which
is trying to encourage exports, and a tax policy which is trying to put
the export business in a state of uncertainty through proposed re-
visions in section 6.

There should be some coordination, and if we want to increase ex-
ports we should not exclude consideration of tax incentives to en-
courage exports, and in the field of investments, instead of trying to
curtail investments we should try to expand investments, and these
investments must be expanded not merely in undeveloped countries
where investments are risky and many companies can only take the
risk through Government guarantees, which is a contingent liability
of the U.S. Government, but these must be encouraged in hard cur-
rency countries like Western Europe, so that we can earn a return in
hard currency countries, that is convertible currencies, in order to meet
the obligations for the payment of our troops and foreign aid obliga-
tions, and so on.

Senator Caruson. I believe the press dispatches this morning state
that the Secretary of Commerce, Governor Hodges, is urging a 10-
percent increase in our exports.

Doesn’t it seem reasonable, or does it seem unreasonable, which ever
way you want to put it, that the proposal we have before us from the
Treasury would, in my opinion, reduce income from foreign exports.
It seems to me these two programs are contrary, just like the trade
program that the administration is proposing, and one that I think we
must adopt largely, are working in opposite directions. I mean, they
are operating against each other.

Here is a tax proposal which is not in keeping with the proposed
trade program.

Do you have any comment on it ?

Mr. Danmmrian. T think we have some very able eople in the ad-
ministration. I have very great respect for the }S)ecretarv of the
Treasury, and I admire and have great affection for the Secretary
of Commerce, and T do think that something would be gained if the
Secretary of the Treasury and the Secretary of Commerce and the
Secretary of State got together and put some of these programs
together to see whether they really fit into each other.

Certainly, this tax proposal is not consistent with the attempt to
expand exports. Certainly it must put the export trade and all these
companies that are in operation abroad in a state of uncertainty,
to say the least, as to what commitments they should make for the
Tuture, when they do not know what the future tax status is going tobe.
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Again I think there is some inconsistency between the trade pro-
gram and this program. The trade program says that we are going
to have, by and large, a fairly free market between Western Europe
and the United States, and some of the other countries, through the
application of this tariff reduction proposal, and the most- favored-
nation clause application to other countries. If that is true, then we
are going to have a growing volume of trade. Now, the question is,
Are we going to penahze American companies from participating in
that trade and give a free hunting license to foreign-owned enterprises
to roam all over the world and garner the markets to themselves?

How is that going to help our balance of payments or our revenues
for the Tre‘tsury if t%‘;e European-owned companies will have a favored
position in this competitive race? How can we afford, under these
circumstances, to adopt the trade program if the end result is going to
be to give a practical monopoly to foreign-owned enterprises to enter
our markets and also to compete with us in world markets?

And the reverse of that is, How are we going to promote our exports
in this market unless we do have the instrumentalities through export
corporations and trading corporations, and so on, with adequate per-
sonnel to promote sales at home ?

So, it seems to me there is something to be gained in the top level of
policymakers getting together and puttlncr these items together and
coming up with a consistent foreign economie policy.

Senator CarrsoN. Thank you, Mr. Chairman.

Senator ANDERSON. You say in your statement :

We favor such measures as are necessary to eliminate abuses which spring
from unjustifiable use of foreign corporations where the jurisdiction of the
United States is unquestionable,

As Senator Carlson says, Do you have any language to eliminate
abuses?

Mr. Danierian. Just at the moment I do not, but I will be glad to
work on it, Senator.

Senator ANpersoN. Well, then, again yousay:

The May 31 draft of the Treasury is deficient in that it fails to make this very
vital distinetion.

Can you take the May 31 draft of the Treasury and eliminate the
deficiencies ?

Mr. DanteLian. If these deficiencies we have talked about, including
the definition of—a clear definition of—abuse in the use of tax haven
companies, yes, that would be done satisfactorily.

Senator ANpersoN. I mean, can youdoit?

Mr. DanieLian. I want to use my words very carefully. We do
have a fundamental legal objection to taxing income that is generated
abroad. But if the definition of the abusive use of these devices is
clear cut, I think there may be a chance of escaping the legal limitations
on the taxation of foreign source income.

Senator ANDERSON. You say you want to use your language very
carefully. I am just using your own language now. You say :

The problem that confronts this committee is to find a formula to distinguish
between perfectly legitimate enterprises, primarily designed for efficient and
profitable operation in competition with the enterprises of other countries, and
those schemes whose primary purpose is to keep earnings abroad merely to
escape payment of U.S. taxes.
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Then you say that the May 81 draft is deficient. If that is as simple
as it seems, why can’t you give us language to catch them? )

Mr. Dantenian. As I said, we will be glad to work on that if you
direct us to supply language.

Senator Anperson. I cannot direct you. I can merely ask you to
try to do it because the Treasury says it is difficult. You say it is
very simple. If we had your language and we put it up to the Treas-
ury

Mr. Danterian. Mr, Sherfy has a statement,

Senator ANDERSON. You have been saying this is easy. If you were
a Senator and a member of this committee and you had before you the
language of the Treasury, how would you moedify it to make it the
way you would like to have it ?

Mr. Suerry. Senator Anderson, I have to agree with you, and I
am sure with your staff, that anything that is drafted in this area is
going to be difficult.

If I were going to draft the type of abuses which should be elimi-
nated, I would try to eliminate from the present subpart F income
legitimate business, business which is actively carried on, business
which is constituted of sales income, technical services income, where
the assets, the personnel, the deductions can all be related in terms of
a ratio to prove that this is an actual substantive business.

I would eliminate from the subpart F income those items of sales
income which are received by a corporation from related parties, and
which is taxed merely because of the fact that the Treasury thinks
when you reduce foreign income taxes you are doing something wrong.

I would, if I were drafting this thing, draft along the general lines
of the personal holding company provision which eliminated from
those provisions royalties when the deductions had a certain per-
centage relationship to the royalties, on the assumption that if the re-
lationship is a certain percentage there is substance to the operation.

I would approach the problem along the lines of the hobby loss pro-
vision which, in cases where there are allowable deductions in excess
of $50,000 for each of 5 years, those deductions in excess of that
amount are eliminated.

I would approach the draft along the lines of developing a concept
such as subchapter S where a certain type of corporation is described
which you want to cover; and, let me say this, that I sure do not
think it will be a simple problem.

Senator Axprrson. I only want to say to you that I went down to
the Republic of Mexico one time and made a speech and was quite
enthusiastic about a certain official of a foreion government, and he
got up and replied to me in Spanish very quickly and said, “What is
said can as well be written.” He wanted me to put in writing what
the American Government thought about him.

What you said can as well be written, and I would appreciate it as
a draft. I have had man after man come into my office and say what
1s wrong with this section, and when I said, “Can you put it down in
black and white?” they said that it would take 40 or 50 pages.
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We had to have a new hearing because the Treasury Department
came In with a somewhat modified suggestion. So I would like to
see your 40 or 50 pages, that is all.

Let me just remind you that in your statement you say that

Although the IEPA believes that flagrant abuses of the U.8. taxing jurisdie-
tion should be curbed, it does not believe enactment of section 13 is necessary
to achieve that result.

You want to curb them, but you do not have to pass a law to do it.
You say all you have to do is to make use of section 6038 and section
6046 of existing law,

You just got through saying that you thought that there were
very able people in the Government. They cannot be very able if the
law is right there to let them do it and they cannot do it. They have
not been able to for a long, long time.

Mr. Danterian. I think it is because of the confusion in motives that
Ireferred to. Iftheyapply themselves to thistask

Senator AnpersoN. If the Government official is confused he is not
a very able administrator, is he ?

Mr. Danterran. Well, I think that the House Ways and Means Com-
mittee did have on February 1 a draft that came close to accomplish-
ing this purpose. But then some very sudden changes took place, and
I do not believe they were necessarily the considered views of the
pglicymakers. There were certain forces at work that brought it
about.

Senator AnNpErson. But you say the Commissioner could achieve
more success in his efforts if armed with the information he will be
able to get under section 6038 and section 6046 of existing law.

Now, if it is existing law, he can get them now, can he not?

Mr. DanteLIaN. Senator, if I may take just a moment

Senator Axperson. Could you answer that one “Yes” or “No”’—

Mr. Danierian. Ibeg your pardon?

Senator Anperson. Could you answer that “Yes” or “No” and then
go on to explain it.

Mr. Danterian. Could you repeat it ?

Senator Anperson. Well, you say in your own text here, your
manuseript :

¥ * * it does not believe enactment of section 13 is necessary to achieve that
result, since the provisions of existing law, in section 482, already provide the
Commissioner with the authority to do so, and he could achieve more success
in his efforts if armed with the information he will be able to get under section
6038 and section 6046 of existing law.

Now, if existing law lets him get the job done and do better than
section 13, who has been at fault? Can’t they do it now under exist-
ing law?
n%lr. Danteriaw. I think they have complained about administra-
tive difficulties in administering section 482.

Senator ANpersoN. Administrative difficulties are bound to be con-
sidered. You say he can do it now. Administrative difficulties enter
intoit. He can

Mr. Danierian. I think the amendments that were passed 2 years
ago will give, under section 6038 and section 6046, which are new, the
information he needs. They were passed in 1960, and the first reports
under those provisions are due about this time, and when the Treasury
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Department has had time to analyze these reports they will be in
better position to know what is going on in the foreign, so-called,
tax haven situations.

Senator Axperson. Then it is your testimony that we do not need
them, as you say in your statement: “We favor such measures as are
necessary.”

We have already done it.

Mr. DanteLian. There are two parts to this problem, and let me
explain it.

Four hundred eighty-two will be able to reach those situations
where one part of the transaction originates or terminates in the
United States.

There is beyond that a feeling that devices which are used in the
foreign field to accumulate earnings between different countries not
related to the United States, when used for the purpose of accumula-
tion of earnings, like “pocketbook” companies, should also be taxed.

Now, these are the two different phases of the problem. The base
company approach that is being considered is designed to go a step
beyond 482. It is designed to get to those situations abroad where,
like personal holding companies make money without paying taxes to
the United States, without a legitimate business use for the funds.

Now, this is a different situation, and if they decide to reach those
situations, then I think some clear definition of that kind of a situa-
tion is desirable.

Senator ANDERSON. You say if they decide to reach those situations:
that is precisely what the hearings we have been having have been
talking about for months, it is not? They do decide to reach those
situations. Albert Gore has been talking about Liechtenstein corpora-
tions and so forth.

Have you got language that will catch these corporations that
Albert Gore has been talking about ?

Mr. Danterian. We have not prepared it. We have not presumed
to write legislation. But if the chairman would determine it desir-
able, we will be glad to apply ourselves to it.

Senator AxpersoN. I will not speak for the chairman of the com-
mittee, but the person who is here today sitting as chairman would
like to see some of it because the last batch I got had a bigger loop-
hole in it than all the rest of the law together. It was presented in
behalf of that particular client that this person represented. It suited
him well, but raised hob with everybody else. I would be glad for
you to do something about it.

Mr. Danterian. I will be glad to do that.

Senator ANpERsON. Because the committee is going to have to come
down some day to writing this bill and reporting it out. The sooner
the better. That is not the universal sentiment about it. There are
those who may want to delay it a day or two, but I would like to see
some language, and if we come up to final voting, and there is only
the language of the bill before us, what would you do if you were a
Senator? Would you throw it away because you could not help it,
or would you try to help it ?

Mr. Danterian. I would try to get the best advice I could on the
subject and I think, perhaps——
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Senator AnpersoN. We have your advice on it. Now if we can
see the actual language that carries it into fruition, I think we would
be very happy, or I would, at least.

Mr. Danmerian, Allright, sir, I will be glad to supply it.

(The material requested had not been received on July 5, 1962, the
date this hearing went to press. If received it will be made a part of
the committes files.)

Senator ANpErsoN. Thank you.

Now, Mr. Cooper.

STATEMENT OF JOHN J. COOPER, CORPORATE ATTORNEY, VARIAN
ASSOCIATES

Mr. CoorEr. My name is John J. Cooper. I am an attorney, and
Tam here on behalf of Varian Associates.

On May 10, 1962, Secretary Dillon appeared before this committee
to propose various amendments to H.R. 10650. One of these amend-
ments would add section 1249 to provide that where such property as
patents or inventions are sold to a foreign subsidiary by a U.S. corpo-
ration, the gain from the sale or exchange of this property may not
receive long-term capital gains treatment.

Varian Associates previously has furnished each of you with its
views on the provisions of the bill relating to controlled foreign cor-
porations. Our position that in general this is undesirable legisla-
tion remains unchanged. These remarks, however, will be limited to
the transfer of patents to a foreign subsidiary, and in this respect it
is important to bear in mind that this bill will affect only foreign
patents. The bill now deals with this subject by classifying income
derived by a foreign subsidiary from patents developed in the United
States and transferred to the foreign subsidiary as “subpart F income.”

Following earlier hearings before this committee that position has
been abandoned by the Treasury. It is submitted that the new pro-
posal isequally, if not more, unsatisfactory.

There are a number of reasons why the Treasury’s proposal should
be rejected.

First, American enterprise should be encouraged to develop domi-
nant patent positions abroad. Over the years Varian has acquired
many foreign patents covering electronic and scientific instruments
in Canada, France, Great Britain, Germany, Holland, Italy, Japan,
Sweden, and Switzerland. As a result Varian was able to join with
Thomson-Houston, one of the major electronic companies in France,
in establishing a microwave tube manufacturing company there.

Had Varian not established its dominant patent position in this
field it would not have become a part owner of a company which will
be one of the leading microwave tube manufacturers in Europe. Thus
this opportunity, and with it the European microwave tube market
and the tax revenue, would have been lost to the United States.

Varian’s experience suggests that it would be desirable to encourage
American business to develop strong foreign patent positions. This
bill will discourage it. Substantial costs, such as filing fees, attorney
fees, and renewal fees or taxes, must be incurred to secure and main-
tain this patent position before any revenue can be derived from it.
Obtaining and maintaining that position is dependent upon the after-
tax income to be derived from the patents in the future.
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This bill will do much more than reduce that income. As will be
demonstrated shortly, it will impose a very substantial cost to initiate
an activity to derive that income. o

Second, section 1249 would encourage research activities abroad
as it applies only to sales to foreign subsidiaries. Patents developed
by a foreign subsidiary would not be within the ambit of this proposal.
Moreover, a facility for the development and licensing of patents
would be a trade or business. Thus under other provisions of the pro-
posed bill and existing law, earnings and profits of the foreign facility
could be retained abroad for expansion of these activities. It isin
the interest of the United States to maintain these facilities here,
This bill would not promote that interest.

Third, the Treasury’s proposal will encourage the sale of patents
to noncontrolled foreign corporations and thus place them beyond the
control of the United States. While there may be other considerations
requiring that patents be sold to the controlled foreign subsidiary,
certainly there will be substantial tax pressures for the sale of the
patents to a foreign corporation beyond the control of the T.S.
corporation.

Fourth, it clearly is unfair to change the ground rules with respect
to the tax treatment of foreign patents previously acquired. During
the years when Varian and others were acquiring patent positions in
these foreign countries, patents were capital assets or section 1231
property, so that their disposition could qualify for long-term capital
gains treatment. Now it 1s proposed that we have a change of rules.

Finally, it is to be observed that the patents may be sold to a do-
mestic subsidiary and the impact of the proposed legislation circum-
vented. Proposed section 1249 does not apply to sales to a domestic
subsidiary; thus the gain may be realized in a sale to it, and the
domestic subsidiary then could dispose of the patents without tax.
This fact is alluded to simply. to illustrate that this, as well as the
other provisions of the bill, require careful and deliberate study.
___Onme inequity which may result from the Treasury’s proposal can be
ilustrated by the following example: Assume that foreign patents
with an adjusted basis of zero are sold to a foreign subsidiary, that
the corporate tax rate of the foreign country is 50 percent, and that
the foreign subsidiary derives sufficient income from the patents to
recover the purchase price and a reasonable profit,

Under the Treasury’s proposal the U.S. corporation would incur
a tax cost on this transfer of 52 percent of the purchase price irrespec-
tive of whether any income is derived from the patents. Any income
derived from the patents by the subsidiary’s manufacturing or li-
censing activities will be gross income for both foreien and 17.S. income
tax purposes. °

To the extent that an amortization allowance is unavailable for
foreign income taxes because of the laws of that country or annual
accounting concepts, for example, double taxation will result. Upon
the distribution by the subsidiary of its net after-foreign tax income
th(;refzvlllfbe taxable dividend income to the American parent of this
net atter-foreign tax Income plus the amount of the foreign tax (as
a result of the proposed “gross up” provisions) except to the extent
earnings and profits of the foreign subsidiary may be reduced by
amortization of the cost of the patents. Should there not be a
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sufficient amortization allowance to offset the subsidiary’s cost of the
patents 1 computing the subsidiary’s earnings and profits, double
taxation also will result.
At this juncture it is important to note that under the “miscellaneous
Erowsmns” of the proposed section 962, earnings and profits are to
e.—

determined according to rules substantially similar to those applicable to domes-
tie corporations, under regulations prescribed by the Secretary or his delegate.

The foregoing probably presents the normal situation, and even
there double taxation can easily result. Now assume the same example
but that the patents are overvalued or the subsidiary is unable to
generate sufficient income to offset its cost of the patents because of
obsolescence. Even though (because of the high basis or low income)
there is sufficient amortization allowance to cover the income derived
from the patents for foreign income tax purposes and for the com-
putation of the earnings and profits of the foreign subsidiary, never-
theless the parent will have paid a high tax cost to transfer them, al-
though the subsidiary in fact incurred a loss with respect to the
patents.

If the purchase price turns out to be too low, the Internal Revenue
Service might easily assert a substantial tax deficiency against the
U.S. corporation based on a new valuation at any time during the
statutory period of limitations. If the period of limitations was
lengthened this problem would be aggravated substantially.

It might be argued that these inequities which arise because the in-
come derived from the foreign patents exceeds the amortization al-
lowance for foreign income tax purposes and for computing earnings
and profits—if available—could be avoided by the sale of patents for
a percentage of the proceeds. However, there may be business reasons
to require a lump-sum cash payment.

One would be to permit the parent corporation to convert its patents
for cash. Another reason would be that foreign tax considerations
require lump-sum payments. In Canada, for example, if the payment
is on a lump-sum basis the transaction will not be subject to income
taxes.

While article XI of the income tax treaty between the United
States and Canada would limit the Canadian income tax on the pro-
ceeds of the sale to 15 percent in the event the parent corporation had
no permanent establishment there, nevertheless the disposition of
Canadian patents on other than a lump-sum basis would reduce the
U.S. income tax rate to 37 percent. )

Perhaps some confusion exists in this area from the assumption
that ordinary income may be converted into long-term capital gains
by the technique of selling foreign patents to a foreign subsidiary.
This is not the case. The earnings and profits of the subsidiary fix
the portion of the distributions to be taxed. Although the purchase
price furnishes a basis for depreciation, in the ordinary situation
this should be more than offset by the income to be derived from the

atents.
P The Treasury has an ample weapon in section 482 to preclude an
overvaluation which would decrease the earnings and profits of the
subsidiary. Thus there can be no diminution of the earnings and

82190—62—pt. 11——9
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profits of the subsidiary by this technique any more than in the case
of the sale of any other depreciable asset to it. The only possible rea-
son for the Treasury’s proposal is to single out foreign patents and to.
preclude their being capital assets or section 1231 property when sold
to a foreign subsidiary. As has been seen, careful consideration sug-
gests the contrary treatment. !

Senator AnpErsoN. Senator Williams.

Senator Wirriams. No questions.

Senator ANpersoN. Senator Carlson.

Senator CarLsoN. No questions. _ _

Senator AnpErsoN. You say Varian has acquired many foreign
patents covering electronic and scientific instruments in these foreign
countries.

Mr. Cooper. In these countries there are important patents held by
Varian Associates.

Senator AxpErsoN. Are those based on Varian’s developments in
this country?

Mr. Cooper. They are.

Senator AxpersoN. Were any of them done in connection with the
Armed Forces?

Mr. Cooper. I cannot answer that question directly.

Senator Anperson. Like the Klystron tube? How did Varian
develop that?

Mr. Cooprr. The Varian brothers invented the Klystron tube.

Senator Anperson. Is it in any way associated with the defense
efforts?

Mr. Coorer. Subsequently, but the initial invention was not spon-
sored by the Government.

Senator ANDERSON. You get certain rights because of inventions
which you have handled in connection with the Defense Establish-
ment, and you are worried about the transfer of these to a foreign
country and the payment of tax upon that? ,

Mr. Cooper. I was unable to answer the question as to what patents
were developed through the military effort. But there are other
patents; that is, patents other than those covering microwave tubes,
mvolved. There are also patents which relate to scientific equipment.
Some of these microwave tubes have been developed as part of the
defense effort.

Senator ANDERSON. I started to say that on page 2, this last para-
graph starting out “Finally, it is to be observed,” and so forth, you
admit that you can get around the law if you want to, so if you can
get around 1t why are you hurt by it ?

Mr. Cooper. Does it really make any sense to enact a proposal which
can easily be avoided ?

Senator Anprrson. It may not do any good in your case, but it
might in some others. They may not have a readymade loophole.

. Mr. Coorer. There may be other loopholes which I do not see. 'This
1s one that I found in a brief examination of the law, and as time
passes others may be developed. ’

Senator AnpErson. That is all.

: lI\Ir. Adams.
am sorry, Senator Gore; did you have any questions?
Senator (Gore. No questi;)ns. Y y questions
Senator Axperson. All right, Mr. Adams.
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STATEMENT OF WARREN S. ADAMS 2D, GENERAL COUNSEL, CORN
PRODUCTS CO.

Mr. Apams. My name is Warren S. Adams 2d. T am general coun-
sel of Corn Products Co. On behalf of this company, I submit this
statement as a commentary on redrafted section 13 of H.R. 10650.

I appeared before this committee on May 3, 1962, and I want to
thank the committee for permitting me to appear before it again. 1
do so, mindful of the fact that I am the representative of not only a
great American corporation, whose business is truly international, but
also of more than 10,000 employees and 70,000 stockholders, whose
interests are our major concern.

The Treasury’s redraft of section 18 of H.R. 10650 does not come to
grips with the major problem in this area. And in at least two spe-
cific aspects of this major problem—as will hereinafter be detailed—
it is purposelessly and masochistically, it seems to us, too restrictive.

Senator AnpErsoN. Can you help us out? We have three members
of the committee who do not understand that word “masochistically.”

Mr. Apams. “Purposelessly and masochistically™?

Senator Axperson. Will you explain that to Senator Carlson, Sena-
tor Williams, and myself? Senator Gore knows, but we do not.

[Laughter.]

Mr. Apams. I believe there was an Austrian author by the name of
Dr. Masoch who wrote a famous book on the pleasures of hurting
yourself.

Senator WinLiams. Pleasure of what?

Mr. Apams. Of hurting yourself.

Senator ANDERSON. You think this section then is designed to hurt
the United States?

Mr. Apams. I do, very definitely so.

Senator AxpersoN. That is a glowing testimonial to Dr. Dillon and
his associates.

Mr. Apams. As we understand it, the redraft provides generally that,
if a U.S. corporation has European operating subsidiaries, the earn-
ings of those subsidiaries are excluded from the reach of section 13.
Thus, a European operating subsidiary may retain all of its earnings
and/or use them as it sees fit, even lending them to other European
operating subsidiaries or others, without the imputation of the earnings
to the U.S. parent. So far so good.

But what about the U.S. corporation that has organized its Furo-
pean operating subsidiaries through a Swiss holding company?
Under the redraft, if the operating subsidiaries retain their earnings,
use them in their own businesses, or lend them to other operating sub-
sidiaries in a mutually supporting effort, there is no problem under
section 13.

Suppose, however, the operating subsidiaries declare a dividend to
the Swiss holding company parent. To the extent that the Swiss
holding company does not declare this income as a dividend to the
U.S. parent corporation, such income will, under redrafted section
13, be imputed to the parent corporation.

Why should there be this difference just because there is a Swiss
holding company intervening? There may be excellent reasons for
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the existence of the holding company, reasons that would help the
U.S. Treasury and not hurt it. )

Reason 1: If the operating subsidiary’s income—over and above
what it needs for operations and expansion—is brought to Switzerland,
the risks of adverse currency fluctuations are minimized.

Reason 2: If (case 1) the operating subsidiary’s income is loaned by
the operating subsidiary to another operating subsidiary, the interest
on the loan will be received by the lending operating subsidiary at the
high tax rate normally prevailing in its country. If, however (case
2), the operating subsidiary’s income is brought to Switzerland as a
dividend, and loaned by the holding company to another operating
subsidiary, the interest on the loan will be received by the holding
company at the low tax rate normally prevailing in Switzerland as
compared to other countries.

Case 2 produces an obvious net income gain. This translates into
more for investment and more eventual return. And when remittance
is made to the U.S. parent corporation—which is inevitable, and
will be made no sooner nor later than in case 1-——there will not only
be more income in the United States subject to U.S. tax, but the U.S.
tax gatherer will be faced with a lower foreign tax credit, and thus
will net more tax. There is nothing but gain for the United States
(and no loss) in case 2 as compared to case 1 and, yet, under the re-
draft, case 1 escapes the reach of section 13; and case 2 does not.

Another situation (case 3)—and this one, as do both case 1 and case
2 above, intimately concerns my corporation. The Swiss holding
company receives trademark royalties and service fees from operating
subsidiaries. In this situation, the royalties and fees are a deduc-
tion from taxable income in the high-tax country of the operating
subsidiary and come into the holding company in Switzerland at its
low-tax rate.

Here, as in case 2 above, is an obvious net income gain, and as in
case 2, it translates into more money for investment and more eventual
return. And when remittance is made to the U.S. parent corpora-
tion—which is inevitable, and will be made no sooner nor later than
In case 1 or case 2—there will not only be more income in the United
States subject to U.S. tax, but the U.S. tax gatherer will be faced with
a lower foreign tax credit, and thus will net more tax. There is noth-
ing but gain for the United States (and no loss) in case 3 as compared
to case 1, and yet, under the redraft, case 1 escapes the reach of sec-
tion 13; case 8 does not.

If the royalty and fee arrangement did not exist—and either may
be canceled—we are back to case 1. The amount of the royalty or fee
(now no longer payable) will be added to the income of the operating
subsidiary and taxed as such. As a consequence, there is a net loss to
the U.S. parent corporation, to U.S. foreign investment and return
therefrom (which would be available for U.S. investment, too), and
to the U.S. tax gatherer.

1Incidentally, in my corporation’s case the trademarks and services are completely
gwiss originated, developed, and provided, the contracts with respeet to them lom,P ante-
ating our controlling Interest in the holding company. It is also possible (but only

upon payment at the outset of a substantial U.S. .
-originated trademarks and services. U-S. tax) to create this situation with U
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The only one who gains by the dog-in-the-manger attitude of re-
drafted section 13 in this regard is the foreign tax gatherer. Is this
any part of wisdom ?

What is the answer to all this? We suggest that the answer is found
most simply in facing the real problem involved—a thing which the
Treasury redraft seems completely unwilling to do. The problem is
the so-called tax-haven operation.

The very term seems to imply something devious, sinister, and op-
probrious. Indeed, the fundamental assumption of the Treasury is
that all tax-haven operations are bad. But this simply is not so. No
one who professes to understand the problems of the legitimate for-
eign trader could possibly believe it to be so. In this connection, just
look at cases 2 and 3 above. There certainly is nothing devious, sinis-
ter, or opprobrious in them. In fact, they make sound, good, economi-
cal horsesense.

Only in the last Congress was there a bill, H.R. 5, known as the
Boggs bill, which would have legitimatized and sanctified tax-haven
operations via a U.S. corporation. The bill did not become law-—al-
though it did pass the House—but this is a far cry from saying all tax-
haven operations are bad.

Senator Gore. Did you appear in behalf of H.R. 5%

Mr. Apams. I didnot,sir.

Senator Gore. Were you a supporter of it?

Mr. Apams. I had not gotten myself interested in 1t at that time.

I think T would have been a supporter of it, yes, sir.

The fact is that there is a substantial body of intelligent knowledge
in this country that feels that most tax-haven operations are good.
We urge that an attempt be made to segregate the good from the bad,
and that any new legislation strike only at the bad.

Over and above the question, however, of whether section 13 has
been redrafted to eliminate from its reach all appropriate situations—
and we think it has been demonstrated that this is not the case, cer-
tainly as far as cases 2 and 3 above detailed are concerned—remains
the question of whether there should be any section 13 legislation at
all. We feel that the fundamental philosophy of this section is
taking this country, as well as its tax policy, in a most unfortunate
direction.

First, there is a definite attempt on the part of the Treasury to
change the normal theory of corporate taxation which recognizes the
separate identity and existence of the corporation—resulting in the
taxation of income before it has been received (and even though it
may never be received). Such a drastic change in a long-established
tax theory, one that, so far as we know, is followed throughout the
world, should not be made. That it should be considered at all is
shocking, to say the least. o )

Second, one of the major goals that we should all be striving for, it
seems to us, is to secure this country’s stake in the Common Market.
Forward-looking businessmen, who have thought deeply about this
problem, feel that our future in this great and emerging mass market
of Western Europe lies neither necessarily, exclusively, nor predomi-
nantly in exports of manufactured goods, for these will be made there
probably just as well and efficiently as in the United States, but in our
Investments there. And yet the object of the Treasury’s exercise is
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to limit investments there. This cannot be right. Indeed, it is almost
too awfully wrong to contemplate. ) ]

We earnestly request this committee, in the name of equity, the
preservation of a well established and universally applied tax theory,
and the long-term future of the foreign trade of the United States,
to disapprove of section 13 of H.R. 10650—certainly in its present re-
stricted form. . .

We earnestly request that if some legislation of this nature is not
deemed too ill advised, this commitee (@) broaden section 13 to in-
clude cases 2 and 8 detailed above, or (b) order a study of tax-haven
situations and the redrafting of section 13 to strike only at the bad
ones, or (¢) reorient section 13 to place only unreasonable accumu-
lations (on a consolidated basis and including holding companies)
or accumulations of more than 60 percent of net income within the
ambit of the section.

The CratrmaN (presiding). Thank you, Mr. Adams.

Are there any questions?

Senator Anperson. I just wondered about this section here where
you say at the very end of your statement that the committee might
(b) order a study of tax-haven situations and the redrafting of sec-
tion 18 to strike only at the bad ones.

There has been quite a little study of tax havens, has there not?
Senator Gore has commented very frequently on it; I am sure it is on
the basis of a study that has been done somewhere.

Mr. Apams. I would think there had been, Senator. But I see no
evidence of it in the legislation which has been presented.

Senator AxpersoN. Have you any ideas for redrafting paragraph
13 to cover what you are talking about, ?

Mé' Apams. I think T will leave that to Dr. Danielian, if you don’t
mind.

. S]enator Anperson. I am sure he would appreciate that. [Laugh-
er.

T have nothing further.

The Caamrman. Mr. Adams, I was detained and I just read your
statement. In the last Congress, you say, there was a bill, H.R. 5,
known as the Boggs bill, which would have legitimatized and sancti-
fied tax-haven operations via a U.S. corporation.

What do you mean by “sanctify”? "I did not think any tax haven
could be sanctified.

t}11\11'. Apams. Well, doubly blessed then, perhaps. Tt received an-
other.

The CrairmMan. Do you approve of tax havens?

Mr. Apams. Ydo,sir; yes, sir.

The Crarrman. You approve of them? In other words, you ap-
prove of escaping taxation when you should pay taxes?

Mr. Apawms. I think we need a definition of terms. I think——

The Cratrman. A tax haven has been supposed to be a situation
whereby legitimate taxes were evaded.

Mr. Apams. I do not think so, Senator. That is not my definition
of a tax haven at all.

The Cramman. What is your definition of a tax haven ?

Mr. Apams. Well, perhaps I could give you an example of a bad
tax haven. I think a sham corporation is a bad tax haven. It is not
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necessarily a Lichtenstein corporation, it is not a Panama corporation,
it is not a Swiss corporation. I think any place where earnings get
accumulated where the corporation in which they are accumulated
is a sham becomes a bad situation and one that should be attacked
strenuously by the Treasury.

Senator Gore. Such assome foundations.

Mr. Apams. Senator, I do not know how all foundations operate,
but I happen to be counsel to one. I think it has operated well.

Senator ANDERsoN. You mean one that avoids taxation?

Mr. Apams. I do not think it is a problem of avoiding taxation. It
seems to me that, in your wisdom, you granted an exemption for
money that was put to a certain use, and as counsel for this foundation
I make it my every effort to make sure that they put their money to
the proper use.

Senator Gore. Would you mind using some word other than "wis-
dom”? [Laughter.]

Mr. Apams. I would not mind, no.

The CHamrMAaN. Well, a tax haven, is that the same as tax evasion?

Mr. Avams. No, it isnot.

The CEATRMAN. What is your definition of a tax haven ?

Mr. Apams. Well, I think I can give you an example of it. In a
Swiss holding company having operating subsidiaries, the Swiss hold-
ing company being owned by an American corporation ; the earnings of
the operating subsidiary can either be left in the operating subsidiary
or they can be declared as dividends to the Swiss holding company.
When they are in the Swiss holding company they are in a tax haven
situation.

The CaatRMAN. You mean tax evading ?

Mr. Apams. I see noevasion in that at all. That is a good tax haven.

The Caxamman. Well, the words “tax haven” have been used fre-
quently, and T think most of the time to identify tax evasion. I do
not mean illegal tax evading, but tax evasion that you take advantage
of the law; whatever it may be, and you do not pay any taxes. Is
that right or wrong?

Mr. Apams. T do not think that is correctly put, sir. I have given
you the case of the Swiss holding company with operating subsidiaries.
That, I think, isall right.

The CrATRMAN. Then you go on to say that “we urge an attempt to
be made to segregate the good from the bad, and that any new legis-
lation strike only at the bad.” Are these bad tax havens and good tax
havens? Isthat your position?

Mr. Apams. Yes. Ithink the sham situation is a bad situation. But
a Swiss holding company which is owned by an American corpora-
tion and which has operating subsidiaries I do not believe is a bad
tax haven situation, and I do not think should be classified as such.

The Cuarman. I suggest that you use some other word because, to
my mind, a tax haven indicates that there is a tax “avoidance”—I
think that is the proper word—in other words, taxes that should be
paid by a company under the customary method of taxation.

The tax haven is one that avoids those taxes even though they may
dosolegally under the present law.

There should be some—
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Mr. Apams. Senator Byrd, I can only state that in case 1, which
is the American corporation owning the foreign operating subsidiaries
directly, the foreign subsidiaries there can retain their earnings.
Cases 2 and 3 are but natural and logical extensions of it, and should
be similarly treated.

The CaatrmaN. One witness testified that in Panama he had a com-
pany with 17 different subsidiaries that did not pay any taxes, as I
understood it.

It is a rather complicated thing.

I am anxious to know the facts. I do not exactly follow you when
you say it is sanctified tohave tax havens.

First, I think it is important to find what you think a tax haven is
because the word “haven” carries with it the thought that it is a tax
avoidance, does it not ?

Mr. Apams. Senator Byrd, if you will just bear with me a minute:
we have case 1, which isnot reached by section 13.

‘We have case 2, which is the same thing as case 1, except there is a
holding company intervening. There is no more or no less taxes paid
or evaded or avoided in one case than in the other and yet case 2 is
within the ambit of section 13,:and all I am trying to say is that section
13 goes too far in that regard.

It takes the good with the bad.

Senator AxpersoN. Mr. Chairman, may I ask a question ?

The CramrMaN. Senator Anderson ?

Senator Axperson. I recognize that there might be a case 1 and a
case 2, and if these two corporations are so handled that there is no
tax avoidance, but is not the presence of the Swiss holding company
the thing that makes possible all the real tax avoidance and the Lich-
tenstein corporation and things of that nature?

You may not use it for that, but is not somebody else using it for
that, and the fact that you do not use it for that does not mean that
everybody else is doing the right thing also.

Mr. Apams. I do not really know, Senator, how they are using it.

I am just telling you that we are using it for an obviously common-
sense economical way or method of operation.

It is as straightforward as anything I can think of.

Senator ANpErsoN. Suppose I go down to the hardware store and
buy a revolver—and I do not know the firearms law in the District of
Columbia—but T think I would probably handle that revolver all
right and not cause any trouble, but there are other people that will
take it and shoot people with it.

And as a result of that they require the registration of the firearms.

Now, you think that is bad, do you not, because good people can use
it for good purposes?

Mr. Apams. As I understand the firearms law, there is a provision
whereby the good people can get hold of firearms.

. Senator ANDERsON. Yes; but they have to register. In my State
it is part of thelivelihood to have a good gun.

Mr. Apams. All T am saying here is I think you should find out
the situations that are all right, and I think I have detailed two in
cases2 and 3.

A.nd we would like to see those cases excluded from the ambit of
section 13.
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Senator ANpersonN. Then the Treasury Department should look at
the corporation and say, “we believe these people are operating all
right and so we will let them hang onto it, but we believe these people
are not and, therefore, we will take their money away from them”?

Mr. Apams. There are a number of provisions, I believe, in the
redraft that gives the Treasury exactly that discretion.

Senator ANDERSON. And you object to those provisions?

Mr. Apams. Inormally do,yes.

Senator ANDERsON. Well, do you object to those provisions?

Mr. Apams. I think the less discretion the Treasury has to dis-
tinguish between taxpayers, the better the tax laws are administered.

enator ANDERSON. Then you want the bad man to have the gun?

Mr. Apams. No, I think I would like to see a real attempt made to
geparate the two.

Senator AnpersoN. Well, now, what effort have you made to separ-
ate them?

Can you come up with the language?

Mr. Apams. Well, Tam just not a tax expert

Senator AnpeErson. Well, I know, but everybody says it is so simple;
all that Treasury has got to do is to take a sheet of paper and write
four or five words and 1t is all done.

Treasury says that it is difficult. You come in and say it is simple.

Why do you not demonstrate how simple it is? Would not that be
a patriotic contribution ?

Mr. Apsms. I do not want to get——

The CrairmMan. Well, you defined, as I understand it, in toto the
method of these tax havens and so forth and so on.

You think there should be no changes or reforms so as to collect
taxes rightfully and properly, do you?

Mr. Apams. Senator Byrd, I defend absolutely cases 2 and 3 that
Thave detailed here.

I do not think anybody can find, really, anything wrong with them.
As a matter of fact, they are so right and they make such good sense
that if a person did not operate that way I think he would be derelict
in his duty to his stockholders.

The CaarMaN. Well, you do not think there should be any effort
on the part of Congress to close up any loopholes or whatever there
may be 1n the foreign taxation law?

You want it to continue just asit is. Isthatright?

Mr. Apams. Senator Byrd, I just do not consider cases 2 and 3 loop-
holes by any stretch of the imagination. .

The CEamman. Do you consider any part of the methods of foreign
taxation to have loopholes so far as you know ¢

Mr. Apams. I think strenuous administration, if that were really
practical, would find our present tax laws adequate to handle the
situations that existed where people are slipping away from paying
their share of taxes.

The Caamman. But you donot favor any legislation ?

Mr. Apams. Not of thiskind, no, sir.

The Cramman. All right, sir.

Any further questions?

Thank you very much. ) ) )

Senator Gore. Well, you made an interesting statement. You said
that strong administration of the law, if possible, would be sufficient ?

Mr. Apams. Ifit were practical, I said.
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Senator Gore. Well, would you take a job as an Internal Revenue
agent and go over to Lichtenstein and make some inquiries about how
many corporate subsidiaries are located there and what their assets
are? And

Mr. Apams. Not I, no,sir; I have a good job.

Senator Gore. Well just as a patriotic duty, and assuming the Gov-
ernment is willing to double your salary for a couple of months, will
you go to Lichtenstein to make a thorough inquiry there?

Mr. Apams. No; I donot think so, Senator.

Senator Gore. You might not come back. I would not really want
to visit this upon you.

Mr. Apams. It does seem to me that when you have a law like the
income tax law, that depends on the honesty of the reporting tax-
payer, that you have got to depend upon that honesty or strenuous
administration.

You have sections that require complete disclosure, but if you do
not get the disclosure, I do not know what you can do beyond strenu-
ous administration.

I do not think the answer is to pass a law that takes everybody to
the cleaner.

The CrarMaNn. Thank you, Mr. Adams.

Mr. Apams. Thank you, sir.

The CrairMaN. The next wwitness is Mr. H. J. Bowen, of Indus-
trial Models, Inc.

Mr. Bowen?

Mr. Bowen. Thank you.

STATEMENT OF H. J. BOWEN, PRESIDENT, INDUSTRIAL MODELS,
INC.

Mr. Bowen. I am H. Jefferson Bowen, from Wilmington, Del., and
am president of Industrial Models, Inc.

I must apologize for not bringing multiple copies of my statement.
I wasnot aware of the need for them here.

When I came down last night from Wilmington I was not quite
sure of what this tax bill wants to accomplish and, after sitting here
today, I am quite sure I do not know. But if its objective is to dis-
courage foreign investments it will surely succeed.

If its objective is to improve the balance of payments, it will do this
only for a very short period, if that. The evidence for that opinion
comes from articles in the Christian Science Monitor of May 21, the
Wall Street Journal of June 14, in which numerous authorities ex-
pressed this view. The testimony here today seems to make it unani-
mous, that discouragement of foreign trade will do a great deal of
damage to our balance of payments.

Our company is almost too small to take up the time of this body,
but it may throw some light on the overall question. We are very
small, 200 employees and sales of less than $2 million. Half of this
1s in Kurope. 'We started 15 years ago as a basement operation, with
an investment of $75. We started in Europe 8 years ago, the previous
administrations having encouraged this action.

These corporations are, if you like, children of the United States
or economic soldiers, and they were told to go out and bring back
goodwill and bring home the bacon, and they surely have been doing it
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In our case, we started with an investment of $18,000 in Europe.
We have not been able to declare dividends because we need it for
growth. Investment there now is about a quarter of a million dollars,
and our growth is not yet completed.

The European countries agreed, when we went there, that they
would return capital and dividends in dollars, and they are willing
to return dividends on a quarter of a million in dollars although we
only sent over $13,000.

This is a very small example.

Procter & Gamble, according to the Wall Street Journal article,
sent over $11 million and they have brought back $47 million.

Du Pont has brought back $1.280 billion more than they sent.

The opinion of the Secretary of the Treasury, that it takes some
14 or 15 years to bring this money back, simply is not substantiated
by the testimony of a good many international financial experts and
corporations. Last year, for example, $5 billion was spent by Ameri-
can companies on new foreign expansion but only $1 billion came from
the States.

The other $4 billion was out of foreign earnings or foreign loans.

Now, no company goes there unless they expect to get a return of,
say, 20 or 25 percent on investment after taxation. There is no point
in going there and taking the additional risks unless they get the
higher return,

o if these last years figures are typical, where only $1 billion went
out from the United States and $5 gﬂlion of new investments were
made, a 20 or 25 percent return on this would almost return that
$1 billion in a year, and not the 14 or 15 years that has been mentioned.

There is apparently a technical fault in section 13 other than those
mentioned here today. We happen to have a holding company in
Europe but it holds operating companies and not sales companies.

Our Dutch company owns the German and British and French com-
panies because the Dutch company was there first and it had the capital
to create the other companies. So it is a holding company, as well
as a manufacturing company.

But it happens, under West German tax law, that you are taxed at
a 15 percent rate if you distribute dividends and a 50 percent rate if
you do not. This is German policy.

Therefore, it makes sense for our German company to declare divi-
dends to the parent Dutch company (borrowing back growth capital)
and, unfortunately for us, section 13 as now written assumes that this
operation is the type that the bill wants to eliminate.

This means, therefore, that our dividends will be taxable and this
means that we cannot grow without reinvesting these dividends. This,
In turn probably means the slow death of our company. Either you
grow or you die. There are two good reasons. One is that if you
stagnate, your competition will soon overhaul you and drive you out.
Secondly, if you stagnate, you will lose your keymen. If they see
no growth they will go elsewhere and your company will decline.

There is one argument that I have not heard yet that I would like
to call to your attention, and that is the impact of this bill on the for-
eign countries. If you walk down the street and puch a man in the
belly without provocation that man is going to react, and I helieve
that this bill is a body blow to the foreign economies for this reason:
Our little company has contributed to the treasuries of the Western
European countries, about a quarter of a million dollars and, in
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employment, we have 130 people there, who have contributed a similar
amount of taxes. )

If you magnify this by all the companies who have worked there,
General Motors, Du Pont, and all the rest, it will discourage these
people from growing. Ibelieve these companies will decline.

They will put in future investment only to protect their present
investment because there will be no further incentive to expand there.
If these companies decline this will mean unemployment and a big
loss of revenue to the European governments. The European govern-
ments encouraged American companies to come there with favorable
legislation. If they see that no more investment is coming they are
going to react. They may, for example, forbid the payment of divi-
dends in dollars or the repatriation of capital in dollars.

How then can our company, and these other companies, pay taxes to
the U.S. Treasury in dollars?

If the parent company at home is forced to do so, this could bank-
rupt them. So I beg that the committee consider, if they have not
done so, the impact of this bill on the foreign countries involved.

We have 130 employees there. We think they are all friends of
America. Weare sure of it.

With their friends and relatives we probably have made 500 or
1,000 friends, and I would surely hate to abandon them.

They may regard it as a betrayal. They, too, have put in many
years In serving us, and these other American companies there, and we
surely must do everything in our power to protect these people and
their opinion of us.

Thank you very much.

The Cratrman. Thank you, Mr. Bowen.

Senator Gore. I would Iike to ask a question, Mr. Chairman.

The CramrMaN. Senator Gore.

Senator Gore. If your company is required to pay taxes annually
on its profits you say that this would bring about the slow death or
curtailment, at least, of further expansion in Europe ?

Mr. Bowen. Yes, sir.

Senator Gore. Then the present tax laws do operate as an incentive
for investment in Western Europe !

Mr. BoweN. Yes, sir.

Senator Gore. Do you have any employees in the United States?

Does your company have any employees in the United States?

Mr. Bowen. Yes,sir, we do.

Senator Gore. How many ?

Mr. Bowen. About 80.

Senator Gore. How long have you had that number of employees?

Mr. Bowen. We started 15 years ago. We reached this number of
80 employees only about a year ago.

Senator Gore. How did your after-tax profits in the United States
compare with your after-tax profits in your European operations?

Mr. Bowen. Lower.

Senator Gore. Well, will you give us an illustration?

Mr. Bowen. The reception to our products and service in Europe
has been, I would say, better than here.

Europe badly needed the technology that we have to offer. And
although we pay corporation taxes, ranging from 45 to 50 percent,
the after-tax profits are, nevertheless, better than here.
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Therefore, if we have extra capital, as long as this condition pre-
vails, we would seek other opportunities there providing the risk is
reasonable,

The risk return ratio is our criterion for investment. If the incen-
tive is taken away, then we would be obliged to invest only in the
United States.

Senator Gore. Well, the problems to which this legislation is
addressed apply not only with respect to equity and fairness as among
taxpayers, but also with respect to the balance of payments, the outflow
of gold, the large unemployment problem we have in our country,
and the lack of an unemployment problem in Western Europe.

You have just said here what, I think, is unquestionably the truth,
though some people try to deny it, that the present tax laws operate
as an incentive for Investments in businesses, manufacturing, et
cetera, and even for the movement of industries from the United
States to Western Europe.

Now, from your personal standpoint this may not be bad, but
those of us who have the responsibility of representing the American
people, and who have some responsibility for the guardianship of
the economy and prosperity, must be concerned with the overall
problem.

And I, for one, wish to remove this incentive which you do not
wish to see removed.

Ithank you, sir, for making it so plain.

Senator Wmrriams. Mr. Bowen, if I understood you correctly,
you said that you thought our present tax laws provided some incen-
tive for investment abroad, but I did not understand you to say
that that incentive went to the point of encouraging the movement
of businesses from this country to foreign countries.

Mr. Bowen. Oh, no,sir, I did not say that.

bWe have not removed the business. We have created new businesses
abroad.

Senator Wirriams. That was my understanding.

Mr. Bowen. Our domestic business has grown parallel with the
European business but not as fast.

Senator Wirriams. And your statement was that the tax laws are
such that it would provide an incentive for us to invest abroad along
with our investments in this country and not as a removal of the
business from here to a foreign country.

Senator Gore. Well, Mr. Chairman, I did not impute to this gentle-
man that statement.

That is, however, an unmistakable fact. All you have to do is
look at the typewriter industry to see that.

Senator WirLLiams. Well, that may be the fact, but I thought I
had undertsood the Senator from Tennessee’s question as such, and
I just wanted to get it straight what the witness’ statement meant.

I think we have it clear.

Senator Gore. I think he succeeded in making himself remarkably
clear, and I thank him for it.

The CmammanN. The committee will recess until 10 o’clock tomorrow
morning. . .

(Whereupon, at 4:15 p.m., the committee was in recess, to reconvene
at 10 a.m. Tuesday, June 19, 1962.)
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TUESDAY, JUNE 19, 1962
U.S. SeNATE,

ComMmMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 10:05 a.m., in room 2221,
New Senate Office Building, Senator Robert S. Kerr presiding.

Present : Senators Byrd (chairman), Kerr, Long, Smathers, Doug-
las, Gore, Talmadge, Williams, Carlson, Bennett, and Morton.

Also present : Elizabeth B. Springer, chief clerk.

Senator Kerr (presiding). The committee will come to order.

The first witness is Mr. Kelley of the Proprietary Association.

Mr. Kelley.

STATEMENT OF AUGUSTUS W. KELLEY, CHAIRMAN, TAX COMMIT-
TEE OF THE PROPRIETARY ASSOCIATION; ACCOMPANIED BY
WILLIAM J. STETTER, VICE CHAIRMAN, TAX COMMITTEE OF
THE PROFRIETARY ASSOCIATION

Mr. Keriey. Senator Kerr, I am accompanied by Mr. William J.
Stetter, the vice chairman of our committee.

Senator Kerr. Well, you are on your own. You got in that shape
by your own free will and accord and you will have to just get out
of that the best way youcan. [Laughter.]

Mr, Kerrey. I appear before this committee as chairman of the
Tax Committee of the Proprietary Association.

The Proprietary Association is a national trade organization com-
posed primarily of manufacturers of toilet preparations and trade-
marked drugs sold over the counter without the necessity of a pre-
scription.

On April 4, 1962, T presented to this committee the association’s
views with respect to H.R. 10650, discussing at that time only two
sections of the bill, one of which was section 13, relating to the tax-
ation to U.S. shareholders of the earnings of controlled foreign cor-
porations. I stated that we are opposed to the enactment of this
provision because :

1. Tt would place American business at a severe competitive dis-
advantage with foreign owned businesses operating abroad and would,
therefore, discourage U.S. business abroad.

2. It represents a radical and unwarranted departure from long
established legal and tax principles and no compelling reason has
been advanced by the administration to warrant such radical steps.

3. Itisof doubtful constitutionality.

1547
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4. 1t introduces new and unique accounting concepts and would
be a “horror” to administer both for the Government and the taxpayer.

5. It would encourage the formation of separate corporations in
each foreign country, thereby reestablishing the importance of national
barriers at a time when the United States in conjunction with its
foreign allies is attempting to eliminate barriers in international trade.

We believe that all of these objections are also applicable to the
amendments to section 13 now recommended by the Treasury Depart-
ment.

According to Secretary Dillon’s letter of transmittal, the Treasury’s
proposed amendments to section 13 were furnished to your committee
“if 1t prefers the more limited tax haven approach.”

The difficulty is that the expression “tax haven” is merely one of
opprobrium which has no precise meaning. Until the Treasury De-
partment makes clear what it is so avidly fighting by the use of this
expression, it will be impossible to make concrete suggestions or to
write appropriate legislation.

I would like to depart from my prepared statement at this point
in view of the testimony yesterday on the subject of good and bad
tax havens.

I would like to express our thoughts on this subject.

As used by the Treasury representatives, the phrase “tax haven”
includes a multitude of factual situations, with an alleged taint of
tax avoidance as the common denominator. We have classified these
factual situations into four broad categories:

1. The use of tax haven companies to siphon off income generated
in the United States to foreign countries which impose little, if any,
tax on thisincome.

We sincerely believe this is a problem of allocating income, which is
properly dealt with under section 482 and has no place in section 13
of this bill.

Section 482 as now constituted is adequate to handle this problem.

2. The use of foreign corporations organized under the laws of
foreign countries with favorable tax rates which conduct legitimate
business operations such as trading and servicing and all of whose
income is truly earned abroad. This should not be a concern of the
11.S. Treasury Department since the taxpayer is a foreign corporation,
not subject to U.S. jurisdiction, all of whose income is earned abroad.

No other country in the world taxes a corporation of another
country under these circumstances.

3. The use of foreign holding companies incorporated in foreign
countries with favorable tax rates to own and control operating sub-
sidiaries in other foreign countries. The foreign holding company
serves, one to reduce foreign income taxes, and thereby increase the
ultimate U.S. tax payable on dividends from the holding company;
and two, to protect against currency devaluation such as in the case
of Brazil,

The fourth category involves the use of a foreign subsidiary as a
combination manufacturing and trading corporation.
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And now, Senator, I will pick up at the bottom of page 2 of my
prepared statement.

One of our members has a subsidiary corporation in the Netherlands
which manufactures only certain products because it is not economical
to manufacture a complete line of products in that country. Those
products not manufactured in the Netherlands are purchased from
a manufacturing affiliate in the United Kingdom. All these products
are sold by the subsidiary in the Netherlands, and, since Belgium has
for some years been very closely associated with the Netherlands in the
Benelux Community, these products also are marketed by the Dutch
company in Belgium.

This 1s a very normal arrangement growing out of business exigen-
cies with nothing sinister about it. Yet, under section 13, the results
of such trading business would be imputed to the parent company as
“tax haven” income if it constituted more than 20 percent of the Dutch
company's gross income in any one year. With the development of the
Common Market in Western Europe, the number of similar business
arrangements will multiply.

The disruptions to legitimate business arrangements, the accounting
complexities and the legal controversies that would develop from this
one provision alone, are frightening to contemplate.

In our opinion the Treasury Department’s latest proposals would
unjustly penalize legitimate foreign business operations, raise consti-
tutional issues, and create problems with foreign governments. There-
fore, we must continue to oppose section 13 including the recently
proposed amendments.

In the interest of providing a constructive approach, we have se-
lected those issues which we believe are of most concern to the Treas-
urthepa,rtment and hereby submit our recommendations with respect
to them.

Problem 1. The need to stimulate the domestic economy by reducing
an alleged tax induced flow of capital abroad which is said to result
in the exportation of jobs and capital available for domestic invest-
ment.

Answer. It has already been clearly demonstrated that American
investment abroad has increased, not reduced, domestic employment.
We know this is true of our industry. Witnesses before this com-
mittee and the Joint Economic Committee recently stated that there
is no shortage of capital for domestic investment. If there 1s a
pressing need to stimulate the domestic economy the way to do it is
to encourage business by the removal of the specter created by Secre-
tary Dillon that the domestic corporate structure will be the next
attacked. )

Problem 2. The present flow of investment funds from the United
States is adversely affecting the balance of payments.

14Ag far as the tax law is concerned I do not think there 1s anything in this proposal
that we cannot do equally with domestic corporations.” earings before the House Ways
and Means Committee on the President’s 1961 tax recommendations, 87th Cong., 1st sess.
322 (1961).

82190—62—pt. 11——10
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Answer. Secretary Dillon has stated that this flow is temporarily
and adversely affecting the balance of payments (although it has been
proven that the long range effect is favorable). o .

We suggest two methods are available to correct this situation.
First, foreign investment controls can be established. This would not
conflict with Secretary Dillon’s oposition to general currency controls.
However, we believe that the imposition of any type of control is
undesirable.

Second, incentives, not penalties should be offered to all currency

roducing operations to counter tax and investment incentives which
gave been offered by foreign governments to stimulate their econ-
omies. The Treasury Departments’ current proposals on the taxation
of foreign income are deterrents to the flow of money back to the
United States.

Problem 3. The need for legislation to strike down sham and paper
transactions as well as the problem involved in the allocation of in-
come and expense between domestic and foreign related parties.

Answer. We believe that existing law if properly implemented by
a thorough audit program, which has only recently been started, fur-
nishes an effective answer to this problem. No further laws are
needed. You cannot legislate away crime, abuses, or what have you.
Proper enforcement of existing law is the answer.

In conclusion much has been said of the fact that the proposed leg-
islation in the foreign field seeks to bring about tax neutrality or tax
equality. We believe it can better be described as tax suicide. We
earnestly recommend that H.R. 10650 be shelved and the whole matter
be considered as part of the tax reform and tax reduction legislation
which is forthcoming.

Senator KErr. In other words, you think it ought to be done but
you think it ought to be done at another time.

Mr. Keriey. I think that the present program which the Treasury
offers should not be done, Senator.

Senator Kerr. Yousay:

‘We earnestly recommend that H.R. 10650 be shelved and the whole matter—

I presume you include 106502

Mr. Keriey. Yes, sir.

Senator Krrr (continuing) :
be considered as part of the tax reform and tax reduction legislation which
is forthcoming?

Mr. KerLiey. Yes, sir.

. Il? other words, we think the Treasury ought to take another
ook.

Senator Kxrr. Arethere questions?

Senator Carrson. Mr. Chairman, just this:

Mr. Kelley has mentioned, as have many other witnesses before
these hearings, section 482. It comes up for discussion at least in our
consideration every time we have a hearing. I think if there is no
objection, I would like to have placed in the record at this point,
I am sure the Senator from Oklahoma is very familiar with it and
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I would like to review my ideas on it; if you don’t mind, I would
like to have it placed in the record.

That isall.

Senator Kerr. It will be printed in the record.

(Sec. 482 of the Internal Revenue Code of 1954 is printed below
as requested by Senator Carlson:)

SEC. 482. ALLOCATION OF INCOME AND DEDUCTIONS AMONG TAXPAYERS.

In any case of two or more organizations, trades, or businesses (whether or
not incorporated, whether or not organized in the United States, and whether
or not affiliated) owned or controlled directly or indirectly by the same interests,
the Secretary or his delegate may distribute, apportion, or allocate gross in-
come, deductions, credits, or allowances between or among such organizations,
trades, or businesses, if he determines that such distribution, apportionment,
or allocation is necessary in order to prevent evasion of taxes or clearly to re-
flect the income of any of such organizations, trades, or businesses.

Senator Gore. What are your operations in Liechtenstein ?

Mr. Keriey. Speaking for the Proprietary Association, sir, so far
as I know there is not one member of the Proprietary Association
which has an operation in Liechtenstein.

Senator Gore. Thatis all, Mr. Chairman.

Senator Kerr. You appear as chairman of the tax committee of the
Proprietary Association.

Are you connected with an operating company or are you merely a
representative of a group of them ?

Mr. Kewrey. I am sorry, sir. I perhaps should have identified
myself. I am tax manager for Bristol-Myers Co.

Senator Kerr. Well, I would like to have some information on the
general level of foreign taxes paid by your company’s foreign opera-
tions overall. Specifically what percentages of the income of your
consolidated foreign operations is paid to foreign governments as
Income taxes?

Mr. KeLey. Could T give you my understanding of the question,
Senator?

You would like to know our effective tax rate on foreign income

Senator Kerr. Specifically, what percentage of the income of your
consolidated foreign operations is paid to foreign governments as
income taxes ?

Mr. KeLiey. Yes, sir.

Senator Kerr. Isthat a clear question ? )

Mr. Kerrey. Yes, sir.  What percentage of the income of consoli-
dated foreign operations of Bristol-Myers is paid to foreign govern-
ments as foreign income taxes? Do I have it correct, sir? .

Senator Kerr. Is being paid to foreign governments as income
taxes.
taxes? )

Mr. Kerrey. Yes,sir;that isthe way I haveit.

Senator Kerr. All right.

Mr. Kerrey. I will have to—I frankly, sir, have no answer offthand.

Senator Kerr. Will you obtain it and put it in this record?

Mr.Kerpey. Certainly.
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Senator Kerr. What percentage of your profits after foreign income
taxes are returned to the United States as dividends?

How much U.S. tax is paid on such dividends after allowance of the
foreign tax credit by the United States?

(The following was later received for the record:)

JUNE 27, 1962.
Hon. RoBerT S. KERR,
U.8. Senate, Washington, D.C,

DEeAR SENATOR: On Tuesday, June 19, I testified as chairman of the Tax Com-
mittee of the Proprietary Association before the Committee on Finance with
respect to the proposed amendments of the Treasury to section 13 of H.R. 10650.
At that time you requested that I send you certain information with respect to
Bristol-Myers Co.

Set forth below are your gquestions and our answers. The information given
is based on our experience in the last 2 years, 1960 and 1961.

Question 1. What percentage of the income of your consolidated foreign opera-
tions is paid to foreign governments as income taxes?

Apnswer. For all foreign subsidiaries combined, the percentage was approxi-
mately 4215,

Question 2. What percentage of your profits after foreign income taxes are
returned to the United States as dividends?

Answer. Approximately 46 percent.

Question 3. How much U.S. tax is paid on such dividends after allowance of
the foreign tax credit by the United States?

Answer. ApproxXimately 1 percent. A substantial portion of the dividends
from foreign corporations came from countries which impose a withholding tax.
‘When these dividend withholding taxes are added to the foreign taxes deemed
paid for credit purposes, the total foreign tax credit amounted to about 51
percent, leaving a U.S. tax payable of approximately 1 percent.

Very truly yours,
BristoL-Myers Co.,
A. W. Ke11EY, T'az Manager.

Now, you made some rather pointed but very general remarks about
the expression “tax haven.”

You said the difficulty is that the expression “tax haven” is merely
one of opprobrium which has no precise meaning—
until the Treasury Department makes clear what it is so avidly fighting by the
use of this expression, it will be impossible to make concrete suggestions or to
write appropriate legislation.

My belief is that the May 31, 1962, Treasury draft of section 13 is
intended to be limited to covering only tax havens.

Do you believe that it has this effect and that it does not reach
manufacturing or similar operations abroad?

Mr. Keriey. Well, this gets down to a question of definition again,
Senator Xerr.

One, I will agree with you, sir, it does not reach manufacturing
operations abroad as such. But it does reach transactions abroad
which have no connection with the United States.

Senator Kerr. I am not talking about that.

Mr. Keceey. And, therefore, I find difficulty, Senator, in under-
standing what is “tax haven” about that? It does not involve the
avoldance of U.S. income taxes.
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Senator Kerr. That, of course, could be interpreted, if I wanted
to be as critical as you are, as meaning that your criticism is based on
the fact that you don’t understand it.

Mr. Keviey. I think I understand it, but I don’t understand the
philosophy behind it, Senator. I think the U.S. Treasury Department
should be concerned only with the payment of U.S. taxes.

Senator Kerr. That was not what you said, and I am glad to have
you amend it. But do you believe that it does have the effect of not
reaching manufacturing operations abroad ¢

Mr. KeLrey. Yes, sir.

Senator Kerr. Now, then, if it reaches situations other than tax
havens, can you identify what the situation or situations are that it
does reach which do not constitute tax havens?

Mr. Kerrey. Well, in my opinion, and this again is a problem of
definition, Senator, because perhaps the Treasury has a different defini-
tion of tax haven than I do, but I would not think that the example
which we gave you in our statement referring to the Netherlands cor-
poration that purchased from a British affiliate, and sold in Belgium,
that that has any aspect of a tax haven about it. It is a perfectly
normal business arrangement. But it would be treated:

Senator Kerr. You know, I assume that all operations in trade and
commerce whereby profit is derived is normal. I never did have the
understanding that that which could qualify under the term of nor-
mality would thereby become eligible for exemption from taxation.

Mr. Kerey. Well, I can only say, sir, I don’t know what is tax
haven, as the term is generally used, about that transaction. Taxes
play no part in it. But the Treasury comes along and says, in effect,
that the income from the sale of goods purchased from Great Britain
and sold in Belgium will constitute foreign base company income, sales
income, so that, therefore, a U.S. tax will be payable on that income.

Senator Kerr. And that is then a situation which you regard as
one that is not a tax haven, but which would be reached by this law?

Mr. KeLLEY. Yes, sir.

Senator Kerr. Do you know of any other situation ?

Mr. Keriey. Well, there could be other similar arrangements.

Senator Krrr. I am not talking about what there could be. I am
asking you if you could name any other situation that you regard as
not being a tax haven but which would be taxable under the revised
draft of section 13?

Mr. Kerrey. It is difficult for me to answer that question because I
have never seen a precise definition. Ihave read all the committee re-
ports and that sort of thing, but I have never seen a precise definition
of tax haven. .

Now, I have heard a tax haven company defined by a representative
of the Treasury Department as a company which purchases goods out-
side the country of its incorporation and sells goods outside 1ts country
of incorporation. ] )

Now, in many cases you will have companies that do that, the reason
being that they will be incorporated in a foreign country which offers
the most favorable laws not only from the standpoint of tax but also
from the standpoint of operation.
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As T pointed out in my testimony the last time on this section, it is:
quite customary to incorporate business corporations under the laws
of Panama and then qualify them in another foreign country such as
Venezuela where they will do all their business.

Senator Kerr. And you think that the law should permit an Amer-
ican-owned corporation to be created in Panama, qualify in Venezuela,.
make profits, and yet never be required either to pay taxes on the
income or return the income to the United States where it would be:
taxable?

Mr. Keriey. I would say in answer to your question, I would not
answer any question “never,” Senator; it is too broad a statement.

What I would say, as a general proposition, is that the transactions
which you have described are outside the U.S. jurisdiction. As a
lawyer, I feel very strongly about basic legal philosophy. I think
we would feel just as strongly if England started taxmg American
corporations which were owned by Englishmen.

The American corporation is subject to the American jurisdiction.
Similarly a Venezuelan or English or whatever corporation you may
wish to call it is subject to the jurisdiction of that country.

Senator Kerr. But a corporation in this country that makes profit
has to distribute the profit except as it is needed for its expansion.

Mr. Kereey. All right, sir; well I will answer that on behalf of
our association. For the most part we are largely publicly held
companies, and even where are not, I think the same principle applies.
Our stockholders, be we closely or widely held, are interested in divi-
dends. We cannot just stick money off in some far corner of the globe:
and leave it there.

Senator Kerr. No, but you can under existing law accumulate it
there and leave it there.

Mr. Keriey. Ibeg your pardon, sir?

Senator Kerr. I say under existing law you can accumulate it there
and leave it there.

Mr. Keruey. That is correct, Senator.

Senator Kerr. And you think you should be permitted to continue
to do that?

Mr. Kerrey. You say continue to do it. We don’t do it, Senator.
I just stated the Proprietary Association members do not do it.

Senator Kerr. I didn’t say you did it, but I said you are permitted
to do so and I ask you if you should be permitted to do so.

Mr. Krrrey. I would make a suggestion in that regard which has
been discussed. This has not been cleared by my committee so I want
1t to be clear it is purely my own thought at this moment.

Senator Krrr. I will make the same reservations about my state-
ment. [Laughter.]

They are not binding on this committee.

Mr. Kerrey. You see, as a lawyer, Senator, I am careful about
legalistics. If you will excuse me, sir, I try to be fair about this. But
it 18 my thought which I have expressed before to members of the
Treasury that if they are concerned about the problem of unreason-
able accnmulations abroad which is certainly not a problem of our
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industry, then I would suggest an approach along the lines of section
531, which deals with unreasonable accumulations of domestic com-
panies—apply it to foreign companies.

Senator Kerr. Very good, Mr. Kelley. Are there other questions?

Thank you.

Senator Gore. Mr. Chairman.

Senator Kerr. The Senator from Tennessee.

Senator Gore. The clerk advises me that Mr. H. Neil Mallon, the
chairman of the executive committee of Dresser Industries, has filed a
statement for the record, which I have read. I find some statements
in this presentation by Mr. Mallon on which I would like to ask a few
questions and I request that the committee invite Mr. Mallon to appear
in person to present this statement when the hearings are resumed.

enator Kerr. Mr. Mallon will be advised of the request of the
Senator.

Senator Gore. I would like the committee to issue an invitation.

Senator Kerr. I don’t know of any procedure whereby the commit-
tee would do other than to express the desire of a member of the com-
mittee unless you are suggesting that he be subpenaed.

Senator Gore. Oh,no. I am notsuggesting a subpena. But I was
merely suggesting an invitation.

Senator Kerr. I agree that the committee would advise him that
the Senator from Tennessee, and are there others, who want to ques-
tion Mr. Mallon ?

It would seem the desire on the part of the Senator from Tennessee
and Mr. Mallon will be advised.

(The statement referred to follows:)

JoINT STATEMENT OF H. NEIL MALLON, CHAIRMAN OF ExXECUTIVE COMMITTEE,
DrEssER INDUSTRIES, INC.; E. V. HUGGINS, EXECUTIVE VICE PRESIDENT, WEST-
INGHOUSE ELECTRIC CORP.; AND DONALD C. LEVIN, GENERAL COUNSEL, CARGILL,
Inc.

Each of the above-named representatives of the companies indicated appeared
before or filed a statement with the Committee on Finance at its prior hearings on
H.R. 10650. The effects of section 13 on their foreign operations, which involve
annual exports of over a quarter of a billion dollars, are fully set forth in such
statements. After study of the additional amendments to section 13 proposed
by the Secretary of the Treasury on May 10, it is evident that the objections of
the above-named companies to section 13 have not been met by the amendments
proposed. Indeed, the proposed amendments would have an even greater detri-
mental effect on the export activities of these companies than would section 13
as now contained in H.R. 10650.

Without burdening the record with a restatement of the material previously
Dresented, it is the purpose of this statement to suggest an amendment of section
13 which will in part preserve the existing tax treatment for foreign sales com-
panies which are not shams or engaged in unsubstantial activity but are actively
engaged in the promotion of export sales and are thus engaged in promoting
America’s interest in improving the balance of payments, fostering domestic
employment, stemming the outflow of gold and aiding in the sale abroad of sur-
plus agricultural products.
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MEMORANDUM RE TAXATION OF EXPORT TRADING COMPANIES UNDER SECTION 13
or H.R. 10650

H.R. 10650 should be amended to grant a bona fide export trade corporation
a limited exemption from the current taxation provisions of the bill. The
amendment should be designed to—
. Maintain the competitive position of U.S. exporters;
. Provide incentive to increase exports;
. Reduce pressure to establish foreign manufacturing plants;
. Aid in the distribution of surplus agricultural commodities;
. Increase employment in American factories; and
. Eliminate tax abuses of sham tax haven subsidiaries.

DO o=

I. FOREIGN TRADING COMPANIES A8 AN EXPORT TOOL

The greatest potential for improvement in our balance-of-payments position
is in increased exports. Yet a vital segment of our export trade is threatened
with curtailment by H.R. 10650.

(a) Functions—Many American companies sell abroad through foreign based
trading companies. These companies perform a vital function. They promote
export sales and service facilities in many parts of the world, staffed with
management, sales, advertising, marketing, engineering, and service personnel
who are familiar with foreign market conditions and practices and have the
American viewpoint. They promote export trade by financing foreign customers’
purchases of American-made products.

The income of these companies is predominately earned from the sale or use
of American products.

(b) Taer aspects.—In the typical case, the U.S. company pays full U.S. tax
on its profit in respect of goods sold through the foreign trading company. The
foreign trading company pays a relatively lower foreign tax on its profit.
The burden of U.8. tax does not apply until the trading company’s profit is
returned to the U.S. ghareholders. TForeign competitors utilize similar export
trading organizations and achieve the marketing and tax advantages which
the pending bill would deny to U.S. exporters.

Foreign companies in competition with U.S. exporters use base company
sales corporations even more extensively than do Americans. Over 1,600 non-
American-owned base companies are located in Switzerland alone; American-
owned Swiss-based companies total only 1,025. If the American trading com-
panies are subjected to more burdensome taxation than their foreign competi-
tors they will lose their ability and incentive to compete. They cannot compete
if they have lower profit margins, reduced funds available for export promotion
and a shortage of capital to provide customer financing which is so essential
in effecting foreign sales. If the bill is passed, American companies will have
no choice but to curtail their export trade or divert to foreign plants the
manufacture of products now manufactured here. In either event our balance
offfpayments, domestic employment, gold reserves, and Federal revenues will
suffer.

(c¢) Coniribution to export promotion.—Secretary Dillon has stated that $1
of foreign investment produces only 8 cents of exports per year. But the in-
vestment to which he refers is made up entirely of investment in foreign manu-
‘g‘acturing facilities—from which exports flow only incidentally. Investment
in a foreign trading company produces exports of many times its amount—since
export promotion is its principal objective. If a foreign manufacturing facility
fails to produce exports it can continue to operate. If a foreign trading com-
pany fails to produce exports it will perish. The favorable export-investment
ratio of trading companies is demonstrated by the experience of the foreign-
pased trading companies utilized by such companies as Dresser Industries, Inc,
in th_e field of manufacture of equipment for and provision of services to the
eh‘emlcal, petrochemical, oilfield drilling, and other industries, Cargill, Inc,
with respect to agricultural commodities and Westinghouse Electric Corp. in
the electrlcal_ appliance, machinery, and equipment field. The experience of
these companies indicates the current export flow ranges from $2 to well over $10
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per annum for each dollar of oversea investment and retain earnings in these
foreign trading companies.

(d) Distinction from “sham tax haven companies” —Despite this outstanding
benefit to our balance of payments, which is typical of that produced by many
comparable foreign trading companies, the bill would not affect direct invest-
ment in foreign manufacturing facilities and would discourage the promotion of
export trade through export trading companies. Under the bill, all foreign
based companies which derive income from the sale of goods manufactured in a
country in which it is not incorporated to purchasers in a country in which it is
not incorporated are treated as “tax haven” companies. No distinction is made
between legitimate trading companies and shams. Thus, the foreign based com-
panies which serve Westinghouse, Cargill, and Dresser, spend millions of
dollars abroad on export promotion and devote millions of dollars of assets to
the sale and service of U.S. products, are treated the same ag a company with a
registered office in Nassau, no significant export promotion expenditures abroad,
and few assets other than a bronze nameplate on the wall of a Bay Street bank.

(e) Importance of a foreign base.—The sale of machinery, equipment, and
agriculture products in foreign markets cannot be promoted effectively unless an
aggressive sales organization and a skilled, well-equipped service organization
is maintained at key locations throughout the world. Sales personnel must
travel from country to country to promote sales, stimulate dealer activity and
maintain customer relations. These activities must be conducted from a central
foreign base. Wherever that base is located the bulk of its activities must be
in third countries. Thus, by the bill’s definition of “foreign base company sales
income,” a foreign selling company must either fragment its operations in an
impractical manner or be subject to the current taxation provisions of the bill.
In either event, U.S. exports trade will suffer.

II. PROPOSED AMENDMENT

The amendments proposed by Secretary Dillon would exclude from foreign
base company income the income from rents derived in a trade or business from
an unrelated person and income from the performance of services on behalf of
an unrelated person. To the extent such rents and service income are in re-
spect of the use or servicing abroad of U.S.-made products the United States
will benefit in much the same manner as it would benefit from exports. There
seems to be no basis for distinguishing between these activities and the activities
of a foreign base company directly engaged in promoting exports. Both con-
tribute to export trade, both require a centrally located foreign base of opera-
tions and both contribute to our balance of payments and to domestic employ-
ment.

The distinction that should be made in the bill should be between func-
tioning, substantive foreign operating companies and insubstantial shams, not
between foreign manufacturing companies, or rental and service companies,
and foreign trading companies. Such a distinction can be made so as to pro-
tect the legitimate foreign trading company and stimulate an increase in
their export promotion activities and, at the same time, foreclose the use of
sham trading companies for tax avoidance purposes. The amendment we pro-
pose would make this distinction and thereby protect and enhance our vital
export trade.

It is proposed that H.R. 10650 be amended to grant to an “export trade cor-
poration” a limited exemption from the current taxation provision of section
13 of the bill.

(a) Principles underlying proposed amendment.—In order to qualify for such
exemption as an export trade corporation, it should be required—

1. That substantially all of the income of an export trade corporation
be from sources outside the United States—thereby insuring that it will
be operating abroad.

2. That the major portion of its income be “export trade income,” i.e., in-
come from sales and services with respect to products manufactured, pro-
duced, grown, extracted, or developed in the United States and sold or used
abroad. This will insure that an export trade corporation will be engaged
primarily in activities which promote America’s interests in improving the



4558 REVENUE ACT OF 1962

balance of payments, protecting domestic employment and stemming the
outflow of gold.

3. That an export trade corporation use its income for investment in
property devoted to the production of export trade income and in financing
foreign customers. This will insure that the earnings are devoted to fulfill-
ment of the amendment’s export promotion objectives.

In addition, section 6 of H.R. 10650, amending section 482 of the Internal
Revenue Code, which gives the Commissioner of Internal Revenue broad power
to reallocate income between related businesses, should be eliminated or
amended in a manner which will avoid frustration of the purpose served by
the export trade corporation provision and give assurance of a reasonable
allocation of income to the export trade corporation.

(b) Incentive to promote exports.—The exemption of the qualified export trade
corporation from section 13 should be directly related to the intensity of its
efforts in promoting export sales and the use of its retained earnings for its
investment in property devoted to export promotion. To the extent that its
expenses directly related to export trade promotion do not amount to a re-
quired proportion of its income, and to the extent that its retained earnings
are not invested in property devoted to export promotion, its income would
be taxed currently to the U.S. shareholders. Thus, in order to obtain con-
tinuation of the existing tax treatment of foreign trading companies, an export
trade corporation would be required to spend substantial sums on the promo-
tion of export sales.

Under the bill, with amendments proposed by Secretary Dillon, a foreign
manufacturing plant controlled by Americans could not use a foreign based
sales company so as to defer tax on its selling income. The export trade cor-
poration proposal would confine its benefits to companies engaged in selling
American-made products. Therefore, the proposal would not only stimulate ex-
ports but would also induce greater concentration on sale abroad of products
manufactured here, and deemphasize on sales of products manufactured abroad.

The required expense-income ratio and investment standards would provide a
positive incentive toward intensification of export promotion activities. Such
activities would, on the average, increase export sales and hence, export income,
The increased export income would then have to be balanced by further export
promotion expenses, so as to produce a spiraling of expanding exports, increasing
profits, additional export promotion activity and, again, expanding exports.

Senator Kerr. Mr. William M. Horne is our next witness.

STATEMENT OF WILLIAM M. HORNE, JR., CHAIRMAN, TAX POLICY
COMMITTEE, MANUFACTURING CHEMISTS’ ASSOCTATION

Mr. Horne. I am appearing as chairman of the Tax Policy Com-
mittee of the Manufacturing Chemists’ Association ( MCA).

On my left is Mr. Raphael Sherfy, special counsel for MCA.

We wish to express our appreciation to the committee for this oppor-
tunity to present our views on the Treasury’s new draft of sections 13,
15, 16, and 20 of H.R. 10650.

In our opinion the new draft is a substantial improvement over the
previous Treasury proposals.

Senator Gore. You understand, of course, that the first recommen-
dation of the Treasury is for repeal of deferral.

Mr. Horne. We understand it.

. Senator Gore. This redraft of section 18 is submitted for considera-
tion only in the event the committee does not wish to do a, thorough job.

Mr. Horne. Senator, we understood there was never a sbatuﬁory

draft submitted to either the Ways and Means Committee or the
Finance Committee on that point.
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Senator Gore. On deferral.

Mr. Hor~ne. On complete deferral; yes, sir.

Senator Gore. You are misinformed. Such a draft was presented
to the Finance Committee and I shall introduce it in the Senate today
in order that it may be available for study in printed form.

Mr. Horne. There remain, however, a number of difficult substantial
and administrative problems. This 1s inherent in the nature of the
Treasury’s proposal to tax currently certain undistributed profits of
.controlled foreign corporations.

The present draft represents the fourth major Treasury version.!

Unfortunately, the Treasury has not restricted its changes in the
May 31 draft to meeting the problems which taxpayers raised in the
recent hearings of this committee.

Instead, the Treasury’s May 31 draft has several new provisions
which present additional complexities and administrative problems.

With the chairman’s permission, I will file for the record a detailed
statement of some of the administrative and enforcement problems
which we foresee if the present draft is enacted. Because of these
difficult problems, we urge that section 13 be deleted from the bill.

Senator Gore. Off the record.

(Discussion off the record.)

Mr. Horne. We would like to emphasize that section 13 is not di-
rected to prevention of U.S. tax avoidance. This is substantially the
same point made by Mr. Kelley.

This is equally true with respect to the provisions enacted by the
House and with respect to the provisions of the May 31 draft. In-
herent in all of the Treasury’s proposals is the desire to tax U.S. share-
holders in cases involving avoidance of foreign income taxes.

We do not, believe that our revenue laws should be used to prevent
‘the possibilities of tax minimization in other countries. As long as
U.S. taxes are not being avoided, the Treasury should not be con-
-ecerned because U.S. business arranges its affairs to reduce its tax
burdens abroad.

In many instances, foreign countries have specifically sanctioned
certain methods of reducing tax liabilities. Section 13 would in-
«directly override these foreign laws or practices. It would impose
U.S. tax liability on the undistributed profits which the foreign gov-
ernment saw fit not to tax.

To give a specific example, take the provision of the May 31 draft
‘which states that a foreign branch of a controlled foreign corporation
is to be treated as though it were a wholly owned foreign subsidiary
«of the controlled foreign corporation.

1The original Treasury proposal was contained in Secretary Dillon’s testimony before
the Ways and Means Committee on May 3, 1961. As a result of the Ways and Means
Committee hearings, the Treasury substantially changed its approach and released a public
draft on July 28, 1961. Taxpayers were invited to submit comments on this draft to the
Treasury Department and to the Joint Committee on Internal Revenue Taxation. On
Jan. 31, 1962, the Treasury made public 2 number of changes that it proposed to the July
28, 1961, drafts. However, when the Ways and Means Committee on Mar. 12, 1962,
released the text of the language agreed upon for sec, 13 of H.R. 10650, substantially new
approaches were taken from the previous Treasury drafts. Taxpayers had no opportunity
to comment on these changes until the recent Senate Finance Committee hearings,
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If a British manufacturing subsidiary of a U.S. chemical company
sets up a sales branch in Belgium to sell its product in Belgium and
Holland, the income of the Belgium sales branch would be treated as
foreign base company income to the same extent it would be so treated
if it were a foreign subsidiary.

As such, it would be subject to current U.S. tax even though the
income was reinvested either in further sales outlets or in further
manufacturing facilities in the United Kingdom. It is clear that this
transaction has no connection with the United States. There is no
avoidanee of U.S. tax. Yet section 13 would impose a current tax on
undistributed profits which, because of investment commitments or
otherwise, might not be available for distribution. o

This same Treasury’s concern with avoidance of foreign income
taxes comes into play in connection with another new provision in the
May 381 draft. This is the exception for foreign corporations not
availed of to reduce taxes (sec. 954(b) (4)). This section provides
that the foreign base company income rules will not apply to an item
of income where the Treasury is satisfied that the organization of the
controlled foreign corporation receiving the income did not have “the
effect of substantial reduction of income, war profits, excess profits or
similar taxes.”

This exception is not limited to foreign corporations organized to
reduce U.S. tax liability. Instead, the Treasury is empowered to
deny application of the exception if the Treasury believes that the
organization of the foreign corporation may result in substantial re-
duction of any tax liability. This is contrary to favorable tax rulings
previously issued by the Treasury under section 367 of the 1954 code.

Under this section, the Treasury has previously ruled in a number
of cases that a foreign corporation was not formed for the purpose of
avoiding U.S. taxes even though the ruling application clearly indi-
cated that the foreign corporation would have the effect of reducing
foreign taxes. The proposed section 954(b) (4) can effectively over-
rule these prior favorable tax rulings unless the phrase “substantial
reduction of income, war profits, excess profits or similar taxes” is
restricted to U.S. taxes.

The May 81 draft is more restrictive than the House bill in its effect
on the less developed countries, such as the countries of Latin America.

Take, for example, a U.S. pharmaceutical company which has a
manufacturing subsidiary in Argentina and a sales subsidiary in
Venezuela which sells the output of the Argentine plant throughout
the northern part of South America.

. 'The income of the sales subsidiary would be subject to current U.S.
Income tax whether or not the income was reinvested in further dis-
tribution outlets or in other South American countries.

Another new problem under the May 31 draft arises with respect
to_Income which is attributable to pre-1963 investments in less de-
veloped countries. Dividends and interest from qualified investments
in less developed country corporations are excluded from forei
base company income to the extent they do not exceed the increase in
such qualified investments generally for the taxable year.

The qualified investments, however, relate only to investments made
after 1962. 1In the case of prior investments, the dividends and inter-
est would be treated as foreign base company income. This hag the
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effect of penalizing investments already made in the less developed
countries.

It is also questionable policy whether the determination of qualified
investments in less developed countries should be made on a consoli-
dated basis rather than on a company-by-company or country-by-
country basis.

For example, assume that a U.S. chemical company has a wholly
owned subsidiary in Brazil, S-1. The Brazilian subsidiary itself in
turn has subsidiaries in Brazil (S-2) and in Argentina (S-3).

Each of these latter subsidiaries represent an investment of ap-
proximately $5 million made after 1962.

In 1965 the subsidiary in Argentina, S-3, pays a dividend equivalent
to $100,000 to its parent company, S—1, in Brazil.

For nontax reasons the Brazilian parent, S-1, is forced to liquidate
its subsidiary in Brazil, S-2. Under these circumstances there would
be a decrease in qualified investment.

As a result, the dividend of $100,000 would be subject to current
TU.S. tax to the U.S. parent company even though it was reinvested by
the Brazilian subsidiary, S-1.

With respect to the definition of a controlled foreign corporation,
the May 31 draft eliminates some but not all of the problems raised in
our previous testimony.

The U.S. stockholders may be taxed by reason of the new definition
even though no U.S. group has effective control.

For example, the stock of a Belgian corporation is owned 45 percent
by U.S. corporation A and 55 percent by a British corporation. TU.S.
corporation B, a competitor of U.S. corporation A, owns 10 percent
of the British corporation. The balance of the stock of the British
corporation is owned by British shareholders.

U.S. corporation B has no controlling voice in the management or
policies of the British corporation. Under the stock attribution rules,
5.5 percent of the stock of the Belgian corporation owned by the Brit-
ish corporation is attributed to U.S. corporation B.

_ Because of this attribution, U.S. corporation A and U.S. corpora-
tion B together are deemed to own 50.5 percent of the stock of the
Belgian corporation. The Belgian corporation is a controlled for-
eign corporation even though no U.S. group has effective control.

. The May 31 draft raises difficult problems in interpretation of sec-
tion 954. The problems can be best pointed up by the following
examples.

First, assume that a foreign manufacturing subsidiary has sub-
stantial research facilities incident to its operations.

_As a result it develops extensive foreign patents. The foreign sub-
sidiary then licenses unrelated third parties under these patents.
Would the royalty income from these licenses be considered foreign
personal holding company income ?

Second, assume that the foreign subsidiary is solely a research and
licensing company. Would this change the result ?

Third, assume that the foreign subsidiary buys patents from its
U.S. parent company and then licenses unrelated third parties.
Would the royalties under these licenses be considered foreign per-
sonal holding company income in the hands of the foreign subsidiary ¢
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The ordinary income treatment on the sale of patents, know-how,
et cetera, to a controlled foreign corporation, as provided in the May
31 draft, raises fundamental policy questions. _

In whatever manner these policy questions may ultimately be re-
solved, we urge the committee to make it clear that taxfree transfers of
patents and know-how can still be made if a tax ruling under section
367 is obtained. If the patents or know-how are transferred to a
controlled foreign corporation which uses them in its business and if
the transfer is not in avoidance of U.S. income taxes, then section 367
clearances should be given. Such transfers have a very favorable
effect both on U.S. tax revenues and on the balance of payments.

Despite the substantial improvements made by the May 31 drafts,
section 13 remains an inequitable and unnecessary provision. It isun-
necessary because it, primarily, relates to the avoidance of foreign
taxes and not to the avoidance of U.S. taxes.

It is inequitable because it places U.S. business abroad at a serious
competitive disadvantage vis-a-vis its foreign competition,

Also, it imposes very costly administrative burdens on U.S. busi-
ness operating abroad. It is impossible to tell at this time the full
extent of those burdens. This is because the Treasury draft in at
least 15 separate instances delegates to the Secretary the power to
prescribe critical rules under which taxpayers must operate.

For these reasons, we respectfully urge the committee to delete
section 13.

That concludes my prepared statement.

(The supplemental statement of Mr, Horne follows:)

SUPPLEMENTARY STATEMENT oN H.R. 10650 BY MANUFACTURING CHEMISTS' ASS0-
CIATION, INC.,, IN CONNECTION WITH THE ORAL TESTIMONY OF WILLIAM M.
HORNE, JR.

The Manufacturing Chemists’ Association is a national trade organization of
more than 180 U.S. companies representing over 90 percent of this country's
chemical production. On April 24, 1962, William M. Horne, Jr., chairman of
the association’s tax policy committee, presented oral testimony before your
committee and submitted a more detailed statement for the record. This new
supplementary statement, most of which was prepared for submission to the
Commissioner of Internal Revenue, is directed mainly to the administrative and
compliance problems presented by certain of the foreign income provisions, tak--
ing into account the modifications contained in the Treasury Department’s May -
31 draft.

This association is seriously concerned over the administrative problems pre--
sented by certain of the foreign income provisions which, we feel, would place-
an undue responsibility on the Internal Revenue Service as well as the
taxpayer from the standpoint of compliance with the law affecting U.S. taxation
of foreign income. Present experience indicates practical difficulties inherent
in obtaining and presenting satisfactory evidence to permit preparation and
audit of returns where much of the underlying accounting information is recorded
on books of a foreign company maintained in accordance with foreign accounting
concepts and recorded in foreign currencies.

H.R. 10650 and the Treasury May 31 draft would require information re--
garding foreign companies solely for U.S. tax purposes, information which
would not be of value or interest to the foreign company. Such information.
would have to be available to all U.S. taxpayers with an interest in a controlled
foreign corporation whether or not a U.S. tax abuse situation is considered to
exist. Presumably records which are maintained solely to meet the needs of
the U.8. taxpayer would be kept by its personnel or, at least, at its expense-
even though such records undoubtedly would bave to be maintained abroad.
Cases will arise where this procedure is neither feasible nor possible where one
U.8, taxpayer does not have a majority stock interest in the foreign company.
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In view of our concern with these administrative difficulties we have prepared
the attached memorandum on certain problems which we foresee in practical
application by the Internal Revenue Service and by the taxpayer of provisions
incorporated in H.R. 10650 as presently drafted. In the course of preparation
of the memorandum we have given recognition to modifications recommended
by Segretary Dillon in his statement to the Senate Finance Committee on
May 10.

The first part of the memorandum sets forth briefly selected areas of major
difficulty which we foresee. Attached thereto are three appendixes illustrating
in some detail and with examples the reasons for our concern.

COMPLIANCE PROBLEMS PRESENTED BY H.R. 10650

I, Section 6. Amendment of IRC section 482

New section 482(b) will require the taxpayer to keep accounting records to
enable compliance at any time with a product-by-product determination of tax-
able income and of the statutory allocation factors.

Although these allocation factors would not be applied if the taxpayer can
show an arm’s length price, the taxpayer would have no current assurance that
its price would be treated as an arm’s length price.

This will require the maintenance of detailed property records and detailed
income and expense records, both domestically and abroad, to furnish the in-
formation called for in the determination of (i) taxable income and (ii) the
allocation factors.

These will be special purpose records which may not necessarily tie in with
established accounting controls. This will make it difficult for Internal Revenue
Service personnel to properly audit these records. It will also substantially in-
crease the taxpayer’s recordkeeping costs with respect to its own transactions
and those of related foreign organizations.

To permit proper administration, the information required of the taxpayer
should be based upon normal accounting records. Artificial allocations based
on special purpose accounting records may lead to a breakdown of audit control.
See appendix A for a discussion of customary financial and cost accounting prac-
tices and difficulties envisioned in presenting the required information.

II. Section 13. Controlled foreign corporations

This section unquestionably presents the utmost difficulties in compliance in-
asmuch as it would apply U.S. concepts of taxation to operations of foreign com-
panies, located in and subject to the laws and tax procedures of foreign coun-
tries, doing business and recording transactions in foreign languages and foreign
currencies. A number of the difficulties have been pointed out by witnesses at
the hearings before the Senate Finance Committee. Secretary Dillon has stated
that substantial modifications of this section are called for.! These comments
are directed to three specific areas of potential difficulty in compliance which
appear inherent in this form of tax proposal and not readily overcome by the
indicated modifications.

A. Definition of controlled foreign corporation—New subpart F, as drafted,
would impose tax on every U.S. person owning stock in a controlled foreign
corporation, and then, only with respect to certain income of such foreign corpo-
ration. Whether a corporation is a controlled foreign corporation may not be
ascertainable if small shareholdings exist. Furthermore, a shareholder with a
small stock interest would have practical difficulties in determining his pro rata
share of income and earnings of the foreign corporation which are taxable to
him. To resolve these questions apparently consideration is being given to re-
strict application of this subpart to U.S. shareholders who own a stock interest
of at least 10 percent and who, in the aggregate, own more than 50 percent of the
stock of the foreign corporation.

If so modified, the compliance problems are not solved for a shareholder
who owns a stock interest of 10 percent or more and who requires specific infor-
mation regarding income and earnings of a corporation during his period of
ownership. Unless the shareholder is in a position to exercise effective control
over the foreign corporation, he may not have access to company records or be

1Testimony of Treasury Secretary Dillon before Senate Finance Committee, May 10,



4564 REVENUE ACT OF 1962

able to convince company management to furnish the detailed information
called for by this proposal.

For example, four U.S. corporations may each own 15 percent of the stock of a
foreign corporation, the other 40 percent being owned by a foreign corporation.
The 15-percent ownership by each of the U.S. corporations would not permit any
one of them to exercise effective control over the foreign corporation.

In practice, it is probable that the foreign shareholder with a 40-percent
interest would be in a position to exercise management and control of the for-
eign corporation. Both the controlled foreign corporation and its foreign cor-
porate shareholder understandably could object to the cost and effort required
to determine information which is not in the interest of, and, in fact, may inter-
fere with normal operating procedures of the controlled foreign corporation.
Since the tax under this subpart is imposed only for the portion of the taxable
year a corporation is a controlled foreign corporation, a daily determination of
stock ownership becomes necessary. The U.S. corporation owning a 15-percent
stock interest in a foreign corporation must establish whether more than 50 per-
cent of the stock of such corporation is owned, directly or indirectly, by U.S.
persons on any day of the taxable year.

The U.S. shareholders face substantial difficulties in determining whether
these provisions are applicable to them, and a similar burden is imposed on the
Internal Revenue Service in assuring compliance.

B. Bales income included in subpart F income.—New subpart I is designed
to tax currently income of a controlled foreign corporation insofar as it is
availed of to avoid taxes. Subpart F income includes certain sales income if,
for the taxable year, it is equal to at least 20 percent of the gross income of
the foreign corporation.

The income to be included is income from purchase of personal property from
a related person and its sale to any person, or the purchase of personal property
from any person and its sale to a related person where (a) the property which
is purchased is manufactured, produced, grown, or extracted outside the country
in which the foreign corporation is created or organized, and (b) the property
is sold for use, consumption, or disposition outside such foreign country.

To enable its U.S. shareholders to comply, every controlled foreign corporation
which does any business outside its country of incorporation would find it neces-
sary to maintain product-by-product records with respect to purchases from
or sales to related corporations tracing the flow of each product from its source
to its destination.

Accumulation of such information would be necessary whether or not the
subject sales income is equal to 20 percent or more of the foreign corporations
gross income and without regard to the amount of any taxes paid to the country
of incorporation or to other countries by the controlled foreign corporation.

This would require complex and eostly recordkeeping on behalf of the U.S.
corporation, something a foreign corporation conceivably could refuse to main-
tain. XEven where they are maintained, such records present obvious obstacles
to audit by the Internal Revenue Service.

Under this provision information, to be available, would have to be accumu-
lated currently even though not used because the 20-percent limitation is ap-
plicable. See appendix B for a detailed statement covering this provision.

C. Determination of earnings and profits—Secretary Dillon has recognized
that there will be administrative problems in computing the earnings and profits
of a controlled foreign corporation.! He bas promised that the Treasury will
provide clear administrative regulations in this area and that foreign corpora-
tions in computing earnings and profits will have elections which are available to
domestic corporations.

Despite these encouraging assurances, we have substantial misgivings as fo
the ability of our foreign subsidiaries to compute their earnings and profits under
U.S. standards.

Few, if any, foreign corporations maintain their records on the basis of U.S.
concepts. To compute earnings and profits as required by section 13 of the bill,?
a complete transformation of the accounting records back to the inception of
tpe foreign subsidiary will be required. In many instances these records will
simply not be available. The Internal Revenue Service is being asked to insure
compliance with a statute that, in many instances, will prove impossible to

1916%‘estimony of Treasury Secretary Dillon before Senate Finance Committee, May 10,
2 Sbeciﬁcally, proposed sees. 952 (a) (3) and 953 (a) (1).
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enforc_e. In those instances in which the records are available, the burden of
comphapce from the taxpayer's standpoint will be an onerous and costly one.
U.S.-trained personnel will be required in violation of present policies of relying
upon loca} Dersonnel to the maximum possible extent. In those cases in which
local foreign groups own substantial interests in the corporation, there is likely
to be substantial opposition to the added accounting burdens imposed by the
U.8. tax laws. At a minimum, the foreign interests will probably insist that
ih(isie costs be borne exclusively by the U.S. controlling shareholder or share-
olders.

To i_llustrate the compliance problem, the balance sheet of a United Kingdom
subsidiary is analyzed in the attached exhibit (app. C) to raise some of the
problems t.hat will occur. The choice was deliberate. Here the subsidiary is
operating in an English-speaking country with a relatively stable currency. The
problems are substantially compounded by language difficulties, wide exchange
fluctuations, and differing jurisprudential approaches.

III. Section 20. Information with respect to foreign corporations

Secretary Dillion has stated that section 20 needs to be modified.* He has
recommended, for example, that U.S. officers and directors or U.S. subsidiaries
of foreign companies should not be required to submit information on these
companies if there are no substantial U.S. owners of these companies. He
has further recommended that any information supplied under section 20 will
be required only in accordance with the regulations in effect on the first day
of a taxable year.

Incorporation of these recommendations into section 20 will represent a
substantial improvement. Unfortunately, difficult operating and administra-
tive problems will still remain. These include:

(1) The necessity for filing information returns each time there is a change
in U.S. officers or directors of a foreign subsidiary.

Changes in the officers and directors of foreign subsidiaries do not on oc-
casion become known, within the prescribed 90-day period, to the personnel
in the U.S. parent company who are charged with compliance. Filing such
reports on change of directors and officers will provide the Service with a large
amount of useless reporting information and at the same time will place an
unnecessary burden on U.S. tax administrators.

(2) The necessity for multiplicity of returns on the organization or reorgani-
zation of a foreign subsidiary.

Where a new foreign subsidiary is incorporated, there is no apparent reason
why each U.8. shareholder, stockholder, and director should file identical in-
formation. The multiplicity of forms and information will add nothing to
the Service’s enforment procedures. Such duplication of information subjects
both the Service and corporate tax compliance personnel to justifiable criticism
from operating personnel.

(3) The open end requirement for further information under the proposed
amendment to section 6038.

Since section 6038 has substantial penalties built in for failure to furnish
information, the taxpayer should be clearly advised by statute of its responsi-
bilities to supply information. The language of section 20 does not even limit
this requirement of furnishing “similar or related” information to matters
prescribed by Treasury regulation with full opportunity for hearing. The dif-
ficulties of compliance with present section 6038 which were brought to the
Service’s attention when it published its tentative regulations under the sec-
tion should attest to the need for careful and detailed examination by tax-
payers generally of any new reporting requirements.

IV. Sales and ezchanges of patents, etc., to certain foreign corporations

The Treasury draft of statutory language of proposed amendments of H.R.
10650, dated May 31, 1962, would add a new section 1249 to the Internal Revenue
Code. This would provide that gain from the sale or exchange after December
81, 1962, of a patent, invention, model, or design, a copyright, a secret formula
or process, or any other similar property right to any foreign corporation by a
U.S. person which directly or indirectly owns more than 50 percent of the
voting stock of the foreign corporation will be taxed as ordinary income. A new
section 1249(c) entitled “Other Transfers of Patent Rights, Ete., to Foreign
Corporations” simply makes reference to section 482(a).

3 Testimony of Secretary Dillon before Senate Finance Committee, May 10, 1962.
82190—62—pt. 11 11
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The Treasury explanation accompanying the proposed amendments indica_tes
that the intention is to tax the sale of a patent, ete.,, to a co_ntrollefl foreign
corporation at ordinary income rates in cases where only capltal_ gains or no
tax would be paid under present law. It is stated further that this new provi-
sion would eliminate abuse by insuring that patents would be t_ransferred abroad
in arms-length transactions producing a full U.S. tax at the time of transfer or
on an annual basis. The provision in section 13 of H.R. 1065_)0, as passed .by
the House, which would have taxed to a U.S. person income realized by a foreign
corporation, or income deemed to have been realiz.ed by reason of the use by
a foreign corporation, of patents, ete., will now be eliminated. .

The explanations of the purposes of this new provision do not accord with
the proposed amendment to the code. Whereas the statutory amendment would
only eliminate from capital gains treatment gain realized from the sale or
exchange of a patent, etc., the explanation indicates that: (1) the new code
section would insure that patents will be transferred abroad in arm’s-length
transactions; and (2) that the new provision would tax a sale in cases where
no tax would be paid under present law.

The amendment to section 1249 would neither insure that transfers to a con-
trolled foreign corporation were arm’s-length transactions nor require that a
tax be paid in every case. The tax consequences under present law of a sale of
property to a controlled foreign corporation at less than fair market value are,
to say the least, uncertain. Since no income is created by the transfer of
property to another corporation, there would appear to be no basis for applica-
tion of section 482 which deals with the allocation of income on transactions
between related parties. In other words, the Commissioner cannot create in-
come where none exists. Since the proposed amendment, in effect, deals only
with tax rate, it is difficult to see how the proposed amendment to the code
would in any way insure that patents, etc., are transferred to controlled foreign
corporations only on an arm’s-length basis.

With respect to the Treasury explanation that the new pravision would tax
the sale of a patent, etc., to a controlled foreign corporation at ordinary income
rates in cases where no tax would be paid under present law, it is difficult to
determine exactly what is meant. A sale of property would always involve
a tax under existing law unless there was no taxable gain. Accordingly, the
cited reference in the explanation must refer to a different situation. Patents,
like other property, can be the subject of tax-free exchanges for stock involving
foreign corporations under the liquidation and organization and reorganiza-
tion sections of the code where, prior to the exchange, the Commissioner of
Internal Revenue is satisfied that one of the principal purposes of the transfer
is not to avoid Federal income taxes. However, an exchange is not a sale so
that the Treasury draft apparently intends no change with respect to the appli-
cations of these provisions of present law. Of course, any property, other than
stocks or securities, can be transferred to foreign corporations as a contribu-
tion to capital or paid-in surplus without the incidence of U.S. tax.

There is nothing in the proposed amendment to section 1249 which would
apply either to tax gain on otherwise tax-exempt exchanges or on contributions
to capital. However, the statement in the explanation is confusing and mislead-
ing and, it is feared, may provide the basis for an administrative ruling that any
transfer of a patent or like property to a controlled foreign corporation has as
its purpose the avoidance of Federal income tax within the meaning of section
367 so that gain on such transfers would always be subject to tax.

It is impossible to determine what policy motive underlies the proposal
to tax the gain from the sale or exchange of patents, etc., to controlled foreign
corporations at ordinary income tax rates. The property to be so treated would
include almost any kind of intangible asset which a domestic corporation must
transfer to its foreign subsidiary in order to compete in foreign markets. In
cases where such assets could be transferred under present law in exchange
for stock of the foreign corporation, the requirement that all such transfers
involve a U.8. tax must certainly have an unfavorable effect on the ability of
U.8.-owned subsidiaries to compete in foreign markets. Furthermore, if U.8.
companies must invest cash rather than to contribute intangible assets to
acquire stock in foreign joint ventures, the short-term effect on the balance of
payments would be unfavorable. Such U.8. tax treatment would create an
additional inequity because, in many cases, foreign governments will not permit

a related foreign subsidiary to claim tax deduction for royalties paid to its
parent companies.
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There would seem to be adequate safeguards in the present law to prevent
any abuses which may be involved in the transfer of patents and like property
to controlled foreign corporations. Section 367, which requires prior clearance
by the Commissioner of Internal Revenue before such transfers can be tax
free, prevents the avoidance of tax in any case where the Commissioner is
satisfied that this is one of the purposes of the transfer. It is our under-
standing that for some time the Commissioner has refused to issue a favorable
ruling under section 367 where it appeared that the transferee corporation
intended to sublicense the rights transferred by its U.S. parent rather than to
use them in its own manufacturing operations. However, even this situation
would be discouraged under the present draft since royalty income realized
by a foreign controlled corporation would be taxed to the U.S. shareholder as
subpart F income under section 951. This should effectively eliminate any abuse
which presently could arise from the practice of assigning patents to foreign
subsidiaries for the purpose of converting royalties from sublicensing from
ordinary income if realized by the parent into capital gains when realized
through a foreign subsidiary.

Proposed section 1249 also contains an odd, unexplained novelty, in the
form of a “subsection (e¢)” which, by a mere cross-reference, legislates as to
“Other Transfers of Patent Rights, ete.,, to Foreign Corporations.” This type
of cross-reference should be removed. If there is to be legislation as to
‘“other transfers” it should be done in a forthright and clear manner, and
in a way which informs taxpayers as to the purpose and desired results.
It is impossible to ascertain the intent of this cross-reference from the section
itself,

APPENDIX A

COMPLIANCE PROBLEMS PRESENTED BY NEW SECTION 482(b) IN THE LIGHT
OF CUSTOMARY FINANCIAL AND COST ACCOUNTING PRACTICES

Section 482 providing for allocation of income and deductions among tax-
payers would be amended by the addition of a new subsection 482(b) to pre-
seribe methods for such allocation in the case of sales of tangible property
within a group of organizations where at least one organization is domestic
and one is foreign. Subsection 482(b) will not apply with respect to any sale
of tangible porperty for which the taxpayer can establish an arm’s-length
price within the meaning of paragraph (b)(4). Inasmuch as 482(b) (4)
would require considerable exercise of judgment, the taxpayer generally has
no current assurance that its price is an arm’s-length price. Therefore, the
taxpayer must have information to determine taxable income of the group,
with respect to sales of specific tangible property and the allocation factors
related thereto where a foreign organization ig involved in such sales.

Application of subsection 482(b) would require examination of intercom-
pany transactions on a product-by-product basis and determination of taxable
income on a product-by-product basis. The taxable income so determined would
then be subject to allocation to members of the group. The method of alloca-
tion proposed would take into account certain factors (property, compensa-
tion, and selling and certain other expenses) assigned within and without
the United States on a product-by-product basis.

An American manufacturing company may well produce hundreds of products
with varying costs and at different plant locations, in part for domestic and in
part for foreign markets. The sales price will not necessarily bear a uniform
relationship to the costs of each product in view of special factors, factors which
may also be considered in the income allocation (see last sentence of section
482(b) (2) (A)). In this complex atmosphere, practical difficulties are envi-
sioned in establishing and maintaining business procedures and records to make
information available for taxable income determination in accordance with the
provisions of subsection 482(b). Each financial factor must be isolated as it
relates to specific products and further identified with that portion of such prod-
ucts sold in international transactions. This determination involves property
and income and expenses both within and without the United States, suggesting
substantial difficulties in reaching a satisfactory determination with respect to
each factor. Rather than dwell on each of these factors we propose at this
point to explore in depth one particular factor, the determination of product
costs and expenses.



4568 REVENUE ACT OF 1962

Foreign accounting records presently do not develop income apd costs on a
product-by-product basis so that to accumulate this new data, special account%ng
procedures must be established. The problem of special cost data accumulation
is accentuated for those taxpayers who do not determine unit costs within the
framework of their present cost accounting systems.

How can companies operate without developing total unit costs?

The approach used by some companies is to determine profitability of a product
only in relation to the level of directly assignable costs. Since most of the other
costs are fixed by broad cost policy (i.e., research, size of sales force, size of
administrative staff) independent of the short-term day-to-day sales volume,
profitability is viewed in relation to the contribution to the total basket of all
unassigned costs. Thus, any product which in the short term is making some
contribution to the total unassignable costs is considered to be acceptable. In
the longer term if the total contribution by all products becomes insufficient to
cover the total unassignable costs, broad policy decisions are required (i.e,
product or product line deletion or curtailment of the unassignable expense
costs).

Under this approach to the problem, all unassignable costs are lumped together
as a basket of costs and no assignment to specific products is made. While this
limits the precision with which profitability by produets can be analyzed, it is
a fact of the operating environment to which the decisionmaking process must
be accommodated. The problem of cost determination by product, which is
envisioned in the provisions of new subsection 482(b), would require a computa-
tion which is not considered feasible by certain industry taxpayers for purposes
of their own internal operations.

Assignment of research and selling costs to specific products

Research costs represent a major cost element in a number of industries as,
for example, in the chemical-pharmaceutical industry. Frequently, however,
research expense may not be assigned to any existing product. In addition, the
ultimate assignment depends on the outcome of unknown future events (i.e.,
technical outcome of the research product and the commercial success of any
product or process developed). The problem of research cost allocation is so
complex that a workable solution of relating research cost to specific product has
not been found in the industry.

The problem of assignment of research cost is further complicated where some
products are developed through company research, others are manufactured
under license agreements, and still others where the profit is substantially
attributable to industry know-how; in this not uncommon situation, any arbi-
trary percentage assignment of research costs would produce an inappropriate
result. Because of difficulties such ag these, it has been general industry practice
to expense research costs on a current basis. 8o difficult are the accounting prob-
lems involved that this expensing practice was concurred in by the Internal
Revenue Service even before the advent of the 1954 code.

Marketing costs represent another substantial area of expense which industry
cannot allocate reasonably on a direct basis. Substantial marketing costs are
concerned with the original and early development of a market, with such costs
leveling off as product acceptability and higher sales are established.

Another difficulty in the assignment of marketing costs arises from the fact
that the marketability of an item overseas is influenced by the image of that
product in the U.S. market. A leading U.S. product resulting from a substantial
investment in U.S. marketing effort can have an enhanced position in oversea
markets. Conversely, an item which becomes well established in the more
dpvel_oped oversea markets directly gains in U.8. markets by virtue of its recogni-
tion in competent circles abroad. This is particularly apparent in the ethical
p.harmaceupcal areas where the recipients of the marketing effort are a profes-
sional medical group with established channels for an international exchange
of curr.ent de_velopments in the medical field. Where a product is introduced
do;nestwally, its introduction program overseas will be determined by experience
gained from the costs of the U.S. introduection. Similarly, where a product is

;ntroduce_d overseas, there is a direct reference with respect to its domestic
introduction.
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Further, with respect to the assignment of marketing costs to products, there is
a substantial timelag in that marketing costs may be incurred during one
accounting period which show up in the profit results of a subsequent period.
Additionally, many selling expenses other than specific advertising are directed
to a general line of products. However, they cannot be assigned on an average
basis since frequently there is greater emphasis on the more profitable products
or product representing a particular problem at a given period of time (i.e.,
seasonal products, high inventories). Management normally considers that it
is not practical to establish accurate product assignment records for this general
type of selling effort.

An additional complication with respect to selling expense arises from the
direction of the sales effort as, for example, the pharmaceutical industry
practice of promoting sales through the medical profession rather than to the
consumer. This results in a substantial amount of selling effort being devoted
to image building rather than to an immediate sale of a specific product.

It is recognized that where overhead and indirect costs to be assigned on
an arbitrary basis are some 10 to 30 percent of total costs, the arbitrary nature
of the assignment may not be significant in the end result. But in a number
of industries, as in pharmaceuticals, the proportion of allocable indirect and
overhead costs may run from 70 to 90 percent of total costs. Thus, arbitrary
assignment of such expenditures on a product-by-product basis could result in
a material distortion of profit allocation.

Assignment of costs to products on a worldwide basis would be further
complicated by widely diversified product mix between different entities in-
volved in international transactions, divergent methods of manufacture and
distribution, uneven participation in research programs by domestic and for-
eign companies, fluctuating currency exchange rates in certain countries and
differences in accounting methods, as well as the problems of distance, com-
munication, and languages which affect transactions between countries.

Need for detailed property, income, and expense records

A number of the difficulties in determining income and allocation factors
have been suggested when related to an accounting system which does not
develop the basic cost data required by the proposed allocation method. Every
taxpayer engaging in transactions contemplated by subsection 482(b) would
be faced with a decision either to adopt its accounting system (and that of its
foreign subsidiaries) to develop the required information, or set up certain
special-purpose records to accumulate information related only to those sales
to which section 482 might be applied. It is probable that the latter alterna-
tive generally would be preferable since it concerns only a fraction of the total
transactions of U.S. and foreign entities.

The special-purpose records might consist of analyses setting forth as a
minimum, in the case of the U.S. company, date of sale, customer name, de-
seription of product, package style, quantity, unit price, total price, and direct
costs. Where this data is already accumulated by machine accounting, it may
suffice to take off monthly totals of the foregoing information by customer
and by product. Thereafter, the company is faced with the problem of assign-
ing indirect costs and selling and research costs as previously outlined. In
addition, some listing of property used in the production, distribution, and
sale would be required. This could well be more formidable than the assign-
ment of costs and expenses.

Similar records would be required of foreign subsidiaries in such form as
deemed necessary by the taxpayer. Since foreign currencies will be involved,
translation into U.S. dollars will be required, presenting some complication
in the case of fluctuating currencies. The U.S. taxpayer will be put to the
expense of setting up the special records both here and abroad, the added cost
of currently maintaining such records, summarizing at yearend and presumably
periodically auditing the records for accuracy. To the extent additional com-
pensation and expense are incurred here and abroad in order to obtain the
information required solely for U.S. tax compliance, the question arises whether
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the added cost is assignable to the United States in effecting such business
transactions.

Taxpayers would not choose to keep unnecessary records but,_whgn they are
required, would have to be assured that they are properly maintained. This
does not appear to be an easy matter for internal control. Furthermore, the
Internal Revenue Service would find it extremely difficult, time consuming, and
expensive to audit such records and presumably would have to rely in large
measure on the data presented by the taxpayer.

To avoid these difficulties and to permit proper and reasonable compliance
by the taxpayer and audit by the Internal Revenue Service no information
should be required which cannot be maintained conveniently on a current basis
and from accounting records reasonable and normal in the taxpayer’s business.

APPENDIX B

ForEIGN BASE COMPANY SALES INCOME OF A CONTROLLED CORPORATION-—CASE
STUDY OF SUBSIDIARY OF U.S. CORPORATION

In order to illustrate some of the practical difficulties confronted in determin-
ing certain sales income which may be taxable under subpart F, the typical
situation of a foreign subsidiary should be considered. In this case the subsid-
iary is incorporated in and has manufacturing plants in a single large country.

As in the case of its American parent, subsidiary is not presently restricted as
to where it acquires its raw materials, semifinished and finished products for
sale. Similarly, it is not restricted in seeking customers and, accordingly,
makes substantial sales outside the country of its incorporation. It is operated
under an independent management which, undouptedly, in large measure
accounts for its profitable operations and ability to return substantial dividends
to its American parent.

It is located in a developed country, but between 30 to 40 percent of its sales
are for export. Its export sales in 1961 were to customers located in approxi-
mately 40 countries. Some of these sales were to parent and affiliated companies
both within and without the United States. The balance of the sales were gen-
erated both within a foreign country and through customers in the country of
incorporation who, in turn, had affiliates abroad. Undoubtedly, some of its sales
to customers in the country of incorporation were destined for export to other
countries.

Its line of products includes some 700 different items which were sold in
1961. Approximately one-third of these items were manufactured by subsidiary
and the balance were purchased from affiliates and others for resale. In order
to have a full line of products subsidiary would have to offer resale items to
its customers until such time as it could economically manufacture the product
itself.

The major source of subsidiary’s material and products may be classified in
the several groups set forth below :

(1) Finished products, manufactured, packaged, and labeled by affiliated
companies in the United States and Canada and bulk materials from such affiliates
resold by subsidiary without further processing.

(2) Finished products obtained from affiliated companies in the United States
and Canada and packaged, labeled, and sold by subsidiary.

(3) Raw materials obtained from affiliated companies in the United States
and manufactured and sold by subsidiary.

(4) Raw materials and finished products not of United States or Canadian
origin purchased by subsidiary from other intercompany sources.

(5) R:av_v materials purchased locally and manufactured and sold by subsidiary.

(6) Finished products purchased from unrelated companies both within and
without the country of incorporation of subsidiary.

It is pbvious that a large volume of the sales of subsidiary would be classed
as fore:lgn base company sales income as defined in section 952 (e) (2). To
determine whether such income equals at least 20 percent of the gross income
of subsidiary, it would seem necessary to trace, on a product-by-product basis,
the flow from sources outside the country of incorporation to delivery to cus-
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tomers outside of such country where an affiliated company is in anyway engaged
in the purchase or sales transactions. In the case of certain products purchased
in bulk and packaged and labeled by subsidiary, it msut be determined whether
this is an ineludible or excludible sales transaction.

Only subsidiary would be in a position to determine the required information
and it seems questionable whether in the present case this can be done reason-
ably and accurately. The U.S. parent would have to participate in any survey
to determine whether such information could be obtained and presumably
would have to assume the expenses of any recordkeeping installed to provide
the information.

Accumulation of this information would be necessary whether or not the 20-
percent test is met, not only to comply with the law but to have the support
to enable audit by the Internal Revenue Service.

The foregoing case study is not unique but may be faced many times over
by American companies with subsidiaries operating in foreign countries where
effective income rates may be higher as well as lower than those currently in
effect in the United States.

APPENDIX C

ANALYSIS OF FINANCIAL STATEMENTS OF A BRITISHE SUBSIDIARY IN TERMS OF
PrOBLEMS PRESENTED IN COMPUTING ‘“HARNINGS AND ProrFITS” UnDER U.S.
Tax CONCEPTS

(1) Freehold, leasehold, land, buildings, plans, vehicles, and furniture at 1930
valuation or subsequent cost less depreciation

It will immediately be seen that for U.8. tax purposes the 1930 valuation is
meaningless. Furthermore, subsequent sterling cost would have to be revalued
by determining first how the assets were acquired, and second, whether acquired
before or after the September 1959 sterling devaluation date. The problem
of tax basis is further complicated by the fact that a portion of these assets
are located in European countries and were acquired in currencies of those
countries, some of which have been subject to their own exchange variations.
Some of the properties may also have been acquired by exchanges or trade-
ins, giving rise to the inquiry whether, under the U.S. revenue laws in force on
the date of the exchange or trade-in, a substitute or other basis applied and
whether the book basis reflects the proper tax basis. In the case of a trade-in,
the basis of the property turned in would likewise have to be established.

Following the determination of tax basis, we would then be required to turn
our attention to the annual allowance for depreciation. Tax systems relating
to depreciation vary between the United States and other countries as well as
between and among such other countries. Some permit or require the applica-
tion of methods completely foreign to the allowance granted under the tax
laws of the United States. In order to determine current and accumulated
earnings, a determination would have to be made as to the amount of deprecia-
tion allowable under U.S. tax laws applicable to each year subsequent to the
acquisition date, even though the earliest acquisition may have occurred many
years ago. Even in the case of property no longer on hand, it would in many
instances be necessary to recompute depreciation applicable to it before its
disposal.

Further, there is no provision in the bill as it now stands regarding the
exercise of the many elections a U.S. taxpayer is required or permitted to make..
In the case of depreciation, these elections include the choice of methods in
general, and, since 1953, the choice of one of the accelerated methods. Will the
controlled foreign corporation be permitted to elect retroactively as well as
prospectively one of these methods? Secretary Dillon has stated that the
Treasury will permit foreign corporate earnings and profits to be computed with
the benefit of elections similar to those which are available to domestic cor-
porations. However, if foreign laws or other reasons prevent a revision of the
corporation’s records to the U.S. method, it is doubtful that it would be prac-
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tical for the U.S. shareholder to make the election and attempt to keep running
records of different depreciation reserves involving adjustments for dispositions.
Retroactively, the data would generally not now be available to make such a
recomputation.

(2) Investments at cost less amounis written off

Again, the problem is one of determining tax basis. Are the U.S. tax con-
cepts to be applied to acquisitions that might, or might not, have qualified for
a substituted basis? Also involved are the currency exchange problems to
which reference has been made. How do we now determine whether the
investment involved a reorganization under U.S. law, whether it was a ‘“stock”
or “security,” and all the other questions which are complex enough in the case
of current U.S. corporate transactions.

The balance sheet used as a basis for this memorandum shows that the
investments are not carried at cost, but at cost less amounts written off. The
nature of the write-offs, the times they occurred, and their effect would have to
be determined with respect to each individual investment in order to deter-
mine tax basis for U.S. tax purposes.

The proper treatment of such items as dividends, stock splits, and similar
corporate financial transactions would also have to be resolved. Hach determina-
tion would necessarily be made in terms of prevailing currency exchange condi-
tions as of the time the transaction occurred. While this is comparatively long
in terms of sterling exchange restrictions, it will be much more complicated
when the investments involve francs, marks, guilders, pesetas, and so forth.

(3) Stocks at the lower of cost and net realizable value

It will be noted here that even though we are dealing with a British corpora-
tion, interpretation is necessary.

The term “stock” refers to what in the United States would be called inven-
tories., Again the question arises as to how inventories will be valued, a critical
consideration in the determination of profits for any particular year as well as
accumulated earnings in general. By choice, or by reguirement, inventory
methods employed by the foreign corporation may be at variance with those
applicable under U.S. law. For instance, the inventories may not include any
overhead or may include material on an unacceptable basis. In the United
Kingdom, fixed overhead is frequently, if not usually, expensed. Further, we
again have the problem of elections. Under U.S. law, taxpayers may elect, for
example, the LIFO method of inventory and adhere to it thereafter. Will the
foreign corporation be permitted to restate foreign inventories by retroactively
electing LIFO? Will it be bound by cost if that method has been employed, or
will it be permitted to elect cost or market? Assuming it may elect LIFO, for
U.8. purposes, can a U.S. shareholder maintain the records required to give
effect to LIFO independently of the corporate records themselves?

(4) Debtors, bills receivable, and payments in advance

Aside from currency exchange problems, the matter of elections again arise.
U.S. corporations may elect for tax purposes to use the reserve method for bad
debts. However, such election is to be made on the first return of the U.S.
corporation. Will this election be made available retroactively to the foreign
corporation? Will the fact that the foreign corporation, on its books or its
annual reports, provides or fails to provide a reserve have any bearing on the
right of election? How will the records be kept if the foreign taxing authority
and the. Intgrnal Revenue Service differ on the reasonableness of the reserve?
How will this or other elections be made by U.S. shareholders if they differ, as
they well may. If there are two U.S. stockholders, one owning 40 percent and the
other 25 percent of the stock. the first being in a loss position and the other in
an income position, how and who will dictate the making of the elections?

(5) Cash at bank and in hand

This is the only item which does not present too serious a problem except

for currency exchange adjustments. However, it is also generally the smallest
item on the balance sheet.

(6) Profit and loss

We bave not to this point touched on the profit and loss accounting of the
foreign company. _In the case of British companies and many others, this is
customarily stated in a form so abbreviated and so at variance with U.S. customs
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that it would almost appear impracticable to comment on it. However, it may
be appropriate to mention some of the problems not previously referred to which
will require solution in order to determine subpart F income.

One of the more important areas is that involving research, experimental and
patent costs. Many foreign corporations expense all costs pertaining to patents.
The bulk of these at least until very recently have not been allowable as deduc-
tible items under U.S. laws. It would therefore be necessary in the case of
any company which had secured patents to determine the basis of such patents
for the purpose of amortization. It is not unusual for foreign companies to
make international patent arrangements of a very complex nature which would
make determination of basis difficult in the extreme. Allied to this problem
would be the proper treatment of research and experimental costs which again
involves an election under existing U.S. law, an election no foreign corporation
has had occasion to make. It must be remembered in this connection that there
is no reason to expect such costs to be accumulated, segregated, and earmarked
in a2 manner making identification easy. Anyone who has attempted to deter-
mine which foreign taxes are income taxes will appreciate the difficulty of
identifying foreign accounts through the translation of the names used in
foreign countries to describe them.

Another area of more than potential difficulty arises in those instances in
which foreign corporations provide pensions for their employees. Obviously
such pension plans were created in a form which would comply with the legal
and tax requirements of the jurisdiction in which the employer operates. The
foreign requirements will normally differ materially from the requirements to
be complied with in order to obtain approval under the United States Code.
It would be the rare instance in which a foreign plan would be acceptable under
the U.S. requirements. Are confributions to pension and profit-sharing plans
approved for foreign tax purposes to be disallowed because not approved by
the Internal Revenue Service? For example, what effect will be given to con-
tributions deductible under the foreign law but nondeductible as an advance
or prepayment under the U.S. tax law?

Possibly one of the greatest difficulties in obtaining necessary data would
relate to transactions which occurred in years long past as to which the foreign
corporation had no reason to maintain long-term records. For example, in the
case of past subsidiary liquidations, the acquired assets may have been placed
on the foreign parent’s books at appraised values or at some other valuation
completely at variance with U.S. tax concepts.

Another such area giving rise to the same type of problem would be major
expenditures for what under foreign law or customs were considered charges
against current income such as repairs, but which under U.S. standards should
have been capitalized and subjected to depreciation. It will be difficult, or,
more fairly stated, impossible, in many instances for the U.S. shareholder to
determine whether many years ago the foreign corporation charged to expense
some large expenditure such as the cost of complete renovation of a building or
plant, which under U.S. laws should have been capitalized.

In all that has been said up to this point, we have considered only the deter-
‘mination of annual income, and earnings and profits, of the foreign corporation.
Under the bill, this is in reality only the first step. The earnings and profits
of the foreign corporation would then have to be allocated to (1) subpart F
income, (2) subpart F income invested in nonqualified property, (3) earnings
other than subpart F income invested in nonqualified property, and (4) other
earnings and profits.

It is not clear whether these accounts would have to be kept in foreign cur-
rencies or U.S. dollars, nor just what effect changes in the conversion value of the
foreign currency from time to time would have on these accounts. Nor is it
clear how fluctuations between these accounts would be treated.

The bill sets forth rules for the taxation of increases in amounts invested
in nonqualified property but does not seem to deal at all with what happens
when there is a decrease. It would appear possible that without any increase
in the aggregate accumulated earnings, repeated increases and decreases in the
relative amounts invested in nonqualified as compared to qualified property
might result in the taxation of amounts in excess of the actual net increase in
nonqualified investments.

The CraremaN. Thank you very much, Mr. Horne.
Any questions?
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Senator Morton.

Senator MorroN. Mr. Horne, I don’t know whether your pages are
numbered the same as mine but on page 5 of my draft, the effect on
less developed countries, at the bottom of page 4 and then the conclud-
ing sentence in that paragraph on page 5, the income of the sales sub-
sidiary would be subject to current U.S. income tax whether or not
the income was reinvested in further distribution outlets in other
South American countries. )

I think you have made a correct statement there in your analysis
of the May 31 draft. )

Don’t you think that is diametrically opposed to the philosophy
of the Alliance for Progress, in particular Secretary Dillon’s state-
ment that we had to get $300 million a year from the private sector for
investment to make thhe Alliance for Progress work ?

Mr. HorNe. Certainly it puts substantial restrictions on it, Senator.
That is correct. It seems to move in the opposite direction from the
philosophy of the Alliance for Progress.

Senator Morron. In other words, we implemented a program here
last year, some of us are not too happy with the results, but at least we
are all hopeful it will work and here we are asked to legislate in a
tax matter to discourage that $300 million or a portion of that $300
million that the program itself envisages as being the responsibility
of the private sector of the economy.

Isn’t that statement of mine basically correct ?

Mr. Horne. That is correct, sic. This appears to be a completely
different approach from the prior draft which would have permitted
the reinvestment in the less developed countries.

So to that extent it seems to be moving in the opposite direction,
even from the House bill.

Senator MorTon. Mr. Horne, several witnesses in the hearings have
referred to the difficulties of applying to a foreign subsidiary the U.S.
income tax rules for determining earnings and profits.

Do you consider this a problem under the May 31 draft?

Mr. Horne. Yes, Senator; that is a very substantial problem. We
have gone into that in considerable detail in our supplemental state-
ment which I have requested permission to be filed with the record.

The reason that we have gone into such detail is that this is one of
the really most difficult of the administrative problems presented by
the old section 13 and it runs throughout the new draft.

In other words, you have to make these determinations based on
facts going back to the beginning of your foreign corporation and you
may not have the records still available to make these determinations.
Also, the new May 31 draft says you have certain elections that you
can make under U.S. tax concepts, but there are some very difficult
questions as to when these elections are to be effective, how you would
apply them and whether you would have the information to apply
them even if you made them. Because of these very difficult problems
we think this is one of the areas in which the administrative require-
ments are so difficult that it will be practically impossible to comply
with them.

Senator MorTon. Then the problem is different from the determi-

nation of earning and profits for purposes of adjusting the foreign
tax credit ?
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Mr. Horne. Well, theoretically the determination of profits and
earnings for foreign tax credit is the same. Of practical necessity the
computation of earnings and profits for foreign tax credit is currently
being done by using the actual earnings and profits of the foreign
subsidiary under foreign law, rather than trying to go back and re-
construct an entirely new set of figures under U.S. concepts. If this
procedure has been required of necessity in the case of foreign tax
credit, it seems to us it would be demanded in the much more extensive
and difficult determinations under section 13. Of course that would be
contrary to the requirements of the legislation, so in effect the
Treasury is asking for legislation which is going to be a nullity on
the books if it is enacted.

And this, we think is bad legislative policy.

Senator Morron. The Secretary, in testifying on another subject,
said that he might have no objection to accepting criteria for the
designation of developed and less developed countries.

Do you have any suggestions along that line, any type criteria that
might be used ¢

Mr. Horne. As we understand the draft, sir, the executive branch
would determine by executive order which countries qualify under the
description of the less developed countries, except of course, the stat-
ute, as drafted, specifies 21 countries not to be listed as less developed.

Now, if the committee were to consider this type of legislation, it
might make more sense to say that all countries other than those 21
countries shall be less developed, and then permit the executive branch
after sufficient notice to delete countries when they no longer qualify
as less developed. At that time it might be desirable to have some
kind of a review by the legislative branch such as the Congress does
in reorganization plans. )

That way you would give the maximum opportunity to taxpayers
to plan their affairs in advance and of necessity revise their long-range
policies for planning investments overseas. Furthermore, they would
have a much greater degree of certainty than under the present
language. )

Senator Mortox. You have voiced a number of objections to this
May 31 draft to section 13. o

What would be your views as to the desirability of restricting the
taxation of foreign based company income to those instances in which
income is unreasonably accumulated in a foreign corporation and is
not reinvested.

Which is along the same lines, I think, that Senator Kerr posed to
the previous witness. ]

Mr. Horne. Well, sir, our basic approach is that section 13 really
isn’t necessary. There is certainly ample authority under the present
section 482, to reach the cases of tax avoidance. I know you are con-
cerned with the avoidance of U.S. income taxes and I think I can
assure you that the Internal Revenue Service, and the Treasury have
ample authority under 482 to get at those cases.

It may be necessary to give them authority in some cases to get more
information. But I think the recent legislation passed by the Con-
gress will provide the information requested. As a practical matter
we haven’t really had a chance yet to see Whether or not these addi-
tional information requirements, when they are fully enforced and
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administered by the Internal Revenue Service will give the Treasury
all that it needs to reach the tax abuse and tax avoidance case. .

Essentially, section 482 operates as an in terrorem measure and it
gives the revenue agent a chance to impose some very stringent ideas
of his own as to what constitutes tax avoidance or as to when income
is being diverted for U.S. income tax purposes. )

So, I think there is ample control now in section 482 if the Treasury
and Internal Revenue Service carry out their new program in adminis-
tering that section. )

So, I don’t think that this section 13 is necessary. But if the com-
mittee did think something like section 13 had to be enacted we would
hope there would be something like this unreasonable accumulations
provision added to the foreign-based company income because I think
1t is only there that you have any real problems of accumulating funds
abroad.

And this is essentially——

Senator MorroN. But you don’t want to imply that 482 prevents, as
it is today, the accumulation of unwarranted or unreasonable accumu-
lation of capital abroad. I mean we would have to put something in.

Mr. Horne. Well, that is true.

As a practical matter the publicly held corporation, simply does
not keep its funds unreasonably accumulated abroad. It can’t afford
to. It has to reinvest them or bring them back. For this reason we
feel, as far as the publicly held corporation is concerned, there will be
no unreasonable accumulation. However, if additional legislation is
thought to be desirable it could perhaps be enacted as an enlargement
of the foreign personal holding company provisions relating to closely
held corporations,

Senator Morron. I agree with you there is no unreasonable ac-
cumulation of publicly owned corporations because the stockholders
wouldn’t hold still for it under our incentives which bring about in-
vestment in a foreign corporation or domestic corporation.

Stockholders meetings in this country are replete with demands
upon management that they pay out more in dividends.

But there are those on this committee who keep harping on this
point and what I am trying to develop is an answer to that argument
Just because it is permissible under the law to leave it there is no sign
1t iﬁlleft there because of the pressures that generate from the investing
public.

They wouldn’t invest in such a corporation, if they are going to have
all their money tied up in Switzerland, Panama or some place else.
But there seems to be so much apprehension on the part of some on this
committee that we ought to do something about this that I was wonder-
ing if it wouldn’t be practicable to apply what we have with respect
to domestic corporations rules of unreasonable accumulation apply
to foreign subsidiaries of American corporations.

Mr. Horne. If the committee thinks that that is a real problem un-
der the existing practice, then perhaps the foreign base company in-
come approach could be used to provide for current taxation to the
extent that income is unreasonably accumulated. We really question
whether that is necessary under existing law.
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Senator MorTon. I am not too concerned either, but looking down
the road ahead I just wanted to get your views on this because I know
you have vast experience in this field.

Senator Wirriams. Would the Senator yield at that point?

Senator Morron. I would be happy to.

Senator WiLriams. I think section 531 deals with questions of un-
necessary accumulations and the question arises perhaps that does
not apply to the accumulations of foreign subsidiaries and if I under-
stand the question from the Senator from Kentucky right and one to
which I would like to get the answer, how would you feel about
amending section 531 if it needed to be amended to make it apply to
the accumulation of earnings of foreign subsidiaries.

Do you think that would answer the problem ?

Mr. Horne. As I understand the question, Senator Williams, in
effect you are saying, that to the extent that something needs to be
done, you would attack the unreasonable accumulations through that
particular section.

Now, irrespective of which section it is put into, I think the prob-
lem basically is whether there i1s any need for such a provision in the
case of a controlled foreign corporation abroad which is owned by
a publicy held U.S. company.

I think the answer clearly has to be “No,” because the U.S. stock-
holders as Senator Morton pointed out, simply won’t stand for the un-
reasonable accumulation of funds abroad. The publicly held U.S.
company is quite different from a closely held company where a few
individual stockholders might find some advantage in accumulating
funds in a foreign pocketbook.

Senator WrLriams. I am inclined to agree with the Senator from
Kentucky, if he will yield, this may not be the answer but I just raise
the question as to how, in your opinion, an amendment to section 531
assuggested, would effect it.

Mr. Horne. Mr. Sherfy might like to answer that.

Senator WiLrLtams. Which would answer this criticism we are get-
ting sometimes as to excessive accumulation.
knWhether there would be a better way to approach it or not, I don’t

ow.

Thank you, I thank the Senator from Kentucky.

Senator Morron. I think any other is a better way; I can’t think
of a much worse way than what we are trying to do in approaching it
in this bill.

Any way would be a better way. In the first place, we are dealing
with tax havens. Some people assume that any company that in-
corporates a subsidiary in any of these countries under the slang ex-
pression of a “tax haven,” that they do so only to abuse a privilege
and do so only because of tax motivation.

In this country, many companies were incorporated in Delaware
and other States because there are many business advantages in that,
and T think we have to look at this in that same broad sense.

If there i1s any way to spell out in this bill the abuses, and there are
some, because of this tax haven operation, I would be for it. But this
May 81 document leaves me just about as cold as the original pro-
posal, and I am coming more to the opinion we will have to approach
it, if we have to approach it at all, through forcing the foreign-owned
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subsidiaries to pay out dividends when the accumulation is shown to
be unreasonable and unnecessary for the expansion of their business
In that country or in any other country, developed or underdeveloped.

I think that our balance of payments would be better off if we
forget the section that we are discussing here now and I think another
thing that you will find will be the costs from an administrative stand-
point on the companies, the accounting costs and so forth, involved in
this proposal. 1 am glad you have submitted this long supplement
here and I hope we do put it in the record. I think it should be in the
record. Those accounting costs will far exceed any possible recovery
to the Treasury of the United States in dollars.

Mz, Horne. That is correct.

Senator MorToN. I thank you, Mr. Chairman.

The CraRMAN. Any further questions?

Thank you very much, Mr. Horne.

The Chair will insert in the record these two documents:

Statement of William M. Adams for Sprague International, Ltd.,
and letter dated June 15,1962, of Roy S. Jones.

(The documents referred to follow:)

STATEMENT OF WILLIAM M. ADAMS, FOR SPRAGUE INTERNATIONAL, LTD., ON
H.R. 10650

I am William M. Adams, president of Sprague International, Ltd., a subsidi-
ary of Sprague Hlectric Co., North Adams, Mass., a manufacturer of electronic
components and equipment.

When I testified before this committee at the earlier hearings on H.R. 10650,
I enumerated the various obstacles our company has encountered in trying to
remain abreast of our foreign counterparts. At that time I stated that the
foreign income provisions of H.R. 10650 thrust an unjust burden upon our com-
pany and the many other U.S. corporations which are attempting to compete
effectively in foreign markets and suggested that section 13 of the bill passed
by the House be deleted or substantially amended.

We were, of course, heartened when Secretary Dillon appeared before this
committee on May 10 and indicated that substantial modifications would be
made in the direction of alleviating the harsh and unreasonable elements of
the section. However, when the draft of the Treasury revision of section 13 was
released we were astounded to find that some of the revisions proposed by the
Treasury are even more extreme and arbitrary than the measure that passed
the House.

Our company appreciates the opportunity to appear again before this com-
mittee to express its views on these new proposals by the Treasury.

The Treasury proposes to revise that portion of section 13 of the House bill
which would tax U.S. shareholders on a current basis with respect to income
derived by a controlled foreign corporation from any exploitation abroad of
U.S: developed patents, copyrights, and exclusive formulas and processes. Con-
ceding the unworkability of its former approach, the Treasury would now deal
w1th' the problem at the time the patent or like property is transferred to the
foreign company to insure “that patents will be transferred abroad in arm’s
length transactions producing a full U.S. tax at the time of transfer or on an
annual basis”.

Under the Treasury’s proposal if such property is sold to the foreign com-
pany, payments. to the U.S. parent would be taxed as ordinary income, rather
than capital gaing, as ig normally the situation under existing law. Apparently
the C[jreasul:y would expand the category of property which would be subject
to this ordma_ry income treatment so as now to include patents, inventions,
models, or designs (whether or not patented), copyrights, secret formulas and
processes, and other similar property rights.

’ljhe proposed revision by the Treasury can fairly be criticized on these two
major grounds :
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(1)‘There is no logical or equitable basis for taxing a U.S. company at ordi-
nary income rates in selling intangible property to a controlled foreign cor-
poration where the sale of the identical property to any other party abroad or
in the United States, including a controlled U.S. corporation, would produce
capital gains.

(2) In most circumstances, any royalty income received by a foreign sub-
sidiary from the licensing of such intangible property rights would be taxed
currently to the U.S. parent as ‘foreign personal holding company income”
under other provisions of section 13. In effect, then, the United States would
first levy a tax at the time the patents or other rights are transferred to the
foreign subsidiary, and thereafter tax royalties collected by the subsidiary
from the licensing of these same rights. This consequence is especialy oppres-
sive when it is considered that of the various intangible properties covered by
the proposal normally only patents have the fixed life required to permit de-
preciation by the foreign company.

In a somewhat related area, the Treasury revision would create an addi-
tional category of income—called “foreign base company service income”’—
that would be taxed currently to the U.S. parent company even though earned
by its controlled foreign corporation. ‘‘Foreign base company service income”
is defined to include income derived by the foreign company in connection with
the performance of technical, managerial, engineering, architectural, scientific,
skilled, industrial and like services which are—

(1) performed or furnished for or on behalf of any related person; and

(2) are performed or furnished for, or in connection with business activ-
ities carried on by or on behalf of such related corporation outside the
country of incorporation of the foreign company rendering the services.

Our company presently has two manufacturing facilities within the European
Economic Community which receive technical and managerial assistance from a
related corporation located in Zurich, Switzerland. Valid business reasons
were the prime motivating factors which precipitated the establishment of the
service operation in Switzerland. Such a corporate structure enables us to
concentrate, in one entity, engineers with the requisite technical ability to re-
solve the problems which confront both manufacturing operations. Similarly,
the managerial personnel are able to coordinate the activities of the two manu-
facturing companies and establish uniform policies for both.

We found that the centralization of the aforementioned services in a single
entity eliminates the inefficiences and duplication of effort which are inherent
when these functions are integrated into each manufacturing operation,
especially in a situation such as ours where the manufacturing companies are
in their embryonic stages. Furthermore, such a unification of technical and
managerial ability in a single entity provides a solid base for further expansion
of our foreign operations.

We chose Switzerland as a situs for this service entity for several business
reasons. Geographically it affords a central location to the various countries
which comprise the Common Market. Communications within Europe, as well
as to the United States, are excellent. In addition there is a supply of local per-
sonnel with multilingual ability. .

We readily admit that Switzerland also has a favorable tax climate and that
such an arrangement results in some avoidance of foreign taxes. However, 1
believe that it should be emphasized that the taxes avoided or minimized are
Italian and Belgium taxes and not U.S. taxes. . .

Apparently, under the new Treasury “foreign pase company services income”
proposal it is of no significance to the Treasury if t]ne services rende_red by_ the
foreign company are bona fide and the compensation received by it entirely
reasonable. Nor is it persuasive that in the usual situation, in which services
are rendered by one foreign company for another, no avoidance of US tax' is
possibly involved. As I view it, to impose a U.S. tax because certan} foreign
taxes have been avoided, (in our case Italian and Belgium taxes), is a pre-

ogterous position.
P It is evid%nt that the proposals which I have covered are dir(_acted toward the
Treasury’s objective of making foreign jinvestment less attractive. However it
should be kept in mind that many U.S. corporations have already made Sl'lb-
stantial investments abroad in establishing foreign corporate structux"es wh}ch
will enable them to compete for foreign business on a parity with their foreign
competitors. Accordingly, legislation designed to discourage and destroy the
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utilization of such foreign entities with no corresponding increase to U.S. tax
revenues is manifestly unfair. . . . .

Moreover, these proposals by the Treasury which will serlou.sly impair the
competitive position of the U.S. companies abroad appear unrealistic in .hght of
the tariff wall presently being erected around the Kuropean Economic Com-
munity. This wall when it is completed will present an insurmountable bar-
rier to the exportation of U.S. finished products. Suffice it to say, those corpora-
tions which are not on the inside of the wall will forfeit this market to their
Huropean-owned competition.

In addition, it is axiomatic that without manufacturing operations on the
jnside of the Common Market, U.8. companies will lose not only finished products
exports but also the exportation of machinery, raw materials, and semimanu-
factured products, which is generated by the operation of a local manufacturing
facility.

We {n'ge that this committee reject the revision proposal by the Treasury. It
was hastily drafted with only one goal in view, the curtailment of U.S. private
business investment abroad. However, its operative effect also includes the loss
of exports from the United States as well as the concession of major foreign
markets to foreign-owned corporations. This is not the way for the United
States to compete in the battle for world trade.

Tue Coca-Cora ExrorT CORP.,
New York, N.Y., June 15, 1962.
Hon. HARRY K. BYRD,
Chairman of the Senate Finance Committee,
U.8. Senete Building, Washington, D.C.

DeAR MR. CrAIRMAN : This statement ig submitted to you in connection with
the hearings to be held by your committee on June 18 to 21 on certain amend-
ments to the foreign income provisions of H.R. 10650 which were recently pro-
posed by Secretary of the Treasury Douglas Dillon. A memorandum of the
foreign income provisions in general of this bill was submitted to you on April
30, 1962. It is respectfully requested that this supplementary statement be
made a part of the record of the above-mentioned hearings.

The section on which we wish to comment is section 13 of H.R. 10650, relating
to controlled foreign corporations.

On May 10, Secretary Dillon reaffirmed his basic proposal for the general and
complete elimination of deferral for controlled foreign corporations in developed
countries. However, he apparently recognized that this extreme viewpoint
would not prevail and made a number of liberalizing changes in certain details.
We welcome these changes, which effectively limit section 13 to the general area
of ‘“tax haven” corporations. However, we suggest that a further limitation
is necessary in order to prevent interference with certain legitimate business
operations, which may properly be carried on by foreign subsidiaries of U.S.
companies in so-called “tax haven” countries.

This can be illustrated by reference to the two best-known “tax haven” coun-
tries, Panama and Switzerland, which can be shown to serve and do serve a
useful and legitimate function for U.S. business abroad.

For example, bona fide business operations may be carried on by a Papama
subsidiary in the Colén free zone in the Republic of Panama. This zone is in
a strategic geographical location for light processing and warehousing prior to
reshipment to various countries in Central and South America. Such ware-
housing by a subsidiary of a U.S. manufacturer reduces the cost of carrying
inventories to many small customers in Latin America who often have inadequate
capital, qnd it permits them to be supplied rapidly when inventories are low.
Panama imposes a low rate of tax on sale of goods reexported from the Colén
ﬁree zone. It does not tax income from sale of goods which never come to rest
i)n i’anama, even though such sales are recorded on the Panama company’s

00ks.

Similarly, Switzerland is in a strategic geographical position to serve as sales
beadguarters for American businesses expanding throughout the European
Common Market and neighboring countries in Europe. The Federal Government
and a pumber of cantons impose tax at a low rate on income from sales made
by Swiss selling companies of goods located outside Switzerland.



REVENUE ACT OF 1962 4581

In both cases the ‘“tax haven” companies serve a legitimate function; in
Panama that of processing and warehousing near the customer, in Switzerland
that of the headquarters for a selling organization for Western Europe.

Realistically, a distinction should be made between such operations, which
serve a useful business purpose, and “tax haven” corporations which have few
or no activities abroad. A reasonable line of demavrcation is, in our opinion,
whether the income from such activities is subject to a foreign income tax or
would be subject to a foreign income tax if the country in which it operates were
to impose such a tax. A similar test is imposed by the United Kingdom for
qualification as an oversea trade corporation, which is entitled to deferral of
United Kingdom income tax.

We, therefore, suggest the following :

(a) That there be exempted from the terms ‘foreign base company sales
jincome” and “foreign base company service income,” as defined in section 954
of the May 31, 1962, draft of the Treasury Department, income received by a
controlled foreign corporation which is either subject to income tax imposed
by any foreign country or, if operations are carried on by the controlled foreign
corporation in a country not imposing an income tax, which would be subject
to foreign tax if a tax similar to the U.S. income tax were imposed by that
country. Income which does not meet these tests because of insufficient activity
in any foreign country would be taxed currently to the U.S. shareholder.

(b) That there be exempted from foreign personal holding company income,
for the purpose of section 954, interest and dividends received by a controlled
foreign corporation from a foreign company in which it holds a stock interest
of at least 10 percent, and 95 percent of the gross income of which meets the
income tax test mentioned in @ above.

Such provisions would in our opinion effectively differentiate between legiti-
mate ‘“tax haven” corporations and sham corporations having little or no
activity abroad.

It should be noted that the use of controlled foreign corporations in low-tax
rate countries serves ultimately to increase U.S. tax revenues when such profits
are distributed, as the foreign tax credit attributable to such distributions is
small.

Yours very truly,
Roy 8. JoNEs,
Ezecutive Vice President.

The Cuamman. The next witness is Mr. Donald H. Gleason, of the
National Association of Manufacturers.

STATEMENT OF DONALD H. GLEASON, CHAIRMAN, SUBCOMMITTEE
ON TAXATION OF FOREIGN SOURCE INCOME OF TAXATION COM-
MITTEE, NATIONAL ASSOCIATION OF MANUFACTURERS

Mr. Greason. My name is Donald H. Gleason. I am assistant treas-
urer of Corn Products Co., New York, N.Y.

I appear here in behalf of the National Association of Manufac-
turers, as chairman of the Subcommittee on Taxation of Foreign
Source Income of its Taxation Committee.

Mr. Harold H. Scaff, chairman of our taxation committee, appeared
before you on April 3 in opposition to H.R. 10650 as a whole. )

My statement deals with the May 10 amendments in their relation
to the overall thrust of the administration’s proposals for additional
taxation of foreign business earnings.

Since the administration submitted these proposals to the Congress
a year ago, we believe there has developed a better appreciation of
the importance of foreign business operations to the national interest.
Nevertheless, the administration has made no fundamental change in

82190—62—pt. 11——12
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its objectives as regards taxation in this area. On May 10, the Secre-
tary of the Treasury stated to you:

We remain convinced that our basie proposal for the general elimination of
deferral for operations in developed countries would be the most equitable and
appropriate policy.

We assume that use of the adjective “equitable” refers to the alleged
“privilege of deferral.” Equity requires, we feel, that a taxpayer
should never be taxed on income before he receives it.

Also one might infer from the adjective “equitable” that the timing
of the taxation of subsidiary income is now different as between for-
eign and domestic subsidiaries. This is not so. The foreign subsidi-
ary pays its foreign taxes to the governing jurisdiction as its income
is earned. The domestic subsidiary pays its domestic taxes as its in-
come isearned. The parent corporation pays its taxes when it receives
dividends from either source. It would be a discrimination to tax
foreign subsidiary income in advance of dividend remittances.

Looking at the economic case made by the administration, it appears
to seek, first, to force premature repatriation of foreign earnings on
which current domestic tax would be paid, and second, to discourage
new foreign investments—both in order to improve the balance-of-
payments situation.

The record of hearings before this committee, and before the House
Ways and Means Committee, is replete with evidence that precisely
the opposite result would be achieved.

American industry wants to do all that it can to help solve the
balance-of-payments problem.

However, it does not like being made the villain of the piece. The
balance-of-payments problem is the result of our foreign economic
policy since World War IT.

For many years a primary objective of this policy was to run an
adverse balance. While our policy is now the contrary, our com-
mitments abroad continue. We do not mean to suggest an abrupt
or wholesale elimination of these commitments, but we do believe
that emphasis should be kept on the basic cause of the trouble and,
especially, we believe that industry’s role as regards the balance of
international payments should be understood and appreciated.

Without the contribution of American industry to the favorable
side of the international balance of payments, the problem today
would be much aggravated.

Industry contributes to the favorable side of the balance in two
respects:

First, by its exports; and

Second, by the income derived from its foreign investments.

These two factors are interdependent. Foreign investments pull
exports with them, and exports increase the need for foreign invest-
ment. To achieve optimum volume and efficiency, the factors of pro-
duction and marketing are just as inseparable in foreign business
operations as they are in domestic. To attempt to favor one, and
penalize the other, is but to penalize the whole. If foreign business
operations are handicapped, by additional tax imposts or in other
ways, there will be adverse effect on the balance of payments.

In his testimony before this committee on May 10 and 11, the
Secretary of the Treasury seemed to be saying that it is necessary
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to provide tax discouragement for contemporary exports of capital
because our Government does not impose export controls on capital.

It is unthinkable that such controls should be contemplated in
America. Equally we certainly should not consider doing 1ndirectly
that which we would not directly.

Suppose, however, that tax discouragement of foreign business
operations had been instituted in this country in, say, 1950.

Could there be any question but that the balance of payments today
would be even more adverse ?

Facing the realities of the future, can we believe that there would
be a different answer?

Turning now to the proposed amendments to section 13, as we
understand them they would tighten up the proposed taxation of
so-called tax haven operations, but would loosen up somewhat on the
proposed taxation of the undistributed profits of foreign subsidiaries
operating in developed countries.

This 1s a recession from the original effort to fully tax the un-
distributed profits of all subsidiaries in developed countries. The
proposals then are in a sense an improvement over the original, in
that a bad situation is made somewhat less bad.

The proposals make no distinction as between base companies
which unquestionably serve our national interest and those which
perhaps do not. We agree that question can be raised as to a base
company utilized for the diversion of U.S. income. This is most
frequently accomplished through improper intercorporate pricing.
This practice can and should be stopped by more rigorous application
of section 482,

The letterhead or paper company transactions can be controlled by
the form-over-substance rules in the present case law.

The legitimate and proper use of the base company is to divert in-
come from high income tax rate countries to low income tax rate
countries. This is accomplished generally through royalty arrange-
ments and/or service fee contracts; and also by trading operations.

Under these mechanics, tax deductions for example in France,
Germany, and England become income in, let us say, Switzerland. The
result is to reduce foreign taxes, and to increase the potential of U.S.
taxes. By stifling these mechanics, American business would be
placed at a disadvantage with its foreign competitors.

There would be a reduction in foreign generated capital and re-
sulting adverse effect on the balance of payments. The U.S. revenue
would suffer for two reasons: first, because of the lower capital ac-
cumulations to produce earnings, and second, because those earnings
would be subject to higher tax rates abroad, leaving a smaller margin
for tax in the United States.

How under any theory whatsoever the minimizing of foreign taxes
can be anything but beneficial as a whole to the United States escapes
us.

Aside from the fact that it would continue to prematurely tax cer-
tain foreign operations which are beneficial to the United States, the
complexity of amended section 13 staggers the imagination.

It is impossible to believe that such provisions could be administered
uniformly and equitably as between different taxpayers.
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The May 10 amendments do not deal with the subject of gross-up,
which would impose greater U.S. tax on dividends received by do-
mestic corporations from foreign subsidiaries.

The record of hearings before this committee, and the House Ways
and Means Committee, puts in solid dispute the alleged reasons of
equity for this proposal. ) .

In reducing after-tax earnings of American corporations, there
would be less capital for both domestic and foreign investment.
Gross-up would have the most adverse effect on business operations in
the less developed countries where tax rates generally are in the middle
range.

Itg would have the last effect on operations in major European coun-
tries where tax rates approximate our own, and in tax haven coun-
tries where only nominal tax rates obtain.

Whatever may be the justification for technical amendment of the
tax law in regard to foreign business earnings, this matter should be
deferred until the total thrust of legislation is limited to this objective.
More specifically, there has not been, is not, and could not be an eco-
nomic case for either increasing the tax load on foreign business earn-
ings or for premature imposition of tax on such earnings. Any move.
in these directions simply wouldn’t serve the national interest.

We therefore continue to oppose the complex of foreign tax provi-
sions, including amended section 13 of H.R. 10650, and urge that they
not be favorably acted upon by this committee.

The Cramrman. Thank you very much, Mr. Gleason.

Any questions?

Senator Kerr. Your primary objection to the amended section 13
is contained in your one sentence on page 4 :

The May 10 amendments do not deal with the subject of gross-up, which
would impose greater U.8. tax on dividends received by domestic corporations
from foreign subsidiaries.

Mr. Greason. Sir, that is not my primary objection to the bill.

Senator Kerr. Well, is that your secondary or your third one?

Mr. Greason. T object toit; yes, sir.

Senator Douveras. Mr. Chairman.

The CrarmaN. Senator Douglas.

Senator Doueras. I notice that the witness testifies in opposition to
the May 10 amendment, but I thought what we had before us were the
amendments of the May 31 contained in this document, and T wondered
whether you

Mr. GreasonN. You are quite right, sir. The document on May 31
came as a result of Mr. Dillon’s testimony on May 10. I stand
corrected.

Senator Doueras. You make the same objections to the May 31
amendments as are contained here in your statement.

Mr. Gurasow. No; I would like to correct the record and have the
record read that I am referring to the May 31 amendments.

Senator Doveras. You are referring to the May 31 amendments?

Mr. GLeasoN. Yes.

Senator DoucLas. Well now, in other words, you say that the ad-
ministration has not altered its objective.
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Mr. Greason. That is what Mr. Dillon said. He said, and I quoted
him, that they haven’t altered their feelings as to what should be done.

Senator DoucrLas. Now, it is a question of feelings and a question of
legislation.

Are you saying that the May 31 amendment does not differ materially
from the previous proposals of the administration ?

Mr. Greasown. It differs in some respects, but in principle, no.

Senator Doueras. Well, as I understand the May 31 amendment,
they exempt the so-called active income derived from manufacturing,
actual production of goods; and what they are primarily trying to do
isto apply only to so-called tax havens.

Is it your contention that there should be no further legislation
dealing with tax havens?

I notice in your concluding paragraph you said there should be no
amendment whatsoever on the subject.

Mr. Greason. Any legislation, should be directed toward the
abusive tax haven operations.

Senator Douceras. You think there are abuses ?

Mr. Gueason. There certainly are.

Senator Doueras. What are those abuses ?

Mr. GLeasoN. The abuses, as I said in my statement, sir, are where
U.S. income is improperly diverted to a foreign corporation.

Senator Dougras. Would you give us an illustration of that?

Mr. Greason. Certainly, sir.

Let us say a U.S. corporation forms a Panama or a Swiss company.
It manufactures goods in the United States which it sells to that Swiss
company at cost or less. The Swiss company then sells it to a customer
either in Switzerland or in a third country at a large markup, which
would include a very substantial proportion of what should be consid-
ered U.S. manufacturing profit on the sale.

That is an example.

Senator Douaras. Is it your contention that the present law covers
this?

Mr. Greason. Tt certainly is my contention, sir.

Senator Doueras. Can you cite the passage?

Mr. GLEasoN. Section 482.

Senator Doucras. Would you read it, please ?

Mr. Greason. T haven’t got it with me, but I can almost remember
it. Itsays—

Senator Doueras. Go ahead.

Mr. Greason. Tt says, in substance, that the Secretary may allocate
between affiliated corporations any credit, allowance, or other deduec-
tion so that the income of each of the affiliates will be more properly
reflected.

Senator Doucras. Have there been tax cases under those clauses?

Mr. GLeason. There have been, sir.

Senator Doueras. Pardon?

Mr. GrEAsON. Yes,sir; there have been, sir.

Senator Doucras. Have the cases been in favor of the Government
or against the Government ?

Mr. GreasoN. I assume that they have gone both ways, sir. There
have been a number of cases.
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Senator Douaeras. Then there is ambiguity in the judicial interpre-
tation of this clause ¢ _

Mr. Greason. Well, possibly so, and there may have been a differ-
ence of opinion as to what is a proper measure of the income by the
parties involved. . .

Senator Doueras. Do you think it would be well to clarify this by
legislation ? . . .

Mr. Greason. In the amended bill here, there is a tightening up of
section 482.

Senator Doueras. You are opposed to that ?

Mr. Greason. The tax committee of the NAM has not expressed its
opinion on this point. My disapproval is very mild, if any. I am not
quite so sure, if the arbitrary rule which is set up, it will work. Inci-
dentally, it has its origin in the old so-called Massachusetts formula
developed by State income tax authorities, whose job it is to pick out
a little piece of income earned by a corporation which may be operat-
ing in several States.

Senator Doucras. But the official position of the NAM is hostile
to any tightening up of this particular section ?

Mr. GrrasoN. Our position, sir, is that section 482, as it exists, if
rigorously administered could do the job.

Senator Doueras. But you would not favor strengthening the basic
legislative provisions which might enable the Treasury to enforce it
more vigorously ?

Mr. Greason. Well, we certainly wouldn’t do it by means of section
13. It has been argued by the proponents thereof that there is a
need for section 13 because of the difficulties they have been having in
administering 482.

Senator Douaras. Exactly so.

Mr. Grrasown. Isn’t that correct, sir?

Senator Doucras. That is correct.

Mr. Greason. Well, I have been actively engaged in tax adminis-
tration for 15 or 20 years. I have seen a number of amendments to
our income tax statutes.

This, to me, represents the most impossible administrative problem
I have ever seen. It is much, much worse than the old investment
credit of the World War IT excess profits tax.

N Sen%tor Dovueras. Do you admit there are great abuses in this tax
aven ?

Mr. Gueason. Idon’t admit there are great abuses, sir.

Senator Doueras. 1 see.

Mr. Grrason. There are abuses, of course. But T would subscribe
to what Senator Morton said here, that certainly section 13 isn’t the
way to combat them.

Senator Douaras. What would be the way to do it ?

. Mr. Gressox. I would have more rigorous enforcement under sec-
tion 482.

. Senator Doucras. But you have already admitted that the courts
In many instances have denied the Treasury the power to make these
administrative rulings.

Mr. Greasown. I think, sir, in some cases that the Treasury was
trying to allocate some income which shouldn’t be allocated.
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Senator Doucras. I see.

Mr. Greason. And that is the way the courts felt. Where there
are quetsions of doubt, twilight zones in matters of interpretation,
somebody must, in all fairness, be the referee.

Now, the Tax Court is the referee.

Senator Doucras. But you don’t believe in defining the purposes
more precisely than is now the case under 482 ¢

Mr. Greason. I don’t understand. Define the purposes?

Senator Doueras. You don’t believe in drawing a distinction be-
tween manufacturing profits and so-called active profits, so-called
passive profits derived from patents, advertising expenses, royalties,
and the like.

Mr. Grrason. Ordinarily, sir, U.S. income is not diverted to a for-
elgn corporation.

The big abuse, sir, is in this area of improper intercorporate pric-
ing between affiliated companies. That is where the important abuse
is. Therest of it doesn’t amount to anything.

Senator Doucras. You don’t believe anything should be done to
control the profits derived from selling to a subsidiary in the Ba-
hamas at a low price and that company later selling at a higher price
abroad, and making profits which are then not subject to taxation?

Mr. Greason. All T am saying, sir, is that I believe that the tool
that is in the law, section 482, is adequate if it is rigorously admin-
istered.

Senator Gore. Mr. Chairman ?

The CHarMAN. Senator Bennett.

Senator Ben~err. Mr. Gleason, you make a very interesting state-
ment.

You say:

Aside from the fact that it would continue prematurely to tax certain foreign
operations which are beneficial to the United States the complexity of amended
secion 13 staggers the imagination.

You mean that your imagination is incapable of, has been staggered
by, or do you have any comments about, the particular complexities
that disturb you?

Mr. Greason. Well, I do, sir, and I am staggered because I literally
lay awake nights wondering how it can possibly be administered ; and
I have very considerable administrative responsibilities in this area.

Its substance would be—that is the practical substance—that all
foreign subsidiaries’ income would have to be compiled in the ac-
cp(il.nting sense and all added together, individual subsidiary by sub-
sidiary.

These would have to be converted to dollars.

The first problem is the subject of fluctuating foreign exchange.

Under the present statute, branches of domestic corporations have
this problem, and it is a real rough one. I refer you particularly in
this area to the Ways and Means Committee’s Export Tax Panel tax
compendium and hearings held a couple of years ago. Mr. William
Patty, of Shearman & Sterling, was one of the panelists on the taxa-
tion of foreign source income. His paper deals exclusively with the
problems of foreign exchange fluctuation in the measurement of profit
and loss accounts in foreign currencies.



4588 REVENUE ACT OF 1962

The one example that sticks in my mind, the example of a branch
of a bank. It makes an entire difference to its profit and loss results
for tax purposes if it rents a building or if it buys one in which to
conduct 1ts banking operations. With the ordinary business corpora-
tion, whether it does its local financing with long-term debt or short-
term debt, depending upon which way the currency fluctuates, the re-
sult 1s entirely different. How can we keep track of it?

That is the first problem. You convert what income there was from
foreign currency to dollars; then from that income—the income to-
tals—you will have to deduct the so-called untainted uses, and also the
current distributions, and then you get to the tax on the balance of
the accumulated profits.

Mr. Horne, who just previously testified has submitted for the rec-
ord 60-odd pages of problems, the legal problems.

This is why I say it horrifies me.

Senator Bexnerr. Then you think the accounting problems are
equally complex?

Mr. Greason. Oh, boy, they are awful, Senator! [Laughter.]

Senator BENNETT. Well, you puzzle me a little by saying the Ameri-
can branches already have these problems.

Mr. GreasoN. They do have these problems, sir. When a business
is going to be set up abroad, the people who are setting it up have their
choice as to forms.

What form they choose depends upon a lot of things. It depends
on local laws and on U.S. laws, not only tax laws but also other laws.
It depends also on whether there will be certain tax benefits which
may derive through the branch form to offset domestic income, the
depletion deduction, and the deduction for losses, and so on.

Without the proposed amendment, these factors tend to balance,
and the taxpayer up to now has had his choice. This is all right if
we want to encourage foreign operations.

But section 18 would impose upon the foreign subsidiary many of
the undesirable characteristics of the branch operation, and it doesn’t
give it any of the desirable ones.

Senator Bennerr. And you think it would upset this potential
balance on which choice can be made between the two forms, and I
judge from what you say that you feel that many companies have
chosen the subsidiary rather than the branch approach, not so much
for tax advantages as to avoid the accounting complexities.

Mr. GreasoN. I wouldn’t emphasize that too much, because, if the
advantages, other than the accounting complexities, are sufficient, I am
sure that accounting complexities are not going to control.

Senator BENNETT. It isa mix in any case.

Mr. GreasoN. Yes, it is atremendous mix.

But getting back to my statement, sir, the Treasury has complained
gﬂooup their troubles with section 482. T don’t see how the Treasury
18 going to administer section 13.

Senator BeNnerr. You don’t think they are any better at com-
plexities than the taxpayer?

Mr. Greagon. No, it is the same problem.

Senator BENNETT. It’s the converse side of the same problem.

Mr. GLeason. Yes.

Senator BExneTT. No other questions, Mr. Chairman.
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Senator Gore. You are aware, I am sure, that this working draft of
revised section 13 was submitted to the committee and circulated to
you and others for comment and testimony.

'Mr. GLrason. Yes, sir.

Senator Gore. But that it was the secondary proposal of the
Treasury.

Mr. GLeason. Yes, sir.

Senator Gore. The President of the United States has recommended
elimination of the deferral of tax liability on income earned abroad.
The Secretary of the Treasury has recommended that. He testified
at great length here.

Mr. GrLEAsON. Yes, sir.

Senator Gore. On his proposal. Indeed, he went so far as to agree
that anything short of that would be piddling with the problem.

Now, I call to your attention the Secretary’s letter of transmittal on
the first page of the document which was circulated to you and other
interested industry members, and I call this to the attention of all
of our guests, both industry spokesmen and registered lobbyists.
On page 1, the Secretary says this:

The Treasury recommends in accordance with the President’s message of
April 20, 1961, and my statement of April 2, 1962, before your committee that
deferral of taxation of income of controlled foreign corporations be eliminated.

It has been quite a surprise to me that in 2 days of hearings on the
much milder tax haven approach with which certain members of the
committee, I assume, and perhaps some people in the Treasury, thought
industry would be satisfied, all industry spokesmen are still utterly
opposed to doing anything in this field.

This is to advise you that some of us will insist upon the recom-
mendation of the President and the Secretary of the Treasury. You
say revised section 13 is unworkable, inequitable, unacceptable. So has
everyone else.

Mr. Gueason. If I may quote my statement, sir, it makes a bad
situation somewhat less bad.

Senator Gore. Well, since this is so utterly unacceptable to a seg-
ment of our industry which operates abroad, then it seems to me there
is no dividend in pursuing it. The most effective way of handling
the problem is to eliminate the deferral privilege, and a fight will be
made for that. I am surprised that no one in the past 2 days has
testified on that point. The Treasury submitted draft legislation
on that. I will introduce that draft today, and those of our guests
who wish to make reference to it in the next 2 days of these hearings.
will be privileged to do so, although there has already been ample
testimony on deferral.

(Senator Gore later submitted the following for the record :)

[H.R. 10650, 87th Cong., 2d sess.]

AMENDMENT Intended to be proposed by Mr. Gore to the bill (H.R. 10650) to
amend the Internal Revenue Code of 1954 to provide a credit for investment
in certain depreciable property, to eliminate certain defects and inequities,
and for other purposes, viz:

On page 103, beginning with line 14, strike out all through line 18, on page 137
(section 13 of the bill), and in lieu thereof insert the following:
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“SEC. 13. CONTROLLED FOREIGN CORPORATIONS.

“(a) IN GeENERAL.—Part IIT of subchapter N of chapter 1 (relating to income
from sources without the United States) is amended by adding at the end thereof
the following new subpart:

“sSubpart F—Controlled Foreign Corporations

«iSec. 951. Amounts included in gross income of United States shareholders,

«“iSec. 952. Limitations on amounts included in gross income of United
States shareholders. .

“Qec. 953. Less developed country corporations defined.

«Sec. 954. Withdrawal of previously excluded foreign base company income
from qualified investment.

“Qee. 955. Investment of earnings in United States property.

“See. 956. Controlled foreign corporations.

“See. 957. Rules for determining stock ownership. .

“‘Sec. 958. Exclu%ion from gross income of previously taxed earnings and
profits.

“‘See, 959. Special rules for foreign tax credit.

“+Sec. 960. Adjustments to basis of stock in controlled foreign corporations
and of other property.

“‘See. 960. Miscellaneous provisions,

“‘Sec. 962. Inclusion on a consolidated basis of earnings and profits.

“‘SEC. 951. AMO(I)JNTS éNCLUDED IN GROSS INCOME OF UNITED STATES SHARE-
HOLDERS.

“‘(a) AMOUNTS INCLUDED.—

“¢(1) In GENERAL—If a foreign corporation is a controlled corporation
on any day of a taxable year beginning after December 31, 1962, every
person who is 2 United States shareholder (as defined in subsection (b)) of
such corporation and who owns (within the meaning of section 957(a))
stock in such corporation on the last day, in such year, on which such corpo-
ration is a controlled foreign corporation shall include in his gross income,
for his taxable year in which or with which such taxable year of the corpo-
ration ends—

“¢(A) in case of a controlled foreign corporation which is not a less
developed country corporation (as defined in section 953(a)), his pro
rata share (determined under paragraph (2) of the corporation’s
earnings and profits for such year; and

“*(B) his pro rata share (determined under section 955(a) (2)) of
the corporation’s increase in earnings invested in United States prop-
erty for such year (but only to the extent not excluded from gross in-
come under section 958(a) (2)).

“‘(2) PRO RATA SHARE OF EARNINGS AND PROFITS.—The pro rata share
referred to in paragraph (1) (A) in the case of any United States share-
holder is the amount—

*‘(A) which would have been distributed with respect to the stock
which such shareholder owns (within the meaning of section 957(a))
in such corporation if on the last day, in its taxable year, on which
the corporation is a controlled foreign corporation it has distributed
pro rata to its shareholders an amount (i) which bears the same ratio
to its earnings and profits for the taxable year, as (ii) the part of
such year during which the corporation is a controlled foreign corpora-
tion bears to the entire year, reduced by

“*(B) the amount of any distribution received by any other United
Sttatlgs person during such year as a dividend with respect to such
stock.

*‘(3) LIMITATION ON PRO RATA SHARE OF INVESTMENT IN UNITED STATES
PROPERTY.—For purposes of paragraph (1) (B), the pro rata share of any
United States shareholder in the increase of the earnings of a controlled
foreign corporation invested in United States property shall not exceed
an amount (A) which bears the same ratio to his pro rata share of
such increase (as determined under section 955(a) (2)) for the taxable
year, as (B) f,he part of such year during which the corporation is a
controlled foreign corporation bears to the entire year.

“‘(b) UNITED STATES SHAREHOLDER DEFINED.—For purposes of this subpart,
the term *“United States shareholder” means, with respect to any foreign cor-
por_atlpn, a United States person (as defined in section 7701 (a) (30)) who owns
_( within the meaning of section 957(a)), or is considered as owning by apply-
ing tl.le rules. of ownership of section 957(b), 10 percent or more of the total
combined voting power of all classes of stock, or of the total value of shares of
all classes of stock, of such foreign corporation.
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“*(¢) CoorDINATION Wird ELECTION OF A FOREIGN INVESTMENT COMPANY To
DisTRIBUTE INcOME.—A United States shareholder who, for his taxable year, is
a qualified shareholder (within the meaning of section 1247(c¢)) of a foreign
investment company with respect to which an election under section 1247 is in
effect shall not be required to include in gross income, for such taxable year, any
amount under subsection (a) with respect to such company.

“‘SEC. 952. LIMITAT

SEC, STATEéoggAggﬂgggg}ysT INCLUDED IN GROSS INCOME OF UNITED

“‘(a) INn GENERAL.—For purposes of section 951(a) the term ‘“‘earnings and
profits for the taxable year” means, in the case of any controlled foreign corpo-
ration, the earnings and profits as defined in section 316(a) (2) for the taxable
year subject to the provisions of subsections (b) and (e).

“‘(b) ExcrLusioN OF UNITED STATEs INCOME—Earnings and profits do not
include any item includible in gross income under this chapter (other than this
subpart) as income derived from sources within the United States of a foreign
corporation engaged in trade or business in the United States.

“‘(c) LimIiraTioN.—For purposes of subsection (a), the earnings and profits
of any controlled foreign corporation for any taxable year shall not exceed the
earnings and profits of such corporation for such year reduced by the amount
(if any) by which—

(1) the sum of the deficits in earnings and profits for prior taxable
years beginning after December 31, 1962, exceeds

“‘(2) an amount equal to the earnings and profits described in section
958(c) (3) accumulated for taxable years beginning after December 31,
1962 (determined as of the close of the taxable year).

For purposes of the preceding sentence, any deficit in earnings and profits for
any prior taxable year shall be taken into account under paragraph (1) for any
taxable year only to the extent it has not been taken into account under such
paragraph for any preceding taxable year to reduce earnings and profits of
such preceding year.

“¢(d) SpeEciaL RULE IN CASE oF INDIRECT OWNERsHIP.—For purposes of sub-
section (ec), if—

“¢(1) a United States shareholder owns (within the meaning of section
957(a)) stock of a foreign corporation, and by reason of such ownership
owns (within the meaning of such section) stock of any other foreign
corporation, and

“¢(2) any of such foreign corporations has a deficit in earnings and profits
for the taxable year,

then the earnings and profits for the taxable year of each such foreign corpo-
ration which is a controlled foreign corporation shall, with respect to such
United States shareholder, be properly reduced to take into account any deficit
described in paragraph (2) in such manner as the Secretary or his delegate
shall prescribe by regulations.

“‘SEC. 953. LESS DEVELOPED COUNTRY CORPORATIONS DEFINED.

“¢‘(a) Less DEVELOPED COUNTRY CORPORATIONS.—

“¢(1) INn GENERAL—For purposes of this subpart, the term “less developed
country corporation’ means a foreign corporation which during the taxable
year is engaged in the active conduct of one or more trades or businesses
and—

“¢(A) 80 percent or more of the gross income of which for the taxable
year is derived from sources within less developed countries other than
as foreign base company income or as previously excluded foreign base
company income withdrawn from qualified investment in less developed
country corporations,

“¢{(B) 80 percent or more in value of the assets of which on each
day of the taxable year consists of—

“<(i) property used in such trades or businesses and located in
less developed countries,

“¢(ii) money, and deposits with persons carrying on the banking
business, located in less developed countries,

“(jii) stock, and obligations which, at the time of their acqui-
sition, have a maturity of 5 years or more, of any other less devel-
oped country corporation,
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“¢(iv) obligations of the government of a less developed country,
“‘(v) an investment which is required because of restrictions
imposed by a less developed country, and

“¢(vi) property described in section 955(b) (2) ; and
“¢(Q0) is created or organized under the laws of one of the less devel-
oped countries in which property described in subparagraph (B) (i) is

located.

For purposes of subparagraph (A), the determination as to whether income
is derived from sources within less developed countries shall be made under
regulations prescribed by the Secretary or his delegate and, for purposes of
subparagraph (A) only, amounts previously excluded from foreign base
company income withdrawn from gqualified investment in less developed

country corporations shall be treated as included in gross income.

“‘(2) LEss DEVELOPED COUNTRY DEFINED.—For purposes of this subpart,
the term “less developed country” means (in respect of any foreign corpora-
tion) any foreign country (other than an area within the Sino-Soviet bloc)
or any possession of the United States, with respect to which on the first
day of the taxable year, there is in effect an Executive order by the President
of the United States designating such country or possession as an eco-
nomically less developed country for purposes of this subpart. For purposes
of the preceding sentence, an overseas territory, department, province, or
possession may be treated as a separate country. No designation shall be
made under this paragraph with respect to—

“‘Australia Germany (Federal
Austria Republic)
Belgium Hong Kong
Canada Italy
Denmark Japan
France Liechtenstein
Luxembourg San Marino
Monaco Sweden
Netherlands Switzerland
New Zealand Union of South Africa
Norway United Kingdom

[T}

(b) Forereny Base CoMpany IncoMmE—For purposes of section 952(a) (2),

the term “foreign base company income” means for any taxable year the sum of—

“‘(1) the foreign personal holding company income for the taxable year
(determined under subsection (d)),

“*(2) the foreign base company sales income for the taxable year (deter-
mined under subsection (e)), and

“‘(3) the foreign base company services income for the taxable year (de-
termined under subsection (f)).

“¢(¢) EXCLUSIONS AND SPECIAL RULES.—

“‘(1) CERTAIN DIVIDENDS AND INTEREST FROM LESS DEVELOPED COUNTRY
CORPORATIONS EXCLUDED.—For purposes of subsection (b), foreign base com-
pany income does not include dividends and interest received during the
paxable year by a controlled foreign corporation from qualified investments
in less developed country corporations (as defined in section 954(d)), to
the extent that such dividends and interest do not exceed the increase for
the taxable year in qualified investments in less developed country corpora-
t(iO;l)S of the controlled foreign corporation (as determined under subsection

g)).
“‘(2) EXCEPTION FOR FOREIGN CORPORATIONS NOT AVAILED OF TO REDUCE
TAXE.S.——F‘or purposes of subsection (b), foreign base company income does
pot include any item of income received by a controlled foreign corporation
if it is established to the satisfaction of the Secretary or his delegate with
respect to such item that the creation or organization of the controlled
_forelg_n co'rpprgtion receiving such item under the laws of the foreign country
in which it is inecorporated does not have the effect of substantial reduction
of income, war profits excess profits, or similar taxes.

“‘(3) ITEMS OF INCOME TO BE INCLUDED ONLY ONCE.—If an item of income
wox.ﬂd, but for the provisions of this paragraph, be includible as an item
of income under more than one paragraph of subsection (b), such item
shall be included under the paragraph specified by regulations prescribed
by the Secretary or his delegate.
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“¢(d) ForeleN PERSONAL HoLDING COMPANY INCOME.—

“¢(1) In eeNERAL.—For purposes of subsection (b) (1), the term ‘“for-
eign personal holding company income” means the foreign personal holding
company income (as defined in section 553), modified and adjusted as
provided in paragraphs (2), (3), and (4).

“f(2) RENTS INCLUDED WITHOUT REGARD TO 50 PERCENT LIMITATION.—For
purposes of paragraph (1), all rents shall be included in foreign personal
holding company income without regard to whether or not such rents
constitute more than 50 percent of gross income.

“¢(3) CERTAIN INCOME DERIVED IN ACTIVE CONDUCT OF TRADE OR BUSINESS.—
For purposes of paragraph (1), foreign personal holding company income
does not include dividends, interest, rents, and royalties which—

*“‘(A) are derived in the active conduct of a trade or business; and

“¢(B) are received from a person other than a related person (within
the meaning of subsection (e) (3)).

“‘(4) CERTAIN INCOME RECEIVED FROM RELATED PERSONS.—For purposes of
paragraph (1), foreign personal holding company income does not include—

“‘(A) dividends and interest received from a related person which
(i) is organized under the laws of the same foreign country under the
laws of which the controlled foreign corporation is created or organ-
ized, and (ii) has a substantial part of its assets used in its trade or
business located in such same foreign country ; or

“¢(B) rents, royalties, and similar amounts received from a related
person for the use of, or the privilege or using, property within the
country under the laws of which the controlled foreign corporation is
created or organized.

“¢(e) FOREIGN BASE COMPANY SALES INCOME.—

“¢(1) IN eENERAL.—For purposes of subsection (b)(2), the term “for-
eign base company sales income” means income (whether in the form of
profits, commissions, fees, or otherwise) derived in connection with the
purchase of personal property from a related person and its sale to any
person, the sale of personal property to any person on behalf of a related
person, the purchase of personal property from any person and its sale
to a related person, or the purchase of personal property from any person
on behalf of a related person, where—

“¢(A) the property which is purchased (or in the case of property
sold on behalf of a related person, the property which is sold) is manu-
factured, produced, grown, or extracted outside the country under the
laws of which the controlled foreign corporation is created or organized,
and

“¢(B) the property is sold for use, consumption, or disposition out-
side such foreign country, or, in the case of property purchased on be-
half of a related person, is purchased for use, consumption, or disposition
outside such foreign country.

“+¢(2) CERTAIN BRANCH INCOME.—For purposes of determining foreign
base company sales income (within the terms of paragraph (1)), in situa-
tions in which the carrying on of activities by a controlled foreign corpora-
tion through a branch or similar establishment outside the country of in-
corporation of the controlled foreign corporation has substantially the same
effect as if such branch or similar establishment were a wholly owned sub-
sidiary corporation deriving such income, then, under regulations pres?ribed
by the Secretary or his delegate, the income attributable to the carrying on
of such activities of such branch or similar establishment shall be treated
as income derived by a wholly owned subsidiary of the controlled foreign
corporation and shall constitute foreign base company sales income of the
controlled foreign corporation. . ) )

“¢(3) RELATED PERSON DEFINED.—For purposes of this section, a person is
a related person with respect to a controlled foreign c_orporatlon, if— )

“¢(A) such person is an individual, partnership, trust, or estate which
controls the controlled foreign corporation; .

“«(B) such person is a corporation which controls, or is controlled by,
the controlled foreign corporation; or . .

#¢(Q) such person is a corporation which is controlled by the same
person or persons which control the controlled foreign corporatloq. .

For purposes of the preceding sentence, control means the ownership, di-
rectly or indirectly, of stock possessing more than 50 percent of the total
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combined voting power of all classes of stock entitled to vote. For purposes
of this paragraph, the rules for determining ownership of stock prescribed by
section 957 shall apply.

“‘(f) ForeicN Base CoMPANY SERVICES INcOME.—For purposes of subsection
(b) (3), the term “foreign base company services income” means income (whether
in the form of compensation, commissions, fees, or otherwise) derived in con-
nection with the performance or furnishing of technical, managerial, engineering,
architectural, scientifie, skilled, industrial, commercial, or like services which
are—

“¢(1) performed or furnished for or on behalf of any related person
(within the meaning of subsection (e) (3)), and

“¢(2) are performed or furnished for or in connection with business activ-
ities carried on by such related person outside the country under the laws of
which the controlled foreign corporation is created or organized.

“‘(g) INCREASE IN QUALIFIED INVESTMENTS IN LESS DEVELOPED COUNTRY
CorPORATIONS.—For purposes of subsection (¢) (1), the increase for any taxable
year in qualified investments in less developed country corporations of any con-
trolled foreign corporation is the amount by which—

“‘(1) the qualified investments in less developed country corporations (as
defined in section 954(b)) of the controlled foreign corporation at the close
of the taxable year, exceeds

““(2) the qualified investments in less developed country corporations (as
s0 defined) of the controlled foreign corporation at the close of the preceding
taxable year.

“ ‘SEC. 954. WITHDRAWAL OF PREVIOUSLY EXCLUDED FOREIGN BASE COMPANY
INCOME FROM QUALIFIED INVESTMENT.

“‘(a) GENERAL RULES.——

“‘(1) AMOUNT WITHDRAWN.—For purposes of this subpart, the amount
of previously excluded foreign base company income of any controlled
corporation withdrawn from investment in less developed country corpora-
tions for any taxable year is an amount equal to the decrease in the amount
of qualified investments in less developed country corporations of the con-
trolled foreign corporation for such year, but only to the extent that the
amount of such decrease does not exceed an amount equal to—

“¢(A) the sum of the amounts excluded under section 953(b) (1)
from the foreign base company income of such corporation for all prior
taxable years, reduced by

“‘(B) the sum of the amounts previously excluded from foreign base
company income withdrawn from investment in less developed country
corporations of such corporation determined under this subsection for
all prior taxable years.

““(2) DECREASE IN QUALIFIED INVESTMENTS.—For purposes of paragraph
(1), the amount of the decrease in qualified investments in less developed
country corporations of any controlled foreign corporation for any taxable
year is the amount by which—

“*‘(A) the amount of qualified investments in less developed country
corporations of the controlled foreign corporation at the close of the
preceding taxable year, exceeds

““(B) the amount of qualified investments in less developed country
corporations of the controlled foreign corporation at the close of the
taxable year, to the extent the amount of such decrease does not ex-

peed the sum of the earnings and profits for the taxable year and the earn-
ings and profits accumulated for prior taxable years beginning after Decem-
ber 81, 1962. TFor purposes of this paragraph, if qualified investments in
less developed country corporations are disposed of by the controlled foreign
corporation during the taxable year, the amount of the decrease in qualified
Investments in less developed country corporations of such controlled foreign
corporation for such year shall be reduced by an amount equal to the
amount (if any) by which the losses on such dispositions during such year
ex‘ceed the gains on such dispositions during such year.

. ‘*(3) PRO RATA SHARE OF AMOUNT WITHDRAWN.—In the case of any
United States shareholder, the prorata share of the amount of previously
e_xclud_ed foreign base company income of any controlled foreign corpora-
tion withdrawn from investment in less developed country corporations for
any taxable year is his pro rata share of the amount determined under
paragraph (1).
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“ ‘(b‘) QUALIFIED INVESTMENTS IN LESS DEVELOPED COUNTRY CORPORATIONS.—

L4(1) 11\{ GENERAL.—I'or purposes of this subpart, the term “qualified in-

vestments in less developed country corporations” means property acquired
after December 31, 1962, which is—

“*(A) stock of a less developed country corporation held by the
controlled foreign corporation, but only if the controlled foreign cor-
poration owns 10 percent or more of the total combined voting power
of all classes of stock, or of the total value of shares of all classes of
stock, of such less developed country corporation ; or

“‘(B) an obligation of a less developed country corporation held by
the controlled foreign corporation which, at the time of its acquisition by
the controlled foreign corporation, has a maturity of 5 years or more,
but only if the controlled foreign corporation owns 10 percent or more
of the total combined voting power of all classes of stock, or of the total
value of shares of all classes of stock, of such less developed country
corporation.

“4(2) COUNTRY CEASES TO BE LESS DEVELOPED COUNTRY.—For purposes of
this subpart, property which would be a qualified investment in less devel-
oped country corporations, but for the fact that a foreign country has, after
the acquisition of such property by the controlled foreign corporation, ceased
to be a less developed country, shall be treated as a qualified investment in
less developed country corporations.

“¢(3) INVESTMENTS AFTER CLOSE OF YEAR—For purposes of this subpart,
a controlled foreign corporation may, under regulations prescribed by the
Secretary or his delegate, elect to treat property described in paragraph (1)
or (2) which was acquired after the close of a taxable year and on or
before the close of the following taxable year, or on or before such day after
the close of the following taxable year as such regulations may prescribe,
as having been acquired on the last day of such year.

“¢(4) AMOUNT ATTRIBUTABLE TO PROPERTY.—The amount taken into ac-
count under this subpart with respect to any property described in para-
graph (1) or (2) shall be its adjusted basis, reduced by any liability to
which such property is subject.

“ SEC. 955. INVESTMENT OF EARNINGS IN UNITED STATES PROPERTY.
“‘(a) GENERAL RULEs.—For purposes of this subpart—

“¢(1) AMOUNT oF INVESTMENT.—The amount of earnings of a controlled
foreign corporation invested in United States property at the close of any
taxable year is the aggregate amount of such property held, directly or
indirectly, by the controlled foreign corporation at the close of the taxable
year, to the extent such amount would have constituted a dividend (deter-
mined after the application of section 954(a)) if it bad been distributed.

“¢(2) PRO RATA SHARE OF INCREASE FOR YEAR.—In the case of any United
States shareholder, the pro rata share of the increase for any taxable year
in the earnings of a controlled foreign corporation invested in United States
property is the amount determined by subtracting—

“¢(A) his pro rata share of the amount determined under paragraph
(1) for the close of the preceding taxable year, reduced by amounts
paid during the taxable year to which section 958 (¢) (1) applies, from

“¢(B) his pro rata share of the amount determined under paragraph
(1) for the close of the taxable year.

%¢(3) AMOUNT ATTRIBUTABLE T0O PROPERTY.—The amount taken into account
under paragraph (1) or (2) with respect to any property shall be its
adjusted basis, reduced by any liability to which the property is subject.

“¢(b) UNITED STATES PROPERTY DEFINED.—

“¢(1) IN GENERAL.—For purposes of subsection (a), the term “United
States property” means any property acquired after December 31, 1962,
which is—

“i(A) tangible property located in the United States;

“¢(B) stock of a domestic corporation ; or

“¢(C) an obligation of a United States person.

“¢(2) BxceprioNs.—For purposes of subsection (a), the term “United
States property” does not include— .

“«(A) money, or deposits with persons carrying on the banking
business, located in the United States;

«+«(B) property located in the United States which is purchased in
the United States for export to, or use in, foreign countries;
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“¢(0) any obligation of a United States person arising in connection
with the sale of property if the amount of such obligation outstanding
at no time during the taxable year exceeds the amount which would
be ordinary and necessary to carry on the trade or business of both the
other party to the sale transaction and the United States person had
the sale been made between unrelated persons;

“¢(D) any aircraft, railroad rolling stock, vessel, motor vehicle, or
container used in the transportation of persons or property in foreign
commerce and used predominantly outside the United States; or

“‘(E) the amount of assets of an insurance company equivalent to
the unearned premiums on outstanding business with respect to rein-
surance contracts or insurance or annuity contracts—

“¢(i) in connection with property or liability arising out of
activity in, or in connection with the lives or health of residents of
the United States, or

“(ii) in connection with property not included in subdivision
(i) as the result of any arrangement whereby another corporation
receives a substantially equal amount of premiums or other con-
sideration in respect of any reinsurance or the issuing of any in-
surance or annuity contract in connection with property or liability
arising out of activity in, or in connection with the lives or health
of residents of, the United States.

“‘(e¢) PLEDGES AND GUARANTEES.—For purposes of subsection (a), a controlled
foreign corporation shall, under regulations prescribed by the Secretary or his
delegate, be considered as holding an obligation of a United States person if it
is a pledgor or guarantor of such obligation.

“ ‘SEC. 956. CONTROLLED FOREIGN CORPORATIONS.

“‘(a) GeENERAL RULE.—For purposes of this subpart, the term ‘‘controlled
foreign corporation” means any foreign corporation of which more than 50
percent of the total combined voting power of all classes of stock entitled to vote
is owned (within the meaning of section 957(a)), or is considered as owned by
applying the rules of ownership of section 957 (b), by United States shareholders
on any day during the taxable year of such foreign corporation.

“*(b) CorPORATIONS ORGANIZED IN UNITED STATES PossEssioNs.—For purposes
of this subpart, the term “controlled foreign corporation” does not include any
corporation created or organized in the Commonwealth of Puerto Rico or a
possession of the United States or under the law of the Commonwealth of
Puerto Rico or a possession of the United States if—

‘(1) 80 percent or more of the gross income of such corporation (com-
puted without regard to section 931) for the 3-year period immediately pre-
ceeding the close of the taxable (or for such part of such period
immediately preceding the close of such taxable year as may be applicable)
was derived from sources within the Commonwealth of Puerto Rico or a
possession of the United States; and

“*(2) 50 percent or more of the gross income of such corporation (com-
puted without regard to section 931) for such period, or for such part thereof,
was derived from the active conduct within the Commonwealth of Puerto
Rico or a possession of the United States of any trades or businesses con-
stituting the manufacture or processing of goods, wares, merchandise, or
other tangible personal property; the processing of agricultural or horti-
cultural products or commodities (including but not limited to livestock,
poultl"y.or fur-bearing animals) ; the catching or taking of any kind of fish
or miping or extraction of natural resources, or any manufacturing or
processing of any products or commodities obtained from such activities:
or the ownership or operation of hotels.

For purposes of paragraphs (1) and (2), the determination as to whether in-
come was derived from sources within the Commonwealth of Puerto Rico or a
possession of the United States and was derived from the active conduct of a
described trade or business within the Commonwealth of Puerto Rico or a pos-

session of the United States shall be made under regulations prescribed by the
Secretary or his delegate.
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“ ‘SEC, 957. RULES FOR DETERMINING STOCK OWNERSHIP.

“‘(a) DIRECT AND INDIRECT OWNERSHIP.—

“¢(1) GENERAL RULE.—For purposes of this subpart (other than sections
954(b) (1) (A) and (B)), stock owned means—

“‘(A) stock owned directly, and

“‘(B) stock owned with the application of paragraph (2).

“¢(2) STOCK OWNERSHIP THROUGH FOREIGN ENTITIES.—For purposes of
subparagraph (B) of paragraph (1), stock owned, directly or indirectly, by
or for a foreign corporation, foreign partnership, or foreign trust or foreign
estate (within the meaning of section 7701(a) (31)) shall be considered as
being owned proportionately by its shareholders, partners, or beneficiaries.
Stock considered to be owned by a person by reason of the application of
the preceding sentence shall, for purposes of applying such sentence, be
treated as actually owned by such person.

“¢(8) SPECIAL RULE FOR MUTUAL INSURANCE COMPANIES.—For purposes of
applying paragraph (1) in the case of a foreign mutual insurance company,
the term “stock” shall include any certificate entitling the holder to voting
power in the corporation.

“‘(b) ConsTRUCTIVE OWNERSHIP.—F'or purposes of section 951(b), 953 (e) (3),
and 956, section 318(a) (relating to constructive ownership of stock) shall apply
to the extent that the effect is to treat any United States person as a United
States shareholder within the meaning of section 953 (e) (3), or to treat a foreign
corporation as a controlled foreign corporation under section 956, except—

“¢(1) In applying paragraph (1) (A) of section 318(a), stock owned by
a nonresident alien individual (other than a foreign trust or foreign estate)
shall not be considered as owned by a citizen or by a resident alien
individual.

“¢(2) In applying the first sentence of subparagraphs (A) and (B), and
in applying clause (i) of subparagraph (C), of section 318(a) (2)—

“¢(A) if a partnership, estate, trust, or corporation owns, directly or
indirectly, more than 50 percent of the total combined voting power of all
classes of stock entitled to vote of a corporation, it shall be considered
as owning all the stock entitled to vote, and

“¢(B) if a partnership, estate, trust, or corporation owns, directly
or indirectly, more than 50 percent of the total value of shares of all
classes of stock of a corporation, it shall be considered as owning the
total value of all of the outstanding stock of such corporation. The ap-
plication of this subparagraph shall not have the effect of increasing
voting power of a partner, beneficiary, or shareholder, for purposes of
subparagraph (A).

“«(3) Stock owned by a partnership, estate, trust, or corporation, by
reason of the application of the second sentence of subparagraphs (A) and
(B), and the application of clause (ii) of subparagraph (C), of section
318(a) (2), shall not be considered as owned by such partnership, estate,
trust, or corporation, for the purposes of applying the first sentence of sub-
paragraphs (A) and (B), and in applying clause (i) of subparagraph C),
of section 318(a) (2). )

“+¢(4) In applying clause (i) of subparagraph (C) of section 318(a) (2),
the phrase “10 percent” shall be substituted for the phrase *“50 percent”
used in subparagraph (C).

4 «gEC. 958. EXCLUSION FROM GROSS INCOME OF PREVIOUSLY TAXED EARNINGS
AND PROFITS.

“¢(a) BxcrusoN FroM Gross INCOME oF UNITED STATES PersoNs.—For pur-
poses of this chapter, the earnings and profits for a taxable year of a fprelgn
corporation attributable to amounts which are, or have been, included in the
gross income of a United States shareholder under section 951(a) shall not,
when—

“¢(1) such amounts are distributed to, or .

“¢(2) such amounts would, but for this subsection, be included under sec-
tion 951 (a) (1) (B) in the gross income of, .

such shareholder (or any other United States person who acquires frgm any
person any portion of the interest of such United Stapes shareholc_ler in such
foreign corporation, but only to the extent of such portion, and subject to such
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proof of the identity of such interest as the Secretary or his delegate may by
regulations prescribe) directly, or indirectly through a chain of ownership de-
seribed under section 957(a), be again included in the gross income of such
United States shareholder (or of such other United States person).

“(b) ExcrLusioN FroM Gross INCOME oF CERTAIN FOREIGN SUBSIDIARIES.—For
purposes of section 951(a), the earnings and profits for a taxable year of a con-
trolled foreign corporation attributable to amounts which are, or have been,
included in the gross income of a United States shareholder under section 951(a),
shall not, when distributed through a chain of ownership described under section
957(a), be also included in the gross income of another controlled foreign
corporation in such chain for purposes of the application of section 951(a) to
such other controlled foreign corporation with respect to such United States
shareholder (or to any other United States shareholder who acquires from any
person any portion of the interest of such United States shareholder in the con-
trolled foreign corporation, but only to the extent of such portion, and subject
to such proof of identity of such interest as the Secretary or his delegate may
prescribe by regulations).

“‘(e) ALLOCATION OF DISTRIBUTIONS.—For purposes of subsections (a) and
(b), section 316(a) shall be applied by applying paragraph (2) thereof, and
then paragraph (1) thereof—

“*(1) first to earnings and profits attributable to amounts included in
gross income under section 951(a) (1) (B) (or which would have been in-
cluded except for subsection (a) (2)),

“4(2) then to earnings and profits attributable to amounts included in
gross income under section 951(a) (1) (A) (but reduced by amounts not
included under section 951 (a) (1) (B) because of the exclusion in subsection
(a) (2), and

“¢(3) then to other earnings and profits.

“4(d) DisTrIBUTIONS EXCLUDED FROM GROSS INCOME NoT To BE TREATED AS
DivipENDps.—Except as provided in section 959(a) (3), any distribution excluded
from gross income under subsection (a) shall be treated, for purposes of this
chapter, as a distribution which is not a dividend.

“‘SEC. 959. SPECIAL RULES FOR FOREIGN TAX CREDIT.

“‘(a) Taxes PAID BY A FOREIGN CORPORATION,—

“‘(1) GeENErAL RULE—For purposes of subpart A of this part, if there is
included, under section 951(a), in the gross income of a domestic corpora-
tion any amount attributable to earnings and profits—

“‘(A) of a foreign corporation at least 10 percent of the voting stock
of which is directly owned by such domestic corporation, or
“‘(B) of a foreign corporation at least 50 percent of the voting stock
of which is directly owned by a foreign corporation at least 10 percent
of the voting stock of which is in turn directly owned by such domestic
corporation,
then, under regulations prescribed by the Secretary or his delegate, such
domestic corporation shall be deemed to have paid the same proportion of
the total income, war profits, and excess profits taxes paid (or deemed paid,
if paragraph (4) applies) by such foreign corporation to a foreign country
or possession of the United States for the taxable year which the amount of
earnings and profits of such foreign corporation so incldued in gross in-
come of the domestic corporation bears to the entire amount of the total
earnings and profits of such foreign corporation for such taxable year.

“‘(2) TAxXEs PREVIOUSLY DEEMED PAID BY DOMESTIC CORPORATION.—If 2
domestic corporation receives a distribution from a foreign corporation, any
portion of which is excluded from gross income under section 958, the in-
come, war prf)ﬁts, and excess profits taxes paid or deemed paid by such for-
eign co?poratlon to any foreign country or to any possession of the United
S_tates in conpection w.ith the earnings and profits of such foreign corpora-
tion from which such distribution is made shall not be taken into account for
purposes of section 902, to the extent such taxes were deemed paid by such
domestic corporation under paragraph (1) for any prior taxable year.

“*(3) TAXES PAID BY FOREIGN CORPORATION AND NOT PREVIOUSLY DEEMED
PAID BY DOMESTIC CORPORATION.—Any portion of a distribution from a
foreign corpprahon received by a domestic corporation which is excluded
from gross income under section 958(a) shall be treated by the domestic
corppratmn as a (ﬂwidend, solely for purposes of taking into account under
section 902 any income, war profits, or excess profits taxes paid to any
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foreign country or to any possession of the United States, on or with respect
tq th_e a?cumulated profits of such foreign corporation from which such
d.lstl‘lblltlon is made, which were not deemed paid by the domestic corpora-
tion under paragraph (1) for any prior taxable year.

“‘(4) TAXES PAID BY A FOREIGN SUBSIDIARY.—If subparagraph (A) of
paragraph (1) applies with respect to an amount included in gross income
under section 951(a) for a taxable year, then such amount shall be con-
sidered a dividend for purpose of the application of section 902(b).

“¢(5) INCLUSION IN GROSS INCOME.—

“‘For inclugion in gross income of amount equal to taxes deemed paid under

paragraph (1), see section 78.

“‘(b) SpecrarL Rures For ForeieN Tax CREDIT IN YEAR OF RECEIPT OF PRE-
vIOUSLY TAXEp HARNINGS AND PROFITS.—

“*(1) INCREASE IN SECTION 904 LIMITATION.—In the case of any taxpayer
who—

“‘(A) either (i) chose to have the benefits of subpart A of this
part for a taxable year in which he was required under section 951 (a)
to include in his gross income an amount in respect of a controlled
foreign corporation, or (ii) did not pay or accrue for such taxable
year any income, war profits, or excess profits taxes to any foreign
country or to any possession of the United States, and

“‘(B) chooses to have the benefits of subpart A of this part for the
taxable year in which he receives a distribution or amount which is
excluded from gross income under section 958(a) and which is attribut-
able to earnings and profits of the controlled foreign corporation
which was included in his gross income for the taxable year referred
to in subparagraph (A), and

“¢(C) for the taxable year in which such distribution or amount
is received, pays, or is deemed to have paid, or accrues income, war
profits, or excess profits taxes to a foreign country or to any possession
of the United States with respect to such distribution or amount.

the applicable limitation under section 904 for the taxable year in which
such distribution or amount is received shall be increased as provided in
paragraph (2), but such increase shall not exceed the amount of such taxes
paid, or deemed paid, or accrued with respect to such distribution or
amount.

“¢(2) AMOUNT oF INCREASE—The amount of increase of the applicable
limitation under section 904(a) for the taxable year in which the distribu-
tion or amount referred to in paragraph (1) (B) is received shall be an
amount equal to—

“¢‘(A) the amount by which the applicable limitation under section

904 (a) for the taxable year referred to in paragraph (1)(A) was
increased by reason of the inclusion in gross income under section
951(a) of the amount in respect of the controlled foreign corporation,
reduced by

“¢(B) the amount of any income, war profits, and excess profits taxes
paid, or deemed paid, or accrued to any foreign country or possession of
the United States which were allowable as a credit under section 901 for
the taxable year referred to in paragraph (1) (A) and which would not
have been allowable but for the inclusion in gross income of the amount
described in subparagraph (A).

“¢(3) CASES IN WHICH TAXES NOT TO BE ALLOWED AS DEDUCTION.—In the
case of any taxpayer who—

“¢(A) chose to have the benefits of subpart A of this part for a tax-
able year in which he was required under section 951(a) to include in
his gross income an amount in respect of a controlled foreign corpora-
tion, and

“¢(B) does not choose to have the benefits of subpart A of this part
for the taxable year in which he receives a distribution or amount which
is execluded from gross income under section 958(a) and which is at-
tributable to earnings and profits of the controlled foreign corporation
which was included in his gross income for the taxable year referred to
in subparagraph (A), . .

no deduction shall be allowed under section 164 for the taxable year in which
such distribution or amount is received for any income, war profits, or excess
profits taxes paid or accrued to any foreign country or to any possession of
the United States on or with respect to such distribution or amount.
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“¢(4) INSUFFICIENT TAXABLE INCOME—If an increase in the limitation
under this subsection exceeds the tax imposed by this chapter for such year,
the amount of such excess shall be deemed an overpayment of tax for such

year.
“«SEC. 960. ADJUSTMENTS TO BASIS OF STOCK IN CONTROLLED FOREIGN CORPO-
RATION AND OF OTHER PROPERTY.

“‘(a) INCREASE IN Basrs.—Under regulations prescribed by the Secretary or
his delegate, the basis of a United States shareholder’s stock in a controlled
foreign corporation, and the basis of property of a United States shareholder
by reason of which he is considered under section 957 (a) (2) as owning stock
of a controlled foreign corporation, shall be increased by the amount required
to be included in his gross income under section 951(a) with respect to such
stock or with respect to such property, as the case may be, but only to the extent
to which such amount was included in the gross income of such United States
shareholder.

“‘(b) REDUCTION IN BASIS,—

“ ‘(1) IN GENERAL—Under regulations prescribed by the Secretary or his
delegate, the adjusted basis of stock or other property with respect to which
a United States shareholder or a United States person receives an amount
which is excluded from gross income under section 958(a) shall be reduced
by the amount so excluded.

“‘(2) AMOUNT IN EXCESS OF BASIS.—To the extent that an amount ex-
cluded from gross income under section 958(a) exceeds the adjusted basis
of the stock or other property with respect to which it is received, the amount
shall be treated as gain from the sale or exchange of property.

“*SEC. 961. MISCELLANEOUS PROVISIONS.

“‘(a) EARNINGS AND ProFITS.—For purposes of this subpart, the earnings and
profits of any foreign corporation, and the deficit in earnings and profits of any
foreign corporation, for any taxable year shall be determined according to rules
substantially similar to those applicable to domestic corporations, under regula-
tions prescribed by the Secretary or his delegate.

“*(b) Brooxep ForeieN INcoME.—Under regulations prescribed by the Secre-
tary or his delegate, no part of the earnings and profits of a controlled foreign
corporation for any taxable year shall be included in earnings and profits for
purposes of sections 952, 954, and 955, if it is established to the satisfaction of the
Secretary or his delegate that such part could not have been distributed by the
controlled foreign corporation to United States shareholders who own {(within
the meaning of section 957(a)) stock of such controlled foreign corporation
because of currency or other restrictions or limitations imposed under the laws
of any foreign country.

“‘(c) RECORDS AND ACCOUNTS OF UNITED STATES SHAREHOLDERS.—The Secre-
tary or his delegate may by regulations require each person who is, or has been,
a United States shareholder of a controlled foreign corporation to maintain such
records and accounts as may be prescribed by such regulations as necessary to
carry out the provisions of this subpart.

“‘SEC. 962. INCLUSION
RNIIJ)SPRO %ﬂ* S(.;Ross INCOME ON CONSOLIDATED BASIS OF EARNINGS

“e( a) GENERAL RULE—A United States shareholder may elect to include in
gross income under section 951 on a consolidated basis the earnings and profits
(less his pro rata share of deficits) of controlled foreign corporations.

‘f ‘(b) ReeuraTioNs.—The Secretary or his delegate shall prescribe such regu-
lations as he may deem necessary in order that the tax liability with respect to
the_ earnings and profits (less deficits) of controlled foreign corporations for
which the election provided for under subsection (a) is exercised and of each
separate corporation, both during and after the period of such consolidation,
may be returned, determined, computed, assessed, collected, and adjusted, in
such manner as clearly to reflect the income tax liability and the various factors
necessary for determination of such liability, and in order to prevent avoidance
of such tax liability.’

“(b) TECHNICAL AND CLERICAL AMENDMENTS.—

“(1)‘ Section_551(b) (relating to foreign personal holding company in-
come included in gross income of United States shareholders) is amended
by adding at the end thereof the following new sentence: ‘The amount in-
cluded in the gross income of any United States shareholder for any taxable
year under the preceding sentence shall be reduced by such shareholder’s
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proportionate share of the undistributed personal holding company income
which is included in his gross income under section 951(a) (1) (A) (relating
to amounts included in gross income of United States shareholders) for such
taxable year as his pro rata share of the earnings and profits of the
company.’
“(2) Section 901 (relating to foreign tax credit) is amended by striking
out ‘section 902’ and inserting in lieu thereof ‘sections 902 and 960’.
“(8) Section 902(e) is amended to read as follows:
“‘(e) Cross REFERENCES.—
“*¢(1) For application of subsections (a) and (b) with respect to taxes deemed
paid in a prior taxable year by a United States shareholder with respect to a con-
trolled foreign corporation, see section 960.

“¢(2) For reduction of credit with respect to dividends paid out of accumulated
profits for years for which certain information is not furnished, see section 6038.

“(4) Section 904(f) is amended to read as follows:
“‘(f) Cross REFERENCES.—

“¢(1) For increase of applicable limitation under subsection (a) for taxes paid
with respect to amounts received which were included in the gross income of the
taxpayer for a prior taxable year as a United States shareholder with respect to a
controlled foreign corporation, see section 960(b).

4 4(2) For special rule relating to the application of the credit provided by sec-
tion 901 in the case of afiiliated groups which include Western Hemisphere trade
corporations for years in which the limitation provided by subsection (a)(2)
applies, see section 1503 (d)."

“(5) The table of subparts for part III of subchapter N of chapter 1 is
amended by adding at the end thereof the following :

“ ‘Subpart F. Controlled Foreign Corporations.’

“(6) Section 1016(a) (relating to adjustments to basis) is amended—
“(A) by striking out the period at the end of paragraph (18)
and inserting in lieu thereof a semicolon ; and
“(B) by adding after paragraph (18) the following new para-
graph:

“¢(19) to the extent provided in section 961 in the case of stock in
controlled foreign corporations (or foreign corporations which were con-
trolled foreign corporations) and of property by reason of which a per-
son is considered as owning such stock.’

“(¢) ErreEcTIvVE DATE—The amendments made by this section shall apply
with respect to taxable years of foreign corporations beginning after De-
cember 31, 1962, and to taxable years of United States shareholders within
which or with which such taxable years of such foreign corporations end.”

Page 164, after line 18, insert the following new section :

“SEC. . SALES AND EXCHANGES OF PATENTS, ETC., TO CERTAIN FOREIGN COR-
PORATIONS.

“(a) TREATMENT OF GAIN A8 ORDINARY INcoME.—Part IV of subchapter P of
chapter 1 (relating to special rules for determining capital gains and losses)
is amended by adding after section 1248 (as added by section 16 of this Act)
the following new section :

“<SEC, 1249. GAIN FROM CERTAIN SALES OR EXCHANGES OF PATENTS, ETC., TO
FOREIGN CORPORATIONS.

“‘(a) GENERAL RULE~—Gain from the sale or exchange after December 31,
1962, of a patent, an invention, model, or design (whether or not patented),
a copyright, a secret formula or process, or any other similar property right
in any foreign corporation by any United States person (as defined in sec-
tion 7701(a) (30)) which controls such foreign corporation shall, if such
gain would (but for the provisions of this subsection) be gain from the sale
or exchange of a capital asset or of property described in section 1231, be
considered as gain from the sale or exchange of property which is neither a
capital asset nor property described in section 1231.

“:(p) ControL—For purposes of subsection (a), control means, with re-
spect to any foreign corporation, the ownership, directly or indirectly, of stuck
possessing more than 50 percent of the total combined voting power of all
classes of stock entitled to vote. TFor purposes of this subsection, the rules
for determining ownership of stock prescribed by section 957 shall apply.

“‘(¢) OTHER TRANSFERS OF PATENT RIGHTS, ETC., TO FOREIGN CORPORATIONS.—

¢« ‘Por allocation, etc., of income by the Seeretary or his delegate, in case of
corporations owned or controlled direetly or indirectly by the same interests, see
section 482(a).’
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“(b) CrERIcAL AMENDMENT.—The table of sections for such part 1V is amended
by adding at the end thereof the following:

‘“igme, 1249, Galn from certain sales or exchanges of patents, ete., to
forelgn corporations.’

“(c) ErrEcTivE DATE—The amendments made by this section shall apply to
taxable years beginning after December 31, 1962.”

Mr. Gueason. Certainly, the position of the tax committee of the
NAM is that there in fact is no deferral, and consequently no privilege
under the present statute, because the thrust of what you propose,
sir, would impose a tax on income on a taxpayer before he gets it.

Senator Gore. I understand. .

You think you have testified sufficiently on the recommendation of
the Treasury in that regard.

Mr. Greasow. I think that the testimony of the committee that was
given on this subject—I didn’t give it, sir—made it quite clear what the
association’s position is.

Senator Gore. Well, I agree that voluminous testimony has been
given on the subject but I wanted the record to show, and for all
present to understand, that this rewriting of section 13 is but a second-
ary recommendation of the Treasury Department.

Mr. GLeason. Well, I understand that.

Senator Gore. And the President.

Mr. Greasow. And as Mr. Dillon’s statement to the committee here
on May 10says.

Senator Gore. To your knowledge are any of the other scheduled
witnesses unaware of that?

Mr. Greason. Areany of them unaware of it ?

Senator Gore. Yes; to your knowledge ?

Mr. Greason. Idoubt it very much, sir.

Senator Gore. Thank you, Mr. Chairman.

Senator Kerr (presiding). Senator from Kentucky.

Senator Morron. No questions.

Senator Kerr. Mr. Gleason——

Mr. Greason. Yes, sir.

Senator Kerr. You identified yourself as assistant treasurer of the
Corn Products Co. ?

Mr. GLeasoN. Yes, sir.

Senator Kzrr. What percentage of the income of your consolidated
foreign operations is paid to foreign governments as income taxes?

Mr. Gueason. The percentage of the foreign income?

Senator Kerr. What percentage of the income of your consolidated
foreign operation is paid to foreign governments as income taxes?

Mr. GLeasoN. About 20 percent.

Senator Krrr. What percentage of your profits after foreign in-
come taxes are returned to the United States as dividends?

Mr. Greason. Well, that has fluctuated from year to year.

But over a period of the last 10 years, we have—and I would like to
correct my figures for the record if I am off

Senator Kerr. All right.

Mr. Greason. My recollection is that we brough in, of some hundred
million dollars, which represented earnings over a period of 10 years,
somewhere between 70 and 80 percent.

We have also been expanding our foreign businesses tremendously in
the last 10 years.
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Senator Kerr. How much U.S. tax is paid on such dividends after
allowance of the foreign tax credit by the United States?

Mr. Greason. The average U.S. tax on all of our foreign income
after foreign taxes——

Senator Kerr. T am talking about your foreign dividends.

Mr. Greason. Foreign dividends, and we have other types of foreign
income, sir. It comes to approximately 10 percent, on the average.

Senator Kerr. You mean approximately 10 percent of it is taxable
or that you——

Mr. Greason. That is the U.S. tax paid on the income mix of divi-
dends and royalties which carry foreign tax credits.

Senator Kerr. In other words, you pay approximately 20 percent
income tax to the foreign countries; is that what you said?

Mr. Greason. I would like to amend that statement. We pay
about 40 percent taxes on the average to the foreign governments (a
little bit over 40), and the U.S. tax on this income as 1t is repatriated
is about 10 percent, which represents——

Senator Kerr. That is 10 percent of the 60 ?

Mr. GLeasoN. No; 10 percent, I am sorry ?

Senator Kerr. Sir?

Mr. GLeasoN. Ibeg your pardon, sir.

Senator Kerr. Well, my first question to you is, What percentage
of the income of your consolidated foreign operations is paid to for-
eign governments as income taxes and you first said:

Mr. Gueason. I should have said about 40 percent or a little over.

Senator Kerr. About 40 percent.

Mr. GLeasoN. 40 percent of the foreign income.

Senator Kerr. You pay an income tax of approximately 40 percent
on your earnings in your consolidated foreign operations to foreign
countries?

Mr. GreasoN. That is right ; 40 percent of the foreign income that is
in the consolidation.

Senator Kerr. Yes.

You pay that much to foreign countries?

Mr. Greason. That is right, sir.

Senator Kerr. Now, then, what percentage of your profits after
foreign income taxes is returned to the United States?

Mr. GLeason. Well, last year:

Senator Kerr. You said about 70 or 80 percent.

Mr. Greason. That is over a period of 10 years it is about 70 per-
cent ; last year it was over 90 percent.

Senator Kerr. Now, then, the average has been about 70 percent.

Mr. GLeasoN. Over the past 10 years, sir; yes, sir.

Senator Krrr. So that you have returned approximately 70 percent
of 60 percent of your foreign earnings?

Mr. Greasoxn. I will accept your arithmetic.

Senator Kerr. Well, if you pay 40 percent in taxes abroad, and
you bring back 70 percent of what you got left, is that 70 percent of 60
percent? You have had all these years of figuring; I have had none.
[Laughter.] )

If my conclusions are inaccurate, correct them. .

I seek no inaccuracies, I seek only to question you on the basis of
accuracy as applied to the statements you yourself are making,
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Mr, Gueason. Allright,sir. I accept your statement.

Senator Kerr. Is that correct?

Mr. Gueason. We repatriate on the average, or have for the past
10 years, approximately 70 percent of our foreign earnings after
foreign taxes.

Senator Kerr. Then if your foreign taxes have averaged 40 per-
cent you have had approximately 60 percent left ¢

Mr. Greason. That is right.

Senator Kerr. Is that correct ?

Mr. Greason. Yes.

Senator Kerr. All right; then if you repatriate 70 percent of that
you are repatriating approximately 70 percent of 60 percent.

Mr. Gurasow. That is correct.

Senator Doueras. The figure is 42 percent. [Laughter.]

Senator Kzrr. I think it is, but I was just seeking to get it from the
witness.

Mr. Gueason. Yes, sir.

Senator Kerr. Now, then, what percentage of that 40 percent, how
much U.S. income tax, is paid on that 42 percent that you bring back,
percentagewise?

Mr. GrLeason. About 10 percent.

The CrarrMAN (presiding). How much?

Mr. Greason. Each piece of foreign income on the average that
comes in bears tax credit equal to 40 percent of itself, maybe 42 per-
cent. Uncle Sam gets 10 percent, because the difference between
that 42 percent and 52 percent is 10 percent.

Senator Kerr. Is that 10 percent applied to the total or to the
repatriated money ?

Mr. GreasoN. It only applies, as far as payment is concerned, to the
repatriated money.

Senator Kerr. So that actually then it is 10 percent of 42 percent ?

Senator Doveras. The figure is 4.2 percent. [Laughter.]

Senator Kegrr. I am very grateful to the Senator from Illinois.

Mr. Greason. Allright, sir.

Senator Kurr. If the witness will validate the statement of the
Senator as his answer, then that is marvelous.

Mr. Greason. Yes, sir.

Senator Kerr. If he doesn’t I would like to have him say so.

Mr. Greason. Yes,sir. I will accept it.

Senator Kerr. Then it is about 4.2 percent tax you pay to this Gov-
ernment under the method that you are operating ¢

Mr. Greason. That is correct.

_ Senator Kerr. Now, the Treasury advised the committee, and it
1s the belief of the Senator from Oklahoma, that the draft of section
13 submitted on May 31 was intended to limit section 13 to cover only
tax havens.

Mr. GLeEason. Yes,sir.

Senator Kurr. I take it you do not agree with it?

Mr. Greason. Idonot in one major area, sir.

Senator Kerr. All right. Whatisit?

Mr. Greason. That is where a foreign subsidiary operating com-
pany in one country has a branch in another country, in which 1t may
conduct manufacturing or sales operations. This gets down to defini-
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tion. Under the statute, or the proposed amendments as I under-
stand them, the income of that branch would be considered to be this
so-called tainted earnings.

Senator Kerr. Well, now, where is the word “tainted”?

Mr. Greason. Itisn’tthere.

Senator Kerr. Well, who so called it ¢

Mr. Greason. I do,sir.

Senator Kerr. Youdo?

Mr. GrLeason. Yes, sir.

Senator Kerr. Well, then, I think that the record should show that
the term:

Mr. Gueason. Might I clarify that use of the term

It is tainted because it falls within the definition of so-called base
company income and would be, therefore, subject to tax.

Senator Kerr. Now, is that the only situation other than what you
regard as a tax haven?

Mr. Greason. No.

Senator Kerr. That would still be reached by the revised language
of section 137

Mr. Grrason. Tdon’t believe it is, sir.

For example, these operating companies may have perfectly legiti-
mate other types of income, possibly trading operations, which I do
not think should be hit, and also, service-fee income, for example, for
services rendered in another country. These apparently would fall
within the definition of so-called base company earnings.

Senator Kerr. Is that the only other situation that you think it
covers?

Mr. GLEason. I just don’t know, sir.

Senator Kerr. Then:

Mr. Greason. There may be others. That is all that come to my
mind.

Senator Kerr. Well, you are a man who has admitted that you have
imagination because you said it has been staggered. [Laughter.]

And by using both your knowledge and your imagination, can you
tell the committee of any other situation than a tax haven that would
be covered, than the two you have mentioned. ‘

Mr. Greason. Well, I think that a foreign operating company
should be permitted to conduct trading operations with its affiliated
companies, that is trading in product.

Now, I want to make 1t quite clear, sir, that the reason that I don’t
think that the present draft should cover these things which we have
just discussed is because they do not reduce U.S. taxes. They reduce
foreign taxes; and I repeat I can’t understand how under any theory
whatsoever we should have legislation which would hamper the reduc-
tion of foreign taxes on U.S. business income abroad, because if we
do, it can only, inevitably result in less later collections of U.S. taxes.

Senator Kerr. The Senator from Oklahoma is limiting section 13
to covering only tax havens.

Mr. GLEasoN. Yes, sir.

Senator Kerr. And that is not binding on anybody but the Senator
from Oklahoma. )

Mr. GLEasoN. Yes, Sir.
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Senator Kzrr. It had been my opinion, that the May 31 revised
Treasury draft of section 18 conformed to that objective, and if the
Senator from Oklahoma thought that when the deferral of taxation
of controlled foreign corporations was eliminated that that went
a long way in that direction, not just a little bit in that direction.

Senator Gore. Did you say “was”? .

Senator Kerr. Well, I was only referring to the quotation that you
gave from the statement of the Secretary and attempting to interpret
1t in the same manner which you did. And I said that on that basis,
I thought that that action by the Treasury or recommendation by the
Treasury went a long way toward limiting the revised form of section
18 to covering only tax havens.

Senator Gore. Well, we can see from the barrage of dissatisfaction
with even this extremely mild suggestion a demonstration of a lesson
which I dare say President Kennedy has recently learned: It is dan-
gerous to stroke the tiger.

Senator Krrr. Well, I do not want to associate myself with that
statement because I neither regard business as a tiger nor do I regard
it as something that it is dangerous to stroke. [Laughter.]

Nor do I think that it should be denied the option of deciding
whether or not it should be stroked or not stroked.

Senator Gore. Well, if T modify the adage to say it is dangerous
to stroke the tycoon, would the Senator associate himself with that?

Senator Kerr. I would say that is a term that is subject to so many
diverse interpretations that I would not want to associate myself with
it, because to me “tycoon” is not synonymous with business, and I do
not think it is dangerous to stroke business whether it is tycoon or
tiger, lamb or pussycat. [Laughter.]

Which is feline in origin but not tigerish in operation. [Laughter.]

Senator Gore. I think you went a little too far there at the last.
I wanted to point out that this effort to revise section 13 at the sug-
gestion of certain members of the committee, I believe, has failed
%ol(siatisfy or mollify or quiet opposition to doing anything in this

eld.

The effective remedy is elimination of deferral.

My friend from Oklahoma says he wants to confine it to dealing
with tax havens. I donot. That is only part of the problem. But
we see that no one who has testified is satisfied even with that mild
approach.

Senator Kerr. It is not hard for me to understand how any tax-
payer might be concerned about an increase in taxes nor is it hard for
me to understand why an official of the Treasury should seek to elim-
inate primarily foreign tax havens.

I think we can encourage foreign business, I think we can encour-
age foreign trade, and do so on a basis that will not permit abuses
which arise by means of what I regard as a tax haven, and I cannot
conceive of American business presenting its case on the basis of
seeking equity and yet doing so in a manner which can only be in-
terpreted as seeking to protect the privilege that now exists for the
creation and operation of foreign tax havens.

Mr. Greason. Might I make one comment, sir?

Senator Kerr. Yes.
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Mr. Greasow. I think that the difference between us here insofar
as tax havens are concerned is that we cannot conceive where a tax
haven or a base corporation or whatever you want to call it (and it
means many things to many people), where it serves solely to reduce
foreign taxes, we can’t see how any benefit is going to accrue to the
United States by stopping it.

Senator Kerr. There is a difference between us as to the statement
that that is all that it serves. And I say this, the Senator from Okla-
homa expects to offer an amendment which he thinks will eliminate
even the possibility of that objection.

It may not get anybody’s vote but his own, but he’s going to offer it.
[Laughter.]

Senator (Gore. Mr. Chairman.

The Cramman. Senator Gore.

Senator Gore. I hope, sir, that you understand that this legislation
has more than one purpose. One purpose is to promote equity and
ness as among taxpayers, both corporate and individual.

It seems to me quite inequitable, quite unfair and unsound, to per-
mit our citizens living abroad complete tax exemption on their earned
income abroad.

Why is it that someone living in Nassau or Switzerland or Panama
or wherever, while an American citizen, has any less responsibility
for the defense of his country, or the welfare of his homeland than
does a citizen who lives here ?

Tt seems to me inequitable and unfair that our tax laws would re-
ward a taxpayer, be he corporate or be he individual, who builds a
factory in a foreign land, or, conversely, why we should penalize some-
one who builds a factory in Tennessee or Oklahoma as compared to
one who builds a factory abroad, or who moves one abroad.

Now, this goal which I have in mind, and I will only take a moment
to speak for myself here, of promoting equity and fairness among tax-
payers wherever their income is earned, is but one of the goals. We
have other problems: the balance-of-payments difficulties, the flight
of gold. These are short term but serious problems.

Mr. GrLeason. Yes, sir.

Senator Gore. We have another, the problem of economic growth
in the United States.

Now, all of you who have appeared here for the past 2 days have
spoken eloquently of the great rewards and incentives and grandeur
of growth and development in other countries, principally Western
Europe. In fact, one witness testified yesterday that the return of
his company was 25 percent on investment after taxes; and he pro-
ceeded to tell us that if Congress repealed this tax incentive for in-
vestment and development of business abroad, his company would not
expand abroad.

Well, if it did not expand abroad, it just might expand here.

There is no unemployment problem in Western Europe. The rate
of economic growth there is twice the rate of growth in the United
States. We are in a situation, which you have described earlier,
where it is no longer in our national interest for the Government to
permit its citizens, corporate and personal, to invest anything, any-
where, any time for their own personal benefit if it is contrary to the
national interest.
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I can recognize, and do recognize, the problems which you and other
individuals here have with respect to your individual businesses. It
may put a crimp in your profits abroad, if you have to pay taxes.
True, if you pay taxes on your foreign profits you will not be able to
grow as fast abroad, as you would if no taxes were levied. That
would be true here at home, too. But those of us who feel a dee
responsibility to promote full employment here at home, to safeguar.
America’s position in international exchange, and in trade, those of
us who feel that it is fair and equitable to require taxpayers to pay
income taxes, wherever profits are earned, have a broader view and
we feel a broader responsibility. ) )

You are speaking as a citizen and as a representative of an industry.
I, if you will permit me to close this lecture, am speaking as a Member
of the U.S. Senate, who has a responsibility far beyond that for which
you have spoken.

This doesn’t cost you anything. [Laughter.]

Senator Wirriams. Ihave one question.

The Crarrman. Senator Williams.

Senator Wirriams. Mr. Gleason, as a representative of your com-
pany how much did you say you had returned over the past 10 years
tothe United States?

Mr. Gieason. Seventy percent of $100 million, sir.

Senator Wmriams. During this same 10-year period, how much
have you sent from this country for dollar investments abroad?

Mr. Greason. Idon’t have the figures.

Senator WiLL1aMs. Approximately ?

Mr. Greason. I would guess $15 million, maybe.

Senator WirLiams. $15 million ?

Mr. GLEAsON. Yes.

Senator Wrrriams. In other words, the inflow of capital, the inflow
from the earnings of your investments abroad, has exceeded your
investments by about five times ?

Mr. GLeasoN. Oh, yes.

Senator Wirriams. And, therefore, the balance of payments has
gained over this 10-year period as far as our Government is concerned
about by this $85 million ¢

Mr. GreasoN. Absolutely, and don’t forget that 4%-percent or
4.2-percent tax we were talking about here.

Senator Wirriams. That is correct.

Thatisall. Thank you.

Senator Gore. Well, you don't claim your company, however, is
typical of the overall problem. Several people have come here and
have given us testimony such as yours, that their particular company
has done thus and so. But the overall statistics given us by the
Treasury Department show quite a contrary story. And even if it
were true that the balance of payments is favorable in the long run,
we have the short-run problem of the balance of payments which is
not helped this year or next year or perhaps for the next 5 to 10
years by new investment outflows. Present law serves as a subsidy
and an incentive for foreign investments, particularly in Western
Europe.

Mr. GLeasoN. Well, sir, on this balance-of-payments question, there
are very divergent opinions, on the part of the Treasury Department
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on the one hand and some of the witnesses on the other, as to two
points: first, how quickly the average investment pays for itself in
the balance-of-payments sense—that is, vis-a-vis earnings—and also
the second question is how much do these foreign investments stimu-
late exports immediately. There is a lot of conflicting testimony.

You will agree with me, sir, on this business of statistics, well, it
is a numbers game. But our feeling is that the weight of the evidence,
even in the very short term, I am speaking now for the National Asso-
ciation of Manufacturers, that stifling or inhibiting, foreign invest-
ments will be to our foreign exchange balance-of-payments detriment.

Senator Gore. I am sure you are entitled to your feelings about
that.

Mr. GLeason. Right,sir. I understand.

Senator Gore. The record, however, does not support that con-
clusion.

Senator Wirriams. Well, Mr. Gleason, just to see what the record
does support, do you have at your disposal there the figures which
would show the dollar outflow over the past 10 years for investments
abroad by American companies.

Mr. Greason. I don't, sir. But they are already in the record.

Senator Wirrzams. And the dollar inflow has greatly exceeded the
outflow over this same 10-year period.

Mr. Greason. The most frequently quoted figure, I believe, is that
the income from present and prior investments during the decade of
the fifties or perhaps this goes up through 1960 exceeded the capital
outflow for new investment by some 8 billion. That is the figure that
sticks in my mind, sir.

Senator Wirriams. That is my understanding. I don’t have the
exact figure but it has exceeded it, and that your company, the pattern
of the figures which you gave for your company were merely in line
with the overall results of the investments abroad.

Mr. Greason. Yes, sir.

Senator Wiriams. Thank you.

The CrarMAN. Any further questions?

Thank you very much, Mr. Gleason.

Mr. Gueason. Thank you, sir.

The Caamman. The leader of the Senate has called a meeting of
the chairmen at 12 :30, so we will recess until 2:30.

(Thereupon, at 12:05 p.m., the committee stood in recess until 2:30
p.m., the same day.)

AFTERNOON SESSION

The Cmamman. The committee will come to order.

The first witness is Mr. Charles W. Stewart of the Machinery &
Allied Products Institute.

Mr. Stewart, take a seat, sir.

STATEMENT OF CHARLES W. STEWART, PRESIDENT, MACHINERY
& ALLIED PRODUCTS INSTITUTE

Mr. Stewart. Mr. Chairman, and Senator Carlson, my name is
Charles W. Stewart. I am president of the Machinery & Allied

Products Institute.
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My associate is Mr. Healey, William Healey, staff counsel. )

I ask leave of the committee to submit our statement in 1its entirety
for the record, including its appendix, and I will attempt, in the
interest of time and in deference to the very heavy schedule which
confronts the committee, to highlight certain points, having in mind
that the record will contain the full document. _

The CaamrMmaN. It will appear following your oral presentation.

Mr. Stewart. I would like to refer back briefly to one or two col-
loquies that took place this morning in order to set the record in a little
more balanced form from our point of view.

In the first place, as our statement indicates, we have no illusions
about the main thrust of the Treasury position, and that the current
supplemental recommendations are really presented in a somewhat
reluctant or grudging fashion, with a clearly stated preference for an
across-the-board removal of deferral.

We also have no illusions about the position which Senator Gore
himself has taken on this subject, one with which we happen, respect-
fully, to disagree.

Secondly, 1t seems to us that in connection with Nenator Kerr’s
questioning along the lines of what might be a reasonable and con-
structive approach to dealing with the abuse problem, much of what
the previous witness said, in respouse to this questioning, we would
certainly concur with.

But beyond that, we would like to make one or two very simple or
central points.

In the first place, the words “tax haven” or “tax-haven income” are
really not words of precision. Indeed, they mean different things
to different people, and it is terribly important if we are to engage
in a responsible way the issues of abuse, that we talk about precise
types of operations, how they may be conducted or are conducted;
what the Government resources are with reference to dealing with
them, as distinguished from generalizing in such terminology as the
“tax haven.”

The questioning made the point, particularly Senator Kerr’s, that
there ought to be an effort made to draw reasonable lines of demarca-
tion between legitimate business activity and improper techniques
employed solely and primarily for the purpose of tax evasion insofar
as U.S. taxes are concerned.

In being fully responsive to that suggestion, we can see nothing
wrong with the notion and the objective. We do not feel that this
bill, even in its amended form, as suggested by the Treasury, meets
that objective. Indeed, it goes much farther. It does not confine
itself to what we would prefer to call the abuse area, what others
call the tax haven area.

With reference to Senator Gore’s latter comment to the effect that
the record makes a clear case on the issue of public policy issues, we
dissent. We feel that the record does not make a clear case that the
balance-of-payments problem would be substantially improved by
the legislation offered by the Treasury Department. We feel that the
record does not make a case that exports would be benefited by the
proposals offered by the Treasury Department.

We feel that the record does not make a case that what is really
being attacked here is the limited area of abuse.
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We feel that a case is not made in terms of an improvement in
domestic employment if these provisions were to be enacted; and I
merely refer back to our prior, more detailed testimony on the general
aspects of this bill with respeet to those fundamental issues.

We find ourselves, therefore, gentlemen, in a position of responding
to the new supplemental recommendations of the Treasury Depart-
ment with the conclusion that in some respects they mitigate some of
the penalties contained in H.R. 10650, and in others they sharpen the
penalties.

In no way do they deal with the fundamental economic foreign
trade and tax policy questions which are involved in the total
legislation.

Indeed, it seems to us, to borrow President Kennedy’s theme of
his Yale address, that in this area of foreign taxation and the econom-
ics and commercial questions which underlie it, we need to disen-
thrall ourselves from an inheritance of truism and stereotype and
seek an essential confrontation with reality.

We do not believe that the Treasury proposals meet that objective,
and we urge the committee that what 1s really needed here is not a
tinkering with H.R. 10650 a la the Treasury proposals, but rather
a basic and fundamental rethinking of the entire approach to the eco-
nomics of foreign investment and related taxes.

Now, with respect to the individual technical changes which are
recommended by the Treasury Department, they are discussed in our
statement in some detail, and I shall not go through the statement
except to identify the points that we comment on and indicate the
direction in which the Treasury would take H.R. 10650 through the
medium of these new supplemental recommendations.

The proposal on the so-called pour over of earnings from developed
countries into less developed countries is a tightening in HL.R. 10650.

The proposal in the case of loss adjustments is within the context
of H.R. 10650, some change in the direction of relaxation.

The provisions on royalty income from patents, exclusive formulas
and processes, et cetera, have a mixed character. Some of them rep-
resent tightening and some of them represent relaxation. )

The provision on sales and technical assistance income is a tighten-
ing; the provision on branch incomeis a ti%htenipg. )

Certain changes in the area of manufacturing income represent
relaxation within the context of H.R. 10650, as 1s the case with the
modification of the definition of controlled foreign corporations and
blocked foreign currency. o

Within the context of H.R. 10850, our statement indicates that we
would oppose certain of these changes as recommended by the Treas-
ury, and concur in others insofar as they go and within the frame-
work of H.R. 10650, but with the caveat that we believe that the
framework is basically fallacious and these proposals in the net repre-
sent nothing more than tinkering, whichever direction they happen
to move in. .

Now, if you will examine our statement, you will note that beyond
the definitive response to each section proposed by the Treasury for
change, we include some single-spaced indented, parenthetical com-
ment which goes to some of the broader issues that are involved in
each one of the technical points that we comment on.
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I think that by examining one or two of these discussions of general
issues growing out of specific issues, you will recognize that respecting
the broader questions, the most controversial questions, that are in-
volved in this proposal of the Treasury in the form of its amended
suggestions or its prior suggestions, actually no change has been made
in the Treasury position of any consequence. o _

For example, in the case of the pour over provision, we have this
tosay: ) . .

In opposing this Treasury recommendation for these reasons—

Stated 1n our statement—
we do not wish to give the impression that the institute supports the concept
of drawing a line in foreign tax policy between underdeveloped and developed
countries. The distinction is wholly artificial. As we pointed out in detail
in our oral and written presentation to this committee on April 4, generally
speaking, sound and legitimate private investment wherever it takes place
throughout the world should be accorded tax treatment similar to that avail-
able under the present law.

We might add that in one sense we can understand why Treasury makes
this recommendation. The Department does not wish to concede, for purposes
of its overall case on foreign earnings, that there are public policy benefits from
investment in developed countries, including pour over of earnings into un-
derdeveloped regions. It therefore contrives to defeat one of the Government’s
own objectives—encouragement of investment in underdeveloped areas—a wholly
incongruous position under all the circumstances. Moreover, from the balance-
of-payments standpoint, assuming a quick capital accumulation in a U.S. foreign
base company in a developed country which generates funds available for re-
investment in an underdeveloped region, why would our Government prefer
to encourage a fresh and separate outflow from the United States, assuming
a company had the disposition to so invest directly in the underdeveloped
area?

In a similar way, if you will look at the question of blocked foreign
currency and the change which the Treasury recommends and which
within the context of H.R. 10650 we feel 1s in the right direction,
this recommended change by the Treasury in itself admits the differ-
ences in the character of a business operation when it is conducted
in the United States versus being conducted outside the United States.
And yet the differences in the conduct of business, depending on where
business is carried on, are not recognized except in this indirect way.

We reach the broad conclusion, therefore, that the fundamental
economic 1ssues to which Senator Gore referred at the conclusion
of the morning hearing need further examination from all view-
points.

. We feel that the record is not clear on the balance-of-payments
issue and on related economic questions, as I mentioned previously.

In that connection, we would like to call attention of the committee
to appendix A which is, we believe, perhaps, the most comprehensive
effort to meet on economic, scholarly grounds the brief submitted
by the Treasury as exhibit ITT to ecretary Dillon’s testimony in
support of the economic philosophy underlying H.R. 10650 or the
more wide-sweeping recommendations of the Treasury which were
referred to this morning.

It is our judgment that although it would be extreme to say that
any analyst can draw absolutely certain conclusions based on the
aggregate data which are available in this very complex field, the
conclusions and, in particular, the assumptions which are embodied
in this economic document are open to very, very serious question.
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In an effort to be constructive in terms of giving the committee an
opportunity to reexamine all of the issues that are involved here,
not alone which are purely technical in character, we have placed
this economic critique before the committee.

I would like, in conclusion, to concur completely in one point which
was made this morning by the last witness; namely, that the question
of the benefits in terms of improvement in U.S. tax-take that might
accrue from the enactment of these provisions, in the light of the fact
that really the benefits which are enjoyed by American corporations
in low-tax countries are provided by the foreign countries as dis-
tinguished from the United States, is greatly overstated. I think
that we would find that in terms of the practical impact of these pro-
visions, the revenue changes would be inconsequential.

The impact, however, on the ability of American business to move
aggressively and competitively and properly within the concept of our
system would be very substantially impeded.

I have no wish to burden the committee with any further repetition
of the content of our statement.

We appreciate, particularly during these busy times, the opportu-
nity to come back and present our further views.

The Crarmryax. Thank you, Mr. Stewart.

Any further questions?

Mr. Stewart. Thank you.

Senator Gore. Do you think it would be properly within the prov-
ince of the Government of the United States to require the conduct
and actions of its citizens abroad to comport with the welfare of our
country ¢

Mr. Stewarr. I certainly think that this country is entitled to
expect that conduct as a matter of course in a general way, and I think
that, to the extent that it is essential to regulate, but only to that extent,
should we regulate, whether we are acting in the foreign sector or in
the United States. But I certainly have no basic difference with the
philosophy that you are expressing.

Senator Gore. Well, you used the term “regulate,” which is a term
which some people seem to regard as abhorent. I do not. I am glad
you agree that the country has a right to expect its citizens to conduct
themselves, both at home and abroad, in a way that is commensurate
with the welfare of the country.

To the extent, and only to the extent, that regulation is necessary
to insure this end, you would accept regulation, and I think I would
find myself in agreement with you on that.

You realize, of course, if you were a citizen of Japan or any other
country, you would not be free to export your capital or, to put it
another way, to invest your money, anywhere, any time, in any amount,
in anything that might be to your personal benefit.

The first decision reached by the Government of Japan, and other
countries, would be whether such a proposed investment on your part
would be in the interest of that country. Unless it was, then you
would not be given a license to make the investment.

If it did not harm the interests of the country, or better still, if it
served the interests of the country, as the officials of that country
would see it, you might then be permitted to follow the bent of your

82190—62—pt. 11——14
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own selfish interests. I should not use “selfish”—your own personal
interests, let me put it that way. _

If American corporations, if the American corporate structure and
individual American taxpayers, continue to abuse the freedom which
people enjoy In these fields and continue to resist the closing of any
tax loopholes, it seems to me it may make inevitable the regulation
which you say you would approve to the extent necessary.

Mr. Stewart. Well, may I comment?

Senator Gore. I am not trying to put you in a box about regula-
tion

Mr. Stewart. I do not feel constrained——

Senator Gore (continuing). To the extent necessary; and I agree
you and I might have a different opinion as to what is necessary.
But let me proceed for just a moment.

Mr. Stewarr. Yes.

Senator Gore. So far as I am concerned, I think the time has al-
ready come for the Government to institute such programs. Other
members of this committee hope to avoid it.

I think the administration, although I am not qualified to speak for
it, hopes to avoid regulation by such measures as are now before this
committee.

Yet the whole business community has come here for 2 solid days,
in a solid phalanx of opposition against doing anything in this field.

Do you see what the end result is almost inevitably to be? Now do
you want to comment ?

Mr. Stewart. Well, T think we are in disagreement in almost every
sentence.

Senator Gore. I though we started out—I tried to get with you
right at the beginning. [Laughter.]

Mr. Stewart. Well, I was trying to put our viewpoint in the con-
text of the public welfare which, I think, in deference to the business
community, is not outside our ken or our interest.

I would comment, I think, in the following ways: In the first
place, I think there is a fundamental difference of opiion a conscien-
tious one, not one traceable by any substantial means to selfish business
motivation, a fundamental

Senator Gore. You understand I used the word “selfish” and with-
drew it because it does have a connotation——

Mr. Stewart. T used it in a similar way.

Senator Gore. In a very small way T am in business, and I am in
business for profit. I take it you are, too. That is the motivation of
our free enterprise system. So I do not mean, to and I did not mean,
to imply any critical comment with respect to pursuing a selfish
interest.
da{[r. STEWART. T am sure I did not mean to infer in any way that you

id.

Senator Gore. Yes.

Mr. Stewarr. The point I want to make is that there is a big gap
between your concept, as I understand your view of this subject, of
what is good for the public welfare and my concept of it.

It is not a question that I or my constituency or the business com-
munity as a whole are not interested in the public welfare. It is
rather whether or not this particular piece of legislation is in that
direction, and I think it is wholly appropriate for the business com-
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mittee and itself in testimony drawn with a real effort to make a con-
tribution, whether or not the fundamental economic, commercial trade,
and tax policy issues which underlie this difference of opinion have
been thought through, and whether or not we have the right answers.
. It 1s our very sincere conviction, in the public interest, that this bill
is based on a series of misconceptions as to what the facts of life are
in this area of international trade and what the results would be that
would flow from this legislation.

I recognize that from the standpoint of alternatives available, the
Congress has many and, in its discretion and judgment, can choose
between, if it wishes to go through the extreme which I hope it would
not, regulation such as you have suggested; it may adopt H.R. 10650
In its form before it came to this committee; it may adopt a modified
version; it might revert to what I consider a considerably preferable
approach in the form of the joint committee staff work that preceded
the reporting out of H.R. 10650 ; it might examine this issue from the
standpoint of administrative attack, as has been suggested this morn-
ing; 1t might wish to strengthen section 482 in some way, adminis-
tratively or legislatively or both, without reference to the provisions of
H.R. 10650. I am aware of all these alternatives, and I am sure that
this committee and the Congress will consider them before it acts.

But I cannot concede that the fundamental issues that underlie the
action which the Congress will eventually take have as yet been satis-
factorily resolved, and that is our principal mission here.

We are not here to suggest that the Government do nothing, nor to
take the position that there are no abuses in this area, but to take the
position that there are many considerations in the field of foreign trade
which we do not believe have been ventilated properly.

It is for that reason, Senator, that we have attempted at great pains
to analyze the fundamental economic philosophy under this bill which
1s contained in exhibit ITT of the Treasury testimony, and we find very
great difficulty in accepting it.

Senator Gore. Well, I accept your sincerity, and in no sense have
I intended to challenge it or your motives.

You spoke of alternatives. I am receiving letters now from service-
men who are serving their country abroad, wearing the uniform of
the U.S. military service, and they complain that they are not allowed
to spend the little salary that a GI draws.

Yet we place no inhibition at all on the amount of money that you
can invest abroad, and your investment abroad of $1,000 takes the same
amount of gold from this country as do the purchases of several
servicemen.

You remember that an order was issued that forbade wives and
children to join their husbands and fathers in Europe. I am told that
this resulted—well, who can say it resulted—but at least there have
been many homes broken up, and some divorces.

Yet we lost more gold when the Ford Motor Co. bought the auto-
mobile concern in England than we saved by refusing to permit the
wives and children to join their fathers and husbands in Europe.

You have this kind of choice and you have some alternatives of

which you spoke.

munity to come before this committee on invitation, and ask the com-
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There are other choices to make. We must choose between things
none of which may be exactly to our liking. Which would you choose
if that were the alternative ¢

Mzr. Stewart. Well, T would like to comment, first, on your

Senator Gore. Let me ask the question.

Mr. SteEwarT. Excuse me.

Senator Gore. Which would you choose, granting the freedom of
Ford Motor Co. to buy a subsidiary plant in some European country
from which it ultimately expects to import into the United States
products thereof, or granting freedom of wives and children to join
their servicemen fathers and husbands in Europe?

Mr. Stewart. If I may say so, sir, I think it is an oversimplified
choice, and I think—may I be responsive?

Senator Gors. Yes, and I will not—I have no power to require you
to make that choice, and I really put the question to you to make the
point. You need not express your views. I am sure if you had to
choose you would be for motherhood and fatherhood and home.
[Laughter.]

Mr. Srewart. I would like to have the liberty, if you don’t mind,
of commenting on the choice you offered here.

Senator Gore. Yes, indeed.

Mr. Stewart. I think, in the first place, that the balance-of-pay-
ments problem in the overall sense is a much more complex one than
you implied it is through this comparison. I think that—-

Senator Gore. Do you agree that $400 million spent abroad as the
result of wives and children going to Berlin or wherever their husbands
are, and $400 million sent to England to pay for the motor plant, would
have the same effect on the drain on gold and the balance of payments?

Mr. Stewart. No, I would not agree, because it is an oversimplifi-
cation of the economics of the problem.

I am not familiar with the details of the Ford case. I am aware
of it, but I am not familiar with the motivation that was involved here
nor with what the ultimate effects of that investment abroad will be.

I think it is quite premature to conclude that the primary objective,.
as you suggested it, may have been to import into the United States.
There may be in terms of total benefit to the health of the Ford Motor
Co. and its ability to employ in the United States, its ability to be a
vibrant U.S. concern, as well as a powerful world entity, great benefits:
to the public welfare in the United States for this transaction having
taken place. And to narrow this subject in terms of a particular
transaction at a particular time seems to me to obscure the broader
problems of the balance of payments which this country has to face.

I find myself in the position, when I cite an individual case which
supports the strength of private investment, of being told that this is
an isolated situation.

But when I referred to a situation like the Ford case as being an
exceptional situation, people who criticize me for making an example
of a single transaction feel that this develops a pattern upon which
one can draw broad conclusions.

Now, I do not believe that this question can be resolved in terms of
oversimplified comparisons such as the one you made.

I do not think that this country need make that choice in terms of a
single set of facts, but it must make a very important overall choice.
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It cannot operate its foreign economic policy in terms of on and
off again thinking. It has got to think in balance of payments 5
years out, 10 year out, 15 years out.

One of the fallacies of this Treasury exhibit that I referred to is the
fact that the analyst suggests that in terms of our balance of payments
problem we should disregard completely the current flow into the
United States of dollars produced by investments made some years
ago. This is on the theory that we are currently in a box and we
must look prospectively to the future only, and therefore we should
disregard completely the payoff that this country is getting from
having followed a policy of sound private investment outside the
United States. So we start from now and move forward.

Now, this is the kind of thinking that this country cannot afford
from a public welfare standpoint and unless we stop, and I say this
very respectfully, Senator, because I appreciate your wish to make
a point through this example, but unless we stop thinking in terms
of these isolated examples, we are going to find ourselves in a real
international trade fix 5 years from now.

Senator Gore. Well, let me give you another example. You may
not particularly like this one, I will admit that. If you were going
to travel abroad you would secure a passport, would you not ¢

If you wish to export a large number of commodities it would be
nece%ssary for you to secure an export permit or license, would you
not ¢

Mr. Stewart. To certain countries of the world.

Senator Gore. Yes.

Mr. StewarT. But not many.

Senator Gore. Yet there is something sacred about money. We,
without hesitation, put restrictions upon the freedom of a citizen him-
self to move freely. We require export licenses for large numbers of
commodities to various countries. Yet people throw their hands up
in horror at the very idea that there should be some limitation on
the export of capital.

Now, how would you draw distinctions here? Do you think the
freedom of the individual or the freedom of money is preferable, or is
this another unwelcome choice ?

Mr. Stewart. Noj; it is not an unwelcome choice at all. It is just
an improper comparison, if I may say so. I do not mind making the
choice.

Senator Gore. Ithinkitis,too. I would prefer the personal liberty
to the money liberty myself. I really do not think it is a proper com-
parison. But many people just think it is abhorrent for anyone to
suggest that we even remove the tax subsidy for the exgort of capital.

What we are seeking here is not regulation of the outflow of capital;
what we seek here is to place taxes In a position of neutrality. We
want to take from those who wish to build factories abroad or invest
abroad the tax incentive to do so.

We want to take out of the tax law a reward for someone who builds
a factory in Belgium instead of in Virginia.

I do not know why we should penalize a person who invests in the
development of his own country and reward one who invests in the
development of other countries. ) _

Now, you can choose between those if you would like.
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Mr. StewarT. I would be delighted to, if T may.

Senator Gore. Well, then, after that, I shall desist. _

Mr. Stewart. I hope I am not imposing on the committee.
But—

Senator Gore. I am afraid I am.

Mr. Stewarr. But I do not like to leave my position without deal-
ing with some of the issues that are implicit in your statement.

In the first place, your concept of tax neutrality and mine are quite
different. You would neutralize the tax situation faced by the U.S.
domestic company and a U.S.-owned foreign company. This, to me,
is not neutrality. It is a matter of neutralizing the U.S. company
doing business overseas with his foreign competitor in the arena in
which he has to do business.

Secondly, I would say that the business community at large, and
with very few minor exceptions, does not enjoy a subsidy under the
present tax laws.

Thirdly, T would say that the references to restrictions which were
referred to are in most instances diplomatic matters. Certainly the
passport is an exceptional situation. There are even some who, in
terms of human liberty, question that.

The export control situation is a very narrow aspect of Government
control, limited almost exclusively to the area of the Russian orbit.

I would say this in terms of philosophy: We are not comparing
just money and people. We have got to understand in terms of
International trade problems facing this country, just as we have to
understand it domestically (a little bit more effectively, I think, than
we do), that the two are not inseparable.

Money and capital produce job opportunities. American business
cannot be divided up into domestic business in the United States and
foreign business abroad. We should not try to rearrange business
affairs in terms of motivating one sector and not motivating another.

You are going to find, Senator, and the committee will find this to
be true the Jonger it deals with this subject, that in the area of foreign
investment American business is following the very philosophy that
the President has pronounced to be that philosophy underlying the
foreign trade bill; namely, that we have got to have freedom of move-
ment of trade in the world; that we have got to be able to move into
a world position as a country engaged in international commerce;
and that it does not make sense economically, politically, or otherwise
for this Government to intrude on the normal flow of trade under those
circumstances.

That is the philosophy—may I conclude—that is the philosophy of
the foreign trade bill, and it 1s not the philosophy of the bill that is
before this committee.

Senator Gore. I would like to answer that in just a moment. The
trade bill does seek to liberalize the flow of commerce between nations.

The proposal of the Treasury is to remove a tax subsidy for the
export of capital.

Instead of those two being antagonistic, they are complementary.
A tax subsidy for the movement of industry, the export of capital, 1s
the same thing in reverse as a tariff wall against the import of goods.

So T could not agree with you at all that they are antagonistic.

The two measures are complementary and in no sense antagonistic
to each other.
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Mr. Stewarr. We are in disagreement, sir. I would be glad to
elaborate further.

Senator Gore. I think both of us have used enough time. Thank
you.

Mr. Stewart. I apologize so much for intruding on the com-
mittee’s time.

Senator Witriams. Mr. Stewart, may I ask just one question.

Over the preceding 10 years up to late 1961 or early 1962, is it
not a fact that the American investments made abroad have been
made with the consent, the blessing, and the encouragement of the
administration in power ?

Mr. Stewart. There is no question about it.

Senator Wirriams. Thank you.

Mr. StewarT. This represents a complete reversal of policy and
one which does not involve the issue of a tax subsidy, as has been
suggested.

enator WrLrtams. And when some people now speak of the in-
vestment of capital abroad as being something evil, is it not in
direct contradicition to some of the programs that are being advo-
cated at this same time? For example, in the Alliance for Progress
program, I notice there has been over $1 billion obligated under
that program for distribution within the next 12 months, and that
will be an export of capital upon which there will be no return to us
as taxpayers; isn’t that true?

Mr. StewarT. Precisely, sir.

Senator Wmrrams. No dollar return.

Mr. Stewart. The policies of this Government in this area, if this
bill is acted upon favorably, are absolutely irreconcilable,

Senator WrrLiams. One is a trend toward isolationism and the
other is a trend toward more liberal trade.

Mr. Stewarr. In terms, sir, if I may use a strong word, of
our posture as an international trader, a position which this country,
in a world sense, is just beginning to assume. It is just beginning
to come into its maturity as an international trader. This bill will
do more damage than any other single act could possibly do to dis-
turb the growth and the strength of American industry in inter-
national trade. We must remember that American business cannot
be cut up into pieces.

Companies operate as total entities; they do not operate as a
company in one country and a company in another. It is a total
operation,

When you do damage to a foreign operation you are doing ir-
reparable harm to the domestic part of that business.

enator WmwLiams. I will conclude with just one thought. I think
that we should separate our efforts to eliminate what may be a bona
fide tax haven, and I use that term in describing a company which is
established for the sole purpose of tax avoidance; and I think that
they should be corrected, and I think that American industry would
welcome an opportunity to support legislation that would correct it.

But T do not think that in correcting that we should establish a
principle that all American Investments a_broad are something evil,
because they have brought back substantial amounts of returns to
this country in dollar volume ever.
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Mr. Stewarr. Not only in dollar volume but in terms of our total
position as a country, in our relations with foreign countries in our
economic effort internationally beyond the dollar mark.

Senator WirLiams. Far beyond the dollar volume I agree with that.
But even on the dollar volume alone if you confine it to that they still
have been a profitable operation from the standpoint of the Govern-
ment and the taxpayers.

The CramrmaN. Thank you very much.

Mr. Stewarr. My apologies to the committee.

Senator Gore. Mr. Chairman, before the next witness comes 1 would
like a moment to reply to Senator Williams. I have not said that
Investment abroad was evil nor have I implied such.

Senator Wirriams. I did not say that you had. If you interpreted
what I said as your having said that, I regret it because I was merely
establishing a point.

Senator Gore. It is true, as the Senator has said, that there was a
period when the Government of our country encouraged investment
in Western Europe. It was our national policy to aid in the rehabili-
tation of Western Europe.

Now however the problem is different. Their rate of growth as I
said this morning is twice our rate of growth.

The problem there is not one of unemployment; rather they are
importing people to take jobs. Yet the Senator from Delaware
apparently wants to continue the policy of subsidizing the movement
of our industry to Western Europe when we have many depressed areas
in this country.

The time when we needed to encourage the movement to Western
Europe has passed. Indeed, the need for industrial development is
elsewhere now.

Senator WiLriams. I appreciate the contribution of the Senator
from Tennessee, and I do not want to get into an argument with him.
But I must respectfully suggest that he may be busy if he confines his
energy toward interpreting his own motives rather than the motives of
some of the rest of us.

I recognize that the growth in Europe has been more rapid than it
has in this country, but let us stop and recognize the fact also that
Europe was destroyed 20 years ago, and they were growing from a
much lower base and, naturally, they have had a more rapid growth.
But T am one who still has great confidence in the American system
in that we, in this country, can compete, and I do not think we can
build a wall around the exportation of our products or our capital or
such as you seem to advocate. That is just a difference of opinion.
We both have a right to our own opinions.

Senator Gore. If you will just leave out the motives, we can inter-
pret the effects of what each advocates.

It was on the ticker that you are offering to the President the
passage of this bill, if we would leave out certain things, by adding
the tax bill to the corporate rate extension bill.

Well, I would like to see some of the tax loopholes closed. I am
not sure how the Senator feels about that, but T feel very strongly that

a tax revision bill should eliminate some of the widespread favoritism
in the tax law.
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Senator Wirriams. On that point, let us quit. We are now in
agreement. I will add you as a cosponsor to my amendment.

Senator Gore. The Senator has an amendment that cut the oil
depletion. Of course, his amendment is in error in the first place.
The percentage depletion formula has no relationship to the depletion
of a resource. It is merely a formula for tax reduction.

If the Senator will join me in instituting instead of percentage
depletion a cost depletion, then I think we would begin to get some
place.

Senator WirLiaas. Mr. Chairman, I suggest we call the next wit-
ness because it may be a long time before the Senator from Delaware
and the Senator from Tennessee get together on a philosophy of
taxation.

(The supplemental statement and appendix of Mr. Stewart pre-
viously referred to follow:)

SUPPLEMENTAL STATEMENT OF THE MACHINERY & AILLIED PRODUCTS INSTITUTE
ON AMENDMENTS PROPOSED BY THE TREASURY TO SECTION 13 or H.R. 10650

Presented to the Committee on Finance of the U.S. Senate by Charles W.
Stewart, president, June 19, 1962

Mr. Chairman and gentlemen, I appreciate very much the privilege of appear-
ing again before the Senate Finance Committee on H.R. 10650 as president of
the Machinery and Allied Products Institute and chairman of the institute's
affiliate organization, the Council for Technological Advancement. As you
know, these organizations represent the capital goods and allied product indus-
tries of the United States, whose interest and involvement in foreign trade are
broad and deep and of long duration.

We are especially appreciative of the committee’s courtesy in scheduling
these further hearings in view of its very heavy schedule. We take this to
be not only a recognition of the necessity for obtaining comment on the Treas-
ury’s new recommendations but a reflection of the committee’s concern over
more fundamental issues involved in the foreign earnings provisions of H.R.
10650.

We are aware of—and we shall, of course, adhere to—the committee’s desire
to limit testimony to the Treasury’s current proposals for amendment of H.R.
10650 as set out in the committee print of May 31, 1962. Nevertheless, any
examination of these suggestions becomes meaningful only as we relate them
to the sweeping and revolutionary legislative proposal of which they are a
part. Hence, we feel obliged to examine briefly not only the patches represented
by the Treasury’s new proposals but the whole blanket of change in American
foreign business activity which H.R. 10650, if adopted, would bring about.

As our principal statement of April 4 made clear, we think the foreign earnings
provisions of H.R. 10650 are unsound and represent punitive legislation. Over-
all, the proposals now advanced by the Treasury would seem to amount to little
more than a mitigation of some of the penalties and a sharpening of others.

It seems to us not without significance that the proposals now under consid-
eration have been advanced somewhat reluctantly—even grudgingly—by the
Treasury. The Treasury persists in its view that the solution can be greatly
simplified by the abolition of tax deferral on foreign earnings. The Secretary’s
letter of transmittal recommends “in accordance with the President’s message
of April 20, 1961, and my statement of April 2, 1962, before your committee
that deferral of taxation of income of controlled foreign corporations be elimi-
nated.” This same point of view was made repeatedly in the Secretary’s state-
ment before the committee on May 10, in which he said: “Adoption of this
principle would eliminate a great deal of the complexity of section 13.”

We think the foreign earnings provisions of H.R. 10650 represent not only
bad legislation but stem from fundamental misconceptions of the nature and
circumstances of America’s foreign trade.



4622 REVENUE ACT OF 1962

MYTHS IN THE AREA OF FOREIGN EARNINGS TAXATION

In his notable recent speech at Yale the President called upon his audience
to “disenthrall itself from an inheritance of truism and stereotype” and to seek
“an essential confrontation with reality.” . .

We suggest that the foreign earnings provisions of H.R. 10650—including
the supplemental proposals now advanced by the Treasury—are largely the
products of myth and that the bill’s authors are unwilling or unable to confront
reality. Unquestionably, there have been certain abuses in the employment
of so-called foreign tax havens. However, from the fact of a relatively limited
area of impropriety has sprung the myth of widespread abuse. Quoting again
from Mr. Kennedy at Yale, he said: “* * * the great enemy of the truth is
very often not the lie—deliberate, contrived, and dishonest—but the myth—
persistent, persuasive, and unrealistic.” We think the President’s words express
far more eloquently that we can the nature of a developing body of mythology
and that this concept can be applied equally well to the taxation of for_eign
earnings.

There is, for example, the myth of tax inequality. There is the myth that
abolition of tax deferral will largely solve our international balance-of-pay-
ments problem. There is the myth that by punishing business abroad we may,
by some process of bootstrap levitation, cure problems of international competi-
tion stemming from more fundamental causes, the examination of which may be
acutely uncomfortable. There is the myth that foreign business is simply an-
other kind of domestic business carried on abroad. There is the myth that the
imposition of new burdens on foreign investment will result in the substitution
of job-making domestic investment.

We suggest that it is high time for the Government to disenthrall itself from
this mythology and to prepare for an “essential confrontation with reality.”

The reality is that foreign business is different not simply in location but in
kind from business conducted within the United States. The reality is that
the massive burden of Government foreign aid and military assistance pro-
grams and America’s inability to compete in export markets as effectively as
it might by reason of high-cost production are the principal contributing factors
to our imbalance of international payments. The reality is that American
business invests abroad when it can no longer serve foreign markets by export
from the United States, and to be denied the opportunity of serving those
markets competitively by foreign investment will rarely result in substituted
domestic investment. And finally, the reality is that such abuses as occur in the
foreign tax area can be cured by administrative action or, at most, legislation far
less drastic and sweeping than that represented by H.R. 10650.

Thus, we respond to the Treasury’s newest proposals by reciting our original
recommendation: The foreign earnings provisions of H.R. 10650 require a
fundamental rethinking and these products of Treasury tinkering reflect no
reexamination whatsoever of the basie issues.

Our detailed comments on the Treasury’s proposals for amendment of section
13 of H.R. 10650 appear below.

THE TREASURY SECTION 13 TECHNIQUE OUTLINED

Under the Treasury’s suggested changes to section 13 of H.R. 10650, a U.S.

shareholder, that is, a U.S. person owning at least 10 percent of the stock of a
controlled foreign corporation, would be taxed on his pro rata share of what is
termed that corporation’s “subpart F” income. A controlled foreign corporation
would be one in which more than 50 percent of the total combined voting power
of the stock is owned by U.S. shareholders.
. Generally speaking, subpart F income would include income derived from the
insurance abroad of U.S. risks and foreign base company income. The latter
term would encompass foreign personal holding company income, foreign base
company sales income, and foreign base company services income. Dividends
and 1_nterest received from qualified investments in less developed country cor-
porations would be excluded from the scope of foreign base company income,
80 long as they do not exceed the increase in such qualified investments for the
taxable year.

In addltu_)n to subpart F income, the U.S. shareholder would also be directly
taxed on his pro rata share of the controlled foreign corporation’s net with-
firawal of earnings from qualified investments in less developed areas, plus any
investment by that corporation of its earnings in U.S. property. ’
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BEINVESTMENT OF FOREIGN EARNINGS IN LESS DEVELOPED COUNTRIES

In what ig, in our judgment, a major policy change, the Treasury proposes
to prevent what it terms the “pour over” of developed area foreign base com-
pany profits into reinvestment in less developed countries. This would be done
by permitting exemption from direct taxation only in the case of earnings
derived from less developed area investment. Under section 13 of H.R. 10650,
in the form passed by the House, there would be no direct taxation of foreign
base company earnings so long as they are reinvested in less developed areas.

We are opposed to this Treasury suggestion. It seems to us perfectly clear
from the testimony offered to this committee that earnings from subsidiaries
located in developed countries constitute probably the major source of the funds
available for investment in enterprises located in the less developed areas of the
world. We had assumed that the encouragement of private investment in less
developed areas is one of the basic aims of the administration. If it is desirable
to provide incentives for such investment through appropriate provisions in the
Internal Revenue Code, it should be done in a way which is likely to prove effec-
tive. At the present time, earnings from less developed area investments are
simply insufficient to provide the desired volume of new investment in such
areas. Limiting the exemption for reinvestment in underdeveloped areas solely
to earnings generated from such areas will, in our judgment, render completely
ineffective any conceivable stimulative effect that this bill might have on en-
couraging private investment in less developed countries.

In opposing this Treasury recommendation for these reasons we do not wish
to give the impression that the Institute supports the concept of drawing a line
in foreign tax policy between underdeveloped and developed countries. The
distinction is wholly artificial. As we pointed out in detail in our oral and
written presentation to this committee on April 4, generally speaking, sound and
legitimate private investment wherever it takes place throughout the world
should be accorded tax treatment similar to that available under the present
law.

We might add that in one sense we can understand why Treasury makes this
recommendation. The Department does not wish to concede, for purposes of its
overall case on foreign earnings, that there are public policy benefits from invest-
ment in developed countries, including “pourover” of earnings into underdevel-
oped regions. It therefore contrives to defeat one of the Government’s own
objectives—encouragement of investment in underdeveloped areas—a wholly
incongruous position under all the circumstances. Moreover, from the balance-
of-payments standpoint, assuming a quick capital accumulation in a U.S. foreign
base company in a developed country which generates funds available for rein-
vestment in an underdeveloped region, why would our Government prefer to
encourage a fresh and separate outflow from the United States, assuming a
company had the disposition to so invest directly in the underdeveloped area?

LOSS ADJUSTMENTS

The Treasury’s suggested revisions would permit, with respect to a controlled
foreign corporation, the losses of 1 taxable year to offset the earnings of other
taxable years. In addition, the losses of one controlled foreign corporation
would be permitted to offset gains in the same year of other controlled foreign
corporations. However, as we understand it, these intercorporate loss offsets
would be limited to one direct chain of subsidiaries. We feel that this limita-
tion should be removed and that losses and gains from all controlled foreign
corporations of one American parent should be permitted to offset each other
on a consolidated basis. In addition, we would suggest that the committee
consider extending complete parity of treatment of losses between controlled
foreign corporations and domestic corporations. For example, the net operating
loss carryforward should be available with respect to pre-1962 earnings in com-
puting controlled foreign corporation earnings under the bill.

In essence, we feel that the recognition of controlled foreign corporation losses
accorded in the Treasury’s suggested revision is desirable but it does not go
nearly far enough in extending to controlled foreign corporations the same bene-
fits accorded to domestic corporations in this respect.

Underlying this technical provision, which, as we point out, does not go far
enongh within its own context, is another fundamental issue which should be
brought to the attention of the committee. The proposal made by the Treasury
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moves in the direction of equating the tax status of controlled_ foreign corpora-
tions with domestic corporations. Obviously, on this reasoning one must go
the whole route in order to put them in a position of parity. Hence, our sug-
gestion that the provision does not go far enough in that light. On t!u_a other
hand, we object as a matter of policy to attempting to equqhze the posmons_of
U.S. foreign based companies with U.S. domestic companies. f["ax neutrgihty
should be sought between U.S. foreign based companies and their competitors
abroad.

Thus we agree with this technical change insofar as it goes within the frame-
work of H.R. 10650, but continue to object to that broad framework. The
fundamental question—namely, appropriate tax treatment in the overall sense
for foreign base companies—should not be obscured by the discussion of these
technical changes.

ROYALTY INCOME FROM PATENTS, EXCLUSIVE FORMULAS, AND PROCESSES, ETC.

The Treasury draft would make a considerable change in the handling of patent
income.

Under H.R. 10650, patent income was singled out for the same treatment
accorded certain insurance income—that is, direct taxation regardless of rein-
vestment in less developed areas. In addition, the House bill permits a certain
part of the manufacturing income of a controlled foreign corporation to be
atfributed to the use of patents and formulas developed in the United States and
taxed accordingly. The latest Treasury draft has dropped this approach in
favor of one which would treat patents and certain royalties as foreign base
company income and would require ordinary income treatment for gain recog-
nized on the transfer of patents, inventions, or similar property by a U.S. parent
to its foreign subsidiary.

Unquestionably, the Treasury revision in this area represents a mechanieal
improvement. The so-called imputed royalty provision would be nearly im-
possible to administer. But the scope of the relief provided by the Treasury’s re-
vision is, in our judgment, more illusory than real. For example, income from
the use of patents by a related person in a country outside that in which the con-
trolled foreign corporation is incorporated would continue—under the Treasury
approach as under the House bill—to be attributed to the U.S. parent company
and subject to direct U.S. taxation regardless of whether it was reinvested in
less developed countries.

Thus, we agree with the Treasury’s suggestion in this area insofar as it
would eliminate the imputed royalty provision and would eliminate the singling
out of patent income for special discriminatory treatment. But beyond that
point, we are opposed to direct taxation on patent income abroad just as we are
opposed to the proposed ordinary income treatment for gain of the transfer of
patents and similar property to foreign subsidiaries,

Underlying such treatment of patent income is the concept that royalties re-
ceived for patent or know-how agreements or similar arrangements are some-
how abuses per se. We think it can be shown unquestionably that most trans-
fers to foreign subsidiaries as well as to unrelated foreign corporations of rights
in such intellectual property are as necessary to the conduct of manufacturing
abroad as are direct investments in buildings, equipment, ete. As in the case
of the developed country-underdeveloped country distinction we are inclined to
think that the distinction made here is artificial and disregards completely the
realities of doing business in the international field. Indeed, the patent or
know-how agreement device is a common first step in moving through the cus-
tomary evolution which begins with exports and ends with seasoned manufac-
turing facilities abroad.

In brief, the Treasury has removed two relatively narrow objectionable aspects
of the treatment of patent income under H.R. 10650. No fundamental change
has been made in the basic approach to patent income and there is no indication
of an appreciation on the part of the Treasury Department of the legitimate
contribution of patents, royalties, and related income to the overall role of
American business in international trade.

SALES AND TECHNICAL ASSISTANCE INCOME

.The Treagury would make no basic change in the House bill’s imposition of
direct taxation on sales and trading income. We note that the Treasury now
proposes to add incowe from technical assistance and services to the “foreign
base company income” category.
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We vigorously disagree, as we indicated at length in our earlier statement to
the committee, with the suggested treatment of patent income, sales and trading
income, and technical assistance income as items of tax-haven income. We feel
that the only proper approach in this area is one which is limited to dealing
with abuses. This attempt to accomplish substantially by indirection the origi-
nal administration proposal to exteund direct taxation to all foreign subsidiary
income should be rejected.

Branch income.—The Treasury proposals provide that, under certain condi-
tions, sales income earned by a branch of a controlled foreign corporation out-
side the country in which the latter was located would be treated as having been
derived by a wholly owned subsidiary of that controlled foreign corporation.
We are opposed to this provision. We see no reason for permitting the Treasury
in effect to disregard the form of business organization adopted by the controlled
foreign corporation in such circumstances.

Both of these changes—that which relates to technical assistance and serv-
ices and the new provision with respect to branch income—should be rejected.
The commitiee will recognize, of course, that these changes represent substan-
tial tightening of the provisions of H.R. 10650 and without justification or merit.
In the same way that the basic philosophy of H.R. 10650 treats income from
patents as something outside the realm of propriety and legitimate business
activity. the new proposals of the Treasury would seem to give a similar status
to technical assistance and service agreements. Why? Is not a technical as-
sistance and service agreement entered into for wholly legitimate business pur-
poses an essential part of the kit of international tools which American busi-
ness must employ in order to challenge and meet its competition in the inter-
national arena? Thus, we have here another example of technical change, in
this case in the direction of tightening, without any evidence of reexamination
of the fundamental issues involved in the foreign earnings provisions of H.R.
10650.

MANUFACTURING INCOME

Under the Treasury proposals, the manufacturing income of controlled for-
eign corporations would be more favorably treated than under the House bill.
Once it was determined that the income in question resulted from manufac-
turing or processing, it would not be subject to direct U.S. taxation unless in-
vested in U.S. property. Moreover, manutacturing income would not be subject
to downward adjustment resulting from the use of U.S. patents or formulas,
nor would it be subject to the unrealistic requirement under the House bill that
it be reinvested in the active conduct of the trade or business of the controlled
foreign corporation.

These Treasury recommendations with respect to the treatment of manufac-
turing income are wholly desirable within the context of H.R. 10650.

We should not forget that overall this entire set of new Treasury proposals
amounts to the substitution of bad proposals for some that are unquestionably
worse. Moreover, the manufacturing income section, although improved by the
latest Treasury recommendations, still reflects the line of distinction between
manufacturing income and the income from patents, technical agreements, and
services, which line of demarcation we consider wholly unacceptable and un-
sound.

DEFINITION OF CONTROLLED FOREIGN CORPORATION

The Treasury suggests what we believe to be an improvement in the defini-
tion of what constitutes a controlled foreign corporation. Under the House
bill, a controlled foreign corporation might be one in which U.S. citizens hold
over 50 percent of the company stock but in which effective control, neverthe-
less, is in the hands of foreign shareholders. The Treasury suggests, in effect,
that the 50-percent requirement be computed only by adding together the in-
terests of U.S. shareholders as previously defined, that is, those U.S. persons
who own at least a 10-percent stock interest in the foreign company. Certainly
this provision would be much more likely to insure that a controlled foreign
corporation is one in which U.S. shareholders represent a controlling interest.
We should add, however, that the definition remains defective in that there
is no requirement that a relationship be shown among the U.S. citizen stock-
holdings that go to make up the 50-percent requirement.

We comment here within the narrow limits of H.R. 10650 on the merits of
the proposed changes in definition of the controlled foreign corporation. We
wish to enter and emphasize again our fundamental objection to the tax concept
which creates the need for defining a controlled foreign corporation—except in
the case of demonstrated abuse—in the first instance.
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BLOCKED FOREIGN CURRENCY

The Treasury revisions provide that no direct U.8. fax be _imposed on the
earnings and profits of a controlled foreign corporation when it can be .shown
to the satisfaction of the Secretary or his delegate that it was impossible to
distribute such earnings and profits because of currency or other res@r.ictions
imposed under the law of any foreign country. There was no provision on
the effect of such restrictions in the House bill. We commend this Treasury
suggestion, and urge its adoption by the committee. _We_ can only voice the
hope that, in the event of its adoption, the Treasury will liberally construe its
authority in this area. .

Again, within the context of H.R. 10650, we have attempted to comment on
the merits of the proposal with respect to a blocked foreign currency. At this
point we would like to suggest that when the Treasury admits the need for
this change it really is in a sense recognizing one of the very important differ-
ences between operations outside the United States and operations within
the U.S. borders. There are special characteristics attendant upon business
in foreign areas, notably the increased risks and the intervention and restric-
tive practices of foreign countries. In short, this is a recognition by the Treas-
ury of one of those myths to which we referred to earlier and also a recognition
of the fact that you cannot achieve true neutrality under unequal conditions;
hence, the search for tax neutrality between a U.S. domestic corporation and
a U.S. foreign base company is inappropriate and illusory.

CONCLUSION

Through these comments, as suggested previously, we have attempted wherever
possible to limit our testimony within the scope of these hearings and to be
responsive to the committee’s request for definitive comments and reactions
to the specific changes proposed by the Department of the Treasury.

May we remind the committee that these changes really are placed before
it conditionally, or to put it another way, reluctantly. The Treasury has
said that most of the complexities of section 13 could be avoided by abolishing
the deferral of taxation on foreign income. This then. in a sense, is its principal
recommendation. We are wholly in disagreement with it for the reasons set
out in detail in our prior statements before this committee and before the Com-
mittee on Ways and Means.

With respect to the specific comments which we have made on the new pro-
posals before the committee we have offered them within the context of H.R.
10650 but with the caveat that in no way do the Treasury’s proposals deal with
the fundamental misconceptions, fallacies and serious policy errors which under-
lie the Treasury recommendations in their overall sense. We therefore ask
again that the committee reject the philosophy and the content of the foreign
earnings provisions of H.R. 10650 and, together with the executive branch,
address the real problem and attack through proper administrative and, if
necessary, legislative provisions, the limited abuse areas.

Before concluding this statement we should like to make a request of the
committee. You may recall that the institute’s prior testimony was made in a
matter of 2 days following the testimony of the Secretary of the Treasury,
which included an elaborate economic documentation and justification of the
Treasury position. This justification took the form of exhibit III to Secretary
Dillon’s testimony and, judging from the content of the new proposals just
submitted to the committee, there is no fundamental change in philosophy or
economic rationalization of the Treasury recommendations in this area. The
Treasury placed such emphasis on this economic groundwork for its position
that we have felt it important to analyze this rationalization. The results of
that analysis are included as an appendix to this statement together with the
results of a survey on the relationship between private investment and exports
pregared_ at the request of Senator Morton but not available in time for in-
clusion in the printed hearings. We ask that the full appendix be included
as a part of this record.

This concludes our statement on the Treasury’s new recommendations for
amendment of section 13 of HLR. 10650. If we can be of further service to
the committee or its staff in connection with the congideration of these great
issues, the institute will make every effort to help.
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(Appendix A to Machinery and Allied Products Institute Statement on Treasury
Amendments to H.R. 10650)

EcoNnoMmi¢ EFFECTS OF DIRECTLY TAXING FOREIGN SUBSIDIARY EARNINGS—A
CRITIQUE OF THE TREASURY POSITION

I. INTRODUCTION

The Treasury in its testimony on H.R. 10650 before the House Ways and Means
Committee on April 2 went to considerable lengths to justify on economic grounds
Treasury proposals to tax directly earnings of U.S. subsidiaries abroad. This
justification is spelled out in detail in exhibit II1 to the Treasury's written
statement.

‘We will not attempt here to answer in detail all of the arguments presented in
that document in support of the Treasury’s position. Many of them are restate-
ments of earlier Treasury assertions on which the institute testified before the
Senate Finance Committee.

We do want, however, to consider in some detail that portion of exhibit III
which analyzes the employment and balance-of-payments impact of U.S. direct
manufacturing investment in advanced industrial countries. 'That analysis,
which had not been presented in earlier Treasury testimony, is in our view based
upon certain unrealistic assumptions which lead to conclusions that are mislead-
ing and, therefore, should not be accepted as a basis for action on H.R. 10650.

One further introductory comment should be made. We question whether any
analysis on the basis of existing aggregate data is really adequate to measure
the employment and balance-of-payments impact of direct investment abroad
with any degree of accuracy and we prefer to rely upon the experience of in-
dividual companies. However, because those unfamiliar with the problem have
not recognized this, we have attempted to show how drastically different the
Treasury’s conclusions would be—even using the same techniques and methods—
were only two of their major assumptions to be modified.

II. A SUMMARY CRITIQUE OF TREASURY ARGUMENTS

Let us emphasize at the outset that we do not object to the Treasury’s method-
ology as used in its analysis nor do we find any particular fault with the under-
lying statistical data. We feel in fact that it was a very thorough study and
so far as we are concerned in this memorandum, we do not guestion the correct-
ness of approach except as regards two of the major assumptions underlying it.}

Indeed, if the model constructed by the Treasury analysts were only for the
purpose of facilitating further theoretical study of the relationship between U.S.
direct manufacturing investment abroad, U.S. exports, and the U.S. balance of
payments, the inadequacy of the assumptions underlying the model would not be
a serious matter.

Unfortunately, however, that is not the case. The conclusions derived from
the analysis are used in support of proposed legislation and for that reason it is
essential that assumptions underlying the analysis reflect the facts as they are in
the marketplace.

We wish to underscore that this is not merely a matter of fine or subtle aca-
demic distinctions between two alternative approaches. To illustrate this point,
we have developed in detail a comparable analysis, but changing two of the
Treasury’s assumptions to show how greatly the conclusions are affected. It
will be seen from the following summary that those conclusions are so vastly
different as to merit the advocacy of an entirely different policy from that which
the Treasury attempts to justify on the basis of their own analysis.

First, however, since we wish to deal with the Treasury arguments as pre-
sented in exhibit III and to take them up in the order dealt with by the Treasury
(see pp. i-iv of exhibit III), we will consider other of the Treasury contentions
before proceeding to discuss their analysis of the export, employment, and
balance-of-payments impact of U.S. capital outflow into manufacturing facilities
in the developed countries.

1We have raised no questions for purposes of this analysis concerning Treasury assump-
tions on such matters as earnings ratios and dividend ratios. However, we should polnt
out that certain Treasury assumptions have also been questioned in a memorandum pre-
pared by the staff of Senator Jacob K. Javits, Republican, New York. (See hearings before
the Committee on Finance, U.S. Senate, on H.R. 10650, pp. 3889-3907.)
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Tax neutrality

The Treasury states that tax neutrality is desirable in order to promote equity
and the most efficient possible allocation of existing resources. It is implied
that the American tax structure contributes to the artificial diversion of funds
into low-tax areas abroad, thus violating the principle of neutrality. This can
be avoided, says the Treasury, by directly taxing the earnings of our overseas
subsidiaries at the same rates applicable to earnings of U.S.-based companies.
It is concluded that the burden of preof for not following the principle of tax
neutrality should be on those who wish fo depart from such neutrality.

We agree with the last statement—namely, that the burden of proof for
not following tax neutrality rests on those who wish to depart from it. We
contend, however, that it is the Treasury which wishes to depart from tax neu-
trality rather than those who oppose the Treasury recommendations. This
assertion is based on the view that taxes are more truly neutral when total tax
liability is the same for earnings by a U.S. investment in a particular country
as for earnings of a competitor company indigenous to that country.

It seems logical to suppose that for a businessman operating in the same
investment climate, under the same government regulations, within the same
market area, etc., as his competitors, tax considerations can often be the deciding
factor in the success of the business. On the other hand where investments in
two different economies are in question, each economy with its own investment
climate, its own government regulations, its own wage patterns, its own trans-
portation problems, its own raw material sources, the tax factor would logically
be much less important relative to these other considerations. Our own member
companies’ experiences seem to bear this out. Hence, it follows that discrimina-
tory tax treatment with respect to earnings generated within the same country
will often deter investment by the company discriminated against. A differential
tax rate applied to earnings generated in one country as opposed to earnings
generated in another, on the other hand, will normally have little effect relative
to other, purely business considerations where two entirely different economies
are involved.

T alidity of company data

Representativeness~—The Treasury questions the validity of evidence offered
by companies in support of arguments with respect to employment and the bal-
ance of payments with the assertion that the behavior of one company or a group
of companies is not ncessarily typical. We would not agree with the implication
that industry’s case is based on evidence supplied by only a small unrepresentative
group of companies. In our view adequate company data have been offered in
testimony in support of the industry point of view.

We might note, in this connection, that in response to a request by Senator
Thruston Morton during our earlier testimony before the Senate Finance Com-
mittee, we undertook a survey of foreign investments and export activity among
U.S. capital goods manufacturing companies (copy attached). The survey
covered 456 companies, of which 22% responded. Of the 229 respondents, some
86 companies had investments in foreign manufacturing facilities, representing
the bulk of institute member companies with investments abroad. Of these 86
companies, 82 supplied information indicating that their exports in 1961 (totaling
31,844 million) exceeded new capital outflows into their direct investments abroad
(totaling $136 million) by more than 13 times, and exports from their U.S. plants
to their own Subsidiaries abroad ($495 million) exceeded new investments in
those subsidiaries by more than 31 times. Exports to developed countries (West
Europe and Canada) by these same companies in 1961 totaled $786 million or
more t_ha_n eight times new capital outflow into their Canadian and European
subsidiaries. And their U.8. exports to those subsidiaries in 1961 ($348 million)
e;rceeded new capital outflow into those same subsidiaries by more than 3%
times. 1In Vview of the breadth of our membership, this would appear to be
representative generally of companies manufacturing capital goods, and it sup-
port;_s the earlier industry testimony on these points. '
thgﬁglngment effect of. foreign-bas.ed production.—The Treasury also questions

efulness of the evidence provided by companies on grounds that it leaves
out one important element which cannot be readily measured—namely, sales of
foreign subsidiaries which displace U.S. goods. '

We agree that the displapement effect cannot be readily measured. However,
the experience of most capital good§ companies seem to bear out the point that
the displacement effect is a very minor one and would not reduce significantly
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the favorable impact of investment abroad. This matter is discussed at further
length below.

Relevance of comparing current inflow with past outflow.—The Treasury
furt_her argues that the two types of flows being compared by individual com-
panies, namely_, (1) the outflow of capital and (2) divided and export receipts
for a given period, are in good part not related to one another because the divi-
dends and export receipts of one period have been generated by investment for
many years prior to that period.

We believe this comment is not relevant since it does not address itself to the
main problem at issue. The balance-of-payments situation in which the United
States finds itself today is a continuing problem and in asking what the effect
will be on the balance of payments of discouraging investment, one must not
confine his attention to this year and next year. ‘One must also ask how such
a policy would affect our position in the late 1960’s when our international com-
mitments will continue to be heavy, judging by current policy statements of
the administration. Or to state the question somewhat differently, it might be
asked how such a policy of discouraging investment would have affected our
position today if it had been put into effect in the early 1950’s.

Our studies (based on the detailed analysis which follows) indicate that in
the absence of U.8. investment in Europe and Canada in 1952 and subsequent
years, our cumulative balance-of-payments deficit during 1952-61 would have
been $359 million greater than it actually was, and in the year 1961 alone
would have been greater by almost $216 million.

Consideration of the export, employment, and balance-of-payments impact of
investment in the developed countries

As we have already indicated, we feel that the Treasury analysis of the
export, employment, and the balance-of-payments impact of investment in the
developed countries is based on certain unrealistic assumptions and on that
account leads to estimates of the export and balance-of-payments impact of
U.8. direct manufacturing investments in the developed countries which
are far different from those which would be reached were more realistic as-
sumptions adopted.

Before comparing estimates derived under the two differing sets of assump-
tions, it would be desirable to spell out wherein our assumptions differ from
those of the Treasury and why.

Our assumptions differ from the Treasury’s in two important respects. First,
it is implied in the Treasury’s analysis that a dollar of investment abroad has
the same impact on exports no matter when invested. They assume, to take
an example, that a dollar invested in French manufacturing facilities 20 years
ago has the same impact on today’s exports (assuming, of course, that it rep-
resents a still outstanding investment) as has a dollar invested last year. We
cannot agree with this assumption.

The experience of capital goods companies suggests to us that, with respect
to Europe, the impact of investment on U.S. exports diminishes over a period
of time. It is only natural to expect that initial investments would create a
substantial early demand for raw materials, intermediate goods, and finished
products from U.S. manufacturers with which the subsidiary’s parent has had
contracts of long standing. However, as the years pass the subsidiary companies
may be expected to manufacture more of their own supplies and to get greater
quantities of supplies from local sources as local contacts are developed. There-
fore, a much larger portion of exports in any given year should be attributed
to newer investments and a smaller portion to more mature investments.

In deriving our own estimates we have assumed the following pattern as a
realistic composite for the capital goods industries: . .

The impact of a dollar of investment in capital goods manufacturing facilities
abroad is 6 percent less in the year following the year of the investment, and
diminishes by 6 percent in each subsequent year until the fifth year following
the year of investment after which there is no further diminution in the impact.
Trom the fifth year forward the impact would thus be 70 percent of the impact
in the year of investment. It would seem reasonable that a similar pattern
would also be typical for other manufacturing industries. . .

A second assumption of the Treasury is that capital outflow into direct manu-
facturing into developed countries increases by 5 to 10 percent per annum in-
definitely into the future. We feel that a more realistic assumption would be
that the rate of such capital outflow will not increase significantly beyond cur-
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rent levels. OQur assumption is based upon the fact that investment flows to
Burope are already exceedingly high and cannot be expected to increase further
for more than 1 or 2 years at most. It is also based on the fact that investment
flows to Canada have not increased in recent years and economic conditions in
that country give no reason to expect such increases in the future.

We now turn to a comparison of estimates under the two different sets of

assumptions.

Oonsideration of the Treasury analysis

Net export impact.—The Treasury, in its summary statement, asserts that the
“available data on the economy as a whole” indicates certain facts—namely,
that a dollar invested in manufacturing in Europe returns only 4 cents’ worth
of net exports annually, and a dollar invested in manufacturing in Europe and
Canada together, divided in the proportion of 70-30, respectively (the ratio of
new capital outflow in recent years), returns only 8 cents’ worth of net ex-
ports annually. Thig is contrasted by the Treasury with a dollar invested in
less developed countries, which yields over 40 cents’ worth of “net exports”
annually.

On the basis of our assumptions, we find that a dollar invested in industrial
countries generates in the year of investment “once and for all” equipment ex-
ports totaling 26.5 cents and net exports of 14.2 cents in the form of raw ma-
terials, intermediate products, and finished goods. Exports then taper off
quickly, under our assumption, until annual exports are somewhat less than the
Treasury’s estimate.

However, the early year impact is sufficiently great, according to our calcu-
lations, that, given a constant outflow of capital, the total export impact per
dollar of investment would exceed the Treasury estimates for a period of more
than 17 years from the time of the initial outflow. (We have not carried the
analysis beyond 17 years.) Furthermore, if one were to accept the Treasury
assumption that capital outflows will increase 5 or 10 percent annually indefi-
nitely into the future—an assumption which we must reject as unrealistic for
reasons discussed above—the Treasury estimate of net export impact would
prove to be significantly understated for an even longer period.

One must also consider certain other factors favorably affecting U.S. exports
which are not taken into account in the Treasury’s data. In the first place, the
Treasury’s export impact estimate does not take into account the favorable effect
of U.S. investment in the developed countries on U.S. exports to nonaffiliated
companies abroad. Nor does it take into account the favorable effects of such
investments on exports to U.S. subsidiaries abroad by other than the parent
companies of those subsidiaries.

Furthermore, much of the favorable export impact of investment in the less
developed regions is attributable to the reinvestment in those areas of earnings
generated by direct investments in the developed countries. Hence, the total
impact of investments in Europe and Canada is even further understated by the
Treasury because of the failure to take into account this indirect impact.

The displacement effect of foreign subsidiary sales.—The Treasury, while ad-
mitting that their figures do not take account of “related exports” which go to
other than foreign subsidiaries but are attributable to the existence of those
subsidiaries (an important omission in our view), argues that this is probably
more than offset by the displacement effect of foreign subsidiary manufacturing
sales which may capture certain markets that would otherwise be served by the
U.S. parent.

‘We disagree with this statement on grounds that the Treasury analysis under-
lying it overstates the replacement impact relative to the “related export” impact.
The Treasury, in its analysis, discusses the replacement effect of production from
all past investments which are still outstanding. The pertinent question con-
cerns the impact of sales from future investments which would be affected by
the proposed new legislation. An analysis undertaken in this latter context
leads to substantially different conclusions. Furthermore, as we have already
noted, the Treasury makes no reference whatever to the impact on exports of
companies which ship, not to their own subsidiaries, but to the subsidiaries of
other U.8. companies with investments in the developed areas. This impact is
direct and significant, but is ignored in the Treasury analysis.

Effect on U.8. employment of directly tawing foreign subsidiary earnings.—
The Treasury states that the low “export content” of investments in Europe and
Canada means that directly taxing foreign subsidiary earnings in these areas
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would have a favorable impact on employment in the United States because even
if only a relatively small fraction of the dollars deterred from moving abroad
were invested in the United States, the net effect would be positive.

They argue that, for example, if only 10 cents of every dollar deterred from
investment in Europe were invested in the United States, the production, employ-
ment, and income generated in this country would be equal to that generated by
the deterred investment. In the case of Hurope and Canada combined, the com-
parable figure is 20 cents. They draw from this estimate the conclusion that to
deter investment abroad will favorably affect income, production, and employ-
ment in the United States.

Information available to us concerning the experience of capital goods com-
panies indicates that probably no more than 10 cents of every dollar deterred
from investment abroad would be invested in the United States. Most companies
invest in Canada or Europe, precisely because that is the only base from which
they can effectively penerate many of the markets for their products. For such
companies, direct investments abroad do not represent alternatives to direct in-
vestments in this country. In the absence of such investments, there would nor-
mally be no investment whatever in brick and mortar (as opposed to portfolio
investment) because alternative opportunities are usually lacking. While in-
vestments in Europe and Canada no doubt represent alternatives to domestic in-
vestment in some cases, we doubt, as noted, that more than 10 percent of the
money invested in those regions in recent years would alternatively have been
invested in brick and mortar in the United States.

But beyond that, our analysis, based on our own estimates of export impact,
and assuming a constant rate of capital outflow, indicates that even if 60 cents of
every dollar deterred from investment in the developed countries as a result of
direct taxation were to be invested in the United States, the loss of employment
due to the reduction in net exports would exceed the gain in employment due to
increased production from additional U.S. investment, and the adverse employ-
ment impact would become greater with the passage of time.

‘We should also point out that we have not taken into account in our estimate
(nor did the Treasury consider) certain unmeasurable factors favorably af-
fecting U.S. employment. Where a company’s investment abroad is the only
means of maintaining foreign markets—that is, where it has no alternative
investment in the United States—the earnings from such an investment would
not otherwise be available, and these earnings help to support parent activities
in such areas as research and development and cost-cutting capital outlays.
This in turn makes possible a higher level of employment in the domestic com-
pany than would otherwise exist. Furthermore, the U.S. business abroad fre-
quently can benefit from having access to foreign research facilities and foreign
talent in scientific and other areas. New technological developments in Europe
and other foreign countries can then be applied in U.S. markets to contribute to
rising U.S. living standards and the creation of new employment opportunities.
When these additional factors are considered it will be seen that Treasury
estimates of employment impact are understated by an even greater amount.

We must conclude therefore—in sharp contrast with the Treasury—that the
adverse employment impact of imposing direct taxation on foreign subsidiary
earnings would be substantial.

Balance-of-payments impact.—The Treasury analysis provides the basis for
several assertions concerning the balance-of-payments impact of U.S. capital
outflow into direct manufacturing investment in the developed countries which
we feel are invalid because they are based on the same unrealistic assumptions.

(@) The Treasury stated that, on the basis of available evidence and under
certain assumptions concerning the relation of inflows to a given capital outflow,
our overall balance-of-payments situation would improve for at least 10 to
15 years ahead were foreign subsidiary earnings to be directly taxed.

Based on our assumptions, we find that there will indeed be a net improvement
in the balance of payments in the early years following the imposition of direct
taxation, but that by the fifth year following its removal there will be a net
worsening in our payments balance on an annual basis which by the seventh
year will have almost wiped out the cumulative benefits of the first 5 years.
By the eighth year following the imposition of direct taxation, the cumulative
effect will be a net worsening of our balance of payments which will continue
to grow indefinitely. In view of the heavy international commitments to be
undertaken by this country for at least the mext decade and probably further,
we cannot afford to sacrifice longer term benefits for these short term gains.
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(b) The Treasury also estimates that for the period 1952-60 new capital out-
flow to Canada and Western Europe exceeded inflows related to that outflow
(i.e., excluding the effects of capital outflows prior to 1952) in every year after
1953—in other words, that there was a cumulative widening of the deficit as
a result of private foreign investment in those two areas. Hence, direct taxation
could not help but have improved the situation. (Inasmuch as historical data
cannot show the extent to which dividends, royalties, fees, and net exports are
separately attributable to capital outflows only for the years 1952 forward,
these figures had, of course, to be estimated.)

Our estimates, using the same Treasury figures, and adopting most of their
assumptions (except for the two which we have discussed above) show, on the
contrary, that a cumulative favorable balance was generated by 1958 and had
reached $559 million by the end of 1951.

(¢) The Treasury estimates as a “reasonable ‘guess’” that direct taxation
would have a net favorable effect on our balance of payments of $200-$400 million
in the early years following the new legislation.

Our figures indicate, as already noted, that while the net effect would be
favorable in the early years, it would be almost completely offset by the seventh
year following direct taxation and the net adverse effect would become steadily
greater thereafter, reaching huge proportions in later years.

Policies of other couniries

The Treasury points out that most of the developed countries impose exchange
control restrictions on new investments by their nationals as well as on repatria-
tion of earnings from those investments. We hope that this is not an implied
threat that such exchange restrictions will be applied in this country if deferral
is not removed. We would also point out that under such a policy it has been
the practice of foreign governments to provide that when their companies are
allowed to invest abroad such investments are on equal terms taxwise with
those of foreign competitors.

Companies which would be affected

The Treasury discusses in considerable detail why some companies will not
be hurt by removing tax deferral. We would not disagree with the fact that some
companies will be less affected than others. We are concerned, however, about
those companies which are affected, especially inasmuch as they went abroad in
good faith under a longstanding law.

The Treasury states that only those companies would be hurt for whom the
tax inducement was and is an important reason for investing abroad. This is
simply not true. Companies will be hurt whether or not they went abroad for
tax reasons since removal of tax deferral would impose a substantial burden
not borne by competitors.

The real issue

Finally, the Treasury, in concluding its summary statement, raises what we
feel to be a false issue. They ask “whether or not it is in the national interest
of the United States to subsidize, through tax preferences, the growth and/or
maintenance of market shares of some of our subsidiaries which produce abroad
in order that these foreign subsidiaries may retain their existing competitive
position, at the expense of growth and production here in this country.”

‘We would phrase the question rather differently. We would ask whether or
not it is in the national interest of the United States to discourage capital out-
flow by preventing U.S. companies which cannot penetrate foreign markets from
a U.8. base from competing abroad on equal terms with their foreign competi-
tors. To discourage the outflow of capital in this manner would provide a short-
term ‘“solution”—much shorter than the Treasury contends—to a longrun
balance-of-payments problem, and would, on the basis of realistic assumptions,
adversely affect employment in this country.
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MACHINERY AND ALLIED PRODUCTS INSTITUTE,
Washington, D.C., May 24, 1962.
Hon. HARRY F. Byrp,
Chairman, Commitiee on Finance,
U.8. Senate, Washington, D.C.

DeArR MR. CHAIRMAN : On May 3 we submitted Lo the committee the results of
a survey of foreign investment and export activity among U.S. capital goods
manufacturing companies undertaken as a result of a request made by Senator
Morton in the course of our testimony before the committee on April 4. Our
earlier letter made clear that the committee’s hearing schedule and the time
limitations attaching to the submission of material for inclusion in the printed
hearings necessarily limited somewhat the scope of our initial response, although
we believe it constituted a useful answer to Senator Morton’s question despite
these limitations.

Subsequently, we have received a considerable number of additional replies
to our questionnaire on this subject, the results of which tend to confirm and
extend those trends so evident in the first. We believe the committee will find
this more comprehensive response of interest, and we are therefore taking the
liberty of transmitting it herewith. A copy of the questionnaire employed is
attached.

As Senator Morton’s request (p. 677, part 2 of the hearings) recognizes, the
information requested is of a confidential nature and has been most generously
supplied on that basis by participating companies. Under these circumstances
we feel sure that the committee will respect the privileged character of the in-
‘formation here summarized.

SUMMARY OF RESPONSES

The questionnaire was mailed to 456 companies on April 13 and by May 17 we
had received 229 responses. Of these responses, 42 companies indicated no in-
vestments in manufacturing facilities abroad and no, or negligible, exports; 90
companies have no investments in foreign manufacturing facilities, but do ex-
port in significant volume; 86 companies do have investments in foreign manu-
facturing facilities; 11 respondents indicated time was not sufficient to develop
adequate answers.

Of the 86 companies with investments in foreign manufacturing facilities,
69 indicated that at least some of their oversea facilities took the form of man-
ufacturing subsidiaries; 31 indicated that some of their investments were in
affiliated companies abroad; 7 stated that their investments were in foreign
branches; and 10 indicated “other” when asked the form of their oversea invest-
ments. (As is apparent, several companies indicated that their investments
took more than one form.)

In tabulating responses we have classified companies into (1) those which
have no investments in manufacturing facilities abroad but do export, and (2)
those which both export and have investments overseas. Table 1 shows total
exports of capital goods manufacturers which have no investments in foreign
manufacturing facilities during the period 1952-61; table 2 indicates exports
of companies which do have such investments; table 3 shows the dollar volume
of U.S. company investments in their foreign manufacturing facilities during
1952-61 ; and table 4 shows exports by U.S. capital goods manufacturers to their
foreign manufacturing facilities.

There are certain qualifications which must be made with respect to the data.
As regards tables 1, 2, and 4, the number of respondents reporting figures for
individual years generally increased with each successive year. This is ex-
plained by the fact that many companies did not have figures available for
earlier years. With each new year, a few additional companies were able to
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report export data. In addition, some companies were able to report exports
to some areas, but data were sometimes not available for other areas. In these
cases the exports reported were included in total exports and the company was
counted as a respondent company in the “total companies responding” column.

As a result of these gaps in reporting, the rise in exports indicated in the
8 tables during 1952-61 reflects to some extent an increase in the number of
companies reporting for individual years. The number of companies reporting
in each year is indicated in the next to last columm of each table. Also, in the
case of the dollar flow of investments to oversea manufacturing facilities (table
3), companies reported investment of U.S. dollars abroad in certain years but
not in others. However, in most instances this reflects the fact that such invest-
ments were not undertaken, rather than a lack of available information. It
should also be pointed out, in connection with table 4, that some companies which
had invested prior to 1952, made no new investments subsequent to that time.

Finally, we should note that most companies were unable to provide informa-
tion indicating the volume of exports by other U.S. companies to the respondent’s
manufacturing facilities abroad; this was aksed as part of question 7. Conse-
quently, a summary of responses to this question was not made.

Given these qualifications, the data nonetheless are, we believe, of considerable
interest as a reflection of the relationship between private investment abroad
and American exports for a representative group of such investors.

HIGHLIGHTS OF THE SURVEY

1. Tables 1 and 2 indicate that there has been a substantial rise in exports since
1952 both on the part of companies without investments abroad and those with
such investments.

2. A comparison of table 4 with table 2 shows that in 1961 over one-quarter
of the exports of those U.S. capital goods companies covered in the survey, and
which had foreign investments in 1961, were accounted for by sales to their own
manufacturing facilities abroad.

3. A comparison of table 3 with table 2 indicates that the dollar value of U.S.
exports by respondent companies with manufacturing facilities abroad has ex-
ceeded their additional investment of U.S. dollars in such facilities by a very
substantial margin in every year covered. Thus, in 1961, the companies with
investments in manufacturing facilities abroad indicated exports totaling $1,884
million while 58 of the 86 companies put additional dollars into their oversea
investments totaling some $136 million. The value of exports was more than
13 times the value of new investments.

4. Confining attention to the industrial areas (Canada and West Europe), the
excess of export values over new capital outflows is even more marked in the
case of Canada than it is for the other areas. In the case of Hurope, total
exports also exceed new capital outflows in every year except 1960, although the
excess of exports over capital outflow is not as great in the case of Hurope as
it is for other areas.

CONCLUSION

In conclusion the data suggest that U.S. investments in foreign manufacturing
facilities have a strongly favorable impact on U.S. exports, at least in the case
of the capital goods industries, and certainly the data seems to refute the claim
that such investments serve to diminish exports.

Respectfully,
CHARLES STEWART, President.



TasLE 1.—Total

exports by U.S. capital goods manufacturers with no investments in foreign manufacturing facilities, 196861

[Thousands of dollars)
Total
Number Number Number | Exports to | Number | Exports to com-
Years of com- | Exportsto | ofcom- | Exportsto | of com- Latin of com- other panies Total
panies by| Canada [|panies by|West Europe|panies by| America |panies by| countries |respond- exports 2
year 1 year 1 year 1 year 1 g by
year !
55 $13, 965 56 $17, 956 55 $12, 498 B8 $21, 368 58 $66, 182
57 12, 958 58 13, 095 56 11, 860 59 24,315 59 62, 513
57 12,041 b5 9, 305 56 13,993 58 21,139 59 56, 774
58 15, 699 58 16, 447 57 17,242 64 20, 633 64 70, 813
5% 18,037 58 24, 753 56 15,473 61 29, 629 64 88, 714
62 21,776 60 26, 305 60 23, 687 62 43, 463 68 116,334
63 14, 626 61 16, 856 60 32,274 62 34, 954 68 99, 554
64 19, 614 66 17, 687 62 36, 515 63 41,922 72 118, 595
65 21,162 64 24, 942 63 28, 546 64 57, 261 73 133,185
68 18, 409 68 34, 333 68 40, 419 64 55, 580 77 153, 600

1 Where a company reported that information was not available for a given year, that
company was not included among the respondent companies. Where a company re-
ported information was not available for exports to a given area, but reported exports to
another area in that same year, the company’s exports were included for the area given
and included in total exports for that year. The company in question was also included

in the total of respondents for the area on which data were reported and in the total of re-
spondents reporting total exports, but was excluded from the total of respondents for the
area on which data were not reported.

2 Total includes companies reporting total exports but giving no breakdown by gec-
graphic area.
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TaBLE 2.—Total exports of U.S. capital goods manufacturers

with tnvestments in foreign manufacturing facilities, 1952~61

[Thousands of dollars]
Total
Number Number Number | Exports to | Number | Exports to com-
Years of com- | Exportsto | of com- | Exportsto | of com- Latin of com- other panies Total
panies by Canada |panies by|West Europe|panies by| America [panies by| countries |respond- exports 2
year ! year ! year ! year ! ing by
year 1
1952 . o o e 59 $262, 027 61 $167, 647 62 $376, 831 62 $236, 493 62 $1,067, 175
1953 - 62 306, 600 62 158,974 64 327, 306 62 245, 668 64 2, 060, 432
1954 _____ . 61 260, 763 64 18, 843 65 365, 337 62 246, 758 65 1,071,134
1955.._ - 65 352,219 69 232,117 67 377,751 67 327,117 69 1,312, 820
1956, - oo 72 450, 676 71 246, 190 70 474,416 72 344,204 72 1, 558, 872
1957.. 72 431,315 71 232,274 61 564, 489 72 391, 414 74 1,677, 008
1958.. 74 388,724 72 184, 885 72 438, 805 73 308, 326 76 1,375,731
2959 e e e — e e e 75 445,792 73 229, 825 72 422, 910 75 320, 083 77 1, 465, 367
1960.. _ - 77 421, 476 77 341, 402 ki 527, 543 80 473, 363 82 1, 809, 530
1961. . - 77 397, 397 77 388,194 76 502, 571 79 496, 493 81 1,843,914

! Where a company reported that information was not available for a given year, that
company was not included among the respondent companies. Where a8 company re-
ported Information was not available for exports to & given area, but reported exports to
another area in that same year, the company’s exports were included for the area given
and included in total exports for that year. The company in question was also included

in the total of respondents for the area on which data were reported and in the total of re-
spondents reporting total exports, but was excluded from the total of respondents for the
area on which data were not reported.

2 Total includes companies reporting total exports but giving no breakdown by geo-
graphic area.
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TaBLE 3.—Dollar volume of capital invested in foreign manufacturing facilities by U.S. capital goods companies, 19562—61
[Thousands of dollars]

Number Number Number Number Total
of com- | Investment | of com- | Investment | of com- | Investment | of com- | Investment | compa- | Totalinvest-
Years Dinies in Canada panies in West panies in Latin panies in other nies re- ment

hy year by year Europe by year Anmerica by year countries |sponding
by year

9 $1, 567 13 $5, 430 4 $100 7 $338 21 $7,435

11 9, 043 14 5, 284 4 344 7 1,085 18 15, 756

10 1, 864 18 8, 790 b 1,513 7 528 22 12, 695

13 2, 046 22 14, 001 8 9, 822 7 1, 410 28 27,279

14 8, 603 22 32,036 8 13, 350 9 2, 399 7 58, 076

16 13,647 27 51, 206 n 10, 474 14 5, 660 38 80, 897

19 7, 599 29 22,070 13 31,121 12 4, 809 37 58, 194

16 154, 668 39 26, 227 13 24, 624 15 6,022 44 211, 541

20 , 564 45 423, 892 18 34, 654 15 8, 608 54 471, 896

19 7,163 46 87,726 19 34,031 15 7,258 58 136,178

TasLe 4.—Exports by U.S. capital goods manufacturers to their manufacturing facilities overseas, 1953-61

[Thousands of dollars]
Total
Number Number Number | Exports to | Number | Exports to com-
Years of com- Exports to | of com- Exports to | of com- Latin of com- other panies Total
panies by| Canada |panies by|West Europe|panies by| America |panies by| countries |respond- exports
year 1 year 1 year ! year ! ing by
year!
19 $136, 114 12 $36, 807 2 $89, 600 4 $41, 559 28 $304, 080
19 182, 946 16 44, 369 2 60, 390 4 36, 461 29 324, 166
21 166, 427 17 53, 200 4 59, 853 7 32, 820 33 312, 300
21 225, 349 19 81, 366 5 71, 860 8 46, 578 34 425,153
24 315,974 17 74,716 6 71, 840 8 44, 693 35 507, 223
28 269, 837 22 60, 276 8 92, 035 10 47, 855 40 470, 003
20 238, 293 29 46,188 12 107, 671 13 43, 327 44 435, 479
32 253, 418 41 53, 741 13 110, 438 13 31,106 49 448, 703
31 256, 160 55 98, 277 17 126, 772 16 45,173 64 526, 482
32 231, 827 58 115, 692 16 110, 438 17 37,025 65 494, 982

1 Where a company reported that information was not available for a given year, that and included in total exports for that year. The company in question was also included
company was not included among the respondent companies. Where a company re- in the total of respondents for the area on which data were reported and in the total of re-
ported information was not available for exports to a given area, but reported exports to spondents reporting total exports, but was excluded from the total of respondents for the
another area in that same year, the company’s exports were included for the area given  area on which data were not reported.
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MAPI SurvEY oF U.S. EXPORTS AND INVESTMENTS ABROAD

Name of respondent:

Title:

Company :

Please return completed form to Machinery & Allied Products Institute, 1200
18th Street NW., Washington, D.C.

CONFIDENTIAL

MAPT SURVEY OF
U. S. EXPORTS AND INVESTMENTS ABROAD

1. Does your company currently export from the United States?

[T Yes [J ™o

2. Does your company currently have investments in manufacturing facilities
overseas?

D Yes D No

If the answers to questions 1 and 2 are "No," you need not
answer the remaining questions. Simply sign and return the form.

If the answer to guestion 1 is "Yes," and the answer to
question 2 is "No," answer only the first four questions.

If the answers to questions 1 and 2 are "Yes,"
questions.

answer all

3. What percentage of your total U. S. (domestic) sales were your U. S.
export sales in 196172

4, What has been the total dollar volume of your company's U. S. exports?
(Please indicate by year and area.)

Other
(Please Identify
Year Canada Western Europe Latin America Countries)
(thousands of dollars)

1952 $ $ $ $
1953
1954

1955
1956

1957
1958

1959
1960

1961
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5. If you have manufacturing investments abroad, indicate the form of
your investments.

Subsidiaries
Affiliated companies

Branch form

QoL

Other (Explain)

6. What has been the dollar volume of your capital investment (all forms
including machinery, etc.) from the United States in your manufactur-
ing facilities abroad? (Please indicate by year and area.)

Year

1952
1953
1954

1955

1956
1957
1958
1959
1960
1961

Canada Western Europe

Other
(Please Identify
Latin America Countries)

(thousands of dollars)

$ $




-l -

7. What has been the total dollar volume of (a) your company's U. S. exports to your company's overseas manu-
facturing facilities, and (b) total (all suppliers) U. S. exports to your company's overseas manufacturing
facilities?

Other
(please specify
Canada Western Europe Latin America countries)
Company 's Total Company's Total Company 's Total Company's Total
U. S. U. S. U. S. U. 8. U. s. U. S. U. s. J. 8.
Exports Exports Exports Exports Exports Exports Exports Exports
to Your to Your to Your to Your to Your to Your to Your to Your
Overseas Overseas Overseas Overseas Overseas Overseas Overseas Overseas
Manufac- Manufac- Manufac- Manufac- Manufac- Manufac- Manufac- Manufac-
turing turing turing turing turing turing turing turing
Facilities Facilities Facilities Facilities Facilities Facilities Facilities Facilities
(thousands of dollars)
$ $ $ $ $ $

52
53
5k
55
56
57
58
59

61

0797
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The Cratrman. All right.

The next witness is Mr. John Seath, International Telephone & Tele-
graph Corp.

Take a seat, sir, and proceed.

STATEMENT OF JOHN SEATH, DIRECTOR OF TAXES, INTERNA-
TIONAL TELEPHONE & TELEGRAPH CORP.

Mr. Seata. Mr. Chairman and gentlemen of the committee, my
name is John Seath. I am director of taxes of the International
Telephone & Telegraph Corp.

I appreciate this opportunity to express my views with respect to
the Treasury Department working draft which was submitted to your
committee on May 31, 1962. I shall limit my remarks to sections 13
and 16, and I shall speak entirely from the point of view of operating
companies doing business overseas.

Before I get into the detailed comments on the various provisions of
the Treasury draft, I should like to offer a basic comment as to the
Treasury’s concept of tax-haven income.

Section 13, as now constituted, attempts to define specific transac-
tions as giving rise to tax-haven income regardless of the tax rate of
the country in which such transactions take place. Obviously, such a
transaction taking place in a country where the tax rate is almost as
high as that in the United States, or higher, could not possibly be en-
tered into for the purpose of reducing taxes. Yet it is still called a tax-
haven transaction even though there could be little or no tax revenue
tothe United States if it were taxed by this country.

The whole concept of section 13 involves taxing earnings of foreign
corporations which have not been remitted to the United States. There
has been a great deal of talk about the laws of other countries but no
specific information about them. In an attempt to assist this commit-
tee in its deliberations, we asked each of our company comptrollers
to obtain information on capital export licensing, capital repatriation,
earnings repatriation, use of tax havens, and taxation of unrepatri-
ated earnings in their countries.

Their findings were that, while some countries license capital ex-
ports, almost none of them require a return of capital or earnings,
and none of them tax unrepatriated earnings. A summary of their
answers to our questions is attached to this statement in the form of
a box score, together with a more detailed analysis of the answers.
We believe they will prove enlightening.

If it is considered necessary to enact legislation to catch those
organizations or individuals who have been avoiding U.S. income
taxes by the artificial channeling of income to low-tax countries,
this legislation could be written in such a manner as to make it im-
possible for these people to avoid U.S. taxes. It should not be written
in such a manner as to interfere with the normal commercial and com-
petitive practices in foreign markets against foreign-owned com-

anies.

b This interference arises from the fact that section 13 continues to
place a heavy burden upon operating companies because, under the
Treasury transaction approach, what is really operating income 1s
included among items of “foreign base company income.” If a



4642 REVENUE ACT OF 1962

company does not have more than 20 percent of this so-called tax
haven income, it is not covered by section 13. However, if a com-
pany has any complexity at all, it might readily have 10 percent
of trading income and 10 percent of services income. In addition, it
could easily have 5 percent of dividends, 5 percent of interest, or
5 percent of royalties, all of the proscribed type.

None of these in and of themselves would cause trouble but, when
considered together, we have a company that would be considered
as a tax haven which is difficult to reconcile with the verities of com-
petitive life. i

Now let me come to the specific provisions of section 13. Section
951(a) of the bill provides that a pro rata share of subpart F income
earned during a taxable year will be included in the income of the
U.S. shareholder unless distributed in the form of dividends. In
some countries 1t is impossible to distribute such income as dividends
in the year in which earned.

For example, in Germany interim dividends are not permitted and
profits may not be distributed until the accounts for the year have
been approved and a determination of the distribution of profits
reached at the annual meeting of shareholders. This means that
profits cannot usually be distributed until the end of March or April
of the following year. Thus, section 951(a), requiring distribution
of profits in the year earned in order to avoid the impact of section
13, clearly fails to appreciate the realities of corporate existence in
foreign countries.

Therefore, if any such provision is to be enacted, an adequate
period after the end of the year in which the profits are earned should
be provided within which a qualifying distribution of profits may
take place. The imposition of tax for the year in which profits are
earned where the profits are distributed the following year is merely
an acceleration of the tax-collecting process requiring the mainte-
nance of additional accounting records which would not be required
if an adequate period were granted for the distribution of profits.

Section 954(d) defines so-called foreign base company income and,
under this concept, sales by a company which purchases products from
a related company in another country and sells these products in a
third country are called tax haven transactions. This is an attempt
to impose a so-called tax haven concept upon the realities of competi-
tive life on foreign corporations in foreign jurisdictions which have
no contact with the United States other than through stock ownership.
This provision should be modified since as it is now written it will
effectively discourage the development of genuine sales subsidiaries
which are necessary to enable American-owned corporations to com-
pete effectively in the growing multinational trading areas of the
world, such as the European Common Market.

For example, I.T. & T. has manufacturing subsidiaries in every
country of Western Europe except Luxembourg and Greece. We have
found the use of sales subsidiaries, which service the many manu-
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facturing and operating companies in our L.T. & T. system, an abso-
lute necessity for at least two purposes:
1. To eliminate the duplication of export marketing staffs at
the operating level ; and
2. To provide at one point a knowledge of the products of all
of our manufacturing companies, the leadtime necessary at each
factory, and the availability of products for delivery.

Such subsidiaries are used by our major foreign competitors for
these very reasons and because their governments wish to foster
exports in every way possible.

he goal of every American-owned company which goes into a
foreign jurisdiction to conduct an operating business is to make as
much profit as possible for its U.S. shareholders. The more profit it
makes, the more it will ultimately bring home and the sooner it will
recover its original capital investment. Thenceforth, it will make
mounting contributions to our national balance of payments and tax
revenues.

Every dollar which can be lawfully saved from foreign tax is a
potential $1 contribution to our balance-of-payment account and a
potential contributor of 52 cents to U.S. tax revenues. A more effec-
tive test than section 13 would be a test requiring a distribution of
some portion of such profits which could easily be accomplished
through modification of section 531 of the Internal Revenue Code.

The interest of the United States lies in helping U.S. firms maxi-
mize their foreign profits. This is especially true since some Euro-
pean countries, such as Holland, do not even tax repatriated earnings
which their controlled foreign subsidiaries bring back. None of them
attempts to reach into their foreign-operating companies and subject
them to tax. If American firms are to remain competitive, they must
be free to utilize every lawful means to offset the many advantages
which European governments offer to their companies with respect
to their foreign operations.

Accordingly, retention of this provision without modification would
be damaging to the competitive position of American companies oper-
ating overseas. L )

Section 954 (b) (4) states that, if it is established to the satisfaction
of the Secretary or his delegate, a foreign-controlled corporation
may be excluded from the impact of section 13 if it is not availed
of to achieve a substantial reduction of income, war profits, excess
profits, or similar taxes. It is not stated whether or not these taxes
are U.S. or foreign taxes, but reference is to foreign, not U.S., taxes,
as Secretary Dillon made plain in his testimony.

The U.S. Treasury Department has every right and duty to prevent
siphoning of earnings from the United States in transactions which
have both domestic and foreign attributes, but there would seem to
be no justification for an attempt to police the tax incidence of
transactions taking place wholly between third countries. This pro-
vision should be modified or restated to insure that if subsidiaries
are located in a country, regardless of its tax rate, for sound operating



4644 REVENUE ACT OF 1962

and competitive reasons and not primarily tax reasons, they are free
of the impact of section 13. ) ]

Section 954(c)(4) excludes from foreign personal holding com-
pany income dividends, interest, rents, and royalties received by a
controlled foreign corporation from a related company in the same
country. The apparent purpose of excluding such income from the
concept of passive income when paid by an operating subsidiary to
an operating parent is most desirable. However, such income when
paid by an operating subsidiary to an operating parent—whether
or not it crosses international boundaries—should be excluded from
the concept of tax-haven income, since operating companies do not
choose tax havens but go where the market is.

I would suggest, in this respect, the adoption of further language
providing that where a controlled foreign corporation derives more
than 50 percent of its gross income from the active conduct of a trade
or business, dividends, interest, rents, and royalties which it receives
from a controlled foreign corporation which also derives more than
50 percent of its gross income from the active conduct of a trade or
business, and in which it owns at least 10 percent of the voting stock
shall not be included as “foreign base company income.”

Section 954 (e) describes so-called foreign base company services
income. ITT, as we have stated before, has manufacturing sub-
sidiaries in 13 countries in Europe. Obviously, not all of these
companies maintain a full staff of highly qualified engineers, ac-
countants, scientists, and managers. Therefore, it is incumbent upon
those subsidiaries which do have the skills to provide their sister
companies with whatever knowledge or services are necessary re-
gardless of national boundaries,

In addition, ITT has telephone operating companies in the less
developed countries which need engineering and scientific help from
the manufacturing companies. The manufacturing companies should
be allowed to render these services and to receive adequate compen-
sation for such services without the imputation of conducting tax-
haven operations.

“Foreign base company services income” is also defined to include
industrial and commercial services. These terms are so broad that
we have no idea what they are intended to cover. Conceivably, they
could cover the performance of assembly or finishing operations by
one subsidiary for another subsidiary in the ordinary course of busi-
ness. If, however, the concept of tax-haven income should unfor-
tunately include “services” income, I suggest that this definition be
modified so that services rendered by a controlled foreign corporation
be included only if it exceeds more than 50 percent of gross income.
This should catch the abuse situations.

.In addition, the definition of what constitutes industrial, commer-
cial, and like services should be modified to make clear that the manu-
facture or processing of products from component parts purchased
from related companies should not be regarded as “services” income.

To summarize, we believe that section 18 should be so modified that
companies which are established for sound competitive commercial
reasons will not be subjected to the onerous burdens of section 13. We
also believe that what we have suggested today would put legitimate
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operating companies on a footing equal with their foreign owned
competitors.

Sectlon 16: Section 16 treats gains arising on the termination of in-
vestment 1n foreign corporations as ordinary income. However,
losses incurred on such termination are treated as capital losses. This
“heads you win tails I lose” treatment is manifestly unfair. This pro-
vision will discourage investment in the less developed countries and
will be incompatible with the objectives of the aid bill and the Al-
liance for Progress.

Accordingly, section 16 should provide that ordinary losses should
be allowed at least to the extent of accumulated operating losses on the
sale or exchange—including seizure and confiscation—of foreign
subsidiaries.

{(The annexes to Mr. Seath’s statement follow :)

INTERNATIONAL TELEPHONE & TELEGRAPH CORP.

Analysis of capital export and earning repatriation requirements for Buropean

countries
Capital Requirement Repatnation of | Use of tax havens| Any taxation
export for return on earnings re- permitted of unrepatri-
licensing investment quired ated earnings
) 2) 3 (€] (5)
Austria_________._. Yes, from No e NoOoo . NO oo eaem No.
Austrian
National
Bank.
Belgium.___________ NO oo |amee doo |l do_ e D Do.
Denmark._.._.___._ D X T I, Ao o]t doaa Yes, 1f not Do.
controlled
by Damsh
company
France......_.... Nominal.___|--.__ [ (s IO If dividend Yes. oo oo Do.
declared, yes.
Germany__________ No_ oo |eaees do o NO_ oo e do._________ Do.
J17:Y Nominal.._.|--___ doo .. __ If dividend  |_.._. do_ ... Do.
declared, yes.
No - Do.
_____ Do.
_____ Do.
See col. (1 Do.
trolled by
Spanish com-
pany.
Sweden. oo |ocno. [ T Possibly oo - Possibly, to D Do.
extent not
required
abroad.
Switzerland.______ No___ . NO__ oo NO- oo |ees do_ .. Do.
United Kingdom..| Yes ... Is considered Possiblya .- ¢ T, Possibly, if
in export fair return tax being
license. requred. avolded.

ANALYSIS OF CAPITAL LICENSING, CAPITAL REPATRIATION, AND EARNINGS REPATRIA-
TION REQUIREMENTS IN EUROPE AS DEVELOPED BY SYSTEM HOUSES

EBaxport and repatriation of capital
Englond.—To the best of our knowledge, the British Treasury has no specific
criteria covering the export of capital and each case is judged on its merits.
Apparently the real tests are—
(@) The investment should show some revenue remittable within 18
months.
() The investment should create a demand for British exports after
the initial investment such as production materials, ete.
(¢) Apparently there is no requirement covering a capital payback ar-
rangement.

82190—62—pt. 11—186
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(d) Profits on collateral exports are not included in the criter@a.

(e) The Treasury has the right to review balance sheets of foreign hold-
ings including overseas trading companies and can specify the amount of
profit to be repatriated.

We have not been able to get any information concerning a rejection of a capi-
tal investment based on a required 3% year return, and the Bank of England is
unwilling to even discuss the situation. This reference was given by Secretary
Dillon on page 102 of part 1 of the Senate Finance hearings, and he referred
to a 2-year period based on dividends and exports.

Mr. Selwyn Lloyd may have made a statement that he is going to look into re-
patriation of oversea earnings, but this has not been followed by any specific
instructions. The Exchange Act of 1947 still applies which means the Treasury
can give notice to residents of the United Kingdom controlling investment
abroad to remit an appropriate return on the investment. To the best of our
knowledge there has not been any use of this rule.

Germany.—There are no limitations on the export of capital from Germany.
The only requirement is a formal notice to the Ministry of Economics for statisti-
cal purposes. The flact is, German industry is encouraged to export capital.
There are no requirements pertaining to return on investment.

Belgium.—There are no restrictions on export of capital. However, if such
export of capital led to a basic change in Belgian manufacturing operations, it
might have an unfavorable influence on business to be received from the Govern-
ment. There are no requirements covering any required return on foreign
investment.

Framce.—There is no limitation on the amount of capital that may be exported,
but Government approval is required which is readily given. There is no re-
quirement covering the amount of return on investment. The only requirement
is that if dividends are distributed, they must be repatriated.

Holland.—Export of capital for investment requires approval of the Neder-
landsche Bank which is usually given. There are no requirements covering re-
turn on investment or repatriation of capital.

Italy.—Export of capital is freely allowed under the following conditions:

(a) The foreign subsidiary is in the same business as the Italian company.

(b) The investment is intended to facilitate foreign activities of the Italian
company.

(c) The total investment does not exceed the capital of the Italian company.

If these criteria are not met, prior authorization is required from the Ministry
of Foreign Trade. There are no rules covering the amount or percentage of
repatriation.

Denmark.—There are no criteria set up covering foreign investments but ap-
plication for permission must be made to the Danish National Bank giving full
details of the proposed investment and its prospects. Each case is considered
separately on its own merits. There are no rules covering the amount or per-
centage to be repatriated.

Norway.—All transactions in foreign exchange require the prior approval of
the Norges Bank. FEach application is judged on its own merits with those
investments showing prospects of favorable exchange income most likely to be
granted. There are no rules covering the amount or percentage of profits to
be repatriated.

Sweden.—TForeign investments require prior permission of the Swedish Govern-
ment. While there are no set rules covering the amount or percentage of profit
repatriation, these might be set in the permit for a foreign investment. Bach
case apparently is considered on its own merits.

Awustria—While there are no set rules on the amount or kind of foreign in-
vestment, the approval of the Austrian National Bank has to be obtained for
each transaction. The approval of the bank apparently varies in accordance
with the existing foreign exchange situation at the time of the proposed transfer.
There are no rules covering the amount or percentage of profits to be repatriated.

Spain.—No permits are granted at the present time in Spain for capital exports.

Portugal.—Government approval is required for the export of capital and ap-
proval appa}'ently depends on the circumstances involved in each case. There
azedno requirements covering the amount or percentage of profits to be repatri-
ated.

Sipitzerland.—There are no regulations covering the export of capital and Do
regulations covering the amount or percentage of profits to be repatriated.
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Taxation of unrepatriated earnings

There is no taxation of unrepatriated earnings in Belgium, Denmark, France,
Germany, Italy, Holland, Norway, and Sweden. The conditions in the United
Kingdom have been given above.

Use of taw havens in Europe

United Kingdom.—The Income Tax Act of 1952 requires that it be demon-
strable that transactions are at arm’s length or tax may be assessed on profits
which would have been earned on a normal trading basis. However, the over-
sea trading company can be used in Britain and tax on profits delayed until such
time as the profits are distributed to shareholders. This obviates the need to
use tax havens.

Germany.—There are no objections to the establishment of sales subsidiaries
abroad for the purpose of expanding export activities. The only rule is that if
export prices charged to such a subsidiary are less than cost, the difference will
be treated as an underhand distribution of earnings and taxed.

Belgium.—There are no restrictions on the use of subsidiaries in tax haven
countries, and in fact, if the income of such company is subject to any income
tax in its country of incorporation, dividends received in Belgium are subject to
a reduced tax rate of 12 percent.

France.—The use of Swiss or other tax haven companies is permitted provided
prices charged to such subsidiaries are not less than those in the domestic
(French) markets. If prices are less than the domestic price, the difference
might be treated as a hidden distribution of profits. This rule is not fixed and
might be softened where important export orders are involved.

Holland—There are no regulations covering the use of tax havens, but con-
sultation with the fiscal authorities is considered advisable.

Italy—There are no regulations to prevent the use of tax havens by Italian
companies.

Denmark.—An application by a Danish company to invest in a Swiss or other
tax haven company would not be granted. However, there are no regulations
to prevent a Danish company from using a Swiss or any other tax haven company
to foster exports if it is not controlled by the Danish company.

Norway.—A Norwegian company would be permitted to use a tax haven com-
pany if it could prove that bona fide transactions are involved and it would
benefit the foreign exchange position of Norway.

Sweden.—Apparently in Sweden the same rules would apply as in Norway.

Awustria.—VUse of a tax haven is forbidden.

Spain.—1It is possible that permission might be granted to set up a tax haven
company to foster exports, but it is doubtful. However, a tax haven company
owned by a company other than a Spanish company could be used.

Portugal—There apparently are no Portuguese regulations covering the use
of tax havens.

Switzerland.—There are no Swiss regulations to prevent the establishment of
a tax haven in another Swiss canton or another country.

Average dividend payout as developed by system compiroliers

United Kingdom.—A. Financial Times survey of 88 electrical and radio com-
panies shows the following percentage of net profits distributed to shareholders:

Percent
1959 —— e
190 - - 45
1961____ e _— e 48

Germany.—The distribution of profits runs between 50 and 60 percent.

Belgium.—Dividend payout by four important companies in our industry aver-
ages 40.4 percent on earnings, 8.5 percent on capital, and 5.5 percent on capital
reserves.

France—Average dividend payout is reported as 76 percent. (This seems
incredible.)

Holland.—Average dividend payout runs from 40 to 50 percent.

Italy.—Average dividend payout is 56 percent.

Denmark.—Average percentage is about 30 percent although no official statis-
tics exist.

Norway.—No information.

Sweden.—Due to existence of hidden or other reserves, no reliable figures can

be reported.



4648 REVENUE ACT OF 1962

Austria.—Average dividend payout in our industry is approximately 60 per-
cent or 5 percent on capital stock.

Spain.—No reliable figures.

Portugal.—No information.

Switzerland.—No figures available.

The CratkmanN. Thank you, Mr. Seath.

Any questions?

Senator Gore. Which would you prefer, the Treasury’s primary-
recommendation, the elimination of deferral, or this redraft of section:
13¢

Mr. Seata. Well, you put me in the position of taking a choice be--
tween evils. The evil of the first choice is that if we go to the full
elimination of deferral, within a very short period we would be out:
of business or our companies would be sold to foreign, other foreign,.
companies for the very simple reason that if your profits—you said
you were a businessman.

Senator Gore. Very small.

Mr. Sgaru. All right. It does not make any difference whether-
you are big or small, percentages do not change.

Secretary Dillon, in his testimony, said there was very little differ-
ence between a 40-percent tax rate and a 52-percent tax rate.

If you take two companies, each earning 10 percent profit before-
taxes, and apply a 40-percent tax rate to one and a 52-percent tax rate-
to the other, depending on which way you figure it, the difference in
profit is 20 or 25 percent, and if your competitor has 20 or 25 percent
more profit than you have, he can put you out of business very-
quickly.

Senator Gore. Well, you would not put me out of business as long-
as you were paying the tax on the profits you made, would you?

Mr. Seatr. 1f he can cut his prices down to the point where T am at
a marginal business, I am much more valuable to him than I am to-
myself, to my stockholders in this country.

For example, we supply products principally to the governments.
of European countries. Our manufacturing companies in Europe
supply principally to governments in these countries with telecommu-
nications equipment.

Now, if we are put on the basis of our companies being subjected to-
a b2-percent rate, whereas their competitors in those countries owned’
by nationals of those countries are operating at a different tax rate,.
we cannot stay competitive, and the answer is that you do not get cash.

Senator Gore. This is inconceivable. I do not think you can dem-
onstrate it at all. The tax would only apply to the profits you make:
in successful competition.

. Mr. Seata. True. But you won’t be a successful competitor very-
ong.

Senator Gore. Then you will not have taxes to pay.

Mr. Seata. That is right. We will have to sell out to somebody-
else so they can make a profit which we cannot make.

Senator Gore. It does not follow at all; it does not follow at all
Unless you are profitably competing, you will owe no taxes.

Mr. Seata. True.

Senator Gore. That is the same in this country as it is in any other-
country.
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Mr. Seate. That is right.

Senator Gore. It is the same internationally as well as nationally.

Mr. Sears. Right.

Senator Gore. So what we seek to do, or what I seek to do, is to
le(f); yg;lr r?njoy the American privilege of paying a tax on the profits
you .

Mr. Seata. Well, I think you have to look at it at a little farther
than that.

Senator Gore. I understand that if you do not have to pay any
taxes you can grow faster.

Mr. Sgata. Oh, sure.

Senator Gore. This business of taxes is really an inconvenience
wherever it is applied. If you did not have to pay any tax on your
'busiiless here at home you could grow a good deal faster, couldn’t
you?

Mr. SeatH. No, sir; I do not think that necessarily is true.

Senator Gore. Why don’t we just abolish this inconvenience of
taxes? You want to abolish it on your profits abroad. Why don’t
we abolish it here at home, too.

Mr. Seata. I do not want to abolish it on our profits abroad. We
pay taxes on our profits abroad.

Senator Gore. No; you only want to pay the tax when you bring
profit home, and you may never bring it home, a lot of you have not
brought it home, and you never will.

Mr. Seata. I do not think that is true, sir.  'We do bring it home.

Senator Gore. Very little of it.

Mr. Sgatr. No, sir; we bring a lot of it home.

Senator Gore. Well, I want you to pay taxes on it wherever you
make it.

Mr. SEatH. We do.

Senator Gore. Annually.

Mr. Seats. Annually.

Senator Gore. All right; we are agreed, Mr. Chairman. I think
this is fine.

Mr. Seata. We do pay taxes annually.

Senator Gore. Thank you.

The Cuarman. What percent do you bring home?

Mr. Sgatn. Pardon, sir?

The CaarrMaN. What percent do you bring home?

Mr. Seara. Over the years 1958, 1959, and 1960 we brought home
approximately 55 percent of our net foreign income after taxes.

The Cuarrman. And the net income is after you deduct the taxes
you pay abroad?

Mr gEATH. That is right, sir.

Senator Gore. What percent of tax did you pay on what you
brought home ?

Mr. Seata. It varies, sir, according to whether we made a profit
or we had a loss in the United States.

Senator Gore. Well, can you give it to us for those years?

Mr. Seata. Our average foreign tax rate over those years was be-
tween 40 and 42 percent. Therefore, the difference would be 10 per-
cent. Actually we file consolidated returns, so the difference would
be 12 percent, between 12 and 14 percent, sir.
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Senator Gore. Now, the witness before you made the statement
that his business is operated as a unit. I suppose you mean the same
thing when you say you file a consolidated return.

Earlier in this hearing I demonstrated by the testimony of a repre-
sentative of the Pfizer Co. that they had achieved an average tax rate
of a little over 80 percent over a period of years, whereas their com-
petitors in the drug field had been paying around 50 percent.

I Jearned after that testimony that its competitors had gotten wise,
too; that they were now moving very vigorously into the tax haven
operations, and that pretty soon they would be paying a going rate
of approximately 30 percent also. )

This 1s being done by tens of thousands of corporations, and yet
everything that is proposed receives a phalanx of opposition.

Mr. Seata. Well, I think you have to look at it this way, Senator:
We have a company in Belgium. It has no American citizens in its
employ. The only think we have to do with it is ownership of stock.

It has approximately 15,000 employees. It sells the bulk of its
production to the Belgian Government. I do not see where this affects
the United States.

Senator Gore. Well, whether it affects the United States or not,
I do not think it lessens your responsibility to contribute propor-
tionately to the defense and welfare of the country.

Mr. Seatm. I could not agree with you more. But we only own
the certificates representing the ownership of that company. We do
not own the assets of that company. We do not own the employees
of that company. We cannot give them orders.

Senator Gore. But you derive benefits therefrom.

Mr. Seate. We derive the dividends when we get them.

For example, in Germany, as I said in my statement——

Senator Gore. There is a constructive realization involved here.

Mr. Spara. Well, we sure lost that company in World War 11, and
kept going. But we could not constructively realize any income,

Senator Gore. It came back to you, did it not.?

i Ml;o SiATH. We got the company back, but we did not get its earn-
ings back.

Senator Gore. Well, thank you, Mr. Chairman.

The Cratrman. Thank you, Mr. Seath.

The next witness is Mr. Elliott Haynes of Business International.

STATEMENT OF ELLIOTT HAYNES, EXECUTIVE VICE PRESIDENT,
BUSINESS INTERNATIONAL

Mr. Hav~es. Thank you, Mr. Chairman.

Mr. Chairman, Senator Gore, my name is Elliott Haynes. I am
executive vice president of Business International Corp. of New York.
Our company strives to help industry operate effectively and profit-
ably in international markets through two publications—Business
International in New York and Business Europe in Geneva, Switzer-
land~—and through research and roundtable discussions conducted for
and organized on behalf of some 90 corporations. What I will say
today, however, represents only my own views on the impact of the
Treasury’s latest version of section 13 of ILR. 10650 on American ex-
ports, employment, and balance of payments.




REVENUE ACT OF 1962 4651

With your permission, I would like to depart from my prepared
statement for a few minutes in light of the discussion here today.

We came down and we were urged to stick pretty closely to section
13, but the scope of these hearings has been broadened sufficiently so I
would like permission for one or two words.

Senator Gore has said that investments by American corporations
in Europe is bad for the Nation. I would say

Senator Gore. No; I do not believe I said it that way.

Mr. Haynes. Well, I will accept your amendment, Senator, what-
ever it is. You implied that it was bad, and I thought you said for
the Nation, in terms of its balance of payments, in terms of exporting
industries, and so on; am I correct?

Senator Gore. Well, I think your elaboration, your extended state-
ment of my comments, is correct.

I would like to say that the legislation which I have proposed, and
which the Treasury has proposed, does not seek to prohibit investment.
It seeks rather to remove the tax incentive for such an investment.

I would go further and say that the volume of U.S. corporate in-
vestment in Western Europe today is not commensurate with the wel-
fare of the country when we view that problem in the context of the
balance-of-payments difficulty and the outflow of gold, and I think we
now understand each other.

Mr. Haynes. We do, indeed.

Senator, my response to that suggestion is to say that, far from there
being too much volume of American private direct investment in
Europe today, there is not nearly enough. I say this for the reason,
and 1 think the record clearly substantiates it, that American com-
panies, private industrial corporations, invest in Europe and elsewhere
only when markets abroad are lost to them from exports from this
country.

They invest under those conditions and, by so doing, and again the
record clearly substantiates this, create export opportunities and,
therefore, create jobs in these United States.

Now, I think, Senator, if a tiger can be allowed to stroke a Senator,
that we should give you agreement, agree with you, that certainly it
is well established that governments can regulate capital movements
when the national interests so commands. This is well established, and
has been for years.

On that score, however, I would like to say that some months ago I
had an opportunity to ask a senior official of the United Kingdom
Government if he agreed with Secretary Dillon’s statement that at
this moment in our balance-of-payments situation American private
investment in Europe was bad for that balance of payments, would he
think that the United Kingdom should restrict its capital outflow
to the continent of Europe.

His reply was succinet. He said, “absolutely not, the United King-
dom would benefit in the very short run from such investment be-
causle(a1 ,(’)nly in that way can we maintain markets in this modern
world.

“However,” he said, “our margin from reserves in the United
Kingdom treasury is so thin that we do have a time problem, that we
must take this step which we realize is bad for us in the long run,
a temporary step, of slowing down our capital movements, because
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confidence in the pound disappeared we would lose so much income
from banking insurance it would be grave for us. You,” he said,
“however, have a vastly greater cushion in your Treasury, and you are
certainly not compelled as are we to take this admfd;edly bad tem-
porary step of slowing down our balance of payments.”

Now, the principle of the benefit to nations all over the world of the
free movement of capital, Senator, is also unquestioned. )

There is not a nation in the world, to my knowledge, that disagrees
with the theory of the free movement of men, money, and materials
as the best possible situation for every citizen in the free world.

Senator (EJORE. But few practice that.

Mr. Haywes. This is embodied in the rules of the IMF. QOur own
Government takes the lead, Senator, in urging the Japanese, which
you mentioned, the Italians, the governments of Europe, to liberalize
their capital movements.

We are constantly pushing them to do it for the reason that it is
good for them in the long run.

For the same reasons it is good for us, and I think the example of
Switzerland which allows free movement of capital, which is a nation
with an extremely grave balance-of-payments problem, has supported
itself beautifully in the world economy by insisting on this free move-
ment of capital in and out of Switzerland.

Senator Gore. Well, I appreciate your comment. I think these
frank discussions may be a little more fruitful than the reading of
heavy sentences.

Mr. Hayxes. I would like to make one other

Senator Gore. Could I comment for just one moment?

Mr. Hay~zes. Excuse me.

Senator Gore. You say that in your view the U.S. investment
n Europe should be much greater, at a much greater rate, than it is
now. I would like to examine that for a moment.

According to estimates I have seen, and surveys, the indications
are that the U.S. corporate investments in Western Europe this year
will be approximately $5 billion.

Now, do you think our balance of payments would be improved if
that should be $10 billion instead of $5 biilion ?

Mr. Haynes. Obviously, in the first year it would not, Senator.
However

Senator Gore. Now, that is—let us not

Mr. Haywes. I would like to respond to that, if T may.

Senator Gore. All right. Let me first say that 1 recognize that
there is a short-term problem and a long-term problem.

Now, you have just answered that obviously it would not this year.

Mr. Haxynes. In the first year.

Senator Gore. All right. How acute is our problem this year?

Mr. Hay~es. Not that acute, that is the point. - We have what, $17
billion? There is not going to be a $10 billion investment overnight.
There is not a conceivable opportunity—it is not conceivable that com-
panies could find, develop, investment opportunities nor that they are
that existent, Senator.

Senator Gore. I know. But you expressed the view that our bal-
ance of payments would be helped if we were investing at a greater
rate in Western Europe than we are now.
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Mr. Hayxes. That is correct.

Senator Gore. And you have indications, at least I have given you
what I think is the indicated volume, this year, and I have asked you
if our balance of payments would be 1mproved 1f that were $10 billion
this year, and you said not this year.

Now, 1 am ready for your other answer.

Mr. Haywnes. Fine, Senator.

If you will take the Treasury figures and study them very carefully,
as undoubtedly you have, restudy them, I think you will find some
interesting things.

For one thing, Treasury has never accurately, because it has been
impossible for it to do so, measured the return in the first year or the
first 18 months, indeed they never have accurately ever measured the
return over any period, from direct private foreign investment in terms
of fees, royalties, and return on exports to those foreign subsidiaries.
This has never been done.

Even so, the figures are pretty good on return from direct private
foreign investment.

It has been suggested, and I have yet to see it disproved, because the
figures have not been collected, that, perhaps, even in the first year, in
a normal year of U.S. direct foreign investment there might be almost
a balance in outflow and inflow on that one year’s investment. I am
not talking historically now. The figures are certainly not clear on
this point, Senator.

I would like to make a comment on your mention of equity and tax
neutrality. I suggest, Senator, that this market is still the most
luscious 1n the world. It is, by far, the easiest for Americans to make
money in it. They are familiar with it. They do not have to go any-
where. They enjoy it here. They know the market.

The point I am making is that there is not any subsidy or incentive
that is going to cause an American company to fail to grasp any invest-
ment opportunity in this country that really exists.

Instead,if Imay

Senator Gore. Yes.

Mr. Haynes (continuing). By talking in terms of subsidies and in
terms of neutrality between U.S. taxpayers here and U.S. taxpayers
in the foreign operations, what you are doing is putting the American
in one terrific bind abroad.

Tt is analagous, Senator, to my view of sending Americans abroad
with 10-ounce gloves to fight a battle there with somebody who is bare-
fisted merely because in this country we must wear 10-ounce gloves
and, Senator, I simply fail to see the logic in this. .

Senator Gore. In the first place, it may or may not be in this
country’s interest that one of our citizens puts on the gloves in Europe.
It may be very beneficial, but then again it may not be beneficial at
all. Indeed, it might be harmful.

T am not one of those who quickly equates every individual’s per-
sonal enterprise abroad as being for the welfare and the interest of
our Nation. It may or may not be.

Mr. Hay~es. Well, what I have said is that the record clearly proves
to my satisfaction, and I have not seen evidence to the contrary, Sen-
ator, that direct private foreign investment in Europe creates jobs,
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creates U.S. exports, does not export jobs, and does bring in foreign
exchange that we badly need. '

If this is true, then putting on the 10-ounce gloves on the companies
that are going abroad to achieve those benefits in our national interest
18 a crime. )

Senator Gore. There are indications that some investments abroad
are beneficial to our national economy, and some are distinctly hurtful
to our domestic economy. Neither of us would have difficulty in
finding examples of either or both.

Mr. Haynes. I would like to, if you could, Senator, find out what
are those that are harmful.

Senator Gore. Well, from an economic

Mr. Haynes. From any standpoint. ) .

Senator Gore. We are speaking now from the standpoint of inter-
national economics. The movement of a U.S. manufacturing industry
abroad, losing jobs for American workmen here at home, and pro-
viding jobs for workmen in other countries instead can hardly be
interpreted in my view as beneficial to our own people.

Mr. Haywnes. Senator, can you cite one example where that has
happened ?

genator Gore. Yes. I can cite you many—the manual typewriter
industry, for one.

Mr. Haynes. Why did they have to move out of this country,
Senator?

Senator Gore. Well, now, first, it is a question of whether they
had to. I would not like to use any company, the name of any com-
pany or the name of the brand, but let me say this to you, and I will
say this to my chairman and the ranking minority member of the
committee. The most difficult competition that Americans, that
American enterprise, can face from imports is the importation of a
well-known American brand name article, an article which has publie
acceptance over many years with dealers, with retailer outlets.

If an Italian brand shoe or typewriter or monkeywrench were mar-
keted in this country, it would have the necessity of building up retail
outlets, of finding dealers, agents, salesmen, public acceptance. The
advertising costs might be greater.

But when a concern, an American concern, that has for many years
manufactured such a product, moves its factory abroad and keeps its
sales force here, that, I say to you, is the most difficult kind of compe-
titio_n for American commerce to meet, and I do not think that it is in
the interest of the country as a whole, although it may add to the
profits of a few of our individual citizens.

Mr. Hayx~es. Senator, I respectfully sugoest—and I think T can
state what happened in this typewriter field, and I suspect in other
fields as well—I happen to be very close to a number of the companies
involved in that. They would have loved nothing better than to stay
here. They did not go abroad just because they wanted to.

They went abroad because the only alternative, Senator, would be to
fly in the face of your desire for lower tariffs and ask for a big whop-
ping protective tariff. This they did not do. There was a motion to
do this, as you know, on the part of some typewriter companies. It
failed. That was the alternative, Senator.
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Senator Gore. Suppose we continue this trend. By and large, the
same people who want the trade bill, to further reduce tariffs, are the
people who are opposed to the levying of any taxes on the income they
earn abroad.

Mr. Hay~es. Well, Senator, these companies that went abroad—Ilet
us assume there was not a raise in the tariff—would you suggest they
Just go out of business entirely? That was the alternative, either go
abroad or get out of business entirely.

Senator Gore. Well, I am not going to go into that any further.

Mr. Hayxzs. If somebody is going to import typewriters into this
country, isn’t it better that it be an American corporation owned by
American stockholders operating abroad ?

Senator Gore. Well, it is only a little better.

Mr. Hayxes. It is a hell of a lot better in my view.

Senator Gore. I am not so sure as far as the international economics
of it are concerned. It may be worse. There may be a few stock-
holders who would benefit. But the loss of jobs and the gold that
flows from the country

Mr. Haynes. But they lost them already.

Senator Gore (continuing). From the imports, may not be in the
-country’s interests at all.

Mr. HaynEes. Those jobs were lost already. When the duty failed
1o raise, those jobs were lost before the foreign investment was made.

Senator Gore. You think we need to continue, you say let us con-
tinue, the tax subsidy ?

Mr. Haywnes. It 1s not a subsidy, Senator. I disagree.

Senator Gore. Well, remission or exemption or

Mr. Hay~es. Deferral.

Senator Gore. Deferral. Let us continue that? We had testi-
mony yesterday from a citizen from Delaware that if Congress passed
this b1ll or some bill that put a tax on his income earned abroad he
would stop his expansion abroad.

He went on to tell us that his company was earning 25 percent, on
investment after taxes; that he could not do that well here. T doubt
if he could either. But shall we just continue this?

Mr. Haynes. Senator, I personally do not know a single company
that has failed to invest here and seize an opportunity to make money
in this market just because there was a higher rate of return some-
where abroad. They just do not do this.

Senator Gore. Were you here yesterday ?

Mr. Hay~es. No, I wasnot.

Senator Gore. Well, I wish you were. What was the name of your
citizen, Senator Williams?

Senator Wirriams. I do not recall, but there were about $250,000
involved in the total transaction. I think he said he had started out
with $13,000 about 8 to 10 years ago. I do not know what the Senator
is trying to prove, but I do appreciate his efforts. [Laughter.]

Senator Gore. I appreciate the contribution of my friend from
Delaware. He is finally getting it down to terms where it is easy for
me to understand. The man who invested $13,000 and, T believe you
say had now ballooned it to a quarter of a million, with no taxes

Senator Wirriams. No.
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Senator Gore. Even though by some that is ridiculed as being pea-
nuts, I think that is a rather substantial fortune, and I think that
one of our citizens who has so prospered ought to have the privilege
of contributing to the defense of his country.

Senator WiLLiams, Get the record straight, the man had paid all
of his taxes under existing law and his products were sold in the
European market. What is wrong with it ¢

Senator Gore. Well, under existing law, that is the trouble; that is
the trouble. Existing law does not require him to pay any unless
he brings his profit home. )

Mr. Hay~es. May I get into my testimony, Mr. Chairman? I am
going to talk only about base companies, Mr. Chairman.

Senator Gore. May I ask a question before I leave—I must depart,
I am sorry—would you prefer the primary recommendation of the
Treasury and the President to repeal of the deferral privilege or
section 18 as it is redrafted ¢

Mr. Havynes. Both of them would have serious detrimental con-
sequences for our national interests, Senator.

Senator Gore. You would not choose either ?

Mr. Havynes. Neither one.

Senator Gore. As between the two, would you have a choice?

Mr. Hayxnes. I do not think I would. I think they are equally bad.

Senator Gore. All right.

Mr. Haywes. There was, Mr. Chairman, a reference earlier today
to so-called operating companies.

The implication was that base companies in Switzerland and else-
where, trading subsidiaries, sales subsidiaries, were not operating
companies.

It was even suggested by Senator Douglas that advertising activities
and taking the credit risk produced passive income.

Well, this, I do not believe, can be sustained because certainly the
efforts to find proper advertising media in Europe, and there are
hundreds upon hundreds upon hundreds of magazines, is a very diffi-
cult one requiring expertise, real work on the ground, and so on.
Similarly, taking credit risk requires real operating management
abroad before that can be done properly.

I mention that because it is germane to my testimony, Senator.

Section 13, as now proposed, would hurt U.S. exports, hurt U.S.
employment, and hurt our balance of payments. Eventually, and
perhaps very quickly, it would hurt U.S. tax revenues. Finally, it
would hurt U.S. foreign economic policy by slowing the contribution
of U.S. industrial corporations to the development of the nations of
Latin America, Asia, and Africa.

This 1s so because the new proposal strikes directly at a business
practice that has proven its ability to expand U.S. exports substan-
tially, thus creating new employment in the United States, and to
swell the inflow into the United States of dividends, fees, and royalties
as well as export earnings, thus helping to balance our international
payments. I refer, of course, to base companies incorporated in Can-
ada, Puerto Rico, Panama, Switzerland, and elsewhere, companies
with real substance abroad that are buying and reselling the products
of their U.S. parents, licensing and furnishing services to companies
in third markets, and establishing plants abroad and receiving their
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dividends for further reinvestment where needed to maintain or crack
foreign markets.

This committee has heard much testimony on how foreign invest-
ment, far from exporting U.S. jobs, actually creates them. It has
heard testimony from companies whose foreign base subsidiaries have
increased the pace of this investment, so healthy for the U.S. economy,
by boosting U.S. exports and foreign earnings. My own company, on
April 25, showed the committee how 32 base companies, with a total
equity investment from the United States of only $10.5 million, had,
in the 2 years 1959 and 1960 alone, produced an inflow into the United
States of $258 million through exports and $19 million in royalties,
fees, and dividends.

Yet these are the very companies, not just so-called sham corpora-
tions, that the Treasury has now set its sights squarely upon as those
that should pay current U.S. tax of 52 percent on their foreign earn-
ings.

Because the Treasury has not produced-—and, I believe, cannot pro-
duce—a shred of convincing evidence that these substantive base
companies are anything but good for the US. economy, I will not be-
labor the point but rather explore a matter that seems to have con-
cerned the committee during earlier testimony.

It is the suggestion that foreign base companies do not need deferral
of U.S. tax on their unremitted trading profits in order to compete,
since they must compete successfully to begin with to make those
profits. This has a superficial logic, but it is a fallacy. The continued
ability of any company to compete rests on what it does with its profits.

Those who support full taxation of cooperatives in this country do so
partly because co-ops can run the taxpaying competition out of busi-
ness by using their larger aftertax earnings to strengthen their dis-
tribution and sales activities. The same thing is true of U.S. sales
subsidiaries in Switzerland and elsewhere that are facing a mounting
number of similar sales subsidiaries set up by foreign competitors in
low-tax countries such as Switzerland.

As the vice president for international operations of a west coast
firm put it to me the other day:

If my sales company in Zurich makes a $500 profit on the sale in France of
a product from our U.S. plant, and my German-owned competitor across the
street in Zurich also makes a $500 profit on the sale in France of his parent’s
produet, and if he plows back all but 13 percent—representing the Swiss tax—
of that $500 while I plow back what’s left after a 52-percent U.S. tax, I won't
stay in business very long.

Seen in this light, H.R. 10650 as now written, far from slowing
U.S. erection of foreign plants, would actually create new pressures
for their establishment by making export of finished U.S. products
more difficult if not impossible. Adding to this danger is the fact
that U.S. products, generally speaking, require greater expenditures
in advertising, promotion, and selling in Europe than do European
products because of such market factors as design and local consumer
prejudices.

The chairman of this committee, you, Senator Byrd, following our
testimony on 32 base companies, asked a very pertinent question,
namely: What additional taxes would they have paid had H.R. 10650
been U.S. law? The answer which we, of course, forwarded to you
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earlier, gives an indication of how section 13 as now written—with its
extremely limited provision for reinvestment free of U.S. tax for
base companies—would hurt the ability of these base companies to
compete. These 32 earned about $53.7 million in 1959 and 1960
after payment of foreign taxes and dividends to the parent com-
panies. Twenty million of this was invested in less-developed coun-
tries.

Under the new provisions, if all of this $20 million had come from
dividends and interest paid by “related” companies in less developed
countries, then only the remaining $33.7 million would be taxable in
the United. States—thus creating an additional tax of $11 million
after allowing for the foreign tax credit. But, of course, the bulk of
the $20 million came from sales income and/or income from industrial
countries and would also be taxable under the new proposals.

If section 13 as now drafted is harmful to U.S. exports, U.S. jobs,
and the U.S. balance of payments, what about the proposal now being
talked about for an “escape hatch” to that section, which provides a
sliding scale for required distribution of foreign earnings to the U.S.
parent based on the amount of foreign taxes paid?

This proposal would be equally damaging to our national interest.
It would torpedo our foreign sales subsidiaries’ efforts to promote
U.S. exports just as surely as would section 13 itself. And it flies in
the face of the need for U.S. corporations to keep a good deal of their
foreign earnings at the service of their international business at this
critical moment in history.

As one top executive of a U.S. giant company put it:

‘We have a respectable volume of business in Europe, but it’s made up of many
small sales of our various product lines; now that the Common Market is un-
folding, we are facing Buropean competitors backed by billions of dollars, with
all that means in terms of financial resources, engineering, and service capa-
bilities, and so on. If we don’t expand our market penetration fast in Europe,
we may be squeezed out altogether.

His remark could be echoed fervently by thousands of other U.S.
firms; surely, this is no time to force U.S. subsidiaries abroad to pay
high foreign taxes or bring home their foreign earnings when their
parents do not need them.

Another suggestion has been that the power of the Treasury to
reallocate income under section 482 should be strengthened, whether
through a formula such as section 6 now provides or through some
other formula. Any such formula, in our view, is bound to hurt many
legitimate exporters. The first need is to make the sale, and this may
occasionally require selling at or near cost. It is not rare for Euro-
pean firms to charge at or near cost from the producing division to the
International division to the base company—leaving the latter, the
base company, free to charge whatever the market demands, or will
bear. Yet even today our companies are not permitted to sell at
cost to their foreign sales subsidiaries even when an order depends
upon 1t, whereas they could do so if they sold directly to the foreign
unrelated buyer.

It could be argued that foreign sales subsidiaries, having received
U.S. goods at low cost, would make and keep abroad an unconscionable
amount of profits. This could be guarded against by a provision in
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the code against unreasonable accumulation by foreign subsidiaries—
which would also hit at sham or paper subsidiaries abroad.

But even here the dangers to our national interest are great: It
would be hard to develop a formula of what is reasonable that would
fit a wide variety of firms. Here, as in income reallocation, if any-
thing is done at all it might best be limited to the compilation of a
series of factors that the taxpayer, the Treasury, and the courts should
consider. We should also make sure that the taxpayer does, in fact,
have recourse to the courts.

What puzzles me, however, is how the notion gained currency that
there is any crying need for reform in this area at all. In case after
case that I know of, U.S. corporations have been reviewing their in-
tercorporate pricing and charging policies to insure that they accu-
rately reflect contribution to income; this penchant for accuracy has
undoubtedly been strengthened by the new reporting requirements and
by Treasury’s avowed determination to use section 482 to the hilt.

As for unreasonable accumulation, I personally conducted a search
in Switzerland a year ago of base companies that might have a few
uncommitted funds lying about that could be put into short-term
United Kingdom or other Treasury notes—and found absolutely none.

Putting all this together, it seems to me that the Treasury has set
up its own Aunt Sally and is now busy trying to knock it down.
What is needed is not new language on section 13 of this bill; rather,
I would suggest that this committee put aside the foreign income pro-
visions of H.R. 10650 for this year, take a good, hard look at the
fundamental concepts involved—in terms of the national interest—
and then, 1f it discerns a real need for reform that can be substan-
tiated by facts, to set the able joint committee staff to drafting a bill
that meets that need instead of striking a mortal blow at base com-
panies abroad that are building U.S. exports, creating U.S. jobs, and
swelling the inflow of urgently required foreign exchange.

The Cumamman. Thank you, Mr. Haynes.

ghe next witness is Mr. Clarence F. McCarthy of Arthur Andersen
& Co.

STATEMENT OF CLARENCE F. McCARTHY, PARTNER IN CHARGE
OF TAX DIVISION, ARTHUR ANDERSEN & CO.

Mr. McCarrry. Mr. Chairman and Senator Williams, my name
is Clarence F. McCarthy of Wilmette, Il1l. I am a certified public
accountant and partner in charge of the tax division of Arthur
Andersen & Co. Accompanying me are Gordon J. Nicholson, on my
left, a CPA and partner in charge of coordinating all of our over-
sea tax departments, and Richard A. Hoefs, on my right, a CPA
and manager in charge of coordinating our South American tax
departments.

You will note at the end of my prepared statement that I have a
technical supplement. I ask your permission to have that technical
supplement incorporated in the record.

The Caatrman. Without objection.

Mr. McCarray. Our firm is an international firm of certified pub-
lic accountants organized as a partnership under the laws of the
State of Illinois with its headquarters in Chicago, Tll. We have 31
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offices in the United States and 24 offices in 19 other countries. The
clients of our oversea offices include not only subsidiaries of T.S,
corporations, but also corporations owned or controlled by share-
holders who are nationals of countries other than the United States.
We appear not on behalf of any client or group of clients, but solely
as representatives of our firm.

My remarks will be restricted to the amendment recently proposed
by the Secretary of the Treasury to section 13 of the pending tax bill.

Let us talk about base holding companies. ) )

One of the apparent purposes of the proposed section 13 is to
break up existing base holding companies and to deter the forma-
tion of any new ones. This will be accomplished by taxing to the
U.S. parent corporation all undistributed net income of the base
holding company. ) ' _

The term “base holding company” is not used in proposed section
13. Let me define what I mean by it. A base holding company
is one organized under the laws of a country with low tax rates
and which in turn owns manufacturing and selling subsidiaries or-
ganized and operating in other foreign countries. Further, that base
holding company actively manages and directs the operations of its
subsidiaries from offices located outside the United States. In other
words, it manages its business.

The principal advantages of a base holding company are these:

1. Proper line organization for supervision of international opera-
tions can be set up.

8. Foreign income taxes are saved.

3. More money is available either to plow back into the expansion
of foreign operations or to pay up to the U.S. parent as dividends.

4. Averaging of foreign tax rates is achieved, so that maximum
utilization can be made of the U.S. foreign tax credit upon payment
of dividends to the U.S. parent.

Please note that this averaging could not otherwise be achieved
until 1961 when the U.S. Internal Revenue Code amendment enacted
in 1960 became effective and permitted the election of one overall
limitation.

If this legislation is enacted, it is probable, very probable, that
almost all such base holding company  affiliated groups will be con-
solidated into one integrated foreign manufacturing and selling sub-
sidiary. Why? Because proper line management of the operations
will require that the former managing director of the base holding
company continue to be able to directly control all manufacturing and
selling operations. The effect of the consolidation of existing base
holding company affiliated groups will be the payment of more foreign
Income taxes, less money available for expansion of foreign sales,
less dividends to the U.S. parent, and less U.S. income taxes (the in-
creased foreign taxes in most instances will be at an approximate rate
of 52 percent).

Let us talk about trading companies. The proposed section 13 will
tax U.S. shareholders on the undistributed income of controlled for-
eign trading companies. This result is accomplished primarily by
including in foreign base company income (which is a part of subpart
F income) “foreign base company sales income.” In substance, this
term is defined as being the purchase of personal property which has
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been manufactured or produced in one country by a related person
and then sold to or through a related trading company for use or con-
sumption outside the country of manufacture or production. It would
also apply where a controlled foreign corporation makes purchases
in a foreign country from strangers on behalf of a related person,
where the products are to be used outside of the country in which they
were originally manufactured or produced.

This proposed section seems to assume that there is something
wicked about all foreign trading companies and that all of them have
been set up as tax haven devices to save U.S. taxes. Nothing could
be further from the truth.

Broadly speaking, there are two categories of trading companies:
(1) those set up as direct subsidiaries of U.S. corporations to sell the
exports of the U.S. corporation and sometimes also to act as a pur-
chasing agent for imports of the U.S. corporation, and (2) those set
up either as direct subsidiaries or as sister corporations of foreign
manufacturing companies.

Before getting into a discussion of the first category where the
foreign trading company is a direct subsidiary of the U.S. parent
corporation and is organized to handle exports of that corporation,
T wish to dispose of a preliminary question. That is, why not sell
TU.S. exports directly in Europe to unrelated distributors? American
businessmen have found that in order to develop any appreciable vol-
ume of export sales in countries some 3,000 miles away, it is necessary
to use sales employees under U.S. control and direction, headquar-
tered in an office in the area to be served, and preferably having a
stock of goods on hand from which orders can be promptly filled.
This means to have any real volume of export sales in Europe, a U.S.
manufacturer must have an office there. That office must be set up
either as a branch or as a subsidiary company.

There are many nontax reasons for setting up that office as a for-
eign trading company rather than a foreign branch of the U.S. parent
manufacturing corporation. The company laws of almost all coun-
tries require that upon the establishment of a branch of a foreign
corporation, namely, United States in this case, copies of the charter
and bylaws of that foreign corporation, together with other financial
data of the entire corporation, must be filed with a Government official
and that either digests or the full text thereof then be published in
newspapers within the country. In a number of countries, Norway
for one, the stationery and invoices of a branch of a foreign corpora-
tion must indicate that the corporation is foreign, and it is not Nor-
wegian, and that hurts. ) .

In Brazil, and a number of other countries, financial statements
showing the results of operation, not only of the branch in Sio Paulo,
for example, but also of the entire corporation, must be published. In
France, if the manager of the French branch of the U.S. corporation
or any other corporation foreign to France, is a French national,
then the president of the U.S. corporation must obtain a commercial
card in order that the branch can engage in business. These are but
a few unfavorable factors arising from setting up a branch in a
foreign country. They can be obviated by setting up a foreign sub-
sidiary, and that is why you find so many foreign subsidiaries.

82190—62—pt. 11——17
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Many foreign trading companies are set up with their headquarters
in Switzerland, as you Senators have heard, and from the central office
there salesmen go out into the Common Market and the Outer Seven
soliciting orders for U.S. exports. We have heard the allegation that
the principal purpose of setting up these foreign selling subsidiaries
and locating them in Switzerland is to save U.S. taxes. No, the prin-
cipal purpose for creating such a subsidiary is to increase U.S. exports,
and the reasons for choosing Switzerland in preference to other con-
tinental European countries are these:

1. It is centrally located with excellent train and air transportation.

2. Its currency and government are stable.

3. Income taxes of other European countries are saved, which in
turn produces more U.S. taxes both on dividend remittances and on
the additional income generated in the States through the increased
export sales. (If the trading company were set up, for example, in
France, there would be no U.S. income tax payable on dividend re-
mittances because of the high effective French tax rate of 5714 per-
cent, and the interplay of our foreign tax credit.)

Let. us turn now to trading companies organized as subsidiaries of
foreign manufacturing companies, or as sister companies of such
foreign manufacturers, for the primary purpose of selling abroad,
outside the States, the products of those foreign manufacturers. Such
trading companies again are organized in many instances for nontax
reasons, but in some other instances are organized to save taxes—not
U.S. taxes, but foreign taxes. We submit: What is reprehensible about
a German manufacturing company setting up a trading company
under the laws of Switzerland with its headquarters in Zurich to sell
the products of that German manufacturing company throughout
Europe? Certainly taxes are saved, but those taxes are German taxes,
as Germany taxes the global net income of its entities, just like we
do. The only effect is that, when the oversea earnings of these foreign
subsidiaries are brought back to the United States, there will be more
of them here and more U.S. tax to be paid.

The proposed taxation of oversea trading companies will prevent
a Mexican manufacturing subsidiary of a U.S. company from sell-
ing to subsidiaries or sister companies organized in South America
for resale by such companies. As another example, and I was just
down there a month ago, Uruguay is a very small country in South
America with almost no industry and one which has attempted to set
itself up as the banking center of South America. Ifa U.S. corpora-
tion in the interest of carrying out the expressed foreign policy of
the Alliance for Progress were to set up a manufacturing company
in Montevideo, quite probably there would not be enough sales
potential in all of Uruguay to make it economical to manufacture
for sales only within that country. It would be necessary to also
sell in Argentina across the river, and in Brazil to the east. If such
selling were made to or through an Argentine subsidiary or a Brazilian
subsidiary or sister company, the provisions of this suggested revised
section 13 would come into operation. If, instead, branches were set
up, for example, in Sdo Paulo and Buenos Aires, then again the Com-
missioner would have the right to assert that such branches were

operating in the same manner as trading companies and, therefore, the
same rules should apply.
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Those provisions of section 13 as suggested by the Treasury Depart-
ment which pertain to the income of trading companies organized to
sell products of foreign manufacturing subsidiaries of U.S. corpora-
tions, in our opinion, will—

1. In the case of trading companies operating in Europe or
other developed areas, cause them to be merged into affiliated
manufacturing companies with a resulting increase in foreign
taxes, probably a decrease in sales of foreign goods arising from
consolidation of all operations into one location, and a decrease
in U.S. income taxes.

2. Make it more difficult for U.S. industry to assist in the mod-
ernization of underdeveloped countries, and probably deter some
from going into such areas.

Proposed section 954(d) (2) authorizes the Internal Revenue Serv-
ice to treat the income of a foreign selling branch of a controlled
foreign manufacturing company as taxable foreign base company
income to the same extent as if such branch were a trading subsidiary.
Whenever the branch income of that foreign manufacturing company
does not bear a tax of at least approximately 52 percent, the Internal
Revenue Service is almost certain to treat it as a trading subsidiary.
The effect will be, for example, to deter a U.S.-controlled Mexican
manufacturer from setting up a selling branch in Venezuela to sell
not only there but in Colombia and on the west coast of South Amer-
ica. In a nutshell, this provision will interfere with normal business
decisions, will cause some existing branches to be abandoned with
a resulting decrease in foreign sales, and will deter U.S. businesses
from setting up manufacturing subsidiaries in any underdeveloped
country which does not itself provide a sufficient potential market
for the product. Further, any contraction in business of a foreign
manufacturing subsidiary of a U.S. corporation usually means a
contraction in sales of raw materials, partly finished goods, and acces-
sories by the U.S. parent to its foreign subsidiary.

Let us talk about foreign corporations not availed of to reduce
taxes. Under proposed section 954(b)(4) the Commissioner of In-
ternal Revenue is given the power to determine that an item of income
received by a controlled foreign corporation will not form a part of
foreign base company income if “with respect to such item * * * the
creation or organization of the controlled foreign corporation receiv-
ing such item under the laws of the foreign country in which it is
incorporated does not have the effect of substantial reduction of in-
come, war profits, excess profits, or similar taxes.” '

In application this exception will prove to be almost meaningless.
It undoubtedly will be applied by the Commissioner only when the
foreign corporation is a direct subsidiary of the U.S. parent and the
effective foreign tax rate for foreign tax credit purposes is 52 percent
or more. Ifa foreign manufacturer set up a plant in a depressed area
of a European country, such as in Italy, Northern Ireland, Ireland,
or Spain, and there received tax concessions, and if that manufactur-
ing company happened to have some third country sales so that it
had 20 percent or more of its income in the form of foreign base
company sales, quite probably the Commissioner would not apply this
exception because the overall foreign tax rate would be less than 52
percent. If the foreign manufacturer set up trading subsidiaries to
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save foreign taxes, undoubtedly the Commissioner would not invoke
this exemption.

If subpart F is to be retained, it would be much more equitable to
provide that it shall not apply to any item or type of income if the
purpose or the result of effecting the transaction to earn the income,
including any series of transactions starting with the organization
of the corporation, was to save foreign taxes or was primarily moti-
vated by business considerations.

We believe the present law is sufficient to correct any abuses which
may exist. Under the present rules, every foreign corporation must
have substance and serve a business purpose. Otherwise, it will
be treated as a sham, and its separate entity will be ignored for U.S.
tax purposes. Mr., William H. Loeb, Assistant Commissioner of
Internal Revenue for Compliance, in a speech before the American
Management Association on April 25, 1962, stated that the Internal
Revenue Service has been quite successful in the courts when it has
been shown clearly that a particular organization serves no business
purpose other than the elimination of U%. taxes. He is quite correct.
Further, in the case of intercompany sales the Commissioner has the
authority under section 482, as presently written, to allocate gross
income, deductions, credits, or allowances in order to clearly reflect the
income of any related organization. In regulations promulgated only
2 months ago, he has adopted the arm’s-length dealing principle.

The information returns as to controlled foreign corporations re-
quired by 1960 legislation (sec. 6038 of the code) are just now begin-
ning to be filed with the Internal Revenue Service, because the amend-
ment became effective only for taxable years beginning in 1961, and
it happens to be the practice of our firm, and most large public ac-
counting firms, to obtain extensions of corporate returns until at
least June 15, so that most of these returns have just been filed.

Mr. Loeb stated that the absence of adequate information has been
the principal stumbling block faced by the Internal Revenue audit
people in enforcing compliance with the present laws. That stum-
bling block no longer exists, if it every did.

Enactment of the proposed restrictions on foreign trade contained
in revised section 13 will not be fully implemented until regulations
are issued by the Internal Revenue Service. In a large number of
instances—I am told it is 17—the Commissioner has been delegated the
task of providing the applicable rules. It is almost 8 years since the
1954 code was enacted, and we still do not have all the regulations.
To flourish, business needs as much certainty as possible with respect
to all applicable tax rules. The proposed legislation is novel and com-
plex. Much litigation is bound to occur, and there will be no cer-
tainty on the tax rules for many years to come.

We respectfully submit that it would be best to postpone action
on the pending tax bill until the Internal Revenue Service has had
an opportunity to determine whether or not the information they are
now receiving for the first time, when coupled with existing provisions
of our laws, 1s sufficient to prevent abuses.

On the other hand, although we believe, in all sincerity, no new
legislation is needed at this time, if this committee becomes convinced
that additional legislation is needed, then we suggest that substantially
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all alleged abuses could be reached by two relatively simple additions
to the code:

1. Amend section 482 by Inserting a new subsection to the effect
that the separate entity of a mere investment or holding company
organized under the laws of another country can be ignored where it is
formed or availed of for the principal purpose of avoiding U.S.
income taxes and not for the active conduct or management of a busi-
ness or the business of controlled subsidiaries. Such a provision
would codify and, perhaps, strengthen, the existing judge-made law
pertaining to sham corporations. Further, this amendment would be
i lieu of section 482 (b) proposed in section 6 of the pending bill, and
on which in a previously filed written statement we have expressed
our adverse views.

2. Amend section 531 of the code to tax to controlling U.S. share-
holders their pro rata share of any undistributed income of a foreign
corporation formed or availed of to avoid U.S. income tax by failing
to distribute dividends to its U.S. shareholders where the earnings and
profits have been permitted to accumulate beyond the reasonable needs
of the business and are available for distribution either from it or
controlled subsidiaries.

Thank you, sir.

The Cuamrman. Thank you, Mr. McCarthy.

(The technical supplement previously referred to follows:)

SUPPLEMENT TO STATEMENT OF CLARENCE F. McCARTHY, PARTNER IN CHARGE OF
TAx DiviSION, ARTHUR ANDERSEN & Co.

If the Senate Finance Committee, contrary to our respectful recommendation,
decides to go forward with adoption of the revised section 13 proposed by Secre-
tary Dillon, then we submit for consideration the following additional points,
most of which are technical in nature. The subjects discussed hereinafter are:

Earnings and profits.
Deficits in earnings and profits.
Source of income.
Dividends and interest from less developed country corporations.
Investment of earnings in U.S. property.
Blocked foreign income.
Section 962(a). Earnings and profits

To determine earnings and profits of a year and accumulated earnings and
profits of a number of years according to rules applicable to the U.S. corpora-
tions, will produce U.S. taxation of nonexistent income.

The U.S. rules ignore inflation which has been much more rampant in foreign
countries than it has been here. Inflation enters into the calculation of depre-
ciation and through the pricing of inventories enters into the determination of
cost of goods sold. TU.S, tax rules are based upon historical original cost. Apply-
ing such rules to a country such as Brazil at the present time or for the past
number of years can result in a determination of a plus amount of earnings and
profits whereas in fact there may have been an economic loss.

Further, the use of U.S. rules ignores the fact that many methods for pricing
inventories are required or permitted under the laws of foreign countries which
are not permitted here under our tax laws and in many instances do not represent
sound U.S. accounting practice. A base stock method was in use in France
until the end of 1959 and is probably still used in many countries around the
world. Such a method is not permitted under the U.S. Internal Revenue Code
and the regulations.

There are also many types of reserves required or permitted under the laws of
foreign countries. In the case of certain types of manufacturers, France
permits a deduction both on the books and for tax purposes of a reserve for
price variations. No such reserve is permitted here. Most civil-law countries
require the establishment of a “legal reserve.” Annually out of net income
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companies must provide to such a reserve an amount eql‘Jal to a specified per-
centage. The rate in France and most other countries is § pergent. Such a
reserve is unknown in the United States. There are also various types of
reserves for employee fringe benefits, such as termination pay, which would
not be recognized here under U.S. tax rules.

It would be better to provide that earnings and profits shall be the amount
«of taxable net income reported to or determined by the foreign government
plus tax exempt income such as dividends and interest and minus nondeductible
losses or expenditures incurred or accrued, using U.S. principles for the deter-
mination of accrual. In the case of a foreign country using a schedular method
of income taxation, aggregate taxable net income with similar plus and minus
adjustments could be used.

Section 952 (c¢) and (d). Dejficits in earnings and profits

The subpart F income of any controlled corporation for a particular taxable
Yyear is not to exceed the earnings and profits of such corporation for that year
reduced by deficits in earnings and profits of that same corporation for years
beginning in 1963 and thereafter. Then section 952(d) provides that if a
U.S. shareholder owns stock of a controlled foreign corporation and through
the ownership of such stock is deemed to own stock in another foreign cor-
poration, then any deficit in earning and profits of that second controlled foreign
corporation should be used to reduce the earnings and profits of the first
controlled corporation to determine its subpart F income,

There is no provision for an accumulation of deficits of the second foreign
corporation to reduce earnings of the first foreign corporation where that first
foreign corporation has one or more deficits in the intervening years. Further,
it would seems equitable to provide that, in the case of each U.S. shareholder,
he can aggregate all deficits and earnings and profits of all controlled foreign
corporations to reduce aggregate subpart F income of all controlled foreign
‘corporations.

Sections 957(c¢), 955(¢) (1). Source of income

In the case of a corporation organized in U.S. possessions, or in the Com-
-monwealth of Puerto Rico, the determination as to whether income was derived
from sources within the possession or the Commonwealth, as the case may be,
is to be made under regulations prescribed by the Secretary or his delegate.
The Internal Revenue Code presently contains some rather well settled rules
as to the source of income which are contained in sections 861 through 864.
It would seem inadvisable to permit the Commissioner by regulations to pro-
mulgate other rules which, in turn, will require many years of litigation there-
after to settle their validity. In the meantime, businessmen operating Puerto
Rican corporations or corporations organized under the laws of possessions
will not know the tax rules applicable.

Again in section 955(c) (1) pertaining to the definition of a less developed
country corporation, the Commissioner is to be given the authority to prescribe
by regulation the rules to determine whether income is derived from sources
within a less developed country. The same objection is pertinent.

Section 954(b) (1). Dividends and interest from less developed couniry
corporations
Under this provision dividends and interest are taken into account in the gross
amount, and the gross amount thereof must be reinvested in less developed
country corporations in order that the dividends and interest may escape in-
clusion in subpart F income. It would seem that in determining the amount
of the reinvestment there should be taken into account any foreign income taxes

withheld on the dividends and interest and any expenses of the recipient directly
attributable thereto.

Section 954 (b) (5). Deductions

Under this paragraph the Secretary or his delegate is to prescribe regulations
so that there may be taken into account deduections (including taxes) properly
allocable to foreign personal holding company income, foreign base company
sales income, foreign base company services income, and gross income to which
section 954(b) (3) (B) applies. What types of deductions? Deductions ascer-
tained under U.S. commercial accounting principles? Deductions ascertained
under U.S. tax principles? Confusion will be to a major extent eliminated if
deductions allowable under the income tax laws of the particular foreign country
are those that are taken into account. Further, it should be made clear that
all foreign taxes are to be taken into account.
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Seotzoorrtbz 952(b), 956, and 951(a) (1) (A). Investment of earnings in U.8. prop-

In the case of a foreign corporation not engaged in trade or business in the
United States, section 881 of the present code imposes a 30-percent tax on
amounts received from sources within the United States as interest (except
interest on deposits with U.S. banks), dividends, rents, and other designated
amounts. Under section 954 (¢) of the Treasury Department's proposal these
amounts of dividends, interest, ard rent then become personal holding company
income and in turn part of foreign base company income under proposed
section 954(a). Foreign base company income under proposed section 954(a)
consists of foreign personal holding company income, foreign base company
sales income, and foreign base company services income. Under proposed sec-
tion 954(b) (3), if the total foreign base company income is less than 20 percent
of gross income, the foreign base company income may be disregarded and
results in no tax consequence to the U.S. shareholder.

Proposed section 951(a) (1) (B) taxes to a U.S. shareholder of a controlled
foreign corporation his pro rata share of that foreign corporation’s increase
in earnings invested in U.S. property for such year.

These provisions taken together mean that a controlled foreign corporation
in effect pays a tax of 52 percent on money invested in the United States and
then has 48 percent left over for such investments. After the investment is
made the U.S. Government obtains a 30-percent withholding tax on dividends
and interest remitted abroad; and then finally there is imposed a 52-percent
U.S. tax on that portion of the dividends and interest remaining after deduction
of the 30-percent withholding tax and any foreign income taxes.

The effect of these provisions, of course, will be to influence a controlled
foreign corporation to invest its surplus funds outside the United States and
will, to that extent, adversely affect the balance of payments. If the intent
of taxing any increase in investment in U.S. property is to tax disguised
dividends, it seems that it might be a preferable substitute to treat any loan
by a controlled foreign corporation, investment in stock of the U.S. parent
corporation or a domestic subsidiary thereof, or the purchase of property in
the United States for rental to the U.S. parent corporation or a domestic sub-
sidiary thereof, as being in substance the payment of a dividend.

Section 956(b) (2) (C) treats as an investment in U.S. property, the owner-
ship by a controlled foreign corporation of any obligation of a U.S. person
arising in connection with the sale of property, if the amount of the obligation
outstanding at any time during the taxable year exceeds the amount which
would be ordinary and necessary to carry on the trade or business of both
the controlled foreign corporation and the purchasing U.S. person had the
sale been made between unrelated persons. Technically this means that on
a credit sale by any foreign corporation to a related U.S. corporation, even
at an arm’s length price, a part of the debt or the account receivable by the
foreign corporation will be an investment in U.S. property if a stranger might
have paid all or part of the purchase price in cash immediately. This pro-
vision has the effect of deterring imports into the United States from foreign
subsidiaries of U.S. corporations. Perbaps this result was intended. However,
various officials of the Department of Commerce and of the Department of
State have stated that the economy of the United States is dependent upon
certain imports, principally raw materials not available in the United States.
To the extent that such necessary imports from abroad are made by a con-
trolled foreign corporation to a U.S. corporation for use by it in domestic
manufacturing or assembling, it would seem that a harsh pepalty is involved
in this proposed section.

Section 962 (b). Blocked foreign income

The Secretary or his delegate is to prescribe regulations setting forth the cir-
cumstances under which blocked foreign income shall not be included in the
earnings and profits of a controlled foreign corporation, if it is shown that such
income could not have been distributed to U.S. shareholders ‘“‘because of currency
or other restrictions or limitations imposed under the laws of any foreign
country.”

TheyCongress of Brazil presently has pending before it a bill which would
levy a substantial amount of additional income and excess profits tax on the
earnings of any Brazilian company which are not reinvested in Brazil. The
effect of such a bill would be to discourage the payment of dividends. How-
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ever, the bill in and of itself does not prevent the payment of dividends. Other
countries experiencing balance of payment difficulties may well adopt this
approach of Brazil. This point should be covered if this portion of the bill
becomes law. Further, it should be made crystal clear that if dividend distri-
butions can be made only in a foreign currency and only for deposit and utili-
zation within the foreign country, then such foreign currency should be deemed
to be blocked.

The Caamrman. The next witness is Mr. F. V. Olds of the Chrysler
Corp. )

Mr. Olds, you take a seat, sir, and proceed.

STATEMENT OF FRANK V. OLDS, ASSISTANT COMPTROLLER,
CHRYSLER CORP.

Mr. Orps. Thank you, Senator Byrd and Senator Williams. My
comments are going to come within the scope of your limitations of
10 minutes. I think it will be 9 minutes, Senator Byrd.

The CuammaN. Fine.

Mr. Ocps. I have with me here Brian T. O’Keefe, manager of taxes
of Chrysler Corp.

My name is Frank V. Olds. I am assistant comptroller for Chrys-
ler Corp.

I appreciate this opportunity to appear before you to present our
views in opposition to section 13 of H.R. 10650 for the current tax-
ation of foreign-source income. QOur objections apply to the original
Treasury proposal, the presently proposed amendments, and, to a lesser
degree, to the version passed by the House Ways and Means Com-
maittee.

No amount of revision (such as that suggested by the Treasury on
May 31, 1962) can correct the fundamental economic fallacy on which
this proposed legislation is based ; that is, that it is detrimental to the
economic welfare of the United States to merchandise abroad through
a foreign trade company.

As a company engaged for many years in most phases of foreign
commerce, we consider it our duty to state that section 13, either in 1ts
present form or with the Treasury’s proposed revisions, would not be
beneficial, but would, in fact, be injurious to the economic welfare of
the United States. We believe that this committee is entitled to have
ia.}lll of the economic effects of this proposed legislation presented to

em.

Arguments advanced by the proponents of section 13 are that it will:

1. Ease the balance of payment deficit;

2. Provide additional tax revenue to pay part of the cost of the
investment credit; and

3. Retain jobs in the United States.

Even the revised proposal before you cannot, and will not, accom-
plish any of these objectives. On the contrary, if enacted, it would
reduce U.S. jobs and tax revenues and increase the balance of payments
problem.

Under the Treasuljy’s revised section 13, U.S. tax would apply im-
mediately to the trading profits of the marketer who sells in the foreign
market products manufactured in the United States with high-paid
American labor. Higher U.S. tax costs would be added to higher
labor costs, transportation costs, foreign import duties, registration
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fees, etc. As a result of this added financial burden, the marketer’s
competitive position would be adversely affected with the natural
result that his business would decrease—decreasing also U.S. exports,
jobs, et cetera. Such tax would apply irrespective of whether such
profits were reinvested in the same business or a new business estab-
lished in either the same or in other developed or less developed
countries.

Proposed section 954 (b) (4) provides an exemption if the foreign
corporation can show that its use does not have the effect of reducing
taxes, including foreign taxes. Therefore, if the use of a foreign
trading corporation resulted in the avoidance of foreign taxes, the
U.S. shareholder would be currently subjected to the higher U.S. tax
rate. This provision encourages the payment of the foreign tax in
order to avoid the higher U.S. tax. United States tax law should per-
mit taxpayers to conduct their affairs at the lowest tax cost. This is
especially true when the taxes minimized are those of foreign countries.
If such legislation is enacted, a point in time may be reached where the
United States would receive no tax revenue from foreign operations
because of the foreign taxes equaling or exceeding the U.S. tax rate.
Surely we must recognize that this course of action will neither increase
U.S. tax revenues nor will it alleviate the balance of payments problem.

Chrysler Corp. is proud of its record as an exporter. We believe
that our accomplishments in securing and retaining as large a foreign
market as we can for U.S. produced products, in the face of ever-
increasing foreign competition and foreign limitations and tariffs on
imports, 1s in the national interest. We believe that there is a basic
inconsistency in the Treasury espousing the investment credit to im-
prove the competitive position of U.S. produced goods and, at the
same time, urging the accelerated taxation of foreign trading profits,
which would provide a serious competitive handicap for those same
goods.

Nor do we believe that restrictions should be placed on the invest-
ment privileges of a corporation such as proposed section 954(b) (1)
would provide. However, if the committee believes that it 1s desirable
to have some limitations requiring reinvestment in less developed
countries, we see no basis for a strict time limitation on such reinvest-
ment as the 1 year provided in section 955(b)(3). An investment
should qualify irrespective of the time made and a system of tax
credits could be provided for qualified investment made after the tax
return for the taxable year has been filed. ] .

The Treasury has apparently taken the position that manufacturing
abroad is more beneficial to our economy than trading abroad through
foreign subsidiaries. This is true, only to the extent that it is the
only natural economic means of doing business abroad, but it is not a
substitute for exports. To further encourage exports from the United
States, we recommend, at a minimum, that the 14-point tax incentive
available to Western Hemisphere Trade Corp. be extended to U.S.
corporations doing business anywhere in the world.

The fruits of our efforts over the years are best summed up by the
testimony of Philip N. Buckminster of this corporation before the
House Ways and Means Committee (vol. 4, p. 3301, of the June 1961,
hearings before the Committee on Ways and Means) :

Sales of U.S. vehicles abroad in the 10 years prior to 1958 steadily declined.

Since 1958 and the establishment of Chrysler International in Switzerland, we
have begun to reverse that trend for U.S.-built Chrysler products. In 1959,
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excluding cars exported to Canada, we exported about 16,000 cars from the
United States. In 1960, we exported some 26,000 cars. Truck exports rose from
15,000 units in 1959 to 22,000 units in 1960. With these gains, our products also
achieved an increase in the percentage of U.S. exports. In 1961, we expect to do
as well as or better than we did in 1960. These exports, of course, create U.8,
jobs which would otherwise go to foreign competitors and in addition preserve
existing jobs that might be lost * * *.

For the 1962 model year, our exports from the United States, other
than to Canada, will be approximately 38 percent higher than they
were for the 1961 model year. This is an increase of some $20 million
which will have a favorable effect upon the balance-of-payments posi-
tion of the United States.

Section 61 gives the Commissioner the power to tax income to the
taxpayer which earned it and thereby disregard the corporate entity of
sham operations; section 482, as amended by section 6 of H.R. 10650,
would provide adequate means for reallocating income and deductions
between related taxpayers; and section 6038 provides the Commis-
sioner with the information needed to effectively apply sections 61 and
482. These sections allow the collection of taxes properly due to the
U.S. Government.

In conclusion, the United States is suffering, not only from the
strain of meeting the Russian economic and political threat, but from
a vigorous competitive effort by the Western World, particularly the
Common Market countries. This competition is aided to a substantial
degree by tax and trade incentives granted by other governments to
thelr businesses. The U.S. Government must cooperate with U.S.
business in meeting these challenges so that the opportunities and bene-
fits of maintaining a strong and growing position in international mar-
kets, including exports, may be realized.

Thank you, very much.

The Cmamman. Thank you, Mr. Olds. I congratulate you on
increasing your exports.

Mr. Owps. We hope to do that more and more, Senator, and I think
that is the only solution for our balance-of-payments problem. Some
of the proposals that are made here are going to do, as I have said in
my statement, just the reverse because our only solution really is to
export more and more from this country and, in that way, I think
we will improve our balance of payments.

Thank you.

The CaaRMAN. The next witness is Mr. Daniel Dechert, American
Chamber of Commerce of Italy. Take a seat, sir, and proceed.

STATEMENT OF DANIEL ORVILLE DECHERT, AMERICAN CHAMBER
OF COMMERCE FOR ITALY AT MILAN

Mr. Decuert. Mr. Chairman, Senator Williams, my name is Daniel
Dechert. I am a member of the bars of the District of Columbia, the
Commonwealth of Virginia, and the State of New York, and I am
appearing on behalf of the American Chamber of Commerce for Italy.

1 appreciate very much the permission to make some remarks to the
committee on sections 13, 15, 16, and 20 as covered by the Treasury’s

draft of statutory language of proposed amendment, with accompany-
ing explanations.
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I wish to direct your attention mainly to section 13.

I submit that section 13, entitled “Controlled Foreign Corporations”
isunconstitutional.

Section 13 of the Treasury draft still imputes to U.S. shareholders
owning directly or indirectly 10 percent or more of the shares of stock
of a controlled foreign corporation a liability for Federal income tax,
on their pro rata shares of specified types of undistributed income of
such foreign corporations. Therefore, section 13 of the Treasury
draft, like section 13 of H.R. 10650 as passed by the House, contains
provisions which would render it unconstitutional, and for this reason
alone it is submitted that neither the Treasury draft, the section as
now contained in the bill, nor any substitute imputing tax to the U.S.
shareholders of a given percentage of stock of a foreign corporation
merely because it 1s under the control of shareholders in the United
States, should be approved by this committee,

The proponents of the provisions seem to rely on the decision of the
Court of Appeals for the Second Circuit in Eder v. Commissioner
(CA 2, 1943) 138 Fed. (2d) 27, decided in 1943, for the proposition
that the ownership of stock in a controlled foreign corporation can
justify attribution of pro rata shares of the foreign corporation’s
mecome to each U.S. shareholder who owns at least 10 percent of the
stock. The E'der case involved Federal tax legislation of 1938 taxing
U.S. shareholders, if constituting a described kind of restricted group
and owning more than half in value of the shares of a foreign corpora-
tion the predominant income of which was passive income, such as
dividends and interest, on their portions of the undistributed net in-
come of such a foreign company which had so little substance from a
business viewpoint that the court described it as an “incorporated
pocketbook.” The question of unconstitutionality of the statute was
not even raised, in fact was expressly waived, by the plaintiffs in the
Eder case, who argued solely that they could not be taxed on foreign
income which could not be converted into dollars because of restric-
tions of foreign exchange control.

The committee report which accompanied the first enactment in
1987 of these provisions clearly shows that the tax was not to apply
to a real foreign operating company. When the Z'der case is analyzed
in the light of the Supreme Court decisions concerning constitution-
ality, it is clear that it cannot be construed as a precedent for taxing
the income of foreign operating companies to their U.S. shareholders.

The 16th amendment to the Federal Constitution empowering Con-
gress to tax without apportionment incomes from whatever source
derived, was adopted in 1913 as a consequence of the decision of the
Supreme Court in Pollock v. Farmer’s Loan and Trust Company
(1895), 157 U.S. 429. In this case the Court held that a Federal
taxing statute which applied to income from real estate was in effect
a direct tax on the real estate, and accordingly, under the Constitu-
tion, had to be apportioned among the States in accordance with their
population. Even after enactment of the income tax in 1913, the
Supreme Court decided in 1920, in Hisner v. Macomber (1920), 252
U.S. 188, that Congress nevertheless had no power to tax without
apportionment as income of the stockholder, a stock dividend of com-
mon stock on common stock, or the accumulated profits underlying it.
The essential reason stated by the Court was that the stockholder had



4672 REVENUE ACT OF 1962

received nothing out of the company’s assets for his separate use and
benefit, and had therefore obtained nothing that met the definition of
income within the meaning of the 16th amendment. )

In 1931, the Supreme Court, in a decision involving a taxing statute
of the State of Wisconsin, Hoeper v. Commissioner ((1931), 284 U.S,
206), declared that an effort by a State government to tax A on the
income of B was arbitrary, invalid, and in violation of the due process
and equal protection clauses of the 14th amendment.

The Court of Appeals for the Second Circuit decided the E'der case
in 1943 without reference to this background of Supreme Court deci-
sions. In the £'der case, as indicated, the taxpayers, three members of
the same family who owned a controlling stock interest in a foreign
investment company, did not contend that the statute attributing tax
to them on their shares of the corporation’s income was unconstitu-
tional as a tax against them on the income of the foreign corporation.
Instead, they merely claimed that as Colombian exchange restrictions
prevented distribution in dollars of the undistributed part of the
company’s income, the statute did not apply to them, on the theory that
there was no constructive receipt by them of the income. The court
rejected this argument on the ground that Congress had mean to deal
harshly with such an “incorporated pocketbook”; and then itself gra-
tuitously announced by way of a dictum, quite unnecessary to the deci-
sion of the case, that such an interpretation of the statute did not make
it unconstitutional.

In addition to the Z'der case, the proponents of section 13 seem to
Tely on Helvering v. National Grocery C'o. ((1938), 304 U.S. 282), in
-‘which the Supreme Court rejected the taxpayer corporation’s argu-
ment that the penalty tax against a corporation for accumulating
profits for the purpose of avoiding surtax on its shareholders could
not be applied to it because it had been organized for a legitimate busi-
ness purpose. The Court found that a purpose existed to avoid surtax
on the sole shareholder by causing the company to accumulate profits.
By way of dictum, the Court said that “the sole owner of the business”
could not prevent Congress from taxing him on the year’s profits if
1t chose to do so. In this connection, however, it cited previous Fed-
eral tax acts, all antedating 1921, imposing tax on shareholders where
corporate profits were accumulated for the purpose of preventing the
imposition of surtaxes on shareholders.

Senator Wirrtams. Mr. Dechert, would you yield for a question?

Mr. Drcuzrt. Yes, sir.

Senator Wirriams. I am going to make a friendly suggestion. If
you wish to complete your testimony and read it you may do so. But
may I call attention to the fact that this is a legal memorandum which
we naturally would have to submit to the staff of the committee, and
your analysis and your recommendations, are being made to two mem-
bers of the committee, neither of whom is a lawyer, so I am wondering
if in the interests of conserving your time it would not be just as well
to present your statement for the record. But if you want to read it,
youmay do so. But as two nonlawyers, I am wondering how much we
will really be able to follow the legal aspects.

Mr. Decuert. Very well.  You will put it in the record ?

Senator WirLiams. Oh, yes, the whole statement will be put in the
record, and I will be very interested in what our staff would have to
say about it.
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Mr. Drcugrr. Very well. Of course, I accept the suggestion,
Senator.

My second point is that the enactment of section 13 would conflict
with treaty obligations of this country. Do you wish me to read any
part of that, or would you like for me to submit it ?

Senator WiLriams. I merely call your attention to the fact that you
are discussing with two nonlawyers something which is a legal
problem.

Mr. Decrert. My principal contention is that the tax conventions
to which this country is a party include the principle that the United
States will not tax a corporation of the other nation except on income
from sources within the United States, including industrial and com-
mercial profits allocable to any permanent establishment in the United
States: and that it will not tax its own citizens, residents, and corpora-
tions on the income of the corporations of the other nation until it is
actually received as a dividend. That isthe main point there, Senator.

This clause, I contend, envisages items of realized direct income, and
not income of the sort envisaged by section 13 of the bill which, of
course, is income that would not even be distributed when subjected
to tax in this country because of imputations to 10 percent or more
American shareholders.

In that connection I should like to quote a mere sentence from a
recent legal opinion rendered to the American Chamber of Commerce
for Ttaly by a committee composed of five eminent Italian lawyers
in regard to section 13, showing the way that the European lawyers.
react to the proposals contained in section 13, and I quote:

The different rules proposed in the bill pending before the Parliament of
the United States, therefore, amount to & unilateral modification of important
premises of the treaty, on which the Italian Government was definitely relying
when negotiating and signing the treaty.

Then I next quote in the statement from a cablegram sent by the
American Chamber of Commerce at Belgium to the chairman of this
committee last March which reflects the same viewpoint of Belgian
lawyers and, thereafter, I quote from a communication to the chairman
of the committee from the American Chamber of Commerce in London
which shows that the English, who have had the longest and most
complicated experience in international trade and in matters of inter-
national taxation, have broadly two ways in which a United Kingdom
corporation may do business abroad :

K(Tc)b) Through a branch operation abroad ; and

(6) Through a foreign subsidiary. o )

In case (@), the United Kingdom corporation is fully subject to
United Kingdom tax on branch profits, whether remitted or not. In
case (), it 1s only liable to the extent of dividends paid by the foreign
subsidiary. In common with most nations, the United Kingdom
recognizes that the foreign subsidiary constitutes a separate legal
entity outside its jurisdiction. _ )

The enactment of section 13 would involve the de facto invasion of
the jurisdiction of the 44 foreign nations or governments with which
we have income tax conventions, as well as that of the Latin American
countries which are signatories of the Charter of the Organization of

American States.
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I repeat very briefly what a preceding witness has said this after-
noon, that in order that the United States collect the full tax to which
it is entitled on income pertaining to various transactions in the in-
ternational field, it appears to be necessary only that the existing
provisions of section 482 of the Internal Revenue Code be made strin-
gently enforced without amendme