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REVENUE ACT OF 1962

MONDAY, APRIL 30, 1962
U.S. SeNATE,

CoMMITTEE 0N FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 9:30 a.m., in room 2221,
New g_enate Office Building, Senator Harry Flood Byrd (chairman)
presiding.

Present: Senators Byrd, Kerr, Smathers, Douglas, Gore, Talmadge,
and Williams.

Also present: Elizabeth B. Springer, committee clerk; and Colin
F. Stam and L. N. Woodworth of the Joint Committee on Internal
Revenue Taxation.

The CEaATRMAN. The committee will come to order.

The first witness is Mr. Leon H. Keyserling Conference on Economic
Progress.

Mr. Keyserling, will you come forward, sir, and sit down ?

STATEMENT OF LEON H. KEYSERLING, FORMER CHAIRMAN,
COUNCIL OF ECONOMIC ADVISERS, CONSULTING ECONOMIST AND
ATTORNEY, PRESIDENT, CONFERENCE ON ECONOMIC PROGRESS

Mr. Keyseruing. Mr. Chairman and members of the committee, I
have a rather lengthy statement here, but I would like to summarize
it in about 10 minutes, if that is agreeable.

The Cramyman. Without objection, your complete statement will be
put in the record following your oral presentation.

Mr. KeyseriiNg. I have a few charts here which will simplify the
summary, and enable me to do it easier in a short period of time.

The IgHAIRMAN. That is a good idea. We will insert the entire
statement in the record after your testimony. You may summarize it.

Mr. KeyserriNg. Yes, sir. 1 might, in order to make it easier to fol-
low the oral presentation, read the second paragraph of my prepared
statement, which relates only to the tax credit proposal, which I regard
as the most important from the economic point of view of the provi-
sions in this bill.

It seems to me a provision which business does not seek, labor does
not want, the condition of the Federal Budget does not justify, the
state of the national economy does not call for, the full consequences of
which the public does not appreciate, and which even those economists
who favor it have not been able to support with careful or specific
empirical analysis. The proposal cannot stand the test of logic; it

should not survive the lessons of experience.
3297



3298 REVENUE ACT OF 1962

The Caamrman. The Chair wants to congratulate you on that state-
ment. We have differed in the past, as you know, but we are in
thorough accord in the statement you have just made.

Mr. Keyserrang. The Senator i1s very kind, and I know T have not
been in accord in the past with the chairman on all matters.

First of all, the reason this tax credit proposal is advanced is to ad-
vance the growth of the economy and stabilize that growth.

The members of this committee will recall that in early 1954 I was
before the committee, at a time when everyone was very happy about
the progress of the recovery from the 1953-54 economic recesston, and
I, at that time, warned the committee that the American economy was
facing a long period of frequent recessions, very low economic growth,
and what I called chronically rising unemployment of plant and
manposwer.

Unfortunately, that has come to pass and, as this first chart indi-
cates, our economy has heen afflicted since 1953 by a constant succes-
sion of very short-lived booms, stagnation periods, economic downturns,
and economic upturns, which have given us an average rate of growth
of 2.5 percent.

This average has been so low compared with the historic average
and, more importantly, compared with our new technology, that each
recovery has found us with more idle plant and idle manpower, and
each downturn has found us with more idle plant and manpower, and
I do not think that the current recovery is any better than the previous
ones or that we have done anything sufficient about the basic and
fundamental situation,

Now, second, I want to say that I am friendly to business invest-
ment. Iam friendly to the expansion of our plant and our technology.
I have never been one of those who believed that we should bury it 1f
we could or that we could bury it if we would, and to illustrate this
I want to move over quickly to the next chart, which shows my esti-
mates of the trouble that we have been in during the past 9 “years,
divided into the main components of the economy which are business
investment, public outlays, and private consumption.

The first bar bottom section shows that, according to my own esti-
mates, we have had an average annual deficit of $10 billion in the level
of business investments, 1953-61.

In other words, it is my belief that we have had $90 billion too little
investment over the last 9 years, 1953-61 inclusive.

Moving quickly to the next chart, and this is merely to establish the
foundation that I am for business investment, here is another chart of
mine which contains my own estimates of the kind of growth that the
American economy needs over the next 2 years in order to grow in a
healthy and sustainable fashion. As it appears in the second box at
the bottom, I project a needed level of business investment for 1963
of $21 billion above 1961.

The real question, therefore, is not whether sensible men agree as to
the need for business investment, but how it can be encouraged, how
it can be made more healthy, and now I turn to the next chart, on
which I will not linger, which shows that business investment, par-
ticularly business investment in producer’s durable equipment, has
been much more unstahle than most other parts of the economy, and
this is certainly a difficulty we need to deal with. ’
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It has swung upward and downward very erratically, and very
irregularly. This has been very bad for the whole economy. It has
been more irregular than the processes of the economy as a whole, and
it hashbeen one of the factors in the instability and the low rate of

rowth.
£ Turning to the next chart—and here we come to the heart of the
matter—we have to ask ourselves, what are the reasons for this?

The school of thought which is now recommending the tax conces-
sion bases it upon the assumption that one of the main reasons, one of
the conditioning reasons, for the poor performance of business invest-
ment is an unfavorable tax treatment. This must be an incontestable
statement for 1f one feels that tax concessions are needed to improve
the performance of business investment, then one must think that the
current tax climate is unfavorable to business investment, at least in
that particular respect.

What I have done here, instead of indulging in the theoretical ex-
positions of economists about how the economy works, is to try to
look at what has actually happened, and, therefore, I have selected
two basic periods.

I have first selected the period 1954-56, before the recession of 1957
58, which is the biggest recession we have had since World War IT,
and one from which we have never completely recovered, and second,
the period 1958-60, before the most recent economic recession from
which we have not yet fully recovered.

What this shows here is something that actually has been rather
characteristic of the American economy except in wartime, namely,
that whenever we are in a period of advancing prosperity, whenever
the pressure of demand—and by demand I mean both consumer spend-
ing and public outlays for goods and services—whenever the pressure
of demand upon our productive facilities is high enough to keep them
not in full use but in reasonably full use, there 1s a tendency, which
I do not eriticize, I merely describe—I am not here to pillory busi-
ness—there is a tendency for plant and equipment to outrun the
take, and because it outruns the take, we get so-called excess capacity.

When we get excess capacity, business investment is cut back very,
very sharply, and this generates or projects or is the catalytic agent
for the next economic recession.

Now, the bottom part of this chart—the top part shows, as I have
said, that business investment was too low for the 9-year period as a
whole—the bottom part shows how investment expansion in 1954-56
was several times as fast as the expansion of demands for the products
which the plant made, and this was also true in 1958-60, and then,
when 1t became clear to the business managers that they suffered from
great overcapacity, they cut back very sharply.

I do not blame them or indict them for doing that. Business invest-
ment turned down extremely sharply as shown by the two following
bars, much more sharply than the other parts of the economy.

The conclusion I draw from this, of course, is that in these two basic
periods most relevant to our current experience, there was no inhibit-
ing tax factor, there was no inhibiting budgetary factor, there was
no absence of funds. When the markets were there, the businessman
invested.
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Now, coming to the next chart: Here I have compared for the first
of these two periods and then for the second of these two periods the
trends in prices, profits, and business investment. .

This chart deals with the period before the 1957 downturn. Again I
say I am not indicting these price changes, and I am not indicting
these profit changes. They are all part of the American system.

All'T am saying is that the changes which actually occurred before
the downturn were sufficient to generate an extremely avid, in fact,
and excessive, boom in business investment relative to demq,nd.

For example, we see, in the case of the steel industry, investment
advanced 110 percent.

T have given you the facts across the board for many other types of
industries. So we had a very hectic, very fervid investment boom
which turned downward when we got to overcapacity.

It happened under the present tax structure. I will come to the
matter of tax concessions in a moment.

Now, to the next chart, and I am running through these because I
want to say a few things orally, and then there may be some questions.

T have done the same thing for the next period of recovery, before
the next period of economic downtown. In this case, actually, the
price or profit environment was not as favorable as in 1955-57. Prices
and profits were moving slightly downward. Some people were talk-
ing about a profit squeeze, but despite that, because demand was there,
because the economic climate was favorable, business investment again
moved upward, and at an extremely rapid rate. In fact, it was a
feverish rate, and again it was most conspicuous in the case of iron
and steel, but also appeared in many other types of products.

Again, the investment was dampened, the business investment turned
down, only when overcapacity became clear.

It had nothing to do with tax stringency, and it had nothing to do
with not enough tax concessions.

Moving now to the next chart: This chart deals with funds available
to corporations, and shows one of the striking facts of our economy
ever since World War II. Some economists think it is good or bad,
I am not going to argue here whether it is good or bad. It is there.

This shows that in 1953-61 the total funds used by corporations
have increased. The second portion of the chart shows that the
possession

Senator Gore. Total funds, what did you say?

. Mr. Kevserrang. Have increased. Total use of funds, this is some-
times called cash flow, the total use of funds.

Senator Gore. Total availability or total uses?

Mzr. Keyseruive. Total use.

Senator Gore. For plant improvement ?

Mr. KevseruinGg. For all corporate purposes.

Then I show what part of them, Senator, are used for plant im-
provement. Obviously, they could not be used if they were not
available in one way or another.

The second sector shows what percentage of this cash flow or avail-
able funds was used for investment in plant and equipment, which is
the issue here.

That percentage also rose, from 71 to 76 percent.
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The third part shows a very important recent phenomenon of the
American economy, the increasing tendency to finance from internal
sources.

It shows that, taking account of both funds in the form of depre-
ciation and amortization and retained profits and depletion allow-
ances, the total corporate financing out of these sources as distin-

ished from borrowing has risen from an average of 65.8 percent in
1947-53 to 70.1 percent in 1953-61.

Now, let me just summarize this phase of my testimony, and then
I want to bring it entirely up to date by referring to a statement in
the April 28, 1962, issue of Business Week.

The chairman and the members of the committee will recall that I
was before this committee in early 1957. We were having what was
then called a recovery.

We were having what was called an investment boom. The Chair-
man of the Federal Reserve Board and the Secretary of the Treasury,
before this committee in early 1957, shortly before the chairman pro-
posed his extensive investigation of the financial conditions of the
United States, said that we needed more plant, we needed more in-
vestment, we needed more savings; the level of consumption was too
high. We were faced with a great inflationary threat. They used
this in justification of the tight money policy. They used this in justifi-
cation of the amortization schedules and benefits taken out of the
Treasury, with which business was then being plied.

Before this committee on the record in early 1957, I saxd that we
were in oversupply on everything; we were moving straight toward
an economic recession. We had a deficiency of demand relative to
our plant capacity.

The members of this committee asked the proponents of the tax
amortization to run around and tell where the shortages were, and this
is all on the record, they were able to find only one type of lead type.

Lo and behold, the recession came, and it was the most serious reces-
sion since World War IT.

Lo and behold, Mr. Martin, Chairman of the Federal Reserve Board,
came back to the same committee in 1958 and he said, in substance,
that, looking backward, we had an investment boom which was too
fervid relative to the demand, and that is why we had a recession.

In other words, this was a complete acceptance of what I had ad-
vanced before the committee 1 year earlier.

Let me bring you up to date by referring to this article in Business
Week. Let us bring the record entirely up to date by calling your
attention to the April 28, 1962, issue of Business Week, which reviews
and comments upon the annual McGraw-Hill spring survey of busi-
ness investment intentions. On page 19, Business Week says:

When you read the new estimates on industry’s capital outlays, be sure to

study them in the light of consumer spending. The reason is really too obvious
to need stating—

this is Business Week, not LHK—
industry’s need for capital equipment tomorrow is dictated by consumer demand
today.

Then Business Week of April 28, 1962, goes on to say, after point-
ing out that the now-projected level of $38 billion worth of business
investment in plant and equipment during 1962 as a whole is even
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higher than the record spending of 1957, and that planned spending
for the same purposes for the 196365 stretch runs at a $36 billion
annual rate, or more than the actual spending in any 3 years in U.S.
history. Business Week also points out that the now estimtaed spend-
ing for 1962, capital spending for 1962, falls about $4 billion short of
the pace Government economists had hoped would be spent in 1962,
and that even the estimated spending for 1963-65 cannot be called a
real boom. . )

With this T agree, but this is the key point Business Week makes,
and I would underscore this more than anything else. This is what
they say:

Behind this trend—
this trend in capital spending now—

lies the stubborn lag of the spending rate as a percentage of capacity. Most
manufacturers today prefer 90 percent. But at the end of 1961 the actual rate
was only 83 percent of capacity. In that context—

and I am still quoting—

it ig easy to see why industry plans to add nearly 4 percent to capacity this year,
with another 10-percent spread over 1963—-65. Manufacturers’ hopes of getting
closer to their preferred rate hinges on an increase in sales.

As the McGraw-Hill survey of business management included the
availability of funds, Business Week said this:

Most of them said a startling—
the word is “startling”—

large part of it was coming from their own treasuries.
That is their funds.

Overall, businessmen expect to borrow only 1 percent of their operating re-
quirements this year. Manufacturing companies say that they will do no more
borrowing at all. Cash flow among all companies in the survey is expected to be
14 percent above last year—when the expected increase was only 9 percent.
Nearly everyone expects profits to be greater this year, so companies plan to
retain more earnings, at the same time when funds from depreciation allowances
are rising steadily. Steel companies—questioned just before their collision
with President Kennedy—expected their cash flow to rise 21 percent this year.
The auto industry expects a small increase, a mere 8 percent. The survey in-
dicated that a tax incentive program would do little to increase investment
plans this year. Industry as a whole thought there might be a 1-percent in-
crease, but this would add only about $300 million to the present plans.

This, coming from this business magazine, after a survey, reinforces
my reason for believing that we are in a situation similar to early 1957,
or will be in that situation before this tax proposal could take prac-
tical effect, if it were enacted and, therefore, we would, in the enact-
ment of such a proposal, be repeating exactly the errors again which
some of us, unavailingly, inveighed in early 1957.

Now I want to say a thing about the recent steel controversy as it
bears upon this, which disturbs me very much.

Here we have a situation where the President of the United States
used the full powers of the Government to roll back steel prices. Now
I have my own views as to whether, from the view of its long-range
mmplications for the American system, this was a wholesome thing to
do as it was done. However, I will not discuss that. Every member
of the committee will have his own views about that.
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Al T will say is this: The same administration which rolled back
steel prices by marshaling all of the executive powers of the Govern-
ment in the few hectic hours when it was seeking to justify this,
brought forth a wide range of information to the effect that the steel
industry had plenty of profits, the steel industry had had no real in-
creases in labor costs since 1958 because of increasing productivity
and, therefore, that the steel industry did not need more money.

But as soon as it rolled back the prices to where they had been
before, the same administration commenced even more intently to
argue for tax incentives in order that the large industrial companies
might get out of the Public Treasury the money which they need for
investment.

Now I am not arguing in favor of the steel price increase. I think
it was not needed. But I do think, if our large American corporations
do need money for increased investment, then the price system is the
rational, normal American way to allocate our resources, and if we
are coming to a situation where every time a Government economist
feels that our big, “anemic” corporations like United States Steel and
General Motors and Du Pont need more money for investment, then,
instead of raising their prices, they should get that money out of the
Treasury, in the nature of high and handsome indiscriminate tax
handouts, what are we coming to?

What are we coming to if indiscriminate high, wide, and handsome
tax subsidies are going to be the way in which, not a weak corporation
during wartime, but our strongest corporations during peacetime get
the funds with which to carry out our normal investment process?

Now I think we should fish or cut bait. I think, if the Government
is going to get into this at all, it should either tell the public that these
industries need more money or that they have enough money, either
their price structure is high enough to grant them a fair return which
American industry is entitled to, or that it is not high enough.

But to say, on the one hand, that it is so high that when they follow
the normal business practice of raising their prices because they think
they have not got enough income, the Government is going to roll it
back, including the use of the FBI, and then the Government is going
to turn around and hand them out something in the form of a tax con-
cession, I just cannot understand this.

I'am supposed to be a liberal. Some people have called me a radical.
I have always really thought I was a conservative, and I think I am.
I just do not understand how this squares with any viable concept of
the American system over the years ahead.

Let me conie to the next main point. The next main point is that
we need this tax concession for international reasons. For inter-
national reasons we cannot afford higher prices, and for international
reasons we have to be more competitive. For international reasons,
we have to have a better techinology and a better automation and, there-
fore, industry has to get something more, and since there is not room
for them to raise their prices, it is argued that they should get it out
of the Public Treasury.

This is quite an aberration in logic and in practical analysis.

To be sure, I am for a higher rate of business investment. I am
for our technology growing faster. I am for our productivity grow-
ing faster. I have shown on my ch_arts that they grew too slowly dur-
ing the last 9 years. The question is why?
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They grew too slowly because the market processes broke down,
not because they were not getting handouts from the Treasury. Ii we
would use a similar amount of public revenue, either to reduce taxes
where it would do some good, or to help balance the Federal budget,
or to do spending for presumably useful purposes, any one of those
avenues would be preferable, at this time, to throwing away over the
next 10 years maybe $20 billion in tax revenues or something like that
for something business does not want, business does not need, experi-
ence has not been called for, equity does not justify, and economic
analysis cannot support.

Next, on the foreign thing—excuse me. .

Senator Gore. Before you leave that point—excuse me, Mr. Chair-
man, I do not wish to ask any questions at this point, I wanted some
more elaboration of the argument that this investment credit is needed
in order to increase our competitiveness in world markets.

Mr. Kryserrineg. I want to elaborate on that right now.

Senator Gore. All right.

Mr. Keyseruing. My first point is this: We need to be more com-
petitive overseas, we need a more rapidly advancing technology. We
need a more rapidly growing productivity, and we need more business
investment.

I said at the beginning of my testimony, and I did this deliberately
and advisedly, that we should have had $90 billion more of business
investment over the last 9 years, and then we would have been more
competitive. We would have had more technology, we would have had
more productivity. I think we should have a much higher level of
business investment, over the next few years, than we are going to get.

But we are not going to get it by repeating the same errors which
prevented us from getting it over the last 9 years, because business
investment feeds on utilization, and merely to fan once again a fervid
investment boom which gets the existing idle plan capacity, how is
this in the long run going to provide a healthy climate for business
investment? That is the first point.

The second point is that there has been a tremendous exaggeration
of this whole international problem, as a scare device for pumpin,
the Congress and the country into approving something that the
Treasury has worked out.

Let me illustrate what I mean. I am for the trade program, al-
though I am not prepared to debate it here. T think it will improve
our foreign trade position. I think it will improve our balance of
payments. I think it is a good step on international political grounds.

But for us to think, for us to think for a second, that even if the
trade program were passed immediately, and even if it had optimum
results, it would yield more than a $2 or $3 billion annual gain in the
performance of the American economy—I do not think there is s
single economist who studies this subject in the whole United States
who will be found to say that it will add more than $2 or $3 billion a
year1 to our net performance position. I do not think it will add that
much.

Now, the Chairman of the Council of Economic A dvisers says, and I
think it still larger, that we have had recently a $50 billion deficit in
our economy. In other words, we are $50 billion short of full pro-
duction, and we need to grow to take up our labor force and to take up
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productivity. My own chart indicates that we have to grow another
$100 billion to be back to full employment by the end of 1963.

I do not care, Mr. Chairman and members of the committee, that
some other economist says $80 billion rather than $100 billion, that is
not the point. The only point I am making is that, when you take this
$100 billion or $80 billion with respect to the American economic prob-
lem, and say that you are going to make a great dent in it with your
change in international sales on net balance, whether it be through
new technology or in some other way, this is not the tail wagging the
dog, this is the flea wagging the elephant.

I am sorry that a great nation, in such trying times, has been so far
carried off the road as to be brought into an environment of scare
rather than an environment of reason in examining just how much we
are going to get from this proposal on the international score.

We are told their machinery is newer than ours. Well, some of it
is. But it reminds me sometimes——

Senator Gore. I did not understand that.

Mr. KeyserLing. We are told our machinery is newer—I mean their
machinery is newer than ours and, therefore, that we have to have this
tax bonanza.

Well, some of it is. But it reminds me as if I, in my garage, had a
Rolls Royce and a Buick, and somebody ran down the street saying
that “this little fellow up on the street has acquired a new Ford, his
average machinery is younger than yours, you are in an awful fix
and you had better go to the Treasury about it.”

Of course, steel plants in India are newer than in the United States.
India did not dream of a real steel industry until just a few years ago.

Of course, steel plants in Germany and in Japan are newer. They
were bombed out a few years ago. On the average they are newer.

If we were bombed out and recovered, ours would be still newer.
Of course, some of the plants are newer in Italy, France, and some of
the other European countries, because they have lagged so far behind
us, because they have really started their industrial development so
very much later than we have.

I do not want to have them catch up, but I have been around in
those countries. I was in Paris, and I was met by the previous
American Ambassador there who wanted to show me some of the
French plants, and I certainly am not criticizing the French.

We had to take a long, long drive, and Paris is not a city like Wash-
ington. France is a highly centralized country. We had to take
a long drive to get to a plant that looked very impressive by American
standards.

But in the broad overall, our technology is still ahead. Our plant
1s still ahead, and I want it to stay ahead, and I want it to get further
ahead.

But let us look at the facts as they are, and even granting that we
were falling behind, we still have to examine why we have been falling
behind, why they have been catching up so fast, and how we can
forge ahead of them again, which gets right back again to the central
question: What is the right way of stimulating investment in plants
and technology ? ) )

Do you stimulate it by encouraging another boom moving in the
wrong direction, or do you stimulate it the way Business Week wants
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it stimulated, the way business managers primarily want it stimulated,
particularly when they are looking at the facts and not talking from
political ideology because businessmen, as well as I and you and
everybody, have political ideologies that mix up their economics.

But when the businessman is thinking as a businessman, he says,
“I will invest more when my capacity has worked up from 83 to
90 percent.” L

Now, so much for the foreign thing, if I have answered that at all.

In other words, it has been thrown completely out of joint, and the
American people are being led to believe that the poor old United
States is being outdone by everybody, and the tax concession will
help to get us out of that jam.

enator Gore. There is one additional point you have not touched.
In the name of increasing competitiveness in the international field,
vast benefits are proposed across the board, but only a small percent-
age of production goes into international trade.

Mr. Kevserring. This is another example of the flea wagging the
elephant.

Senator Kerr. Would you just as soon say a gnat wagging the
donkey ?

Mr. Kevseruing. I would, Senator. The Senator is correct.

Senator KEerr. After all, the elephant is a little passé now.

Mr. Kevseruing. The Senator has said more in one word than I
can say if I had 3 hours rather than 10 minutes, which I have always
known, and I thank him for the help. He is absolutely right.

From now on in my lexicon it will be the flea wagging the donkey
or the gnat wagging the donkey.

We have a gnat wagging the donkey, and we are asked, in our basic
domestic economic policies involving a $550 billion economy, and an
investment program of $60 or $70 billion a year, if you take gross
private investment, or about half of that if we take plant and equip-
ment, we are asked to neglect the policies which all experience 1ndi-
cates would be helpful and salutary, we are asked to leap over all
of the experience that this committee has had before it in 1957 and
1955 and 1953, and we are asked for this tax concession. The donkey
has become a little more exuberant, and the gnat has become a little
more agitated, but it is still happening.

So we are going to ignore all that experience, on the ground that
the tax concession will so speed up our inventiveness and our me-
chanical genius and our plant and equipment that we will no longer
be competed with by the great nations of Western Europe operating
through the Common Market, and will no longer be competed with
by the upsurging undeveloped countries.

Of course, we will be competed with, and it is just for that very
reason that I do not want to shrink from that competition on the peril
point of an economic monstrosity. I want to move ahead with han-
dling that competition in an intelligent way by doing the things that
will make the American economy stronger, more competitive, more
mmvestive, more technological, more productive, grow at a higher rate,
and use our resources more fully.

All the other arguments really boil down to the same proposition.
It is argued that, if we have a higher level of business investment,
we will have a higher ratio of investment to the size of our economy,
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and if we have a higher ratio of investment relative to the size of the
economy, we will grow faster.

Well, point 1, as I have already said, you won’t have a higher invest-
ment, relative to the size of your economy. You will have a smaller
investment, because you will merely repeat what happened during the
last 9 years, which turned investment down more than anything else
because it is the most volatile sector.

Let us examine the argument itself. It is just like saying, because
red blood corpuscles make a man strong, that if he has nothing but
red blood corpuscles, he will be as strong as Hercules.

If he has nothing but red blood corpuscles, he will die.

The problem is, What is the ratio of the red blood corpuscles to the
white blood corpuscles, to the whole man, which will keep him strong?

So merely to say that investment creates technology, and technology
creates productivity, and that, if you will raise the investment ratio,
you will be stronger and grow faster—why not raise it to 70 or 100
percent, and have nothing but investment, and then you will be
stronger than Hercules? But all the plants will be idle.

The question is, What is the right ratio? How do the proponents
of a tax proposal justify the right ratio?

First of all, they look overseas. Everybody likes to look overseas
now, and they say, “Why, in Japan the ratio of investment to the
total economy was 40 percent.”

Sure. But that is not sustainable. It is not going to be 40 percent
when Japan is rebuilt. If we were bombed out and rebuilt our ratio
would be 40 percent, too, until we got rebuilt.

So it is nonsense to make that kind of comparison.

And then they say, “Look what the rafio is in Western Europe.”
Well, there are the same defects in the comparison, for various rea-
sons, and what they forget is this: What they forget is that the rate
of economic growth which you want and the rate of productive in-
crease which you want has nothing to do with the question of the
ratio of ivestment to the size of the economy, because the ratio of
investment to the size of the economy has to be determined by how
many units of additional production you get for every unit of invest-
ment.

To state it very simply: If you have 10 percent more output, you
have to have 10 percent more demand ; and 1f 10 percent more invest-
ment creates 12 percent more output or 8 percent more output, which
is a technological question having to do with the productivity of
capital, then you have to maintain the balance.

‘When we say that, if we want more growth, we need a higher rate
of investment and a higher rate of technology advance, it simply
means that, if we want the economy to grow 8 percent a year under
forced pressures, rather than 4 or 5 percent a year under normal

ressures, then we have to have for an 8 percent growth rate a higher
evel of investment and demand, but they still have to be in balance.

Even during wartime, when we put on forced pressures to expand
investment, investment still had to be in balance with the tremendous
take for armaments and other purposes.

So you still have the question of balance. I say, without fear of
challenge, that not a single economist in the Government, not a single
economist from outside the Government, who has come forward with
this argument that if you want a higher rate of growth we need more
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investment relative to the other parts of the economy, has brought
forth any analysis, has brought forth a single factor or figure, has
brought forth a single examination of the economy in action, to sup-
port this conclusion. They have merely said it must be so because
“we say it is so.” . .

Now, the rate of investment relative to the size of the economy
may not have been big enough during the past 9 years as a whole.
Maybe it has not averaged high enough, because of the downturns.

But there is no respectable analysis supporting the proposition, ad-
vanced by the Council of Economic Advisers and others without fac-
tual or empirical analysis, that we should go back, they say, to the
ratio of investment immediately after World War II.

I think one of the Senators on this committee pointed out the dif:
ficulty with that. We were then engaged in a hectic restocking,
reinvestment boom because of a long delay in investment during the
depression and during World War IT.

t was not a sustainable rate. It was the right rate for 194648,
It has nothing to do with today, and probably it was too high even
then, because In 1949 we got into a rather sharp economic downturn
because of overcapacity. a

Now, it really worries me—it really worries me when on such im-
portant issues of national economic policy we hear these arguments.

I think T really have boiled down what I have to say. This is not
an issue of whether we believe in investment; this is not an issue of
whether we believe in technology or in productivity; this is not an
issue of whether we have grown too fast or too slow.

For heaven’s sake, nobody has talked more about the fact that we
have gone too slow than I have. And if we go faster, investments
have to go faster; and if we go faster, productivity and technology
have to grow faster. But then we have to get into a reasonable analy-
sis of how the economy works; and if demand were pressing very
heavily on supply, if we were suffering from inflationary prospects
arising out of that, if we had difficulties arising out of shortage of
capacity relative to demand—then we would want by an articulate
and costly policy to shift more of our national resources toward pro-
duction. But that is not the problem.

; Let me point out one other thing, if I may, if T am not going too
ar.

‘We hear that we have been in trouble during the last 9 years because
of the}llow rate of productivity growth and the low rate of technology
growth.

This is incorrect. If productivity and technology during the last
9 years had been growing compatible with the 24-percent economic
growth rate, we would have had a 2l4-percent growth rate, but we
would not have had chronic idleness increasing at a staggering rate;
we would not have had it because the 2.5-percent growth rate, the
2.5-percent rate of economic growth, would have absorbed the pro-
ductivity rate. The very reason we have the rising idleness of plant
and manpower is that the growing productivity and technology have
grown faster than utilization.

On top of that, not only have the productivity and technology
grown faster than utilization, but the productivity and technolog-y
in a technological sense have grown faster than the figures show, and
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I will take a very simple illustration. If you have a steel industry
operating at 60 percent of capacity and you employ 75 percent of the
labor force for humane reasons or because the unions are strong,
whatever the reasons may be, I am not criticizing it, and you divide
the 75 percent hours of labor input into the 60 percent of production
output, you get a low productivity figure. But this has nothing to do
with technology ; it has nothing to do with plant; it has nothing to do
with equipment.

It is slack use, and the low figures on productivity and technology
over the last few years have been mostly a matter of low use and
not a matter of investment, and, furthermore, if we had maintained
demand more in line with capacity there would have been more invest-
ment and there would have been more plant and equipment, so both
the technological productivity and economic productivity would have
grown faster—and the same as to the labor force.

We are now confronted with the amazing fact that the labor force
has not grown at all in the past year. Why? Because instead of
counting employment, we are changing the unemployed into the people
not looking for jobs. In other words, the labor force grows slower
when you do not have full utilization, and productivity grows slower
when you do not have full utilization, and I have a chart here which
shows in the American economy over a period of 50 years that our
productivity and our technology have constantly accelerated when-
ever we were near to full use.

Those bars show, whenever we have been near to reasonably full
use, the genius of the American economy has generated an accelerating
rate of productivity growth, and the productivity growth has declined
only when we got into a period of economic slack because of all the
inhibiting factors.

Walter Heller, the chairman of the Council of Economic Advisers,
said a few days ago publicly that he was terribly worried because it
now appears 1n this economic boom, productivity and technology are
growing much faster than he thought they were going to, and it seems
to be permanent.

I will tell him right now this is permanent, and this is our real
problem, and the very reason adduced for the tax amortization plan
a year ago was an assumption as to the rate of productivity growth,
which T challenged then and which has already been refuted by the
figures since then.

So I think this disposes of the idea that our problem is basically
technology and productivity.

When you get full use—when you get full use your productivity and
technology will start to grow faster, and if you are still not satisfied
at the rate at which they are growing, then you will say, “We will
adopt measures to make them grow still faster,” but then you will
have to adopt measures to make the other parts of the economy grow
still faster, so you are in balance.

But it just does not make sense when every economist inside and
outside the Government, when every financial observer, when the
administration itself, is saying that we are so far from full utilization,
and we do not know whether we will get there, to put the flea before
the donkey and say, “We are going to start now to aggravate the very
problem which is troubling us.” Let us deal with the technological
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problem when it arises again, and it will arise again when American
nvestors show a disinclination to invest as much as they think on the
basis of rational analysis, and that is not the problem now. Business
Week says it is not the problem now. I do not always quote them,
but I do not know any better source of what cash flow 1s, of what
available reserves are, of why businessmen are holding back, than
what McGraw-Hill says. ) )

Thank you very much. I have expressed myself a little vigorously
on this. I have always done this before this committee.

I think the committee has usually found that I try to be fair, and
sometimes found I was not even too wrong as to what was happening
in the American economy.

T hope that will be the case again, and I think you can make an
enormously courageous contribution to the real economic problems of
America, and our real competitive position overseas, if you will reject
a proposal which hag neither reason nor experience nor judgment to
back it up.

Thank you very much.

The CumammaN. Thank you, Mr. Keyserling. You have stated
that you have appeared many times before the committee. I have
been a member of the committee for 29 years, and I think you have
made the most powerful speech this morning against a specific pro-
posal that T have ever heard you make and that 1s with respect to this
investment credit.

You referred to the fact that it would cost $20 billion in 10 years,
but you did not include the buildings.

If this is a logical procedure, it will naturally have to be applied
to buildings, because some plants cannot be modernized unless you
modernize the buildings, too.

The first proposal, as you know, last year, included buildings, and
that would vastly increase the cost; am I correct about that?

Mr. Kevseruing. I agree with the Senator completely. This pro-
posal is so poorly thought through, it does all kinds of things like
that. But I did not refer to that, because I think it is so wrong in
principle.

When I say we would lose $20 billion over 10 years, this is a guess.
T mean it may be $16 billion, it may be $20 billion, it may be $22 billion,
but I do not think that is too important because if the thing is wrong
in principle, if it has no meritorious features, if it is not going to do us
any good, the condition of the Federal budget and the condition of the
country cannot stand throwing away these many billions over 10 years.

The Crmamrman. Well, the point I want to make is when you start
on one of these projects it does not stop. It continues, and if we want
to be logical about it, you ought to include the buildings, too.

Mr. Kevseruine. I think thisisentirely true, Mr. Chairman.

The Crarman. That is what you ought to do.

Mr. Keyseruine. And this brings up another point relative to this:
usually, proposals for tax concessions in the form of rapid amortiza-
tion have come up during what I call an emergency or nonsustainable
situation.

In other words, during wartime you fasten onto these proposals, not
because you believe they are of permanent value, but because yoﬁ be-
lieve we are in a temporary situation; not because you believe they
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will lead to a level of business investment relative to the size of the
economy which is sustainable, but because you believe you are in a
short-term period when you believe you need to do something different.

There is no short-term emergency of this kind now. This tax credit
is advanced as a permanent proposal. It will cost the economy more
and more unless Congress repeals it, and it will spread out from one
type of fixture to another. As the chairman says, it covers too many
fixtures even now.

The CrarmMaN. Do you agree with the chairman that if this pro-
posal should be adopted, a year from now or 2 years from now an etfort
will be made to include buildings, because the advocates will claim
thag it cannot be successful unless you have buildings and equipment,
too*

Mr. KeyseruiNG. It is one——

The CramMAN. It is perfectly logical, it seems to me, if you want
to modernize by Government stimulation, you have got to do it with
buildings as well as with equipment.

Mr. Kevseruaneg. I agree with the chairman. It is one of the foibles
of human nature and, particularly, of people in the Government, and
I was in the Government for 20 years, when something they advocate
does not work, they always say it does not work because it was not
tried hard enough, and they will do that with this.

The CrarrRMAN. I think another point that should be understood
is that in all likelihood this $1.4 billion this year, we are certain that
1s going to be paid by increased debt because we have not balanced
the budget, and we are not going to balance the budget this year.

Mr. KeyseruinG. I agree with the chairman 100 percent on this.
I have disagreed with him at times as to whether a Federal deficit
for some purposes may be desirable. But I certainly am not in favor
of a Federal deficit that is large per se. I do not favor it for its own
sake.

The Cramrmax. You do not favor a deficit for some expenditure
that is not going to be helpful.

Mr. KeyseruIiNG. I do not favor a deficit for some expenditure that
is going to be hurtful. This expenditure is positively going to be
hurtful.

The CramrMAaN. And it is going to add $1.4 billion to the debt each

ear.
Y Mr. KeyseruiNG. There isno question that it will add huge amounts;
I cannot guarantee precise estimates. _ .
The CrammaN. We only have balanced the budget 6 times in 31
ears.
Y Mr. KeyserLinGg. There is absolutely no question about this.

The CraRMAN. I do not see any prospect of balancing it in the
future.

Mr. Keyseruine. I do not think anybody seriously—

The Cuamrman. So I do not think we should do anything, and I
agree with you that this is something which is not beneficial and add-
ing to the public debt. ] ) . .

Mr. KeysErLING. We are making a recurring, expanding addition
to the public debt, which would be justified only where the economic
positive purpose is so clear that the Interests of the economy outweigh
the interests of public finance.
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Here we are making a large and expanding increase of the public
debt where the interests of the economy and the interests of public
finance coincide in the direction of not doing it, gentlemen.

There is no question about that, in my mind. Furthermore, if the
economic situation required stimuli—and I am not here before this
committee to argue whether it does, that is a separate question, that
issue really is not before this committee—if it did, I could make a quick
listing of 10 ways of either reducing taxes which temporarily would
add to the national debt, or increasing expenditures which would tem-
porarily add to the national debt which, I venture to say, would be
much better than this way.

Public policy is always a matter of marginal choice among alter-
natives, and to see how hard pressed the proponents of this measure
are for a valid argument, some of them have come forward and said,
“well, look, there are or were other provisions in this bill which offset
the Treasury loss.”

Well, since when is plugging a loophole an argument for creating
another loophole?

Since when is doing something right in fiscal policy an argument
for doing something wrong?

It is not a case of one balancing the other in an economic sense or
one neutralizing the other in a fiscal sense. It is a case of saying we
did some things before which were wrong, and now we propose some-
thing which is a. much bigger mistake than what we did before.

I do not understand how this argument can be made, Even if we
did not close these loopholes, there would be other loopholes to close,
and we would still be facing a deficit situation, and there still would
be problems of the right tax policy.

What argument isthis? I donot understand this.

The CaarMaN. Did you say, did the chairman understand you to
say, this was a subsidy ?

Mr. Keyseruing, Of course, it is a subsidy.

The Cuamrman. There has been some argument before this commit-
tee as to whether or not it is a subsidy. I agree with you it is a
subsidy.

Mr. KryserriNg. I do not know the format of that particular argu-
ment, Mr. Chairman, and whether something is or 1s not a subsidy
may be, in part, a matter of semanties,

Al T mean is that a public choice is being made to add——

The CramrmanN. 1 may say that nearly every witness who has come
before this committee has regarded this as a subsidy of public funds.

Mr. KeyseruinG. I am willing to say it is a subsidy, but I do not
know whether I would disagree with the argument that some people
have made that it is not a subsidy. Whether or not it is a subsidy,
it is the use of public policy to swell the income, to swell the fund re-
ceipts of certain recipients beyond what they get in the marketplace.
I think that is a fairly good definition of a subsidy.

The Crairman. Is it not a fact that it is inconsequential what we
call it, whether we call it a subsidy or whether we call it a grant or
a bonus or whether we call it a gift. The fact is that we are taking
$1.4 billion of the taxpayers’ money and diverting it for a puUrpose—as
you say, and I agree—is not going to be helpful and will only apply to
a small percentage of the business activity in the country.



REVENUE ACT OF 1962 3313

Mr. Keyserrane. I think, Senator, your argument is absolutely un-
anlslvygrable, and that is what I was saying, I do not care what you
call it.

The Cramrman. How can you stimulate business by giving a $600
or $700 million windfall, as I understand it, for the last 6 months,
when the law was not enacted and, therefore, the investments made
during that time were not stimulated by the thought that they would
get a rebate.

Mr. Kryseruing. Senator, I am not sure I can agree with your argu-
ment completely on that, but to express my own views perfectly fairly :
if you start with assuming that a businessman needs more funds to
invest more in the future, it does not matter what excuse you use for
giving him those funds.

If I thought that American business really needed the additional
funds which this tax concession would give them, it would not really
matter too much in an economic sense whether you hooked the excuse
to what happened a year ago or 10 years ago.

The Cmarrman. I do not think you understood the chairman. I
stated that you cannot stimulate, give an incentive to do a certain
thing retroactively.

Mr. Keyserruing. That is correct.

The Cramman. This subsidy starts the 1st of January, last Jan-
uary.

I do not see how industries which have already spent the money
can be influenced by a bill which has not been passed.

The Secretary of the Treasury said they may have been influenced
because the administration recommended it.

I hope the time has not come in this country when the administra-
tion can make their recommendation and the people accept it on the
assumption that Congress is going to approve it.

Mr. Keyserring. I agree with you, Senator Byrd.

The Cuammman. Because, after all, the money cannot be appropri-
ated until Congress does so.

Mr. Kevseruing. 1 agree with you on that, Mr. Chairman, and I
agree the fact that this 1s made retroactive when it is so dubious on
other grounds, enhances and enlarges the enormity of the extent to
which this proposal has not really been thought through.

It is not only wrong as to the future, it has been made wrong as to
the past.

IE) is not only wrong in principle, it is wrong because it covers a
wide variety of beneficiaries, in terms of investments, so I agree with
all you say.

The only point I was making was that, while the fact that the Treas-
ury pays these businessmen money for something that has happened
since January 1, cannot induce anything between January 1 and now;
it can induce something between now and later on.

The Crarman. As a general rule, and I have been, as I say, a long
time on the committee, the Treasury has been very much opposed to
retroactive action on taxes. There may have been a few exceptions.

But, as a rule, if the Congress wants to enact a law to be retroactive
with respect to taxes, the Treasury comes in and opposes it; isn’t
that correct ?

Mr. KeyserLiNg. That is correct.
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Senator, I would say that since X agree so much with you on your
general position on this particular measure, I would not cavil about
the point that, generally speaking, unless there is a very strong reason
for it, retroactive tax concessions are bad.

In this case I certainly would think it is bad because all of it is bad,
and this makes it worse.

The Crmamrman. This is just a little worse than the other; isn’t that
right? The retroactive feature is just a little worse than the other
because it does not accomplish what the administration is trying to do
because you cannot have an incentive to do something on a retroactive
basis when you actually have not passed the legislation.

Mr. Keyseruine. That is correct, and this will not operate as an
incentive, even on a forward basis, for the reasons I have given.

If it should operate as an incentive on a forward basis

The Cramrman. In other words, your general thought is this is so
bad it could not be any worse.

Mr. KeyserrinG. 1 believe it could be worse. [Laughter.]

The Cramman. All right.

Senator Kerr.

Senator Kerr. I have always thought, Mr. Chairman, that the Sena-
tor from Oklahoma is more or less in the middle of the road because
he is halfway between the philosophy of the Senator from Virginia
and the distinguished witness on the stand.

Now, their appearance in the identical position here does not leave
him in any state of confusion as to what the issue is, but it is com-
pelling him to reevaluate his cost here with reference to the ideology
of the chairman and the witness. [Laughter.]

The Crarrman. If the chairman may be permitted to say so, this
is one matter where the chairman agrees with the witness, and there
are some other matters, tco. But 1t does not mean that there is a
general coalition between the witness and the chairman. I am limited
to this one item at the present time. [Laughter.]

Senator Kerr. Well, now, if I were the chairman and going to get
into the boat with the witness, I would not start in by endangering the
coalition by indicating that it was one of expediency and of limited
duration, but that is up to the chairman. [Laughter.]

T was only observing that this development does illustrate the fact
that a man, in the development of his political philosophy, had better
be guided by what he thinks is best for his country and not persuaded
to a conclusion because it might be advocated by someone in whom
he has great confidence and for whom he has great respect.

The Crratrman. If the chairman may be permitted to say so I have
gotten great respect for Mr. Keyserling. T have known him for a long
time. I have not agreed with him in all things, but T welcome him in
the position he has taken on this very vital matter because it is wav
beyond, as he has stated very forcibly, it is way beyond $1.4 billion
a year.

We are establishing something here we will not see the end of. It is
going to grow and grow, and I think it is entirely contrary to the svs-
tem of competitive enterprise we have in this country, and I am glad
that a man who has stood out for many things that were not popular
through the years, as you have done. recognizes that situation, and
who has made this powerful argument in opposition to this recom-
mendation of the administration.
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Mr. KeyserLinG. I can assure you, Mr. Chairman, that I have never
done anything less popular with my friends than I am doing now, and
I regret it very much.

But I do not believe—and on this T agree with much of what Senator
Kerr has said—1I do not believe that either considerations of party or
politics or of friendship or of ease should interfere with what one says
on these vital issues.

The Crammaw. I say further that while T make no commitments,
T h(ipe in our future relationships they will be as harmonious. [ Laugh-
ter.

Senator Gore. He saved himself now, Senator.

Senator Kxrr. He added a saving clause there. [Laughter.]

The CramrmaN. As to what occurs. I have not made any commit-
ment. Senator Kerr usually takes part in what occurs.

Senator Krrr. I gathered from the statement of my good friend
from Virginia, Mr. Witness, that any time you agree with his philos-
ophy he will march shoulder to shoulder with you.

A distinguished predecessor of his once said that he would march
shoulder to shoulder with anyone who sought the same objectives he
did. Hisname was Jefferson.

The Coamuman. I thank the Senator.

Senator Kerr. There was one statement the witness made I wanted
to be sure I understood.

Did I understand you to say that the economists, in discussing this
said that the result of it, insofar as the balance of payments is con-
cerned, would not increase the net more than $2 or $3 billion per year?

Mr. Kryserrive. 1 said, Senator, that I have not been able to find
any economist who would take the position that over the next 2 or 3
years the surplus in our trade account would be increased by more
than $2 or $3 billion either by virtue of this particular proposal or
without this proposal; yes, sir; I did say that.

Senator Kerr. I thought you said the net. I think you did use the
term “the net.”

Mr. KeyserLiNG. Yes, sir.

Senator Kerr. I would presume that you mean the same thing when
you say the surplus.

Mr. Keyseruing. Well, let me illustrate what I mean. Let us sup-
pose that the surplus on our goods and services account

Senator Kerr. Well, our balance of payments position depends
upon the net.

Mr. Keyserring. But, Senator, our balance-of-payments position
involves many other things beside competition in the relative cost
of producing goods and services. I will come to that.

I am not in any way trying to avoid the question, but merely to
clarify my position. I am saying that one of the arguments advanced
for this proposal is that we are In a competitive position with other
parties of the world in the efficiency—cost of producing and selling
goods and services.

Now, last year—of course, I think that is being exaggerated. Iast
year, the surplus or the net, I don’t care which term you use

Senator Kerr. Well, you used the term. I was only using the one
you used.

Mr. Keyseruine. All right, sir, I used it.
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The net or surplus on our goods and services account, let us say,
last year was $4 to $5 billion plus on our side.

What I am saying is that I do not believe that any economist would
claim that either by virtue of this proposal or by virtue of the suc-
cessful operation of the foreign trade program, if immediately enacted,
that there was the outside prospect that this net or surplus favorable
quantitative position on the goods and services account which was
$4 to $5 billion last year, might be more than $6 to $8 billion next
year or the year following. '

Then I say, if this differential was only going to be $2 or $3 billion,
it was the gnat wagging the donkey to regard this as a very important
determinant of the problem of what we need to do about an American
economy that needs to have a $100 billion advancement in its overall
economic productive position over the next 2 years to get back to
reasonably full employment. That is all I mean.

Now, when you come over to balance of payments, the balance of
payments, of course, is the composite, as the Senator quite correctly
says, of the plus and minus on your goods and services account, and the
plus and minus on all the other accounts which enter into the balance
of payments, including invisible items, investments overseas, and so
on and so on.

I also think, if you look at the balance-of-payments position, it
would be hard to find an economist who would say that the net change
in the overall balance-of-payments position would be affected more
than, I will up it here to between $3 and $4 billion or $4 or $5 billion
a year—the details are not too important—by this particular congeries
of proposals. Iven that would not be of great significance, compared
to the size of our economic problem, except as you come to the matter
of the gold drain, and I think on the matter of the gold drain, we
have to take an entirely different approach to it than the conventional
approach.

We are going to have to come to some kind of international clearing-
house mechanism, some kind of reconsideration of exchange rates,
and so forth.

That involves a lot of questions. AllTam saying is that the balance
of payments—the administration has caught hold of a balance-of-pay-
ments problem, and the gold drain problem, and are using them—not
the members of this committee—using them as a rationale for every
particular economic program that they happen to bring up at the
moment.

Now, the balance-of-payments problem and the gold problem are
not really central to the issue of tax policy. It has been made central
by a wide variety of distortions, distortions going to how important
it is to the American economy, distortions going to how much we have
really been challenged by machinery overseas, distortions going to the
relative size of our trade picture and our whole economic picture, and
so forth and so on.

This misappraisal as to why, if we are in trouble overseas, we are
in trouble, which is the most important defect at all, is the only idea
1 am trying to convey in the use of these qualifications. Bui I do
think the Senator would be hard put, and I did not understand that
he was challenging my position, would be hard put to find any econo-
mist anywhere who, if he was asked, assuming the enactment of the
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trade bill, which T must say I favor, its successful application, which
I must say I hope for, that it will result over the next few years in a
positive gain of more than $2 or $3 or $4 billion a year, and I do not
care 1f somebody says $5 billion, in our net position, and this is so
insignificant compared to what is the right kind of American economic
policy and American tax policy to pursue in dealing with a $100
billion problem, that I hate to see the gnat wagging the donkey.

This is all I mean by that.

Senator Kerr. Now, going back to where I was before I provoked
the extended remarks of the witness, if I understood him, he said
assuming this bill were enacted, that economists in contemplating its
effect indicated their belief that its result on the balance of payments
would not be to increase our net in excess of $2 or $3 billion per year.

Mr. Keyseruing. If I said that, I did not intend to say it. I did
11101; .i(liltend to say that other economists had said categorically what

said.

I merely said I think it would be hard to find economists who would
challenge or deny what I said, which is a little different.

I did not claim that the proponents of this bill had come before the
committee and said what I said, and I do not claim the proponents
of this bill have said anywhere that its consequences would be so small.
I donot think they would make that confession.

All T say it that, if they were challenged to give their own estimates
as to what the consequences would be, their estimates, the estimates
of the proponents of the tax credit, would not be much higher than
my estimate as an opponent of the tax credit, and this enters into my
argument as to whether or not the tax credit is meritorious.

That isall I intended to say.

Senator Kerr. The Senator from Oklahoma is of the opinion that
if the only result of this provision in the law would be to increase our
net a minimum of from $2 to $3 billion a year, it would be most bene-
ficial because it would eliminate the current deficit in our balance of
payments, the continuation of which, in the opinion of the Senator
from Oklahoma, will create one of the most vexing problems that
could confront us. It is one of the most vexing problems which now
confronts us, and if this legislation could increase the net or decrease
the deficit in the relative prosition of our payments of gold balances,
it would be a most wholesome benefit, and very much worth while.

So far as T know, there has been no other proposal brought to the
Congress which could accomplish that result with as little dislocation
in our foreign relations and disturbance to them as this would.

Senator Gore. Would the Senator from Oklahoma yield?

Senator Kerr. Yes; I will yield.

Senator Gore. Was my understanding correct that the Senator
understood the witness to refer to improvement of from $2 to $3
billion in net balance of payments?

Senator Kerr. That is exactly what the witness said.

Senator Gore. I did not understand it.

Senator Kerr. He said he knew of no economist who had claimed
that it would increase the net by more than $2 or $3 billion a year.
He said his own opinion was that it could not increase more than $4
or $5 billion, and that in relation to the $100 billion problem which
confronted our domestic economy, it was like a flea wagging an
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elephant and, at my suggestion, he changed it to a comparison of a
gnat wagging the donkey. ) ) o

Mr. Kevseruinvg. Mr. Chairman, I think I can clarify this in a way
which would malke me very happy, because it would not bring me into
any disagreement either with Senator Kerr or Senator Gore.

Senator Krrr. Then you would be a wizard again, which I have
often seen you demonstrate before. [Laughter.]

Mr. KeyserLiNGg. No, sir. I would put it this way: I would dis-
tinguish batween an argument in the form of a concession and a
positive argument.

In other words, my argument was that even if we were to concede,
even if T were to assume for the purposes of the argument that this
would improve our trade position within the context of our balance-
of-payments position, or our balance-of-payments position, by $2 or
$3 or $4 billion a year, then I said, by way of a parenthetical remark,
that I do not think there was any economist who would claim it would
be more than that.

But even if we were to admit this for the sake of the argument, this
was not an important enough consideration to justify what I regard
as a fundamentally wrong tax position as it impacts upon the Ameri-
can economy.

What I meant by that was this: If I were to concede this were to
improve our balance-of-payments position or our trade position by
$2 or $3 or $4 billion, I could immediately think of more effective ways
of doing this than by a tax proposal which would be so damaging on
s0 many other grounds. This is the first basic half of my argument.

The second basic half of my argument which, in some respects——

Senator Gore. You were talking about the trade bill?

Mr. Kevseruing. What is that? Senator, I am talking about——

Senator Kerr. He is talking about this bill.

Mr. Keyseruine. I am talking about both bills at this point. I am
saying, even if the combination of the trade bill and this tax proposal
and all other operative facts were to result in an increase of $2 or $3
or $4 billion annually, either in our trade position or in our overall
balance-of-payments position, and then I said parenthetically T did
not think anyone could use bigger figures, even then I would argue that
this particular tax proposal, if one conceded its marginal benefit in
helping to accomplish that purpose, had so many other bad conse-
quences that it would not be worth the cost. This is the basic first
half of my argument, Senator.

The basic second half of my argument, which was not implied in the
first half, is that I do not believe that if we follow the basic economic
philosophyr—and here I get to the real point embodied in this tax
bill—that we will improve our balance-of-payments position or our
trade position, because I think that the main reason for the deteriora-
tion in our balance-of-payments position and our trade position is the
deteriorating performance of the American economy.

In other words, I think the basic elements in our competition over-
seas are that we have had a lower rate of growth and a lower rate of
investment and a lower rate of improvement in technology than we
would have had if we had pursued better economic policies at home.

This was the whole gravamen of my testimony and therefore I
think the unfortunate developments in our balance-of-payments posi-
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tion and our gold position and our trade position relatively in recent
years have stemmed primarily from the bad performance of the
American economy and not primarily from these more technical and
classical explanations which the proponents of this tax proposal ad-
vance 1n support of it.

Therefore, I say, if this tax proposal, which seems to me to be an
extreme example of the kind of economic errors we have been making
over the last 9 years, is enacted, and if in other areas of economic policy
we have correlative economic errors which, I believe, are now in proc-
ess, and 1f, n consequence, we get the kind of results in our economy
that we got before from these kinds of programs, including signally
the tax amortization bonanzas, this will continue to hurt our mter-
national trade position, our balance-of-trade position, our trade posi-
tion on our goods and services account, and all other aspects of our
international economic situation.

So I hope I have made myself clear, that («) this is a bad economic
proposal; (&) it will be hurtful to the American economy; (¢) be-
cause it will be hurtful to the American economy, it will be hurtful to
our international trade and to our balance-of-payments position; (d)
even 1f it helped our balance-of-trade position and our balance-of-
payments position at the expense of the national economy, it is again
the gnat wagging the donkey for the reasons I have given, and we can
find more sensible and rational and enduring ways of improving our
balance-of-trade position.

Ithink this is the nature in which I advance the argument.

Senator Kerr. I want to say to the witness that e is aware of the
fact that there is no member on this committee who, through the years,
has had more respect for him and his opinions than the Senator from
Oklahoma.

His arguments here today have been clearly and lucidly presented
and effectively presented.

I was only calling attention to the fact, and I reiterate it, that, in
the judgment of the Senator from Oklahoma, we have no problem
more serious in our national fiscal position than our adverse balance of
payments, and it has been one with reference to which the Senator
from QOklahoma has been for many years striving to help encourage,
help promote, or invoke improvement in, and the Senator from Okla-
homa then remarked that if, as a result of this bill, there was a
probability that our net position in the balance of payments could be
improved from $2 to $3 billion a year, that that would be a very great
asset, although the items discussed by the witness as to the bad
effects of the bill might be entirely accurate.

Mr. Keyseruine. May I say one word on the balance of payments,
because I have the same high respect for the Senator from Oklahoma,
and I want to address myself to the view he urged, not by way of argu-
ment but by way of making my view clear. ]

I think the balance-of-payments problem is one of the most serious
problems. I have tried to study it rather carefully over the series of
years. The unfavorable balance of payments, of which the gold
payments are a part, has not arisen primarily with respect to our trade
account.

To some extent, some aspects of the overexaggeration upon the
competitive costs of production of goods are overdone, although there

is an interrelationship.
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If we look at the trade account, and I certainly want America to
get as large a share as it can, I think we have been doing about as well
as anybody could rationally expect— after all, we came out of World
War IT as an industrial giant.” We had 50 percent of the production
of the world, with 6 percent of the population. We had an enormous
command over worldwide trade, because the other countries either
were decimated or never had been developed.

England had lost an empire. I do not think, frankly, and I hope
this won’t be misconstrued—I do not think there is any time in the
future that we are going to get a much larger share of the trade of the
world than we have now. I mean Japan, a little country, a tiny little
island, will soon have a population of 100 million, and is much more
dependent upon a trade surplus than we are; so is England, so are
the Scandinavian countries.

I hope our technology moves ahead very fast, but it cannot move
faster than the world average, for they are still far behind. So it
is not a trade items problem basically. It is basically a balance-of-
payments problem which has arisen outside of the trade element.

How is 1t outside, and what is it connected with? It arises from
the currents, the flow of currents, of those elements in the balance,
in the traditional balance-of-payments accounts, other than trade.
‘What are the most important ones for this purpose? Well, first, there
is foreign aid, but that is governed by other international economic
and political considerations.

Then there are others I want to concentrate attention on. One is the
flow of American short-term speculative capital overseas. Second is
the flow of American long-term investment capital overseas. Third,
there is the withdrawal by foreigners of their capital investments in
the United States, both long term and short term.

Now these have been varying a very rapid rate to our disfavor, and
this is the central explanation of the unfavorable balance of the
payments.

Then I asked myself why has this been happening? I find—I may
be wrong—that this has been happening primarily because of the
competitive advantage which Western Europe primarily has offered
which have caused these flows of capital adverse to the United States.

What are these competitive advantages? Some people say it is the
interest rate. I do not think it has been primarily the interest rate.
I think it has been primarily that both Americans and Europeans, but
especially Europeans, have observed that the European economy is
growing steadily at the rate of about 5 or 7 percent a year and offers
every prospect of continuing to do so, while we have had four reces-
sions in a short term, and seem on our way to another one.

This seems to me a rather conservative business approach to the
problem.

If this is so, and I think it is so, then one sees immediately how
my philosophy on this tax credit thing ties in with my philosophy
on the balance-of-payments thing; namely, that if this tax credit in
its results will repeat the errors which cause the American economy
to be so unstable and to have so many recessions and to grow so slowly
and to invest so inadequately, and to improve its technology and
productivity inadequately, if this tax concession falls in the c;fegow
of an unwise measure from this point of view, then it will impact
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unfavorably upon our balance-of-payments position in terms of the
analysis that I have made of where our balance-of-payments difficul-
ties have occurred and what the reasons for them are.

In other words, I am saying simply that since America, unlike most
countries of the world, is a vast continental economic giant within
itself, dependent upon world economic relationships but not to the
same extent as England in the past or Japan today, that basically
what is good economic policy for the United States domestically is
good economic policy for the United States overseas. This is some-
thing of a simplification of the proposition, and I am as keenly wor-
ried about the balance-of-payments position as the Senator from Okla-
homa is.

T think we have got to do something about it. I am afraid we have
misappraised, not he or I, but that the proponents of this proposal
have énisappraised its causes and, therefore, are proposing the wrong
remedy.

Senator Kerr. I have no further questions.

The CrHATRMAN. Senator Williams?

Senator Wirriams. Mr. Keyserling, first, I wish to join the chair-
man in congratulating you on an excellent statement here this morn-
ing. I have heard you appear before this committee many times, and
while T have not always been in agreement with you, I have always
had respect for your views, but today I think I do find myself in such
complete agreement that I am only going to ask you a couple of ques-
tions.

First, as T understand your argument, you do not think that the
adoption of this investment credit would in any way improve our
balance-of-payments situation; is that correct ?

Mr. Keyserraneg. I think it would worsen our balance-of-payments
position in the sense that being an undesirable American economic
policy it would worsen our economic performance, so this, in turn,
would worsen our balance-of-payments position.

Senator Witrrams. I understand that it is your opinion that the
adoption of this investment credit plan would, in effect, be starting
an unwarranted subsidy for American industry.

Mr. Kexserrine, Well, this ties in with your first question. I want
to amplify a little my answer to your first question.

The idea that a bad economic policy position would worsen our
balance-of-payments position is not new. I, unfortunately, have been
in the position, before this committee in 1957 and 1955, of arguing
against some of the same things I am arguing against now, and they
did worsen our economic position, and the worsening of that economic
position did create the very undesirable balance-of-payments position
that I am talking about. We were in a wonderful balance-of-pay-
ments position until we started hitting a great number of recessions.
That is the essence of the problem.

Now as to your second question : Of course, we are not starting some-
thing entirely new, because we have had too many of these tax
bonanzas already, and that is one of the reasons why I am against it.

But this is new in the sense that this is now the first time that any
administration has proposed this kind of thing, so far as I know, as
a permanent, rationalized phase of basic American economic and fiscal
policy, and not as a temporary improvised response to some peculiar
situation.
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Therefore, it has much greater implications for the longrun future.

I have not heard the Secretary of the Treasury say, “We are going
to try this for a year.” . .

As a matter of fact, one of the things that worries me most is that
even while this proposal is being advanced, they are scurrying around
in the Treasury to find even worse ways of smearing business with
bonanzas that it does not need, with additional amortization proposals
at some later time, or do it through the writing of Treasury regula-
tions with or without review by Congress.

Some of these, in detail, may be desirable, I do not know. But the
thing, as a whole, the thing as a whole, is costly, wasteful, and hurt-
ful to the economy. )

Senator Wrrriams. Thank you very much, Mr. Keyserling.

I am only going to conclude with just one thought. I appreciate
your changing your comparison from the flea wagging the elephant
to the gnat wagging the donkey. Thank you. [Laughter.]

Senator Kerr. In that regard, if he is going to make a reference
he might just as well make reference to something alive as to some-
thing which is dead. [Laughter.]

Senator WirLiams. The elephant stands as a creature of such strong
character and strength that I think it would be alive. [Laughter.]

The Caamrman. Senator Douglas.

Senator Douaeras. I regret, Mr. Keyserling, that I was unable to
be here to hear your oral presentation. I have read your very able
statement, and I am greatly in sympathy with what I take is 2 major
contention, as stated in your memorandum, namely, the main problem
of better performance in plant and equipment turns upon successful
policies to work down idle plant capacity through the expansion of
ultimate demand for the product which the plants produce.

Now, as I say, it ties in very strongly with that argument, and I
have advanced it myself on many occasions,

I have produced figures of the type which you produce in the fol-
lowing sentence:

The percent of plant capacity idle has not in recent years been limited to
recessionary periods, although obviously most severe during such periods.

You say—

the percent of plant capacity idle for the period 1954-61 as a whole was 19.1
percent in the case of iron and steel; 23.1 percent in the cast of nonelectrical
machinery, and 16.3 percent in the case of electrical machinery; 13.5 percent in
the case of autos, trucks, and parts, and 28.4 percent in the case of other trans-
portation equipment—
and so on, and I have been met with this reply, that the idle capacity
is said to be antiquated, inefficient, obsolete, and that to utilize it would
mean a very much higher unit production cost and that, therefore,
the argument runs, we need new investment not so much to add to
the quantity of total capital as to improve the quality and to serap
this relatively inefficient plant and replace it with more efficient plant.

I confess that I have not quite known how to answer this areument.
I wonder if you could throw any light on this question. N

Mr. Keyseruine. I think so.

In the first place, this is not the most important phase of my
answer, but I think logically it needs to come first.
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In the first place, I had never been able to draw as clear a distinetion
between investment for modernization and investment for expansion
as I have heard some economists state.

Of course, both of this is new investment—I will come to this matter
of your idle plant capacity—but I just want to say parenthetically
that, insofar as the exponents of the tax credit proposal say this is not
for expansion of capacity, this is for modernization, there is really
not much difference there in the main.

Either one, Senator, enlarges your ability to produce per unit of
labor input.

Now, coming to the matter of existing idle capacity, I think there
is a lot 1n the observation, but not too much in the conclusion.

The observation is correct that a lot of the idle capacity is rela-
tively old, although I do think that this is the main explanation of
why most of it is idle.

The explanation of why most of it is idle is that the operation of the
economy is idling along, far short of reasonably full utilization even
of our labor force.

In other words, if there were not much correlation between the
amount of plant capacity idle and other measures of an inadequately
performing economy, one might say that this excess, this startling pro-
portion of plant capacity idleness, is properly idle because of its rela-
tively higher production costs.

But I, as a matter of fact, get a moderately good correlation—mnone
of those are perfect—a moderately good correlation between the
amounts of idle plant capacity and the amount of idle manpower and
the amount by which most economists figure that our GNP is falling
low when it ought to be high, and so forth, and so I do not find the
explanation of it, most of it, 1n the particular efficiency factor.

Now, to come to the important point: Even assuming a large part
of this idle plant capacity were properly to lie idle, we would still
come to the question of what should the annual rate of investment be.

There, I will repeat since, as you say, you were not here all the time,
1 will repeat that I say that during the past 9 years we had too low
a level of new investment in plant and equipment, too low by $90
billion ; that over the next 5 years, we are likely to have too low an
investment in plant and equipment by maybe $50 billion.

So this, to an extent, goes around or avoids the question of whether
the idle plant capacity should or should not be idle.

If we had had $90 billion more of new investment over the last 9
years, as I think we should have had, if we get the $50 billion more
than I think we ought to get over the next 5 years than I think we
are going to get, then I think we would have a much higher ratio of
new plant and equipment to older plant and equipment, and I am all
for that.

My whole argument on this proposal boils down to the very narrow
point, why aren’t we getting this high enough rate of investment in
new plant and equipment? I am not saying it should be lower, be-
cause I want you to look harder at the old; why aren’t we getting the
new ?

I am saying that the default has nothing to do with the argument
that the tax system is too repressive. It has nothing to do with the
argument that you need tax concessions, which I would call tax
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bonanzas. It has nothing to do with the level of prices or profits
at any point where the demand upon existing plant and equipment
is close enough to full use to motivate a higher level of business invest-
ment in new plant and equipment than the business managers have
themselves projected. ) )

I say this is borne out upon a detailed analysis of 1954-56 compared
with what happened thereafter, of 1958-60 compared with what hap-
pened thereafter, with the same kind of comparison that might be
made of any previous periods of cyclical or secular stagnation of the
American economy, whichever you want to call it.

I think this is chronic. I do not think it is cyclical—I think it is a
peculiar chronic kind of thing which I have been worried about since
1953.

I say, when you make that observation and when, on top of that,
you read this April 28 report of Business Week magazine as to what
the business managers are planning to invest, as to what the cash posi-
tion 1s, and as to what they say, here you have a very abundant illus-
tration of the fact that this is not a problem to be solved through more
liberal amortization treatment, but is a problem where you have to
bring to bear the old-fashioned American inducement of knowing
what they are going to have to do with what they produce.

So I am not disputing your point about the old plant and equipment.

Senator Dovaras. If the problem is the ultimate expansion of de-
mand for the products which the old plants produce, how would you
expand ultimate demand ?

Mr. Keyseruing. Well, the techniques for expanding ultimate de-
mands are as well known as the techniques for handing out tax
bonanzas to industry.

Let me take two examples. The Senator will recognize that there
are many. This gets into the whole question of the complete tableau
of American economic policy.

I am not advocating them, but merely, in answer to your question,
giving you examples.

Let us suppose this tax proposal would cost—and I am using cost
in the fiscal rather than in the economic sense because I think the
economic cost would be much worse, because I think it is a bad policy—
but in the fiscal sense, let us suppose this proposal costs the American
Treasury, the American taxpayer, the American budget, we will take
an arbitrary figure, $2 billion a year for 10 years.

My argument is that as an alternative I can quickly think of a dozen
v;l@ys of using that $2 billion, any one of which would be better than
this way.

I think that to grant, what at the current economic levels and in
terms of tax rates would look like a $2 billion concession to low and
middle income families, with respect to their spendable income, would
be much better for the economy and much better for the investor than
this particular tax proposal.

I have a chart here, which I did not have time to show, which dem-
onstrates rather conclusively that whereas the deficient $90 billion in
business investment over the 9-year period 1953-1961 inclusive was
not caused by a fund problem but rather a demand problem, the
deficiency in consumer demand was caused very largely not by the
propensity factor but by the income factor.
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In other words, when you work out the income relationships, and
taking account of a lot of maldistribution which also affects the
propensity to spend and the propensity to save, on net balance, so to
speak, it was an income problem and not just a fund problem.

The whole argument that consumers have plenty of funds, they just
do not spend enough of them, I think is entirely meretricious. I do
not think it is based on a real analysis of income and income distribu-
tion.

So I think that this tax benefit to consumers would do more good
than this tax proposal.

Now, I take a second one. I think to spend $2 billion more out of
the Federal budget, and again I am not advocating it, to spend $2
billion more out of the Federal budget for education or for housing
or for human welfare or for maybe in some ways national defense,
although in a sense that is wastetful, or for space exploration or for
cancer researcl

Senator Gore. Public facilities.

Mr. KevserLing. Public facilities; I can think of a hundred ways
of spending this additional money that would not only do more good
to the Immediate recipients but also more good to the investor, if
there is anything to my fundamental analysis, than this tax give-
away. .

There are two fundamental ways, on the tax reduction side and
spending side, which would be more useful than this.

In my view, I can suggest others, but this js the essence of the
argument.

On a marginal basis—now, every tax is burdensome per se, and any
tax concession lightens a burden. It may be argued that the tax
credit has some beneficial short-run effect on the economy.

So, particularly when you are struggling with prospective large
budgetary deficits, despite what the President says about the surplus,
and particularly when you are struggling, if I may say so, with a
political problem, that maybe the American people are more com-
mitted to a balanced budget than they ought to be, I am not going to
argue that here—be that as it may, why unbalance the budget by $2
billion for nonsense when you have such a hard problem balancing
the budget for useful purposes? So it is marginal. This tax credit
would be hanging an albatross around your neck deliberately, in my
view, and if 1t has any stimulating effect, they say it will not have,
and suppose I am wrong, and if it does, then we are back where we
were in early 1957 or in early 1955, where these things had some
stimulative effect, but because they were entirely misdirected merely
accentuated and abbreviated and exascerbated the time when the over-
capacity became so large that you got into another downturn.

Senator Doucras. The present plans of the administration call for
a payment on the investment credit of an amount approximately equal
to the added revenues obtained by plugging loopholes, so that the
present position of the budget is to be maintained at approximately
the same level.

Now, of course, I am a strong advocate of plugging the loopholes.

I wondered, however, when we speak of the stimulation to be cre-
ated by tax cuts, whether in the form of subsidies to investors or re-
duction in income tax to stimulate consumption, there is not a neglected

82190 0—62—pt. 8——3




3326 REVENUE ACT OF 1962

Tact that while demand is being built up in certain quarters, the added
revenues collected through plugging the loopholes, would diminish
revenues and expenditures there, so that there is no net stimulative
effect upon the economy, would not the increased demand for invest-
ment, if it comes, be offset by the decreased demand of people who now
do not pay taxes on their dividends or interest or other forms of
favored income? Similarly, is there any net stimulative effect in a
deduction, which you suggest, although you do not necessarily advo-
cate, in the income tax that builds up consumer demand on the part of
these people, when it is confined merely to making good the added
Tevenue oEtained from plugging loopholes?

Mr. KeyserLiNg. I agree with the implications of what the Senator
says. Ithink he is just as right as rain.

Let me develop it a little more. In the first place, as to the general
argument that if you plug a loophole which you never should have
opened, you should open a loophole which you do not have now, that
is so superficial and so ridiculous that I do not see why it is advanced
by anybody at all. But let us pass quickly over that.

My point is that this tax, new tax, Joophole is bad in substance, and
nothing else that can be done as to whether parts of the tax structure,
whether they give us revenues or lose us revenues, justify something
which in itself has no merit anyway.

Now, coming more to your other point: I do think that, unfor-
tunately, and I do not like to say this, and I hope I won't be misunder-
stood, we let political tactics, and maybe this administration is doing
1t a little too much, get in the way of sound national policy.

There is a certan political tactic in withdrawing benefits which
have flowed to business. Take expense accounts, which I use merely
by way of illustration, I am not at all positive that, if you are looking
at the economy in operation, although I am in many ways against the
expense account allowances, I am not sure that the economy wonld be
Letter off if General Motors each year, instead of allowing large ex-
pense accounts which flow into ultimate demand, had instead that
much more in its coffers to invest in plant and equipment.

I do not think we have made enough analysis of the real economic
consequences of these things, how they are really going to impact
upon the economy in the context of where we are now.,

I think we have to do much more on that. I do want to say that
I very strongly believe that the so-called aggregative approach that
we need X billion dollars of total demand, or X billion dollars of
surplus or deficit in the Federal budget, needs to move on to the
further question of the composition of demand from the viewpoint
of balance or equilibrium, and the composition of tax cuts or tax
additions are also very important, as well as the composition of public
spending.

In other words, merely to say you are adding $10 billion to business
funds and taking $10 billion away from consumer funds may not
be neutral. If, as T believe, the taking of $10 billion from con-
sumer funds is very bad at this time because consumer funds are too
low, and the adding of $10 billion to business funds is wasteful
because business does not need funds, then the net result is not neutral.

My basic position now is that business needs markets, it does not
need funds, and, therefore, to give 1t, through this tax credit pro-
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posal, funds is not only a quantitative factor but also a qualitative
factor in the wrong direction. The results would be even worse if
the policy were “successful” than if the policy “failed”, because if
the policy succeeded in giving an unnatural and unsustainable fillup
to business investment for the next year or so, we would be repeating
the error of 1957-58, and we would be worse off than if they did
not use the funds for investment, because it is altogether wrong from
the point of view of balance,

Senator Doueras. If an economy does not have adequate ultimate
demand sufficient to maintain substantially full employment, are there
not, only two basic ways in which this disparity can be cured: either,
first, a reduction of prices so that the same quantity of voluntary pur-
chasing power can buy a larger total quantity of goods or, second, an
inerease 1n total monetary purchasing power so that a larger quantity
of goods can be demanded at the same prices or, three, some combina-
{ion of the two?

Mr. KeyseruinGg. 1 agree with this, Senator, as far as it goes.

I think fiscal policy can also play a part, namely, the tax and spend-
ing policies of the Federal Government, and also price-wage policies.

But so far as the statement goes, T agree with it, and branching oft
into a subject which is not the immediate subject matter of this hear-
ing, but certainly closely related to it, I think that the current mone-
tary policy is another example of the wrong policy at this time.

I agree with what you say about the importance of money policy.
1 do not believe we have the right money policy now.

Senator Doveras. Thank you.

Thank you, Mf. Chairman.

The CuamrMmaN. Senator Gore?

Senator Gore. Mr. Keyserling, I wish to thank you for a very able
appearance.

Mr. Chairman, since the witness is entirely in private life, without
public funds to print charts for our edification, I wonder if it would
be in order to direct the clerk to obtain a copy of these charts and have
them printed in the hearings?

Mr. Keyseruing. May I say something? I appreciate what the
Senator has said. I certainly hope that copies of these charts will be
printed in the record. But I am under no pressure as to the means
of obtaining these charts. By that I mean that I have copies of these
charts. I hope they will be printed in the record.

Senator Krrr. Mr. Chairman, I had assumed, since they were part
of his testimony, they would be made a part of the record.

The CuatryMaxn. There is no objection to making them a part of
the record.

Senator Gore. I did not accuse you of being penurious. But you
have gone to a great deal of effort and expense to present this testi-
mony and, therefore, I thought it proper that the charts be printed
in the record. )

The Cuamvan. That will be done, sir. They will follow his pre-
pared statement which refers to them by number.

Senator Gore. Mr. Keyserling, you aroused my interest a good deal
in your discussion of the effect of the proposed investment credit on
the international balance of payments. .

As I understand it, approximately 5 percent of our gross national
product goes into commodity exports; is that correct?
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Mr. Keyserune. That is approximately right.

Senator Gore. And in the composition of this 5 percent there are
regular commercial exports, unilateral transfers of commodities, agri-
cultural commodities sold under the Public Law 480 program other
soft-currency sales, and transfer of military equipment ; 1s that correct ?

Mr. KeyserLING. Yes, sir.

Senator Gore. Well, my understanding is that we have a comfort-
able surplus in the balance of payments with respect to commodity
transactions.

Mr. Keyseruing. That is absolutely correct, absolutely correct; a
surplus in our goods and services account.

Senator Gore. As T understand, further, our surplus of exports
over imports of commodities in commercial transactions is in the order
of $3 billion

Mr. Kevseruing. It fluctuates from time to time. I think that is
around the current order.

I think I pointed out last year as a whole it was something like $4
to $5 billion. But this seems to me to be correct; yes.

Senator Gore. Well, now, by what logic or imagination could a
subsidy of $1.4 billion to the whole economy, the GNP being more
than $500 billion, increase our commercial export surplus, now about
$3 billion, by another $2 or $3 billion, when only about 5 percent of
the gross national product is involved in commodity exports?

Mr. KevseruinG. I think the Senator is entirely right. I think he
caid by what process of logic or imagination. I would say by many
processes of imagination, but no process of logic.

More specifically, one of the main difficulties with this proposal, as
1 tried to indicate, is that there is no analytical quantitative discussion
by the proponents, meshing between the magnitudes of the benefits
which they say will be accomplished, with how the proposal, actually
working on the American economy, would actually translate into these
magnitudes of benefits.

What the Senator says is exactly true. If they would put down
on paper that here is the size of this tax concession, here is how
it would impact upon the investment process, here is how that would
translate over the whole price structure of the American economy,
here is how this translation over the all price structure would
impact upon the volume of our international goods and services ac-
counts, and here are how the changes that might be effected in this
international goods and services accounts might impact upon our
balance-of-payments position, they would immediately discover what
the Senator is now implying, that the pebble would be lost in the
ocean and, by the time you got through you would have almost no
impact. And meanwhile you would, from the domestic point of
view, have been utilizing $2 billion a year or $20 billion over 10 years
or whatever the figure may be, from the budgetary point of vieW:
which is very important in terms of other considerations, for the
purpose of accomplishing an international trade-improving position
which would start as a ripple and end as nothing. This is one of my
basic objections.

This is not simply a case, as is often found, where economists agree
on analysis or facts, and disagree on conclusions which involve sub-
jective values as to policy. This is understandable,
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My main concern about this thing, I have tried to study it, I have
gone through the testimony of the Secretary of the Treasury, T have
gone through the other stuff put out on this subject, they have not
done their homework, because you cannot find, in terms of their own
analysis, factual efforts, observational efforts, to answer the kind of
question that the Senator is properly raising.

In other words, if somebody comes forward and says that “we want
you to spend $50,000 to build a house,” you say, “where is the plan
for the house and can it be built in this kind of climate,” and so forth,
and so on.

I am not appearing here as somebody who differs on economic policy
only, or in economic construction of facts which are subject to variable
interpretations, depending upon subjective or judgmental factors.

I say again, and I do not say it lightly, that on this whole matter
of this tax credit, on the matter of how 1t relates to the balance of
payments, on the matter of how it relates to our whole trade position,
the homework has not been done.

I say again, and you may ask your staffs to verify this, you will not
find in the lengthy presentations of the proponents any factual quanti-
fications, of how this switch that they are going to push is going to
turn on the light.

So this is not simply a matter of my disagreeing with them as to a
chain of consequences. They have not done their homework.

When you look at the size of, the magnitude of, the benefits which
they imply, as against what happens when you move step by step
from a 7 percent tax credit to the effect on investment, to the effect
on prices, to the effect on output, to the effect on our competitive trade
position all around the world, and then jump to the conclusion that
it is going to have the kind of effect that will materially help our bal-
ance of payments position, I say we are committing ourselves to spend
$20 billion on something which will not happen.

Senator Gore. Let us subject that to a big of analysis. We have
agreed that approximately 5 percent of the gross national product is
involved in exports, whether commercial, gift, military, foreign aid
or both.

If this subsidy of $1.4 billion is to be given to our national pro-
ductive machinery, with a few exclusions, would it be reasonable to
assume that approximately 5 percent of this tax credit would be
brought to bear upon that portion of our gross national product
which is engaged in export trade?

Mr. Kevseruing. Well, let us say, you say if the credit initially were
$500 million

Senator Gore. I started with the fact upon which we agreed that
approximately 5 percent of the gross national product goes into ex-

ort trade, and if that be true, as I believe it is, and a tax credit of

1.4 billion is spread across our total economy, would it be reasonable
to assume that 5 percent of the tax credit would directly affect those
facilities having to do with the production of export commodities®

Mr. Keyvseruing. I think, Senator:

Senator Gore. Or to make it reasonable let us make it 10 percent.

Mr. KpyserLING. Senator, 1 %et your question. I think that the
exercise which you suggest would show clearly that it would do us
little good overseas relative to the cost. But
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Senator Gore. I know you have got the point, but let us approach
it one step at a time, and maybe I can get it, too.

Just to double the 5 percent, would it be reasonable to assume

Mr. Keyseruineg. 1 think your 5 percent figure is more reasonable
than 10 percent. So why take 10? Take your 5.

Senator Gore. Let us be overly generous.

Mr. KeyseruinG. All right, let us take 10.

Senator Gore. Ten percent of this credit, $1.4 billion, would be $140
million.

Mr. KeysErRLING. Yes, sir.

Senator Gore. Now again, I ask you, by what logic can we assume
that a tax credit of $140 million is going to improve the balance of
payments by $2, $3, or $4 billion?

Mr. Kevserring. We cannot ; we cannot.

Senator Gore. T just do not see it ; I agree with you.

Mr. KeyseruinG. Furthermore, Senator, it is worse than that be-
cause the method that you have used is in itself an exaggeration be-
cause you cannot say that if you have a tax credit of $1.4 billion, and
since 5 percent of the economy is engaged in trade, there is going to
be a 5 percent ratio. Thisis not the way it works. '

What the proponents of the tax credit are saying is that this tax
credit, by more efficiency, will result in reduced prices, and that these
reduced prices will enable us to sell more goods overseas.

When you bring that additional step in, you get down to a lot less
than 5 percent, because you have to say, first, here is a certain credit
to industry. This is going to change their investment pattern so
much.

Now according to the judgment of Business Week, they are going
to invest 1 percent more than they otherwise would, or about $300
million more in 1962. Now by your method, we apply 5 or even 10
percent to investment in production for foreign trade.

Senator Gore. That is my generosity, not my method.

Mr. KevserniNG. Yes, sir; but the increase 1n investment does not
in itself sell more goods overseas.

The improved trade position is based on the hypothesis that, with
the 5 percent increase in investment, you will get an improved tech-
nology and efficiency, and you will get reduced prices, and due to the
reduced prices you will sell more overseas.

Senator Gore. By what reason are we to assume that this will bring
about Qreduced prices, when the more likely result is increased divi-
dends?

Mr. KeyserLing. I agree with you on that, too, and there I have
tried to point out—I hate to be so critical, but I find in the position,
in the economic position, of the administration on the steel price thing
an utter and complete confusion. ®

I do not believe that steel prices should have been raised, but my
reason for believing they should not be raised was, they were high
enough to yield to the steel industry an adequate level of profits at a
high enough level of operations, and the break-even poimnt is very
lgvsi—I may be wrong on that—but that is the sound American prin-
ciple.

But I could not take the position in my own mind that Government
should use all its powers to prevent a corporation, acting entirely
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within the law, from raising its prices, and then say that “because you
didn’t raise your prices we agree with the very reason for which you
wanted to raise your prices, and, therefore, we will give you a tax
concession so that you can get, in a different way, the money that you
said you wanted to get through raising prices.”

If we are going to rely on tax concessions rather than on the price
structure to perform this enormous function of the American economy
we just do not realize the Pandora’s box this proposal is opening up.

Senator Gore. Would such a course indirectly condone or endorse
the internal financing to which a great deal of industry has, I think, to
too great a degree, resorted?

Mr. KeyseruinG. It more than condones it, because it 1s saying, in
spite of this internal financing which Business Week, even on April
28 says is so huge, they have no cash problem—I read into the record
this quotation from Business Week saying that there is not a cash
problem, there is not an income problem, there is not a fund problem,
there is a capacity problem. And the reason they are only expanding
their investment in plant and equipment by $4 billion this year, whereas
{he Government economists hoped earlier it would be $8 billion, is they
are operating at 83 percent capacity, and this shows the facts on cash
flow and retained earnings, and says that the manufacturing com-
panies say that they will not borrow anything this year.

The overall companies say that they will borrow only 1 percent. In
other words, they are continuing to resort in accelerated fashion to a
method of internal financing which, I think, is too large relative to
their total use of funds, because it is financing new plant excessively
out of what happens before the plant is built instead of financing 1t
out of what happens after the plant is built, or financing it initially
through borrowed funds, which really means financing it after the
plant is built, in a sense, because you pay off the borrowed funds out
of the production created by the plant.

Now with that happening, clearly with this happening, for the Gov-
ernment to hand out to these companies another tax concession which
increases the funds which they obtained from sources other than
those from which they should be obtaining them, namely, borrowing, or
what happens after the plant is built, or I would even say in some cases
the operation of the price system, because I do not want to abolish the
price system, 1 agree with you that this is aggrevating the very ele--
ment of evil which seems to me to be so serious.

Senator Gore. In other words, this would be tantamount to adopt-
ing the theory or proposition that business is to expand either by
raising prices to their customers, or out of the Public Treasury.

Mr. KeyserriNe. This is the thesis advanced by the administration,
that the steel industry needs more funds. .

Senator Gore. Let us talk about that. United States Steel Corg.
has split its stock six for one since it sold a single share to the pub-
lic, and the dividends are now calculated on the basis of these six shares
instead of the one that the owners originally possessed.

In addition, prices have been 111'cr'eased to the customers, and now
we are proposing to give them millions of dollars out of the Public
Trf/flx-s_uIigEYSERLING. *Senator, 1 agree with you entlrely,hailii again
getting back to what the chairman said, I do not agree with Means on
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everything, but he has written a book on this price and steel question
which is most revealing on the subject.

What I say is this: I do not believe that the steel industry needs
more cash now. Therefore, I do not believe they should raise their
prices. But if T believed they needed more cash now, VVthh'I do not,
then the normal ordinary way, one way, to get it is by borrowing. An-
other way to get it

Senator Gore. You mean equity capital?

Mr. Keyserring. That is right. )

Another way to get it in the normal process is, if your price struc-
ture is really too low geared to what an economy can take, and geared
to a fair return measured against your investment needs, then you raise
your prices.

Raising prices is not a sin per se. That is the very justification for
raising prices in economic theory and practice. So 1f I believed as
strongly as the administration that the steel industry is in need of
funds now, I could not be so strongly against their raising their
prices, and certainly, if after they had raised their prices, 1f as a
member of an administration, after they had raised their prices, I
brought before the public every argument as to why they did not
need to raise their prices as a justification for rolling their prices
back, with which I agree, then I would not turn around and go across
the street to the Treasury and say, “Mr. Secretary of the Treasury,
the steel industry is so badly in need of funds, let us hand them
out a tax concession,” which would do in part what the price rise
would have done.

I just cannot follow this. We are merely shifting the method
of providing these industries with more funds which they do not
need to a method which I think in terms of logic and experience in
the American system is a worse method than a price rise.

Senator Gore. I wish to allude to only one other point. There
are many points on which I would enjoy an exchange with you, but
due to the lateness of the hour and the duration of your testimony,
T will ask you about only one other point.

You seem not to indulge in the delusion, under which so many people
seem to labor, that our balance-of-payments problem can be solved
through increased exports.

Mr. KeyseruinG. It certainly cannot be solved through exports, for
the very simple reason that to solve your balance of payments through
exports, you not merely have to increase your exports, which I hope
will happen in a growing American economy and a growing world
economy, in order to solve your balance-of-payments problems through
exports you have vastly to increase the ratio of your exports to
your imports.

In other words, you have to run a much bigger export surplus than
you have run. Unless you virtually strip other programs, such as
military investments overseas, and so forth and so on—I think we
can do that to some extent. 1 think we can get some others to bear
a larger share.

I'hope the time will come when a lower level of foreign gifts overseas
happens, and so forth and so on.

But basically, you are right, as I understand what you say, that
the proponents of the tax concession are resting their case upo’n the
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proposition that the tax concession, by increasing the efficiency of
American plant, will reduce our prices and our costs and greatly in-
crease the ratio of our exports to our imports, and thereby help solve
the balance-of-trade problem.

They say this again and again and again, and this I utterly and
completely challenge. It is impossible, or as nearly impossible as
anything can be in economic life, because while our exports may
grow as the world economy grows, the United States cannot expect
mm the next 20 years to have a larger share of world exports and,
therefore, a larger export surplus.

How? Where is it coming from? Is it going to be at the expense
of Japan? We have been exporting more goods and services to Japan
than we have been importing every year, and, as I said before, as they
are a little island that is soon going to have 100 million people, if we
deprive them of running an export surplus, if you are going to run a
bigger export surplus for the United States, other countries have to
have smaller export surpluses, Japan, with its explosive population
change, being a tiny, little island, is in the position somewhat like
England was in, it has to export to live. We have to export to thrive
but not to Live.

You force them straight into the hands of Red (‘hina because China
will be their only alternative market for converting raw materials
into finished products. This is obvious,

All right, you take England. England has lost an empire. It is
obvious that they depend more relatively upon world trade than we do,
and this is true even of countries of Western Europe.

Naturally, they have got to be industiializing a little faster than we
are because they really started after World War II, and we cannot be
entirely hypocritical about this.

We say we want them to thrive and prosper by their own efforts.

We want to keep ahead of them. But we cannot be as far ahead as
we were after World War 11, and I hope it is not un-American to say
this, but how can it be possible to remain as far ahead as immediately
after World War I1?

This idea that, with a little tax bonanza to industry here and there,
we are going to greatly increase our share of worldwide exports and
thereby help our balance-of-payments position is, to my mind, entirely
impractical.

Senator Gore. Well, I agree with you that it 1s. T think I would
go a little further, I think it is preposterous.

Mr. Keysernine. Well, Senator, T do not disagree with you. I am
very worried about the presentation of the trade program and many
matters, and I apree with the trade program, but the homework
has not been done, and wide and gaudy statements are being
made as to the enormous henefits that are going to occur that are not
based upon taking a paper and pencil and looking at what the opera-
tive situation is. o .

Senator Gore. Well, Mr. Keyserling, I would be inclined to give
sympathetic consideration to a proposal that would be specific, 1f a tax
credit could be proposed which would specifically go to an improve-
ment in plant and facilities which would specifically improve our
competitiveness in international trade. . . )

As I say, I would be prepared to give sympathetic consideration

to that.
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Mr. KevserLing. So would L. )

Senator Gore. But to use the broad shotgun approach and give $1.4
billion to the whole economy, when only 5 percent of GNP goes into
international trade, and expect that to solve the balance-of-payments
problem, to me is utterly preposterous. . o

Mr. Keyseruing, I think, and I am in danger of repetition, that it
is going to make the balance-of-payments problem worse because the
balance-of-payments economists, being classicists, and thinking of
balance of payments as balance of payments were developed by classi-
cal economists long before we lived in a modern world, and having
the kind of worldwide economic relationships we have now, how is the
idea of a mation giving away billions of dollars to other countries—
and I am not now arguing whether we should or should not—how does
that enter into the balance-of-payments classical position? It does
not enter at all because the people were not thinking at that time
of that problem. Yet, economists are using outmoded balance-of-
payments tableau in trying to solve entirely new and different
problems. ] o

Senator Gore. I hope there will be more constructive thinking on
the problem of our adverse balance of payments than has so far been
in evidence.

Neither the trade bill nor this tax bill will solve that problem.
Something considerably more effective, and something, perhaps, even
more fundamental in International exchange, capital flow, interna-
tional monetary agencies, will, in my opinion, be necessary to bring
about a solution to that problem in the near future, unless we want
to abandon our foreign trade program and our national security
commitments around the world.

Mr. KevsgruinG. I think what you say is entirely correct, Senator.

I think, as I said before, that just as the Federal Reserve System
was established to provide for a temporary cancellation or offset of
long-range and short-term claims, some similar agency among cooper-
ating nations of the West would help us with a balance-of-payments
position for the very simple reason that the United States, even
during the years that we have had all this clamor, has not been in
an unfavorable balance-of-payments position from the long-range
view.

It has been in an unfavorable balance-of-payments position only
in shortrun items. We are only in a deficit position because the
short-term flows are not offset against the long-term flows and, there-
fore, the short-term flows constitute an immediate claim upon gold.

So, sure, we need better mechanisms. But the one other thing,
and I think the most important in some ways of all, is that if you
made—I am mnot obsessed with the American economic growth
problem—but if we made a simple correlation as to when our un-
favorable balance-of-payments difficulties have occurred most ob-
stimately and most seriously, and if we made a simple correlation of
what would have happened to our international balance-of-payments
position and our gold position, if the American economy, instead of
growing 2.5 percent a year during the last 9 years, which is 30 years
below the 40-year average, had grown 3.5 percent to 4 percent or 4.5
percent a year, and if instead of having a recession almost every time
we turn around, which this tax credit policy has something to do with
we had a few fewer of them, if we correlated that with the likely trend
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in our balance of payments, we would have found that we would not
have gotten into these balance-of-payments difficulties, because they
have come mostly from short-term flows of nontrade capital.

In other words, American businessmen have taken their money to
France, foreign businessmen have taken their money out of the United
States, speculative short-term capital flow, and most of this has been
very responsive to the economic condition of the United States.

So, the most imaginative of all approaches in the balance-of-pay-
ments problem is a vigorous approach to the American economic
problem.

Senator Gore. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Smathers?

Senator SaATHERs., No, thank you, Mr. Chairman.

The Cuatryan. Mr. Keyserling, we thank you very much, sir.
You have made a constructive statement, and we appreciate it.

Mr. KeyserLING. Thank you very much for your courtesy.

The CramryaN. We hope that next time we will have the same
unaniminity between the chairman and yourself as we had on this at
this session.

Mr. Keyserrixg. Thank you, Mr. Chairman.

(The prepared statement and 18 charts of Mr. Keyserling follow:)

STATEMENT OF LEON H. KEYSERLING *

Mr. Chairman and members of the committee, I appreciate this opportunity to
state my views on the very important bill now before you. I shall concentrate
upon that portion of the bill which seems to me of largest economic significance,
and which would provide a 7-percent tax credit for certain types of business
investment.

I am opposed to this provision. It seems to me a provision which business does
not seek, labor does not want, the condition of the Federal budget does not
justify, the state of the national economy does not call for, the full consequences
of which the public does not appreciate, and which even those economists who
favor it have not been able to support with careful or specific empirical analysis.
The proposal cannot stand the test of logic: it should not survive the lessons
of experience.

This tax-credit proposal is advanced, first of all, for the purpose of helping to
sustain and accelerate the growth rate of the American economy, primarily by
encouraging investment in plant and equipment.

A higher and better sustained growth rate for the American economy is indeed
a vital objective. Some metubers of this committee will recall this: Testifying
here in early 1935, when the subject of economic growth waxs sorely neglected, I
expressed my deep concern that the American economy faced in the year then
lying ahead an extraordinarily low and irregular economic growth rate prospect.
I forecast a pattern of short-term ups and downs, which would result in what I
called a chronic increase in unemployed manpower and idle plant.

While I was then regarded as unduly pessismistic, because the economy in
early 1955 seemed to many to be recovering satisfactorily from the 1953-54
economic recession, the 7 years since then have unfortunately vindicated my deep
concern. Tor the period 193361 as a whole, our average annual growth rate was
only 21 percent in real terms. This was about 30 percent helow the 40-year
so-called historic average. and little better than one-half the rate averaged during
recent peacetime years of sufficient length to he signiticant, under the impact of
{he new technology. For the 9-year period 1933-61 inclusive, this extraordinary
low economic growth rate, according to my estimates, caused us to forfeit more
than $340 billion of total national production (measured in 1960 dollars), and
to forfeit about 22%% million man-years of employment opportunity. In. con-
sequence, millions of American families have suffered the undue h‘dl'('l.\‘.hl]) of
unwarranted unemployment, business has forfeited enormous opportunities for

L Former Chairman, Council of Economic Advisers ; consulting economist and attorney;
president, Conference on Economic Progress.
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worthwhile investment and legitimate profits, our worldwide competitive posi-
tion has been adversely affected, and repeated promises to balance the Federal
budget have been followed by repeated deficits in the budget.

The most striking aspect of this extraordinarily low record has been the
clearly confirmed trend of idle manpower and plant to be higher at the peak of
each short-lived recovery, and higher at the trough of each fa1'-too~1§1'equent re-
cession, than at the previous peak or trough. The current econonnc‘recovery,
thus far, has clearly been a confirmation rather than a reversal of this chror_nc
difficulty. My first six charts illustrate and amplify what I have thus _far said.

I have always recognized the fundamental role of a high and egpandmg level
of private business investment in a dynamic and growing American economjy.
This investment, particularly in plant and equipment, is one of thq three main
components in the total demand which must equate in rea}] terms with our total
national production in real terms. This private business investment, along with
and interrelated with improved working skills and managerial efficiencies, is
the mainspring of productivity growth. In turn, productivity growth and growth
in the labor force are the two basic elements in national economic growth.

Indeed, my estimates for needed private investment growth have consistently
been higher than those of most other economists. My seventh chart estimates
an average annual deficiency in gross private domestic investinent of about $10
billion for the 9-year period 1953-61, inclusive, or about $90 billion for the period
as a whole, measured in 1960 dollars. I estimate this deficiency in gross private
domestic investment at almost $21 billion for the past year 1961 alone. As shown
by my eighth chart, my estimates for our economic growth needs in future include
a level of total gross private domestic investment, measured from the 1961 base,
$12 billion higher in 1962, and $21 billion higher in 1963. Investment in plant
and equipment averages in the neighborhood of half of gross private domestic
investment; its economic significance is incalculably greater than this propor-
tional relationship implies.

I have also been deeply concerned about the extreme fluctuations in business
investment, which have been much more severe than the fluctuations in the econ-
omy as a whole, as shown by my ninth chart.

But the task of sober economic analysis and policy is not merely to bemoan the
unsatisfactory performance of business investment, nor to propose wasteful
remedies which ignore the palpable lessons of experience. Careful observation
of the economy in action demonstrates cleurly why the rate of business invest-
ment in plant and equipment was too low in absolute terms, for the annual period
1959-61 as a whole. It was not because the tax treatment of investors, the level
of profits and other available funds and incentives, and other factors such as
price-wage-cost relationships, militated against a sufficiently high level of invest-
ment in producers’ goods, at any time when the ultimate demand for products
in the form of private consumer expenditures and public outlays for goods and
services at all levels of government were high enough to make reasonably full
utilization of plant and equipment and technology in being. Bntirely to the
contrary : Whenever this ultimate demand was adequate or indeed not glaringly
deficient, expansion of plant and equipment through the investment process raced
so far ahead of ultimate demand that the economy got badly out of balance.
?Iizln-p (aatback.\' in this investment, and general economic recession, consequently
ollowed.

My 10th chart shows how, during the boom periods 195456 and 1958-60, total
private domestic investment grew several times as fast as private and public
demand for ultimate products. (The contrast was very striking, even when one
singled out private investment in plant and equipment.) The chart also shows
how these investment binges generated very serious downturns in business
investment—thus contributing to the general economic recessions—when it be-
came abundantly clear to the husiness managers that they were confronted by
a condition of extremely overexpanded productive facilities, relative to actual
and foreseeahle levels of demand.

The 11th chart shows how, during the investment boom before the 1957-58
recession, large price advances, and even larger advances in profits after taxes,
L’an‘glted.unrestra_med and incontinent increases in plant and equipment invest-
ment in widely varied sectors of the economy, and above all in iron and steel. My
12th c¢hart, (le.aling with the investment boom before the 1960-61 recession, shows
that, even with some general downward trend in pricex and in profits after
taxes—which some people c¢alled a profit squeeze—investment in plant and
equipment again raced upward at a nonsustainable rate, with iron and steel
again in the forefront, '
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My 13th chart illustrates, I think in rather telling fashion, that funds available
to corporations for their business purposes have advanced handsomely, and have
certainly not been deficient. Measured in current dollars, the total funds used
by corporations averaged very much higher during 1953-61 than during 1947-53.
The portion of these funds used for plant and equipment grew considerably,
comparing the same two periods. And most important of all in its relevancy to
the policy issue now under review, the portion of corporate funds drawn from
internal sources, including both depreciation and amortization and retained
profits and depletion allowances, rose from an average of 63.8 percent during
1947-53 to 70.1 percent during 1953-61.

Let me now bring the record entirely up to date, by calling your attention to
the April 28, 1962, issue of Business Week, which reviews and comments upon
the annual McGraw-Hill spring survey of business investment intentions. On
page 19, Business Week says:

“When you read the new estimates on industries’ capital outlays, be sure to
study them in the light of consumer spending. The reason is really too obvious
to need stating: industry's need for capital equipment tomorrow is dictated by
consunier demand today.”

After pointing out that the now-projected level of $38 billion worth of business
investment in plant and equipment during 1962 as a whole is even higher than
the record spending of 1957, and that planned spending for the same purposes
for the 1963-65 stretch runs at a $36 billion annual rate, or more than the
actual spending in any 3 years in U.S. history. Business Week also validly
points out that the now-estimated spending for 1962 falls about $4 billion short
of the pace Government economists had hoped would be spent in 1962, and that
even the estimated spending for 1963-65 cannot be called a real boom. But
then, and this is the key point, Business Week says (p. 26) :

“Behind this trend lies the stubborn lag of the spending rate as a percentage
of capacity. Most manufacturers today prefer 90 percent. But at the end of
1961 the actual rate was only 83 percent of capacity * * * In that context, it is
easy to see why industry plans to add merely 4 perceist to capacity this year, with
another 10 percent spread over 1963-65 * * *  Manufacturers’ hopes of getting
closer to their preferred rate hinges on an increase in sales.”

Equally important, the McGraw-Hill survey inguired of the companies sur-
veyed about sources of funds for investment puiposes.  On this subject, Business
Week says (p.26) :

“Most of them said a startling large part of it was coming from their own
treasuries. Overall, businessmen expect to borrow only 1 percent of their
operating requirements this year. Manufacturing companies say that they will
do no borrowing at all. Cash flow among all companies in the survey is expected
to be 14 percent above last year—when the expected increase was only 9 percent.
Nearly everyone expects profits to be greater this year, so companies plan to
retain more earnings, at the same time when funds fromn depreciation allow-
ances are rising steadily. Nteel companies—questioned just before their col-
lision with President Kennedy—expected their cash flow to rise 21 percent this
year. The auto industry expects a small increase, a mere 8 percent. The survey
indicated that a tax incentive program would do little to increase investment
plans this year. Industry as a whole thought there might be a 1-percent increase,
but this would add only about $300 million to the present plans.”

Thus, I submit that the main problem of a better performance for business
investment in plant and equipment turns upon successful policies to work down
idle plant capacity, through the expansion of ultimate demand for the products
which plants produce. The percent of plant capacity idle has not in recent
years been limited to recessionary periods, although obviously most severe
during such periods. As shown by my fifth chart, discussed earlier, the percent
of plant capacity idle for the period 195461 as a whole was 19.1 percent in the
case of iron and steel: 23.1 percent in the case of nonelectrical machinery, and
16.3 percent in the case of electrical machinery; 13.5 percent in the case of
autos, trucks, and parts; and 28.4 percent in the case of other transportation
equipment; 18.3 percent in the case of chemicals; 10.3 percent in the case of
petroleum refining ; and inordinately high in most important sectors, including
even food and beverages, where it was 17.7 percent.

My 14th chart shows that, in contrast with the fact that business investment
has not been inhibited by lack of funds, the deficient rate of growth in private
consumer spending during the period 1953-61 as a whole, as an ultimate demand
factor having so vital a bearing upon the deficient investment performance, finds
its main explanation not in too high a ratic of consumer saving to consumer
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spending, but rather in deficient levels of disposable consumer income after
taxes. This illustrates, of course, that if the Congress should decide that the
current and prospective condition of the Federal budget perml'ts room f(‘)r new
tax concessions, reductions in tax rates as they bear upon d1§p0sable income
would be an infinitely more promising way of helping_ business investment than
handing out tax bonanzas which business itself feels it would not use currently,
and which, if they were used currently, would merely rgpeat the error of fgment—
ing a short-lived and nonsustainable business boom, with another severe invest-
ment cutback and another general economic recession in consequence.

In this connection, I would like to recall to this committee my testimony before
you in early 1957, just prior to the decision by this committee to undertake a
thorough investigation of financial conditions in the United States. At that
time, in early 1957, the then Secretary of the Treasury, Mr. George Humphrey,
and the then chairman of the Federal Reserve Board, Mr. Martin, were urging
before this committee that we did not have enough saving to generate an ade-
quate level of business investment, and, consequently, business was plied with
accelerated depreciation and other measures to fan investment. They said
that this would also help to fight inflation, which they then regarded as the
central danger of the moment. They urged that consumption or ultimate de-
mand was then too high, and that a tight-money policy and restraints on housing,
among other things, were needed.

It was at this point in early 1957, before this committee, that I challenged
these views. I said that idle plant capacity relative to ultimate demand was al-
most everywhere, that the real problem of policy was to lift the ultimate demand
rate relative to the investment rate, and that we were dangerously on our way,
not to more inflation, but to another and more serious recession. Unhappily,
what I said turned out to be entirely correct, and our economy even today has
not yet recovered satisfactorily from the 1957-58 recession, upon which, due to
future economic imbalances of the kind which I have been stressing, the 1960-61
recession was superimposed after an abortive recovery movement.

The committee will also recall that, in early 1957, when the proponents of
more investment at the expense of ultimate demand were asked where the
shortages were, they scurried around in great anxiety, and came up with one
particular type of lead pipe. As a final footnote to this whole incident, the Chair-
man of the Federal Reserve Board came back before this same committee in
1958 and confessed that in 1957, looking backward, we were suffering from an
excessive investment boom in plant and equipment relative to deficient consump-
tion.

Mr. Chairman and members of the committee, I submit that we are now in
another situation reasonaply analogous to early 1957, or will be in such a situa-
tion by the time that the tax-credit proposal before this committee could have
much practical effect if enacted. Why, then, should we make the same unfor-
tunate mistake again in our national economic policies?

But let us suppose, contrary to what I believe profoundly to be the facts, that
those persons are right who still say that business needs special concessions
now, in order to obtain the funds needed for adequate investment in plant and
equipment. Let us for the moment apply this proposition to the recent steel
episode, and see where we come out. When the steel industry raised its prices
by $6 a ton, the administration quickly discovered that the steel industry had
plenty of funds and profits, that real wage cost per unit of production had not
increased for a number of .years, due to gaing in technology and productivity,
etc. And so all of the powerful resources of the executive branch of the Federal
Government were quickly marshaled to force back steel prices. I shall not here
evaluate whether all of the pressures which the executive branch brought to bear
on the steel industry were wholesome in their long-range implications. Various
members of the committee will undoubtedly have a variety of views on this
important phase of the problem. But even while the administration insists that
the steel industry did not need to raise its brices to get more funds for invest-
ment, the administration is insisting with increased intensity that the adminis-
tration’s tax-concession proposal is essential in order that the steel industry and
other industries may have enough funds for an appropriate level of business
investment.

Mr. Chairman and members of the committee, let us stop, look, and think at
this point. As I have already stated, the investment problem is not today a
husiness fund problem; it ix an ultimate demand problem. But even if it were
2 business fund problem, even if it were desirable to ration more of our avail-
able resources toward investment and away from consumption, where are we
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heading for in the long pull, if we rely upon indiscriminate tax concessions rather
1h2_m upon selective price increases to accomplish this result? Where are we
going to end up, in terms of sound economic policy, sound financial policy, and
sound budget policy, if we have reached the stage where the U.S. Government
will be committed, for a long period of years ahead, to grant tax concessions to
such “anemic™ and *capital starved” corporations as our big steel and auto and
chemical g‘ompanies and others, whenever it is felt that they ought to be invest-
ing more in plant and equipment? What happens to the whole American theory
of enterprise, under which price policy, properly deployed, is one important
1'egulatox: of the allocation of resources? Are we similarly, shortly, to abandon
wage policy as an allocator of resources, properly deployed, and use instead tax
concessions whenever it is thought that somme wages should be higher?

I am aware that it will be argued, by the proponents of the investment tax
credit, that our international economic position, and our balance of payments
and gold problems, require a stable price level in order for us to compete effec-
tively in oversea markets. I heartily embrace the objective of a reasonably
stable price level, and, for reasons which I have already given, I can see no
justification in general for price increases now, either from the investment stand-
point or from any other viewpoint. But then, the proponents of the investment
tax credit, having accepted the objective of reasonable price stability, go on to
say that business needs more funds for investment in order that our technology
and productivity may increase rapidly enough to square with our competitive
objectives overseas—hence the tax credits are needed. This is where the pro-
ponents of the investment tax credit err.

In the first place, their position begs the whole issue of how we are going to
get a higher and more sustainable level of business investment, and thus get
more rapid improvements in plant and technology. As already indicated, I
recognize the vitality of this need. But as already indicated, the road to
achievement of this purpose is to elevate the level of ultimate damand relative
to the already declared intentions of business investors. Then they will invest
still more. This should certainly be the policy, until we get much closer to
reasonable utilization of our existing plant and equipment capacities, and much
closer to maximum employment and production, than we are now, or seem now
to have any prospect of getting in the near future.

Second, while conceding fully that investment in plant and equipment, and
technology and productivity, should have averaged larger advances during the
past 9 years than actually occurred, nonetheless the main reason for our low
economic growth rate, which is the central cause of our difficulties both at home
and overseas, has not been the deficient rate of increase in technology and
productivity. This must be apparent at once to any reasoning person. For if
our 2% percent growth rate had been due to a low rate of growth in pro-
ductivity and technology and in the labor force, then we would have had too
low an economic growth rate to meet our national and international needs,
but we would not have had the alarmingly serious chronic rise in idle manpower
and plant. In other words, we have had this alarming chronic rise in idle
manpower and plant because, allowing for the growth in the labor force, the
actual increases in technology and productivity have far exceeded their actual
utilization. ] )

This is perfectly consistent with another crucial point, namely, that the
actual increases in technology and productivity during the past 9 years would
have been very much higher, if there had been reasonably full utilization.
This is true for two reasons. First, the actual increases in technology and
productivity were repressed by the inefficiency costs of very slapk u_tilization 9f
plant and labor force. To put this another way, the technological increases in
productivity were in fact much higher than the actual or economic increases
which were obtained mathematically by dividing the size of an inefficiently
utilized labor input, measured in hours of work, into the size of the actual. pro-
duction output for all hours of labor expended. Second, reason_ably full utlhga-
tion, as I have already demonstrated, would have led to a higher rate of in-
vestment for the 9-year period as a whole than actuall'y occurred, by evecmn‘g
out the ups and downs in the general economy accompamgd by even more severe
ups and downs in business investmgqt in plant ar}d .equlpment‘.' o bilities

It should be added that fuller utilization of existing prod}lctlt\lle .(alﬁi’ 111 ;)G»Y
including manpower, would also have generated a larger growt 1111 ela 9;

Statistical committees are hardly nee;led, to explain v&l}y the size o
'fgrce'; ilian labor force has been virtually static for a year when it shoul(_l have
grgv;;v by three-fourths million or more, even allowing for the growth in our
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Armed Forces. The labor force has stood still because people stop looking for
Jjobs when the jobs are not there. Counted unemployment is thus replaced by
concealed unemployment.

My 15th chart shows very clearly, going all the way back to 1910, the strong
tendency of productivity not only to advance, but indeed to advance at an ae-
celerated rate, until this advance is repressed by low utilization. I might add,
even in the face of the inadequate economic recovery, that the Chairman of the
Council of Economic Advisers has recently observed publicly that productivity
now seems to be advancing more rapidly and permanently than his group had
earlier judged, when they set their targets for economic growth, which in my
view were set too low. I submit that this earlier misappraisal was one of the
prime factors in reaching the conclusion, or at least has been avowedly one
of the factors in supporting the conclusion, that the tax-credit incentive to
business investment is needed.

Our first and foremost problem is to expand utilization in line with a rate
of technological improvement and automation and productivity now in process.
When we show our ability to meet this central and extraordinarily difficult
problem, then will be the time to reconsider national economic policies along
lines which place relatively more emphasis upon expanding our productive
capabilities, and relatively less emphasis upon expanding ultimate demand.
My 10th chart provides additional illustration of how technological progress,
during the period 1947-60, was so rapid that it resulted in a tremendously re-
duced employment in manufacturing, relative to industrial production and
relative to total national product.

My own view, therefore, is that we should first concentrate our national
economic policies upon the central task of restoring and maintaining reasonably
full use of our productive resources, both technological and human. When
we accomplish this purpose, I submit that investment, technology, and pro-
ductivity, and the growth in the labor force, will all be fast enough to sustain
an economic growth rate of 5 percent or better. Indeed, under these conditions,
the tendency of technology and productivity to accelerate their rate of growth
would probably lead to an accelerating rate of overall economic growth beyond
5 percent a year.

Thus, I submit that there is nothing whatsoever, either in the record of
history or in careful analysis, to support the recorded view of the administration
that maximum employment and production on a sustained basis would yield
only a 3% percent annual economic growth rate, and that, to get to a considerably
higher annual growth rate, the tax concession, among other measures, is needed.
As I have already shown, there has been no time, at least since 1922, when
reasonably full utilization of manpower and other productive resources in being
has not resulted in an economic growth rate substantially higher than 314
percent.

Another argument advanced by the proponents of the tax concession to in-
vestors is this: It is said that, if we want a higher average rate of economic
growth than would result automatically from sustained maximum utilization of
manpower and other productive resources, we must increase the ratio of plant
and equipment investment to total gross national product far above the levels
which would normally result merely from this sustained maximum utilization.
Let me now indicate what I believe to be the demonstrable fallacies in this line
of reasoning.

It is true that, assuming reasonably full use of resources, and growth in the
labor force determined mainly by population growth, the rate at which our
economy can grow from year to year will depend on the rate of productivity
growth, which in turn depends substantially upon the rate of business investment
in producers’ facilities. If we want overall economic growth at a 6 or 8 percent
annual rate, we need a higher rate of growth in productivity and in such business
investirent than if we are satisfied with an overall economic growth rate of
4 or 5 percent. This is obvious. But the ('ouncil of Economic Advisers and others
commit a very serious technical and practical error, when they jump from this
truism to the conclusion that a fully employed economy growing at 6 or 8
percent a year requires a higher ratio of business investment in plant and
equipment to gross national product than a fully employed economy growing at
the rate of 4 or 5 percent a year. Whatever the overall growth target may be
if it is to be sustainable, the ratio of business investment to ultimate deman(i
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depends upon the technological question of how much investment produces how
much goqu‘to be taken up by ultitnate demand. To illustrate, if a 10 percent
increase in investment adds more than 10 percent to productive capabilities, as
I believe likely in view of the new technology, then a 10 percent increase in
investment needs to he matched by a more than 10 percent increase in ultimate
demand. Under these circumstances, an increase in the ratio of investment to
total gross national product will merely produce a frequent run of general re-
cessions due to relative overbuilding, and the long-term consequence of this—
even as during the past 9 years—will be a deficiency in investinent growth,
productivity growth, technological growth, and overall economic growf:h. In
other words, a 6 or 8 percent economy requires more investment than a 4 or 5
percent economy, but it also requires more ultimate demand, and I have seen
no attempt to show why the higher overall growth rate requires a higher ratio
of investment in producers’ goods to GNP, assuming sustainable ratios at
maximum employment under either growth rate.

The reports of the President’s advisers appear to have made no attempt to
analyze in quantitative terms what would be a sustainable and, therefore, de-
sirable relationship between the growth of investment in producers’ facilities
and the growth of ultimate demand. Instead, the reports tend to support without
due qualification the widely held idea that the higher the ratio of investment to
consumption, the higher will be the rate of economic growth. To test this idea,
I ask this question: What would happen in the American economy if investment
in producers' facilities rose to 30 percent of gross national product?

Notice should also be taken of the use of correlations which do not lead to the
conclusions which they are designed to support. The reports, or the Council of
Economic Advisers elsewhere, have called attention to the fact that the ratio of
investment in plant and equipment to gross national product was higher in the
late 1940's than during the past 9 years, and that the rate of economic growth
was also higher during this earlier period. But this correlation overlooks the
point that, in the immediately postwar years, an entively different composition of
gross national product was needed than the composition needed in the more re-
cent years. A pattern suitable to transition from war to peace is by definition
nonsustainable. Further, we have no clear evidence that the 1946—48 investment
boom was sustainable ; indeed, we got into a sharp recession in 1944, and we do
not know definitively what would have happened but for the outbreak of the
Korean war in mid-1950. In any event, even if the ratio of investment to gross
national product has averaged too low during the past 9 years as a whole, there
is no reason to conclude that it might not average higher in the years ahead with-
out the proposed tax concessions, if the economy maintains reasonably full use
of its resources.

I want to say a few words more about the use, or rather misuse, in my judg-
ment, of our international balance of payments and gold problem, and the prob-
lem of our competitive position in worldwide markets, to justify the tax conces-
sion, on the alleged ground that we need a faster rate of growth in productivity
and technology, and that consequently we need to induce a higher ratio of in-
vestment to our total national product than would result nominally from rea-
sonably full use of our productive resources. I have already pointed out fully
that the surest road to improved and more sustainable levels of business invest-
ment, and to a more rapid rate of growth in technology and productivity, is to
achieve a better balance between the growth of producers’ facilities and the
growth of ultimate demand, not to distort the relationships further by ill-con-
sidered tax giveaways.

But I still need to deal with the argument that those nations overseas which
have achieved a higher economic growth rate than we have in recent years,
such as Japan and Germany, have had a much higher ratio of investment to gross
national product than we have had.

The comparisons are not valid, because if we had been bombed out to the e:tent
that Japan and Germany were, we could have sustained for a few years a phe-
nomenally high ratio of investment in capital goods to gross national product.

I believe that there is need to issue a word of warning against a wide range of
international comparisons which are now in vogue, on this whole question of the
investment-consumption relationship. Manifestly, an underdeveloped country
like India, or a relatively underdeveloped country like Israel, needs to strive for
what in our case would be a nonsustainably high ratio of investment to gross na-
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tional product. In order to achieve this, these countries must vigorously restrain
personal consumption. But this does not mean that these countries now_have
a sustainable pattern of growth; it merely means that they are undergoing a
rapid transformation from one kind of economy to another kind. Similarly, the
ratio of investment in capital goods to gross national product in the Soviet Union
during recent years has little bearing upon the desirable ratio here, although of
course the high rate of overall economic growth in the Soviet Union does have
some bearing upon how high a rate of overall economic growth we should seek
to achieve in the United States. And even the Soviets, in the years ahead, will
utilize a larger part of their total national product to lift their consumer living
standards.

As to countries like France and Italy, which recently have been growing at a
faster overall rate than the United States, these countries have needed a higher
ratio of investment to gross national product because they have been and still
are s0 far behind us in the process of general industrialization. But none of the
other countries I have referred to have countenanced a ratio of investment to
nltimate demand which is nonsustainable, in the sense of yielding recurrent re-
cessions and high idleness of plant and manpower. OQur real problem, therefore,
is to find for ourselves a ratio between investment and gross national product
which offers fair promise of utilizing our own respurces fully and steadily.
These relationships we must forge out of pragmatic analysis of our own economy,
not out of superficial analogies with other economies.

I should add also that many other exaggerations in fact, and errors in logic,
have accompanied the effort to build up an emotional support for the proposed
tax concession by the erroneous use of international comparisons. Quite aside
from the point which I have already developed fully as to how we may best im-
prove the efficiency of our own economic performance and thus compete more
effectively overseas, some of the appraisals of the extent to which our own eco-
nomic situation can be improved, by gains in our international trade position,
are vastly exaggerated. Taking into account the current dollar amount by
which our total national production or volume of national business is now
short of maximum employment and production, and taking account alsp of the
needed increases from year to year to absorb future increases in the labor foree
and in productivity, I estimate that we need a total level of national production
not far from $100 billion higher in 1963 as a whole than it was in 1960. Even if
the proposed trade program, which I favor heartily, were promptly enacted
and achieved optimum results, it would be hard to find any economist who would
think that this could add more than $2 billion or $3 billion a year to the expan-
sion of the American economy. To regard this as a major approach to the whole
problem of national economic restoration or national economic policy in the
United States, is not the tail wagging the dog: it is the flea wagging the elephant.
We are now letting misconceptions, both as to the significance and the poten-
tials of our international economic situation, to turn us absolutely upside down
in our mational economic policies——policies which, in the long run, will deter-
mine not only our economic well-being at home, but also our economic strengtn
all around the globe.

These exaggerations and distortions apply even to the comparisons made
Letween the condition and strength of our industrial plant, compared with that
in other countries. The way some figures on this subject have been manipulated
is really discouraging. Obviously, the average age of steel plants in India is
lower than the average age in the United States, hecause India not long ago had
no real steel industry. Obviously, the average age of some types of machinery
is lower in Japan and Germany than in the United States, because they were
bombed out not very long ago. If we were bombed out and then rebuilt, the
average age of our plants would be still lower. Obviously, even in countries of
Western Europe, despite wonderful gains in recent vears, they were for the most
part grossly unindustrialized per capita, or by any other tests, in contrast with
the United States, until a few years ago, and in fact still are. It is only to be
expected that these Western Iuropean countries will to some degree catch up,
and this necessarily involves their being “newer” in a lot of things because they
started later. But we should not let this draw us into any irrational panic in
our economic thinking. We are still tremendously ahead, by fair measurements,
not only in aggregate plant equipment, but also in technology. And more im-
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portant, the only way to stay ahead is to treat our own economy soundly, and
not to repeat the errors which in recent years have caused us relative to lose
groqnd where we should be holding our own.

vaally on this point, from the vie\s_'point of general economic analysis, I
want tq stress that I WQuld have no objection whatsoever, through special tax
concessions and otherwise, to encourage a rate of investment consistent with
what some would regard as a exceedingly high rate of econmmic growth, let us
say even 6 or 8 percent a year, if we deemed this to be essential in view of the
\\'f)rldvsflde strug_gle, and. if we at the.same time took measures to promote an
e}pﬂnslqn of ultlmate private and public demand consistent with a 6 or 8§ percent
growth in total national product. During the Korean war, I was a very active
proponent of special tax measures and other measures to stimulate the building
of our producti_ve base 'through investment in plant and equipment, not on the
ground that this was indefinitely sustainable, but rather on the ground that
this was the wisest way to prepare for a heavy defense burden of indefinite
duration and thus gradually to overcome inflation without permanent starvation
of our consumer economy and our peoples living standards. Some others took
a different view, but the view which I advocated prevailed, and it turned out to
be essentially correct. But the trouble in the current situation is that the pro-
ponents of the tax concession are bulls on investments and bears on ultimate
demand, in deeds if not in words, and this merely repeats the errors of recent
years.

Of course, these additional questions may be raised: Even if this tax credit
is not genuinely needed, may it not be of some utility, on the ground that the
economy admittedly needs sonie further stimulation, and that practically any kind
of lightening of the tax burden at any point has some stimulative effect? In
addition, may it not be argued that this proposed tax credit Wwould not result
in direct loss of revenue to the Federal Government, or not in very large losses,
because it is accompanied by offsetting proposals to close some specified tax
loopholes”

Granted that practically any kind of tax concession has some stimulative effect,
we are confronted with a practical situation where the desire to balance the
T'ederal budget, whether right or wrong, is manifestly holding public outlays
below the level of some of the most important priorities of our needs. This
desire for a balanced budget is also holding the general tax level at rates which
many economists, including me, believe too high in that these rates would
yield a very large budget surplus long before maximum employment and pro-
duction are attained. Under these circumstances, it is not enough to say that
the tax credit proposal would have some stimulative effect. The point I would
stress most emphatically is that the many billions of dollars of direct loss of
revenues to the Government which the tax concession would entail, over the
years, would be infinitely more valuable to the econowy if taken in the form of
other types of tax abatement, such as reducing the effective tax take on low-
income conswners, or in the form of increased expenditures for very high priori-
ties for national needs. The condition of the Federal budget leaves no room to
squander potential tax revenue to the tune of mauny billion dollars, when there
would be g0 many effective ways of using this potential revenue. In the con-
text of this argument, the proposal to close tax loopholes really has nothing to do
with the case. Whether tax loopholes are closed or not, the principle still applies
{hat tax concessions should be directed to where they will do the most good.

Turther, even while conceding that the proposed tax concession to investment
might have some immediate stimulative effect, I still main?ain that_ it w(_)uld
be highly unwise economic policy, quite apart from immed%ate considerations
of the Federal budget. In the short run, it is certainly undesirable to offer such
tax concessions for the expansion of producer facilities, at a time when these
facilities are still in large oversupply relative to ultimate demand, and when the
main inhibiting factor against business investment expansion is the concern
which appears to me legitimate that ultimate demand will not gxpa_nd suﬁiment}y
to justify such additional investment., Thus, the tax concesslon 1s un‘glmely_ in
terms of the immediate economic situation. And from the long-range viewpoint,
the tax concession would aggravate rather than moderate the established
tendency of investment in producer facilities to outrun ultimate deman.d when-
ever the economy is operating near maximuni employment and production, and
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thus exerting real pressure upon available productive facilities. In effect, tl}e
tax concession would misplace the stimulative effect in the short run, and_m
the long run would generate economic disequilibrium and therefore be depressive
and work against economic growth. .

In this broader perspective, the undesirability of the 7-percent tax concession
proposal looms very large, because it is symbolic of a more genera_l nusplace-
ment of emphasis in dealing with our economic¢ problems in their entl_re;ty.
Nor are the amounts involved small. The difference between the many billion
dollars which would be applied toward these tax concessions, as against the
same billions of dollars applied in more wholesome ways, comes to an aggregate
net effect which I submit to be of very large and lasting economic significance,

Before closing my discussion of investment and economic growth, I should
like to comment upon the monumental study recently completed by the distin-
guished economist, Simon Kuznets, entitled “Capital in the American Economy.”
This study has been used, in some quarters, to support the thesis that the U.8,
economy has suffered from a long-term deficiency in savings, that this in turn
has worked against an adequate long-term level of private investment in the
means of production, and that this in turn has worked against an adequate
long-term rate of economic growth.

It is impossible in short space to evaluate thoroughly the Kuznets study.
In brief, while it is an invaluable gathering of useful data, I do not believe
that its desecription of what happened in the long run is accompanied by com-
parable analysis of why the economy behaved as it did; that is, by equilibrium
analyses. To say that savings and investment were deficient in the long run,
even if true, does not reveal the reasons for these deficiencies, nor reveal whether
these longrun deficiencies may not have been the result of periodic deficiencies
in ultimate demand which caused savings and investment to behave in an erratic
fashion, swinging between periods of excess and periods of deficiency. The study,
with its long-range focus, does not attempt much analysis of the successive
shorter range or cyclical variations in the economy which add up to the long-
range performance. These cyclical variations must be examined very carefully,
if one seeks to draw policy conclusions from the long-range description.

In any event, the Kuznets volume hardly touches upon the record during the
most recent years, and not at all upon the current economic situation, and these
periods are probably much more relevant to current policy issues than the very
long-range trends or the distant past. I would venture the strong guess that
Dr. Kuznets, careful scholar that he is, would be the last to argue that his book
can provide important guidelines as to whether a 7-percent tax credit now to
stimulate investment in producer facilities would be wise or unwise.

I am sorry that I have been so critical, for I am in sympathy with the aims
of the administration. I have a high personal regard, and a high professional
respect, for the three members of the present Council of Economic Advisers.
These comments go double with respect to the President of the T'nited States,
whose problems both domestic and international, both substantive and politieal,
would be so close to unbearable if the bearer were not so strong.

Yet I cannot avoid the conviction, especially in the light of the nature and
failings of the economic upturn in process since early 1961, that unless we
alter our course and profoundly reshape our economic thought and action—and
here this committee of the Congress can be of immense help—we shall register
an economic growth rate during the next few Years not appreciably better than
the average since 1953. If this should happen, in view of the new technology
and the rapid g}‘Owth in the labor force which lie ahead, our idleness of 1»1;11ft
and manpower in the years to come would average very much higher than in
recent years, as shuvyn by my 16th, 17't1_1, and 18th charts. Our domestic defaults
would worsen ; our international position would become critical indeed. There-
fore, I feel that some of us must assume the unpleasant task of being sincerely
critical, even if it would be more pleasant to remain silent, '
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CROWTH RATES, US. ECONOMY, 1922-1961

Average Annual Rates of Change in Gross National Product
In Uniform 1960 Dollars

LONG-TERM OEPRESSION ERA WAR ERAS LONG-TERM

"HISTORIC" 95% "HISTORIC"

Exc Depression
and Wor Eras

34% 36%

192261 193947 193945 95052 192276
{ Exc 1929-47
and 1950-52)
PERIODS OTHER THAN DEPRESSION OR WAR PERIOD OF PEACE
AND WAR
46% .
36% 42%

1922-61 1922-29 1947-50 1953-61 1947-53
LONG-TERM POST POST POST
"HISTORIC" WORLD WAR I WORLD WARI  KOREAN WAR

{ Exc 1929-470nd 1950-52)
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GROWTH RATES, U.S.ELCONOMY, 19531967

Average Annual Rates of Change in Gross National Product
In Uniform 1960 Dollars

BOOMS, STAGNATION, AND RECESSIONS, 1953 -196I

\
\

N

2nd Qtr. 1960-  3rd Qtr. 1960-  4th dfr. 1960-  2nd Qtr. 1960-
3rd Qtr. 1960  4th Qtr. 1960  Ist Qtr, 196! Ist Qtr. 1961

(Annugl Rotes}
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THE CHRONIC RISE OF IDLE MANPOWER

7, 4
1953 1954 1955 1956 1957 1958 1959 1960 196! 4:3 g"
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TOTAL OF THOSE UNEMPLOYED
SHOWN BY CATEGORY, 1961

{ All Cotegories Add to 100 Percent)

WHOLESALE AND I DURABLE GOODS

SERVIGE INDUSTRIES
RETAIL TRADE I MANUFACTURING
@ 164% @ 174%
: RSSO 3

CONSTRUGTION , NONDURABLE GOODS TRANSPORT. AND
MANUFAGTURING PUBLIC UTILITIES

] |
@ 1.7% l %j 11.3% ’
|

4.9%

AGRIGULTURE SELF-EMPLOYED AND ' PUBLIC ADMINISTRATION
UNPAID FAMILY WORKERS

3.7%

FINANGE, INSURANGE FORESTRY, FISHERIES | PERSONS WITH NO PREVIOUS

AND REAL ESTATE | AND MINING WORK EXPERIENCE
@ | % [ @ 12.2%
e | B
| — R
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THE GROWING VOLUME OF IDLE PLANT
AND MACHINES~1954-|961

PERCENT OF PLANT CAPACITY IDLE V

‘ NONELECTRICAL ELECTRICAL AUTOS, TRUCKS
MAGHINERY MAGHINERY and PARTS
28%
231% 26%
135% 14%
“1954-1960  SEPT 19541960 SEPT “o5ame0  SEPT 1954-1960  SEPT
Annual Average 1960 Annucl Average 960 Annual Average 1960 Annual Average 1960
OTHER TRANSPORTATION GHEMICALS PAPER and PULP RUBBER
EQUIPMENT
26.4% 27%
23%
183%
144 % 15%
7.3% 0%

1954-1960 SEPT. 1954-1960 SEPT 19541960 SEPT 1954-1960 SEPT
Annual Average 1960 Annual Average 1960 Annual Average 1960 Annual Average 1960
STONE, CLAY ond GLASS‘ PETROLEUM FOOD and BEVERAGES TEXTILES

S REFINING
2% |
74% i 7% 7re 9%
10.3% S 1t7% 12%

1954-1960 SEPT 1954-1960 SEPT 1954-1960 SEPT 1954-1960 SEP’T

Annual Average 1960 Annual Average 1960 Annual Average 1960 Annual Average 1960

PERCENT OF CAPACITY IDLE IN BASIC SECTORS, LATE 196!

19%

8%
' ‘
INDUSTRIAL MANUFACTURING
PRODUCTION CAPACITY? CAPACITYV
3rd QUARTER (SEPTEMBER)

Grow Hill Annual Surveys, g‘(}nwumy of
h U

L
Source of Bosic Data Mc
(4 it
Pennsy
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LARGE NATIONAL ECONOMIC DEFICITS

DURING 9
TOTAL MAN YEARS
NATIONAL | OF EMPLOYMENT
PRODUCTION

wone

$344 Billion
Too Low

Dollar {tems in 1960 Dollars

22.4 Million
Too Low

PRIVATE
BUSINESS
INVESTMENT

(Inc/ Net Foreign}

$90 Bitlion
Too Low

-YEAR PERIOD 1953- 196l

PRIVATE
AND PUBLIC
CONSUMPTION ~/

$254 Billion
Too Low

.. .THESE HAVE LED TO LARGE LOSSES
TO ALL ECONOMIC GROUPS

AVERAGE
FAMILY INCOME

(Multiple Person Families)

v

on ]

34, respectively)

FARM WAGES AND
OPERATORS' SALARIES
NET INCOME

i

—wWro

$55 Billion $228 Billion
Too Low Too Low

UNINCORPORATED
BUSINESS AND
PROFESSIONAL

INCONE

$18 Billion
Too Low

L aoo TP W

@8 plus government {federal, state, ond
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DEFICIENT "DEMAND"OR SPENDING
ACCOUNTS FOR
DEFICIENT TOTAL PRODUCTION (GNP)

Bitlions of 1960 Dollars

1953-1961
Annuol Average 1956 1958 1959 1960 1961

207 |32,

~Deficiency In /),
Public Qutlays for|
£Goods ond Services

£244

085555

. 220 \
Stagnation”
Year Deficiency 1n Consumer

¥ Expenditures

100

382

/ 514
138

53 8 Boom

% Year” _/_Z

607 / Deficiency in Gross
6!l “g tagnation- Privote Investment
"Recession Recession”
Year Year
207
Deficiency in Total
155 Nationol Production (GNP)
“Recession-
Boom'

Year
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1962 and 1963 Goals Compared with Estimated 96!
Dollar Figures in 1960 Dollars

GOALS FOR 1962 AND 1963, CONSISTENT
WITH LONG-RANGE GOALS THROUGH 1965

uP up
$2 Billion  $4 Biltion

1962 1963

up
uP $2) Billion
$12 Billion
1962 1963

up
$9 Billion

up
$5 Billion

1962 1963

EMPLOYMENT UNEMPLOYMENT TOTAL PRODUCTION CONSUMER
(in millions of man-yeors) (in mtilions of man-years) ol o UP $96 Billion SPENDING
up P%m )
53 1962 1963 £5 s
" =
4 up o
o $55 Billion &
ok .
1963 1962 1963 1962 1963
FAMILY INCOME WAGES and SALARIES NET FARM INCOME TRANSFER
(Average) PAYMENTS
$||59
- uP
$ Billion
upP up
uP uP
$4 Billion 2 Bilon $5 Bitlion 322
1963 1962 ] 1963 1962 1963 1962 1963
BUSINESS ond GROSS PRIVATE RESIDENTIAL PUBLIC OUTLAYS
PROFESSIONAL DOMESTIC NONFARM FOR GOODS and
INCOME INVESTMENT CONSTRUCTION SERVICES
>
(Calendar Years)
i FEDERAL
(Sﬁ@ i .
L

up $114 Biflion
$7.4 Billlon =z

1962 1963

STATE and LOCAL
uP
$5.3 Billion

[
1963

upP
$2.8 Billion

AN
1962
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FLUCTUATIONS IN GNP AND
IN TYPES OF INVESTHMENT, 1953-/961

{Quarterly Data, Seasonally Adjusted Annual Rates)
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GROSS PRIVATE DOMESTIC INVESTMENT WAS
DEFICIENT DURING 1953-'61 AS A WHOLE

AVERAGE ANNUAL GROWTH RATE AVERAGE ANNUAL DEFICIENCY
1953-1961 1953-196!
in 1960 Dolfars % In Billions of (960 Dollors
4.4%
1.5%
NEEDED ACTUAL 100

BUT AT TIMES INVESTMENT FAR OUTRAN
CONSUMPTION; THIS LED TO RECESSIONS
AND CORRECTIVE INVESTMENT SHRINKAGE

T Total Gross Private Domestic Investment

Hl ota! Private Consumption Expenditures
Plus Total Public Outlays (Federat, State
andl.ocal) for Goods ond Services

up up
123% 1.0 %
1956-1958 Ist QTR .- 4th QTR.1960
up P up P
O, L)
3.5% 25% \ 3.5% e
1954-1956 1958 ~1960
DOWN
10.9%
DOWN
23.0%

AVERAGE ANNUAL RATES OF CHANGE , 1960 DOLLARS
82190 6116 @690
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PRICES AND PROFITS ENCOURAGE VERY
HIGH INVESTMENT UNTIL CONSUMPTION
DEFICIENCY PUNCTURES THE BOOM

The Investment Boom Before the |1957- 1958 Recession

First Three Quarters 1955

First Three Quarters 1957

. | .
W Prices,~ Profits after Toxes: Y m Investment in Plont and Equipment*’”

up
182%
up
up
26% 59%
el LR e

Processed Foods and
Kindred Products

up
110.0%

up  282%
upP 21.7%
14.4% |-

Bl

Petroleum and
Coal Products

75.4%

Chemicals and
Allied Products

upP
16.9%

I &

Electrical
Machinery

Non-Electrical
Machinery

b Bureou of Labor Statistics , (U S Dept of Labor), Commodity Wholesale Price Indexes

G

, Profit E

< secunhes and Exch

Y gecurities and Exchange Commission estimates of expenditures for plant and squipment
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HIGH INVESTMENT FEASIBLE AT TIMES
DESPITE REDUCED PRICES AND PROFITS

The Investment Boom Before the 1960-1961 Recession
First Half 1959 — First Half 1960

3
(] Prices;” Il Profits offer Taxes? I 'nvestment tn Plant and Equipment ¥

up !
56.1%

DOWN  DOWN
09% 1.6%
DOWN
284%
PROCESSED FOODS AND IRON AND STEEL PETROLEUM AND
KINDRED PRODUCTS COAL PRODUCTS

DOWN

8.2%
CHEMICALS AND ELECTRICAL NON-ELECTRICAL
ALLIED PRODUCTS MACHINERY MACHINERY

L U's Dept of Labor, Bureau of Labor Statistics, commadity wholesale prics indexes
2/ Sacuries and Exchange Commussion, profit estimotes
3/ Securlties and Exchange C , estimates of

far plont and eq
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TOTAL FUNDS USED BY CORPORATIONS
HAVE INCREASED

Billions of Current Dollars

36.9
287
1947-1953 1953 -196I
Annual Average Annual Average

PORTION OF THESE FUNDS USED FOR
PLANT AND EQUIPMENT HAS GROWN

76.7%
7.3%

1947 -1953 1953 -196!
Annual Average Annual Average

PORTION OF CORPORATE FUNDS DRAWN
FROM INTERNAL SOURCES HAS RISEN

- Depreciotion and Amortization - Retamned Profits and Depletion Allowances

65.8 % 017

1947-1953 1953-1961
Annual Average Annual Average

———

82190 O—62—pt. 8——5H
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DEFICIENT RATE OF GROWTH IN
PRIVATE CONSUMER SPENDING, 1953-196l

Rates of Change 1n 1360 Dollars
BBEY Needed Rate of Growth §7Z] Actual Rate of Growth

|
|
|
!
|
I
:
|
I

1953 - 1961
Annual Average

$220 BILLION CONSUMPTION DEFICIENCY,

1953-1961 AS A WHOLE, REFLECTED EVEN
LARGER CONSUMER INCOME DEFICIENCY

Bithons of 1960 Dollars

Deficiency in Deficiency in Deficiency in Shortfall 1n Deticiency in
Consumption + Consumer = Consumer Income + Taxes Paid by & Consumer Income
{Consume enditures) Sovings After Toxes Consumers Before Taxes
33 43

4

296

253

DEFICIENGCIES IN WAGES AND SALARIES
AND IN FARM INCOME ACCOUNT FOR MOST
OF TOTAL CONSUMER INCOME DEFICIENCY

Billions of 1960 Dollars

“Recession-
1953-1961 1953-196!  “Boom"  “Recession”  “Boom"  “Stagnation-  Boom"
As o Annugl Yeor Year Year  Recession'Year Year
Whole Average 1956 1958 1959 1960 1961

DEFIGIENGIES
——In Wages and Salaries

In Farm Proprietor's

KX y Net Income
3 4 ,..zg / In Other Personol
296 548 ,, iR Income
v Other personol Incoma shows net $0 2 surplus 660 /ln Total Gonsumer

Income Before Taxes



3359

REVENUE ACT OF 1962

Economy

THE RECORD 1910-196/

Averoge Annual Rate of Productivity Growth
for the Entire Private

TRENDS IN OUTPUT PER MAN-HOUR
-OR PRODUCTIVITY -1910-1961

THE RECORD SINCE WORLD WAR IT AND RECONVERSION

o

x 2
QGV.MC &
S




IIIIIIIIIIIIIIIIIIIII

BENEFITS OF HIGH GROWTH RATE
IN TERMS OF PRODUCTION

1962 - 1965

otal Not'l. Production(G.N P.
At High Growth Rate
..........................
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BENEFITS OF HIGH GROWTH RATE
IN TERMS OF EMPLOYMENT
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Civilian Employment
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ALTERNATE EMPLOYMENT TRENDS,I960-'65,
AT HIGH & LOW OVERALL GROWTH RATES

Index: 1960=100
U] High Overall Economic Growth Rate
Low Overall Economic Growth Rate
TOTAL CIVILIAN l TOTAL NONFARM I MANUFACTURING ‘ MANUFACTURING

EMPLOYMENT | EMPLOYMENT l (Al Workers) l {Production Workers)
(ANl Workers) (Wage and Salary Workers)

% 3o%

CONTRACT TRANSPORTATION AND
CONSTRUCTION , PUBLIC UTILITIES
(Wage and Salary Workers} ,{ Wage and Salary Workers)

(Wage and Salary Workers) {Wage and Salary Workers)

o ’ s
3.0% } G‘l F
up @ﬁ{
‘ 26%
k DOWN
‘ 13%
FINANCE, INSURANCE ’ SERVICE AND ‘ GOV'T, FEDERAL, TOTAL CIVILIAN

AND REAL ESTATE MISCELLANEOUS STATE AND LOCAL UNEMPLOYMENT

(Wage and Salory Workers) ‘(Wage and Salary Workers) I(Woge and Salary Workers) | (Note Different Scale)

Eia7 | Siv7 s
% )

UP
| 82.1%
I 20.6%

Ve \

I29%

DOWN
436%
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DIFFERENCES IN RESULTS OF HIGH AND
LOW ECONOMIC GROWTH RATES, 1962-1965

Bold Face - Differance in 1965  /falics - Differance for four year period as a whoke
Dollar figures in 1360 dollars

EMPLOYMENT TOTAL CONSUMER PERSONAL
(In milhons of man-years) PRODUCTION SPENDING INGOME
6.0
7.8

UNEMPLOYMENT ¥

{In mlllions of man-years) ol

===

60 Q=

4'9 %

"7 _
$103 Billion $63 Billion $79 Billion
$296 Billion $166 Billion $229 Blllion

FAMILY WAGES and NET FARM TRANSFER
INGOME SALARIES INCOME PAYMENTS
{Average)

$1.250 $53 Billion $13.5 Billion $ 11 Billion
$3.700 $157 Billion 3 38 Billion $30 Billion
BUSINESS and GROSS PRIVATE RESIDENTIAL FEDERAL, STATE, AND
PROFESSIONAL DOMESTIC 2 NONFARM LOCAL GOV'T OUTLAYS
INCOME INVESTMENT CONSTRUCTION FOR GOODS AND
SERVICES

0.

&

g P
=]

-

’f

3
(]

$5.3 Billion $ 25 Billion $10.5 Billion
$13 Billion $ 68 8ilfon $3/ Billon

$ 15 Billion
$42 Bitlion

Yy High growth rate would draw more persons into the lobor morket than low growth rate
2/ Including net axports of goods and services
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'The Cratraran. The next witness is Mr. E. V. Huggins, executive
vice president of Westinghouse Electric Corp.
Please proceed, Mr. Huggins.

STATEMENT OF E. V. HUGGINS, EXECUTIVE VICE PRESIDENT,
WESTINGHOUSE ELECTRIC CORP.

Mr. Huceins. My name is E. V. Huggins and I am executive vice
president, associated activities, of Westinghouse Electric Corp. I am
responsible for overall direction of Westinghouse foreign operations.

I am here to urge that the tax laws not be changed in a way which
would impair the ability of Westinghouse to continue its vital business
of exportmg American-made goods and services to foreign markets.

Westinghouse has always had as a basic objective the export of the
maximum amount of Westinghouse products manufactured by more
than 105,000 employees in 100 plants all over the United States. This
export program is supported by our extensive efforts in research and
development to maintain and improve our competitive position.

In order to strengthen our selling effort abroad, Westinghouse has
a foreign sales subsidiary. This subsidiary sells and services U.S.-
made Westinghouse products and license agreements in oversea mar-
kets from offices in 14 countries of Europe, Africa, the Near East, and
Far East. The income of this subsidiary is an important source of
capital to provide vital long-term tinancing for these export sales.

As a matter of basic overall policy, we do not build and operate
Westinghouse-owned plants abroad. The wisdom of our policy to
export and not manufacture abroad has been demonstrated time and
again by the very successful results obtained for Westinghouse, its
employees, and the Nation asa whole.

Our foreign operations are being conducted in a manner which
promotes important national objectives. President Kennedy stated
recently to the Congress that—

An expanded export program is necessary to give this Nation both the balance-
of-payments equilibrium and the economic growth we need to sustain our share
of the Western military security and economic advance.

He has stressed the importance of exporting to help combat inflation
and unemployment.

According to Secretary Dillon, “Expanding our export trade has
become an urgent national need.” He advised the Ways and Means
Committee that—

Our outlays abroad for the national defense, aid, and investment are large and
continuing. If these payments are to be met the United States must export more.
No one can disagree with these statements. However, unless our tax
legislation conforms to this policy, these national objectives cannot be
attained. ) i i

Westinghouse manufactures in the United States a great variety of
electrical products and carrently exports about $175 million of those
products annually. During the last decade the dollar volume of West-
inghouse exports has almost doubled. This rate of growth of exports
was many times that experienced by the U.S. electrical manufacturing
industry as a whole and substantially greater than the growth in U.5.

exports generally. |
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A large portion of Westinghouse exports is heavy electrical equip-
ment and our company accounts for a substantial percentage of total
UT.S. exports of these products. ) .

Exports play some part in practically all Westinghouse activities.
Exports were directly responsible for the employment of an estimated
10,000 Westinghouse employees in the United States in 1961. These
employees, most. of whom are heads of families, earned an annual
payroll of about $77 million. In manufacturing products for export,
Westinghouse in addition incurs costs and expenses, such as the pur-
chase of materials and supplies from U1.S. firms and the payment of
local taxes, amounting to many millions of dollars annually, which
provides additional U.S. employment.

One of the most important reasons for thé marked increase in West-
inghouse exports has been the ability of Westinghouse to extend long-
term credit to 1ts foreign customers providing for payment over 5 to
12 years.

The need of long-term credit in making sales to foreign customers
has greatly increased in recent years. The worldwide competitive
situation has demanded that Westinghouse extend liberal long-term
financing to foreign customers, primarily in the underdeveloped areas,
n order to obtain business. It is no longer just price and technical
superiority, but also credit terms which bear strongly on competition
for foreign business.

This competitive pressure on Westinghouse to extend additional
credit to foreign customers comes not only from American producers.
Foreign producers and foreign government agencies have been increas-
ingly willing to extend long-term credit. In particular, the major
Western European countries have shown themselves quite willing to use
credit as the means of obtaining sales. If American electrical pro-
ducers, such as Westinghouse, are to obtain an increasing volume of
foreigm orders, they must themselves participate in liberal credit terms.

During the 9-year period 1953-61, the dollar amount of annual for-
eign orders booked by Westinghouse almost doubled, rising from $91.6
to $176.6 million. At the end of 1961 the total dollar amount of TWest-
inghouse long-term credit outstanding or committed was $100 million
almost eightfold the $13.4 million at the end of 1953.

During the period 1953-61, Westinghouse obtained foreign orders
of over $240.2 million in which Westinghouse long-term credit was
imvolved. Of the $240.2 million, $141.2 million represented long-term
credit. This meant that each $100 of sales obtained through the exten-
sion of credit required that Westinghouse supply $59 n long-term
credit, or that $100 of long-term credit gave rise to $170 in export
sales. Furthermore, it should be noted that over 90 percent of this
long-term financing has been for customers in less developed countries.
Obviously, the risk of loss is much ereater in such countries than in
stable countries.

The problem today is to find capital for long-term financing of ex-
ports. ~Asindicated, one important source of capital to finance West-
mghouse foreign sales has heen the income of its foreign sales subsid-
lary. Since under present law such income is not subject to 11.S. tax-
ation until it 1s returned to the parent as a dividend, and is subjected
to moderate foreign taxes, the foreign subsidiary is able to devote its
income to financing U.S. exports. At the end of 1961 the retained
foreign income of our foreign sales subsidiary was used almost. en-
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tirely to finance export sales from the United States. If the undis-
tributed foreign source income of the Westinghouse oversea sules sub-
sidiary 1s subjected to U.S. income tax, the amount of retained earnings
available for extension of credit would be seriously decreased. This
would adversely Affect export sales. It would adversely affect employ-
ment and the income of our employees and of the communities in which
they live, reduce our purchases in the United States and reduce U.S.
and local taxes which flow from these transactions.

_ Such an unfortunate result can be averted by specifically continu-
g to exclude from current .S, taxation any income of foreign sub-
sidiaries which is used to finance export sales from the United States
so long as It continues to be so used.

Credit provided by a foreign subsidiary to finance exports from
the United States is a positive aid to the U.S. balance of payments.
An amount mvested in manufacturing plant facilities in a less devel-
oped country does not improve the balance-of-payments problem
nearly as much as the use of an equivalent amount to finance the ex-
port of U.S. goods. Therefore, if the income of a foreign subsidiary
invested in such a plant is not to be subjected to current U.S. taxation
as provided by H.R. 10650 such income used for financing 1.8, exports
should not be given less favorable treatment. Indeed, even if the in-
come of a foreign subsidiary invested abroad is subject to current U.S.
taxation, income used to finance U.S. exports should not be so taxed.

Secretary Dillon told this committee on April 2, 1962, of two impor-
tant advantages of the President’s recommendations on the tax treat-
ment of foreign income and investment. He stated:

They will promote domestic capital formation and employment and thus stim-
ulate economic growth in this conntry. * * * [And] Implementation of these
recommendations will also contribute to improved balance-of-payments position
for at least the next 10 to 15 years, when we expect we will most need that
improvement.

A foreign subsidiary which sells abroad U.S. manufactured products
and which uses its earnings to finance such export sales clearly achieves
the advantages urged by Secretary Dillon. It improves the balance
of payments and ncreases economic activity and employment in the
United States. In the case of heavy equipment, credit is becoming
the difference between making the sale or losing it. T1.S. taxation of
the earnings of such a foreign sales subsidiary would reduce its ability
toextend eredit to the detriment of [7.S. exports.

Therefore, the provisions of H.R. 10650 should be clarified so that
section 13 (dealing with controlled foreign corporations) provides
that the foreign income of a foreign sales subsidiary (whether it op-
erates on a purchase or resale or a commission basis) used to finance
export sales from the United States shall not be subject to current
.8, tax. )

This should be accompanied by a clarification of section 6, amending
section 482 of the Internal Revenue Code, which gives the Commis-
sioner of Internal Revenue broad power to reallocate income between
related businesses, so as to give assurance of a reasonable allocation of
income to the foreign sales subsidiary where it performs significant
selling activity abroad essential to the making of export sales.

The CramyaN. Thank you very much, Mr. Huggins.

The next witness is Mr. David Flower, Jr., chairman of the Tax
Committee of the Electronic Industries Association.
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STATEMENT OF DAVID FLOWER, JR., CHAIRMAN, TAX COMMITTEE,
ELECTRONIC INDUSTRIES ASSOCIATION

Mr. Frower. Mr. Chairman, Senators, my name is David Flower, Jr.
I am director of tax affairs of the Raytheon Co. Iam appearing today
to testify in behalf of the Electronic Industries Association and its tax
committee, of which I am chairman. ) ) )

Electronics is the fifth largest manufacturing industry in the United
States, having an annual production in excess of $10 billion. Al-
though the association’s membership of 350 members accounts for an
estimated 80 percent of the total industry’s sales, nearly two-thirds
of its members qualify as “small business” under the definition of the
Small Business Administration.

As an industry having the largest potential growth of all industries
in the United States but at the same time severely handicapped by the
heavy impact of imports, we are extremely interested in H.R. 10650.

While most of my testimony will be directed to the foreign income
provisions of the bill, I should first like to state the EIA’s position on
the incentive investment tax credit.

INVESTMENT INCENTIVE CREDIT, SECTION 2

ETA, based on action of its tax committee with the overwhelming
approval of its board of directors, went on record before the House
Ways and Means Committee and the Joint Economic Committee as
strongly supporting the credit. We wish here to reaffirm that sup-
port.  EIA firmly believes that enactment of the credit, accompanied
by announced plans of the Treasury to reform depreciation allow-
ances, will contribute greatly to the Nation's industrial moderniza-
tion and expansion, stimulate economic growth and enhance the ability
of American business to compete with foreign industry which for
many years has had the benefit of investment incentive through vari-
ous allowances in excess of regular depreciation.

FOREIGN ASPECTS OF BILL, SECTIONS 6 AND 13

EIA opposes sections 6 and 13 as being ill advised, unfair, unwork-
able, and, I might add, unconstitutional.

It is our firm view that section 13 will reduce exports from the
United States. Secretary Dillon's stated purpose for the foreign
provisions of H.R. 10650 1s to discourage the establishment of foreign
manufacturing enterprise by American corporations. The theory is
that this will result in expansion at home and increase in direct exports
stead of foreign manufacture. This theoretical result is based on
faulty knowledge of export trade.

e
INVESTMENT ABROAD STIMULATES BUSINESS IN THE UNITED STATES

It is our experience that electronic companies have established manu-
facturing subsidiaries abroad to combat a situation of dwindling ex-
port sales from the United States. To quote from the report ofg one
member company :

The primary reason for the steady decline in export of radars }
increased effectiveness of European (mostly British) competitiolns. 1zst ?ggntige
the decision was made to attempt manufacture in Furope, imported equipment:
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from the United States were facing approximately a 33-percent price differential
for essentially the same competitive performance. Our share of market had
?allen frqm nearly 80 percent to only about 5 percent. Our Italian manufactur-
ing bgse is permitting us to compete effectively and is also contributing to sub-
stantially increased exports from the United States through the supply of com-
ponent parts for inclusion in the manufactured product. These umounf: to about
one-third of the cost of parts and miaterials used.

Our company members have repeatedly found that the establish-
ment of European manufacturing subsidiaries has resulted in exten-
SSlZet export of parts and components manufactured in the United

ates.

In competition with British, German, Italian, French (high tax
country) manufacturers, American companies have manufacturing
subsidiaries in those countries and in some cases use Swiss trading
companies to market the product thus manufactured abroad, along
with those manufactured at home. The European manufacturers use
Swiss subsidiaries as do Americans. Until we decide that it is really
the foreign trade policy of the United States to become isolationist,
except for the underdeveloped countries, this competitive situation
should not be disrupted.

Senator Gore. Mr. Chairman, could I ask a question there?

The CratrMaN. Senator Gore.

Senator Gore. Mr. Flower, you say that the recommendations of
the Treasury would lower exports, then you cite a report from a mem-
ber of your organization. You use Great Britain as an example.
Would you tell us just how sections 6 and 13 are going to affect an
American subsidiary manufacturing plant in Great Britain?

Mr. FLower. Senator Gore, I think you misunderstood my refer-
ence to Great Britain.

I said the competition came from Great Britain. 1 was alluding
to the entire European market.

Senator Gore. All right. 1 will take it on that basis.

Mr. FLowER. Yes.

Senator Gore. You named France, Great Britain, the other high
tax countries. 1 see you named Great Britain, Germany, Italy,
France.

Will you explain just how, as you have asserted to this committee
would be the case, section 6 and section 13 applied to an American
manufacturing Sui)sidiury in these countries, would reduce exports
from the United States?

Mr. FLower. My reference, Senator, is to this: It is to the theory
that we should bring, force our American manufacturers out of Europe
which, I believe, the Secretary stated in his testimony before this
committee, and that this provision would do this.

He statod at the time that he preferred to do it by means of this
type of tax rather than by what England has used, direct exchange
controls.

Senator Gore. Well, Mr. Flower, several witnesses before this com-
mittee have made assertions similar to the ones you have made.

T have been waiting for the proper opportunity to ask someone to
demonstrate it.

Tt seems to me since you have made the flat assertion you would be
prepared to demonstrate it.
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Now, let us assume, as you have stated here, subsidiaries in Great
Britain or any one of the other countries you have mentioned. How
would sections 6 and 13 affect these plants? Let us begin with that
and then we will see how they affect exports.

What is the tax rate in Great Britain ? '

Mr. FLower. Well, these are all high-tax countries.

Senator Gore. All right.

Mr. Frower. Equal or approximately equal to ours.

Senator Gore. And the Secretary has not recommended repeal of
the foreign tax credit.

Mr. Frower. That is correct.

Senator Gore. What is the tax rate in Great Britain ?

Mr. Frower. It is 5234 percent, 533/ percent. o

Senator Gore. Then you would get credit for the taxes you paid in
Great Britain on your tax liability in the United States.

So how much more taxes would you pay as a result of sections 6
and 13 on your foreign subsidiary earnings in Great Britain?

Mr. Frower. Senator Gore, this is precisely the statement that
members of the Secretary of the Treasury’s Office have made to me.
What it fails

Senator Gore. Would you answer my question ?

Mr. Frower. Yes; I am attempting to.

What it fails to take into account is the tremendous burdens, almost
insuperable burdens, of accounting, both abroad and here that any
effective enforcement of the bill will put onto manufacturers.

Let me give you an example.

Senator Gore. Will you give me a categorical answer, first, and then
you can explain it. What additional taxes would this bill levy on the
profits of your manufacturing subsidiary in Great Britain? Any?

Mr. Frower. Can I jump ahead to examples I would be giving a
Iittle lateron? I will give them to younow.

Senator Gore. Can you give me the amount ?

Mr. Frower. Yes. This bill, I think what you are saying, Senator.
1s if we are going to pay the same taxes that we paid, in other words,
what difference does it make?

Senator Gore. I am trying to analyze the assertions you and many
othershave made.

Mr. Frower. All right. We are going to pay more than the Eng-
lish rate or the American rate.

For example, suppose we have losses one year, then profits, and then
losses another year. TUnder this bill we are going to be paying taxes
under many circumstances on the profits, with no recognition of the
losses as they are recognized under our American tax system.

This could lead to not a 53-percent rate but 150-percent rate.

Senator GGore. Let us assume that you have a profitable operation.
Let us assume that next year your manufacturing subsidiary in Great
Britain has a net profit of $1 million, and that this bill is passed and
your parent company is required to pay taxes on the earnings of its
foreign subsidiary. How much additional taxes would this bill levy
next year on the profit of $1 million you have realized from the activ-
ities of your British subsidiary?

Mr. Frower. Under the example you give, Senator, nothing.

Senator Gore. Nothing. =
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All right. TLet us go to the next step. How is that going to dis-
courage exports from the United States?

Mr. Frower. Well, Senator, the example that you give is not the
only example, and immediately before your giving it I gave an exam-
ple of a situation where there would be 150 percent or greater tax,
effective tax, but that is not the point that I was getting, to really.

I would just as soon hold that a little later. The point I was mak-
ing is that the thought it you can force American industry to manu-
facture only in the UTnited States that you will thereby increase your
exports cdoes not bear out the experience of the electronies industry.

We have had in this report, for example, a case of dwindling ex-
ports, and we have gone to manufacturing in Europe only to combat
the loss of market that we have faced.

Senator Gore. I am willing to take any point you like if you would
be willing to respond to my questions, and particularly this one. T
would appreciate it.

You said the provisions of this bill applied to your parent corpora-
tion next year, based on earnings of its foreign subsidiary in Great
Britain of $1 million, would result in no additional taxes whatsoever.

But you have proceeded to tell us that in some way this bill is going
to reduce the exports of your industry.

Just how, will you tell me, would this bill, in this case which T have
stated to you, discourage or harm exports from the United States of
parts to your subsidiary in Great Britain ?

Mr. Frower.  Well, I think, Senator, that T did not make that state-
ment at any time. I at no time said that this bill would harm ex-
ports to a company from here to our subsidiary. What I said was
that where we have a manufacturing company abroad, we find that
we sell many component parts to this foreign company, and if you
were to draw—if you were to force us home, if you were to force us
home, let me repeat, this market would be lost as well; that was the
point I was making.

Senator Gore. We are not talking about a law that is going to force
you to liquidate your British subsidiary. We are talking about the
law that would require you to pay no additional taxes on the $1 mil-
lion profit made by your British subsidiary.

Mr. Frower. Since we are talking England, may I give you an-
other example about England that may answer your question ?

Senator Gore. If you will let me proceed for just a moment you
may.

Mr. Frower. Yes; I'm sorry.

Senator Gore. How, I ask you, is this bill going to discourage the
export of component parts to the subsidiary, assuming that it is a pro-
fitable undertaking? It made $1 million profit last year. You ex-
ported some of your component parts there.

Presumably, your parent corporation made a profit in the export
of those component parts. Therefore, it is profitable at home; it is
profitable in Great Britain; it levies no additional tax on you.

How, pray tell me, are exports of component parts to your British
subsidiary going to be discouraged? )

Mr. Frower. Well, I think the one place we differ, Senator, is your
assumption that it levies no additional or higher taxes upon it.

Senator Gore. You gave me an answer to that. You said
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Mzr. Frowsr. I said only in one instance, and 1 gave you another
one the other day.

Now, let me give you another one.

Senator Gore. All right. )

Mr. Frower. One of our companies purchased an English elec-
tronics company this past year. )

This electronics company in England is a holding company.

Senator Gore. Had it suffered a loss or a profit ?

Mr. FLower. At present it is not. I think it is beside the point,
but at present it is a Joss company, at the present.

Senator Gore. You bought some losses?

Mr. Frower. No. I am not talking about that. This holding
company has——

Senator Gore. As a matter of fact, whether you are talking about
it or not, it is a fact.

Mr. Frowrr. I just want to give you an answer to your original
question. This company has operating subsidiaries, a number of
them, the English company in England. There is a corporate pattern
in England.

Senator Gore. Do any of these subsidiaries have an affiliate relation
with, or are they owned by, a tax-haven subsidiary?

Mr. Frower. No; none whatsoever.

Senator Gore. Good.

Mr. Frower. This company is a holding company in England, and
it has a series of English operating subsidiaries making electronics
equipment. This is a system that we find in England, holding com-
pany in England, subsidiaries in England manufacturing.

Senator Gore. How old is the concern?

Mr. Frower. Frankly, I do not know. It is a good many years old.
Tt is not a new company.

Senator Gore. It has been a successful one, then ?

Mr. Frower. Not too successful. The reason the company, the
American company, looking for it, could buy a successful company
and pay a very large ratio of earnings or it could buy a fairly unsue-
cessful company and hope to make it successful, and this is what it
did in this particular instance.

Now, the English tax system has what comes to being, close to
being, or accomplishes what we have in our consolidated returns. It
provides for subvention payments, so called, from the profit subsidi-
aries to the loss subsidiaries, pursuant to an agreement among the
companies.

So that at the end of the year or after it, the loss companies pay—
the profit companies pay their profits to the loss companies to the
extent of the losses, and there is no English tax, except on the net
incotme.

Now, under section 13

Senator Gore. What has that got to do with exports?

Mr. Frower. I am going to give you an example where section 13
will cause the American tax to be imposed, which is far greater than
any imposed in England or America under a comparable situation, and
where this tax bill, therefore, forces us to either change the way we
are operating in England or force us out of England.

If you have one of these subsidiaries which has $100,000 of subpart
F income, and that is all its income——
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Senator Gore. Of what?

Mr. Frower. Subpart F of section 13, and if it then uses this $100,-
000 to pay the loss of one of the loss companies, it has no income
subject to tax in England, and under this bill the $100,000 will be
taxed at 52 percent in the United States.

q Senator Gore. That is what you are complaining about rather
han

Mr. Frower. No. I spoke about this about a month ago, talking to
Assistant Secretary Stanley Surrey before this new bill was out, before
the February 27 changes were made by the Ways and Means Com-
mittee, when we were then talking about the original Treasury bill, and
Mr. Surrey said, “By all means, this is a situation that should not be
covered in the bill when there is a system in another country, par-
ticularly, let us say, a high tax country, where the parent company,
where there is a regular holding company situation, and the sub-
sidiaries are in the same country as the holding company, this should
not be taxed in the United States under any circumstances.”

Senator Gore. Well, even so, even though that be true, you would
only be paying under this bill a tax upon the profits that your sub-
sidiaries earned.

Mr. Frower. No, sir; we would be paying a tax on what in the
United States would not be taxed if we had used consolidated returns
or if in England these various subsidiaries were together instead of
being two subsidiaries, although a single one there would be no tax at
all, either here, and there is none as it is in England, and this we are
now paying or would be paying a 52-percent tax on.

Senator Gore. Will you explain how that is going to discourage ex-
ports of component parts from the United States?

Mr. Frower. Well, that does not in itself; that does not in itself.

Senator Gore. Then where is this great

Mr. Frower. Except this, if it makes it impossible to do the manu-
facturing in Europe then you do not have any demand for your com-
porent parts from your subsidiary which is not doing any manufac-
turing in Europe.

Senator Gore. So you do not wish seriously to insist then that this
tax bill, if enacted, is going to discourage exports of American com-
ponent parts to manufacturing subsidiaries in the high-tax countries
in Western Europe?

Mr. Frowrr. No; on the contrary, Senator, I have attempted to
show that the bill will discourage the manufacturing subsidiary in
Europe, and if the manufacturing subsidiary does not exist in Europe
there will be no export of component parts to it.

Senator Gore. Well, the only way thus far that you have shown that
the manufacturing subsidiary is going to be discouraged is that the
parent corporation here might not have the privilege which Great
Britain gives to the merging of the profits and losses

Mr. FLower. And our own country gives.

Senator Gore (continuing). Of subsidiaries.

Mr. Frower. And which, as you see, is a complete interference by
our proposed bill in the method of taxing in England in such a way
that it is completely unfair and unequitable.

Here the English are doing no more under their subvention pay-
ments than we ourselves do under consolidated returns.
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Yet we are not recognizing that, and if there is this type of income,
then we, in the case that I have illustrated, will impose a 52-percent
tax on this $100,000, which we would not do ourselves here, which
the English do not do, and this certainly discourages following the
English system of corporate patterns. _ .

T grant you if we operated as a branch in England so that we did
away with what the Iinglish have as their system of subsidiary and
parent, and we liquidated all this and had a branch, then there would
not be this income because they would be washed out, one against the
other, and I take it that is what the purpose of the bill is to cause.

Senator Gore. Then even though this is the only discouragement
to foreign manufacturing subsidiaries in a high-tax Western Kuro-
pean country which you cited, you have just shown a way by which
this could be mitigated or, perhaps, entirely resolved.

Mr. Frowzr. 1 have cited two examples, one entirely different, one
a loss from the other, and then profits in another year, where only
the profits would be taxed, and no loss carryover provision would be
applied. »

p’%hen I cited this subvention system problem where there are no
profits in the year on a net basis, but the profit of the one subsidiary
which England does not tax because it becomes a net go-out would
be taxed in the United States.

T have cited two situations at least where the tax system, the tax
bill, would interfere with the present system, and there 1s sound
reason for the present system in England or we must assume that,
and this would discourage doing business in this manner and doing
business in England.

Senator Gore. Well, even so, you have cited a way in which this
could be taken care of by a reorganization.

Mr. Frower. This may be so. In my own company, Senator, en-
tirely apart from taxes, the general counsel of the company, the law
department, will not permit us in many instances—I have said, “Let
us go in and operate as a branch in Japan, it is a small operation
that we are contemplating, it does not mean anything,” and he has,
a%cl with sound reason, insisted upon there being a Japanese sub-
sidiary.

He does not want—for example, he sees the potentiality of lawsuits
against my company in Japan arising out of various contemplated
transactions being worked out, and he does not want the company
to be subject to suit in Japan under Japanese courts.

He wants, if there has to be a suit against the company itself, he
wants it to be brought in the United States where we know the courts
and where we know the law and we can defend ourselves, and so he
Insists on our operating in Japan with a subsidiary.

I, as the director of tax affairs, opposed it. I thought we should
not bother with a subsidiary here. Ie nsisted.

Now, this bill would stop that thing, would interfere with it.

Senator Gore. What is your company ?

Mr. Frower. Raytheon Co. You should know it, Senator, we are
one of your, in a small part, constituents. We have a small—we run
a (rovernment-owned plant at Bristol, where we have about 2.000
employees. ’
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Senator Gore. Yes; I am acquainted with it. You may be very
proud of your installation.

We are not talking about the establishment of an operation in
Bristol.

_The CratryMan. Ave you speaking of Bristol, Va., or Bristol, Tenn.?
[ Laughter. ]
I would like to get in that if it is Bristol, Va.
Mr. Frower. The plant is in Bristol, Tenn.
lTl}De‘ CQHAIRMAN. Where is your plant, which side of Bristol is your
plant in ?

Mr. Frower. Itisin Tennessee.

The CHairMaN. In Tennessee?

Mr. FLower. Before we took over this plant we were at another
plant that was in Bristol, Va.

Senator Gore. What official title do you have?

Mr. FLower. Director of tax affairs.

Senator Gore. Would you name the foreign subsidiaries that your
company has?

Mr. Frower. Sure. Do you want the literal names or the Japanese
names or where we have them?

Senator Gore. Name the countries.

Mr. Frower. We have the example I was giving you in England
which is Raytheon's. We have an English company which has I do
not know how many operating subsidiaries in England.

We have a Canadian manufacturing subsidiary. We have a minor-
ity interest in an Italian manufacturing subsidiary; a very small
wholly owned Italian subsidiary.

We have a wholly owned Swiss holding company ; we have a Swiss
trading company ; we have a minority interest—did I hit the Japanese
one, Senator ?

Senator Gore. No; you did not.

Mr. Frower. We have a minority interest in a Japanese manu-
facturing company.

The company that I talked about as to the dispute between me and
the general counsel is a small incorporated office in Japan which either
has been or is about to be liquidated and replaced by an American
company with a branch in Japan for this incorporated office situation.

In case I have missed any, I might refer to this, I have something
here that will give me the whole of them.

We have a small Swiss manufacturing company which we in-
herited ; 51 percent is owned by the holding company, and 49 percent
by our own company here.

We have owned by that little company a 100-percent owned, very
small French company. We have a 60-percent ownership again in a
small manufacturing company in Switzerland.

We have a 51-percent interest in another Italian company—no, I
beg your pardon. I gave you the minority interest in one Italian
company, 40 percent, and a 30-percent interest in another Italian
company. .

I think that is aboutit. We are about to—one of our American sub-
«idiaries has just about formed a manufacturing subsidiary of its own
in Canada because it has been dissatistied with the service it has been
getting from our own directly owned Canadian subsidiary.

82190 O—62—pt. 8——=6
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Senator Gore. Now, are all of these subsidiaries directly owned by
the U.S. parent corporation, or are some of these stbsidiaries of
subsidiaries?

Mr. Frowzr. I believe the record will show that I answered that
question already, stating that certain companies, and I gave you
them, were owned by the Swiss holding company.

Senator Gore. Then your real

Mr. Frowsr. I said the Swiss trading company was owned by the
Swiss holding company, and I said that 51 percent of another small
Swiss manufacturing company is owned by the Swiss holding
company.

Senator Gore. Is your British holding company or are any of
the subsidiaries in Great Britain owned in whole or in part by your
Swiss subsidiary?

Mr. Frower. No, sir; there is no connection.

Senator Gore. They are all directly owned ?

Mr. Frower. The English holding company which we purchased
from the British public, by the way, 1s owned by the parent American
company, and it, in turn, has English operating subsidiaries, which
was what we were buying, of course, when we bought the company;
that stock was owned by the public in England.

Senator Gore. We have defined the area. You have a British hold-
ing company wholly owned, directly owned, by the parent corpora-
tion; the holding company, in turn, has subsidiaries.

Now, you have pointed out, and I think with some justification, that
the pending bill would not permit the carry forward, carry back of
losses.

Now, if that were corrected in the bill how would this bill adversely
affect or discourage your British operations?

Mr. Frower. Let me give you another example of how it will dis-
courage them. This is an infant electronics company in England.
By that I mean the normal course of business is one where Raytheon
itself is an integrated electronics company which manufactures
equipments, as you know, in your State, Senator.

It manufactures missiles for the Government; it manufactures
radars; it manufactures commercial surface search radars for commer-
cial vessels, and also for military; and it manufactures magnetrons,
and it manufactures all sorts of power tubes and receiving tubes and
semiconductors, transistors.

Now, when you start an electronics company manufacturing in any
country, you start small. You start manufacturing one or two or
more products.

Now, this is still the situation with respect to the English company
which we acquired.

It is a small company. T think it cost us $6 million.

Under the bill, Senator, in addition to the troubles that I have
pointed out, when this company, even if it were not a holding com-
pany and subsidiary, if it were a direct manufacturing corporation
in England, when this company expanded in the normal growth pat-
tern of an electronics company, it started to make sonar, underwater
sound equipment, whereas it had been only making radar before.
For 5 years, Senator, the earnings of that company will be taxed
directly to us in the United States and, of course, if there is tax com-
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ing back, the purpose of this whole thing is to force the money back
the dividends back, whereas you would expect a young growing com.
pany to use these earnings to supply itself with working capital and
help its expansion.

Senator Gore. But, Mr. Flower, in your answer to me earlier, you
said that this bill would levy no additional tax.

Mr. Frower. Noj; I did not, Senator. I indicated that it would levy
additional tax.

Senator Gore. Well, by reason of lack of the privilege of carrying
forward or carrying back losses.

Mr. Frower. Plus the lack of recognizing profits against losses in
any particular year among the various subsidiaries of this system.

Senator Gore. Well, this is a rather small area which ,and if this
is corrected, I do not see how your operation there would be either
penalized or discouraged.

Mr. Frowsr. I sat, if I might interject, Senator Gore

Senator Gore. You may.

Mr. Frower. I sat through a part of the session on Friday, and I
carried home with me and read over the weekend what I thought
was a very excellent brief supplied by this group of New York
lawyers in which they showed the almost impossibility of complying
with the provisions of this law, and if even apart from rate problems—
and I did, if you will recall, speak first of accounting problems, these
would in and of themselves discourage the operation abroad, and T am
not at all sure but what that was not designed.

Senator Gore. You heard the exchange earlier with Mr. Keyserling
about the problem of balance of payments or the imbalance of pay-
ments.

One of the ways to which I did not refer in my colloquy with him,
which creates this problem, is the large outflow of funds each year for
direct foreign investment. We are not going to solve the balance-
of-payments problem with exports. I know of no economist who
seriously suggests that we can do so.

I would not be a party to forcing your business to come home, but
I certainly want to take away the tax incentive for you to build more
plants in Great Britain or Western Europe, and penalize you taxwise
for building another plant in Bristol, Tenn., or Bristol, Va.

Mr. Frower. And we would be happy to build there, too, if we saw
some use for the product.

Senator Gore. But why, I ask you, should this Government proceed
upon the basis of subsidizing the building of industry abroad as com-
pared with the building of industry here at home?

Mr. FLower. But, Senator, as far as we are talking—I assume we
are talking, both of us, about the foreign provisions. The situations
where we have been talking about the foreign provisions, there is no
subsidy. ) ) ) .

The question is, Are we going to be penalized in connection with
even the high-tax countries in such a way that we will be unable to
carry on our business there ? _ o

Senator Gore. All right. We are talking now about Great Britain.
Let us come to your Swiss subsidiaries. ' ' .

What are the subsidiary ownings or affiliates of your Swiss subsidi-
ary and trading corporation ?
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Mr. Frower. The trading company is different from the holding
company. You appreciate that. .. .

Senator Gore. All right. What is your total holding in Switzer-
land ?

Mr. Frower. I might explain to you that we originally set up two
companies there, a trading company and a holding company. These
are both small, and the smaller things I have talked about, the split-
ownership one came about as the result of our acquiring an American
electronics company which was partly family owned and which had—
by Swiss, by the way, and which had Swiss individual citizens, former
Swiss, which had this one small operating, manufacturing, company in
Switzerland, and this was partly owned by the individuals and partly
by the corporation which they had. So that that is the picture,
plus

Senator Gore. Then you have three?

Mr. Frower. No; there is another one,

Senator Gore. You have four. -

Mr. Frower. There is another small one manufacturing transistors,
which is 60 percent owned by the holding company.

I might go on to tell you a little about the holding company. In
this holding company we have all of the technical people, the technical
staff for Europe, accountant, sales director, engineer, and the result
1s that the holding company has operated—I have pointed this out to
Stanley Surrey in our talk—has operated each year at a loss, including
this year, a loss of about $100,000 because of the salaries which are not
compensated for any other way.

The Swiss trading company does 30 percent of its business of sales
from Raytheon U.S.-manufactured goods, and the rest, the other 70
percent, from the Italian minority-owned subsidiary, its products,
principally its products; and the trading company will have a small
profit this year—I will give you a figure if you ask for it, but I frankly
did not check it as to whether it is correct and has operated until this
year at a loss.

So this has been—if we are looking at tax savings or tax deferral—
it has been tax savings and deferral in reverse. '

Had this been a branch operation the U.S. Treasury would have had
less revenue than it has through the operation of the Swiss companies.

Senator Gore. Well, Mr. Flower, you are a tax expert and I am not.
I am undertaking by your example, the example of your company,
about which you know 10,000 times more than I, to show that this bill,
1f enacted as it passed the House, would not discourage exports of
component parts, would not discourage or adversely affect operations
in high-tax countries; but now we are talking about a tax haven
country where this bill would apply, and additional U.S. taxes would
be required as a result of profits earned by subsidiaries domiciled there.

You have said you had four subsidiaries in Switzerland. I asked
you to give us the ownership of subsidiaries outside of Switzerland,
which traces in whole or in part to these Swiss subsidiaries, and T ask
you to do it now, ’

Mr. Frower. The only one, Senator, is the French company which
we Inherited, very small; T do not even think it has $1,000 of income
which we inherited in acquiring this American company. ’

We do not have any of our other holdings owned by the Swiss
subsidiary, the Swiss holding company.
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Senator Gore. Does the Swiss subsidiary still own the American
corporation? You said earlier you acquired some

Mr. Frower. No,no. What I meant there was that the individuals
who were the largest stockholders of this American manufacturing
company which we acquired were originally Swiss. They had become
American citizens. That is all I was talking about. I did not mean
to confuse you on this.

Senator Gore. Am I correctly to understand then that your company
does not have a tax-haven operation? )

Mr. FLower. That is a loaded question, isn't it, Senator?

Senator (Gore. No, I did not intend it so. I understood you to
say

Mr. Frower. Are you asking a repeat of what you asked before,
we do not have manufacturing subsidiaries outside of Switzerland
owned by a Swiss holding company ; the answer to that is, yes, except
for this very small French company.

Senator Gore. No, T do not mean to ask you any loaded questions.
T'am trying to learn from your knowledge. It may be that your com-
pany does not benefit by tax deferral. You have said that your
English company had not benefited by it; I believe that is, at. least, a
constructive conclusion from your statement. You tell us now that
vour Swiss subsidiaries have operated at a loss; is that true?

Mr. Frower. This year the trading company will have a profit.

Senator Gore. The trading—is this the first year?

Mr. Frower. 1961.

Senator Gore. Isthat the first year? How old isit?

Mr. Frower. I think about 3 or 4 years old.

Senator Gore. What is the order of its profit in 19617

Mr. Frower. This is the figure that I said I would—TI have a figure
in my mind, Senator. I have not received yet the material that has
to be filed, as you know with the tax return, and T am not at all sure
whether I am way out in left field. This figure might be a high figure,
I'am thinking of $50,000 which may be a figure, I am not sure. T will
sugply it if you like after I can get it. _

enator Gore. Are all of your other operations then in high-tax
countries?

Mr. Frower. Yes, I think that looks like it.

What do you call Ttaly, if you call Italy a high-tax country? One
of the plans of this—we have a 40-percent owned electronics company,
manufacturing company, in Italy, which is the company that we hope
to expand. .

This, by the way, is—the other owners are a large electric company
in Ttaly, and another electronics company, I believe, either still 1s
partly owned by the Italian Government or was.

Now, this is another particular instance where we supply the man-
agement of this company, Raytheon does. The company was put to-
gether from a couple of smaller earlier Italian companies.

This, it was our hope and the hope of the Italian interests, the large
companies and the Government which are in this as partners with us,
and they anticipated that we would become a majority owner within
a few years. . ) :

Now this, I might point out, that one of the plants of this company
is in the Mezzogiorno region, which is southern Italy, which is an area
that is very seriously underdeveloped.
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It is a depression-type area, and the Italian Government has given
tax concessions to any plant which would locate so that the rate of
tax is lower there than the standard Italian rate. )

Now, of course, not only will we probably lose any benefits of this
lower Italian rate given by the Government of Italy to help develop
its underdeveloped segment, but also if, as and when we were able to
acquire the majority interest, which all of us have anticipated, that is
our Italian partners and ourselves, after 1962, the earnings of this
company, our share of them, would be taxed immediately in the
United States for a period of 5 years.

Thus the lower—although Italy you do not look upon as a low-
tax, but rather a high-tax country—the lower taxes paid with respect
to that part of the company, the plant in the Mezzogiorno, we would
be frustrating the Italian economic policy, the Italian Government’s
economic policy, by our tax bill because we would be taxing this in-
come directly at 52 percent in the United States, so that by virtue of
the credit the U.S. Treasury, through a smaller Italian tax, would be
getting the benefit that the Italian Government was hoping to give
to taxpayers to get them to come into the Mezzogiorno and establish
plants there.

Senator Gore. Let us take the other side of that coin. If we
should pursue a policy of giving a tax credit for taxes which a
foreign subsidiary did not, in fact, pay, then all the countries of
Western Europe need do would be to attract more and more of our
own industry, by giving them tax remission, tax concessions or tax
exemption for 5 years, as you say is the case in Italy.

Tt 15 10 years in the case of Ghana with the Volta Dam project.

Mr. Frower. That is an underdeveloped country, is it not? We
will be getting it under the bill.

Senator Gore. We will not if I have my way. But don’t you see,
Mr. Flower, you have cited the case here that if multiplied would
be really disastrous to the flight of American industry and capital.

Mr. Frower. If I might say this, Senator Gore, you know I do not
really think that the Mezzogiorno, for example, causes American
industry to Ggo because of the tax concessions.

Senator Gore. Iknow there may be other things.

Mr. Frower. Let me say this, American industry goes to Italy,
we went to Italy, because we were unable to sell radars. This ex-
ample, the earlier example, came from Raytheon, I know the facts
about it.

Raytheon is the one that had 80 percent of the world market in
surface search radars on all sorts of ships, and this dwindled to 5
percent.

Now, we went to Italy. We put in a tremendous effort in Italy.
By the way, we have a 40 percent interest.

. Yousay to me why? We get directly royalties from this company
into lii_vaytfheon, 1Unlted States, no tax deferral, 52 percent. We get
royalties from this company. But we are buildin ]

the loss that we have. by g up and replacing

What is more, we are literally supplying one-third of what they
use in the way of material parts and components.

If this Itahal_l company goes, which is going to build another
plant, it can be induced to build it in south Italy rather than north
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Italy, perhaps by virtue of tax concessions if everything else is equal—

Senator GORE.y Yes, I understand. e o
~ Mr. FLower (continuing). But this does not draw American cap-
ital out of the United States.

Senator Gore. Do you wish here seriously to contend that you
should be given tax credit for taxes that you did not pay in Italy?

Mr. Frower. No. You have twisted it on me, and I recognize
you have a good—you have done a good job on it, but what you have
done is twisted it on me.

AllTam saying is that the age-old method of taxation of the United
States since 1913 should not change, and you are saying, well, if it
changes th{ should you get a bigger credit.

Senator Gore. Well, now, I have not attempted to twist anything.
I am using the example that you gave.

Mr. FLower. No, you are saying that if we should tax at 52 percent
why should we give you a credit for the smaller tax. That is what you
are, I believe, saying, and I do not think it is a sound argument.

But I think if you take the premise from which you started that we
are going to tax everybody at 52 percent no matter where, then I think
you could come to your question.

Senator Gore. Well, let me ask you a hypothetical question:

Would you be interested in moving one of your plants out of Massa-
chusegts down to Tennessee if you were given tax exemption for 5
years?

Mr. FLower. I am not so sure, and I will tell you why. I have

Senator Gore. You would think about it pretty hard, wouldn’t
you?

Mr. FLower. I have done any number of plant location studies
involving Massachusetts and various States for Raytheon when it is
going to build a new plant.

Senator Gore. I am speaking now of U.S. income tax. If we give
you complete exemption—suppose we pass a bill here in Congress that
you will not owe any taxes on the income you will earn in Tennessee.

Mr. Frower. That is a pretty good bill. = [Laughter.]

Senator Gore. That is virtually what you advocate.

Mr. Frower. It is probably as unconstitutional as this bill.

Senator Goge. It is virtually what you are advecating, and what
you are defending in your operation in Italy.

Mr. Frower. No; oh, no. You are saying you in Tennessee are
going to have the authority to abrogate the United States 52 percent ?

Senator Gore. No. I said if Congress passed it. You have just
given us an example— ,

Mr. Frower. Well, I will give you an example, Senator. We did
not goto Puerto Rico, and there it was 10 years.

Senator Gore. That is an example to the point.

Mr. FLower. Let me say this: All things being equal, other business
considerations being equal, if we could go to New Hampshire and pay
no U.S. tax, 52 percent for 10 years, and then would only pay the same
amount, we probably would go to New Hampshire.

Senator Gore. Well, that is about the same situation in Italy for 5

ears,
d Well, Mr. Chairman, I shall not persist with this delightful gentle-
man, but I wanted to explode once and for all this canard that has
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been brought here that if taxes must be paid on the earnings of foreign
subsidiaries, that, somehow, it is going to cut down on our exports.

I think this witness has pretty well demonstrated it. o

Mr. Frower. But, you know, Senator, that isn’t what I said, in the
first place, at any time.

Senator Gore. Good. I am glad you did not. ) )

Mr. Frower. What I said, I was directing my attention at the time
to Secretary Dillon’s statement that by forcing—his statement to this
committee, that by forcing—manufacturers back to the United States
to manufacture here that this would increase exports, and I said that
this would not increase exports; that exports had increased where man-
ufacturing had increased abroad in our industry through the use of
components needed from this country. )

Senator Gore. Well, you know I would like to quote yourself to
yourself. Yousay this:

Our member companies have repeatedly found that the establishment of
European manufacturing subsidiaries has resulted in extensive export of parts
and components manufactured in the United States.

Mr. Frower. That is precisely what I said.

Senator Gore. That is right.

I am not to infer then that the passage of this bill would in any
way discourage the export of parts and components manufactured in
the United States ?

Mr. Frower. No. I argued extensively after you had raised the
question, that that would happen, but all I was saying, and the last
comment was that I did not get into this as a direct statement in con-
nection with the bill, but in connection with Secretary Dillon’s com-
ments.

Senator Gore. I am glad and willing for you and Secretary Dillon
tohave that out.

(The remaining text of Mr. Flower’s statement was read into the
record :)

Mr. Frowzr (reading) : To the extent that a low tax foreign trading
subsidiary, with substantial office and payroll and management abroad,
serves the purpose of helping the American parent to sell competi-
tively its products in the foreign market, it creates and maintains
manufacturing jobs in the United States in greater number than the
sales effort jobs it creates abroad. The committee should realize that
a company cannot effectively make sales in Europe by use of salesmen
sitting at home in the United States. Destruction of that sales effort,
through creation of a taxing system not faced by European competi-
tors, decreases employment in the United States, not the contrary.

LEGISLATIVE SOLUTION

EIA fully supports the efforts of the Treasury Department to cor-
rect abuses 1n the foreign area. We understand that this situation is
already being brought under control administratively and that the
Internal Revenue Service has intensified and expanded the training
of agents in the use of existing Internal Revenue Code tools. The
sham corporation should not be permitted to exist as a tax device. If
you are conyinced that the Treasury needs additional legislation to
ease its administrative burden of enforcement of the pres:nt, law, we
suggest that you explore the desirability of legislation (1) taxing’ the
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income of foreign subsidiaries if their management is in the United
States, and (2) taxing, under equitable limitations, foreign subsidi-
ary income that has not been reinvested in the active conduct of for-
eign business operations.

We urge that you take this moderate approach before jeopardizing
not only the competitive position of American business, but also the
favggable economic position of the United States and that of the
world.

SPECIFIC EXAMPLES OF HARDSHIPS AND UNINTENDED EFFECT OF SECTION 13

(1) Some years ago one of our companles joined with a Canadian
manufacturing company to form a Canadian electronics subsidiary.
The American company contributed its entire list of Canadian patents,
and the Canadian company contributed cash. A ruling was received
{from the Treasury that no tax avoidance was involved in this transfer
and that the exchange of patents for stock constituted a tax-free
exchange.

Under section 13 a fictitious royalty would now be taxed to the
United States parent for the use of the patents which it transferred
10 the Canadian subsidiary for stock. The royalty would also be
imputed if the patents had been sold to the Canadian company for
cash. In explaining the reasons for the tax on imputed royalties for
the use of patents and secret processes in manufacturing abroad, the
Ways and Means Committee concluded that—
it was desirable to tax this income to the U.S. shareholders on the grounds that
where a patent, copyright, et cetera, was developed or granted in the United
States, it is likely that, if it were not for lower taxes abroad, the rights to it
would still be held by the domestic company with this company merely licensing
its use by the foreign corporation.

This statement presents an objective that has merit. Unfortunately,
as with many of its other provisions, the bill here adopts a shotgun
approach and hits targets unrelated to the objectives of the provision.
The Canadian income tax rate is comparable, of course, with our own
rate. This tax on imputed royalties applies even though the Canadian
company may have only a minimum of earnings and profits from its
business operations and even though it is clearly apparent that this
small amount of earnings and profits is necessary to produce working
capital for the company. Not only is an unwarranted tax imposed
on the imputed royalties but when this Canadian subsidiary actually
receives royalties for the license of its patents in Canada, these royal-
ties will be taxed at once in the United States despite the Canadian
tax having already been imposed. ]

(2) One of our member companies recently purchased an English
electronics company in order to enter the Commonwealth market.
The English electronics company is a holding company which in turn
owns several English operating subsidiaries, a corporate pattern com-
mon in England. The English tax law permits profits of affiliated
companies to be offset by losses of other affiliated companies. This is
accomplished by means of a “subvention” payment system whereby
{he various subsidiaries and parent agree contractually among them-
selves that the profits of the various companies will be paid over to
the loss companies to the extent of the losses. The British tax is
then imposed solely on any net profits remaining.
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H.R. 10650 would ignore the basic purposes of the British tax law
for having such a corporate parent and subsidiary arrangement. It
would penalize any American company owning an English holding
company by immediately taxing the earnings of the holding company
as such 1ncome is received by it in the form of dividends. The United
Kingdom is a high-tax country; therefore, no U.S. tax deferral is
accomplished by utilizing the holding company system. Yet, under
the bill the American company and its English subsidiary would be
required to maintain elaborate and expensive accounting systems at no
gain to the U.S. Treasury. In order to avoid this result, dividends
could not be declared to the holding company. This would further
interfere with the legitimate English handling of the financing of
corporations in that the dividend would become taxable to the U.S.
parent irrespective of its subsequent investment in a subsidiary’s
business.

Further, under certain fortuitous circumstances, extremely harsh
results would obtain. For instance, if a subsidiary of the American
company’s English holding company were to earn $100,000 of subpart
F income and make a subvention payment of $100,000 to a loss subsidi-
ary, this $100,000 would not be subject to British tax because the
“consolidated group” had no net income. Yet, because the profit
subsidiary earned this $100,000, it would be imputed to the American
parent as subpart F income with no allowable foreign tax credit. The
result obtains despite the fact that were the two subsidiaries operated
as one, there would have been no earnings and profits and, therefore,
no income would have been imputed to the U.S. parent. It should be
again noted that the form of the business structure in no way was for
avoidance of U.S. tax. In fact, our member company purchased the
stock of the holding company from the British public. ~ No corporate
structural changes have been made since the acquisition.

At the present time the acquired company is operating at a net loss.
H.R. 10650 makes no provision for recognizing this loss. Dividends
to the holding company will be taxed to the U.S. parent without regard
to prior or subsequent loss years. ;

3) A number of our companies have infant manufacturing subsidi-
aries in high-tax European countries. The normal course of develop-
ment of an electronics company is that it would progress into the
manufacturing of wider lines of electronic equipment. No one can
advise today whether under the terms of the proposed bill these
companies will not be considered to be continually investing in new
trades or businesses with the result that each time they take a step
in the normal growth pattern, an additional 5 years’ earnings would
be taxed to the U.S. parent. Instead of being able to follow the nor-
mal course of any infant company retaining all earnings for its devel-
opment, there is pressure created by the bill to have dividends declared
to pay the U.S. tax.

4) A member company reports that for many years it has owned
a 45-percent interest in a manufacturing company in a high-tax Euro-
pean country. If this company itself or any other Americans acquire
6 percent of the stock, the income of the company will be taxed to our
member for a period of 5 years.

(5) One of the plants of an Italian manufacturing subsidiary of
one of our member companies is located in southern Italy in what is
known as the Mezzogiorno. While most of Ttaly is highly developed,
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the Mezzogiorno is an extremely backward, underdeveloped part of
the country, and the Italian Government has provided tax concessions
to manufacturers to induce them to establish plants in this part of the
country. This policy of the Italian Government to help develop its
own underdeveloped area is frustrated by the proposed bill which
would tax any new improvement in this area at once to the parent
company in the United States at 52 percent. The United gtates
through a small foreign tax credit, is the beneficiary of the lower in’
centive tax in the Mezzogiorno. The tax bill thus would tend to nul-
lify the economic policy of the Italian Government despite the avowed
purpose of the bill to aid underdeveloped countries.

ALLOCIATION OF PROFIT, SECTION 6

One company member which sells multilines of products directly
both in the United States and abroad has also engaged in manufactur-
ing and selling operations through foreign subsidiaries. The sub-
sidiaries purchase various parts and components from the parent for
use by them in the manufacture of products. These purchases are at
prices negotiated with the various decentralized divisions of the par-
ent. There is no other market for these parts and components, which
are also used by the parent in the manufacture of its own products.

Under section 6, in the absence of comparative selling prices to out-
siders, the Treasury could require the parent to determine the total
profit realized by the parent and each of its foreign subsidiaries ap-
plicable to the parts or components included in the end products sold
by each subsidiary. The parent would also be required to determine
the assets (on an adjusted tax basis), compensation, and selling ex-
penses utilized or incurred both in the United States and abroad ap-
plicable to the manufacture, production, and sale of such parts or com-
ponents.

These determinations would be administratively impossible and
would provide no meaningful basis for determining arm’s-length
prices. The statutory allocation formula in many instances would
result in attributing far lower sales profits to subsidiaries than would
be gccepted by outsiders.

APPEARANCES, ET CETERA, WITH RESPECT TO LEGISLATION, SECTION 3

Section 3 of H.R. 10650 would provide a deduction for the costs
(including dues to organizations) directly related to appearances
before and communications with a legislative body or a committee or
individual members thereof, provided such costs are otherwise ordi-
nary and necessary business expenses. As passed by the House, this
section takes at best a faltering and inadequate step toward correcting
a punitive administrative holding that has been privileged to assume
the force of law. ‘

The report of the Committee on Ways and Means accompanying
H.R. 10650 recognizes specifically the desirability that taxpayers who
have information bearing on the impact of legislation on their trades
or business not be discouraged in making this information available
to legislators. It also recognizes that the deduction of such expendi-
tures on the part of business is necessary to arrive at a true reﬂeqtlon
of their real income for tax purposes. Communications on legisla-
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tive issues cannot be so narrowly confined or so significantly impeded
if we are to have laws responsive to the opinions and the balanced in-
terests of informed citizens. This response will be encouraged
materially by revising the scope of section 3 to allow the deduction
of all ordinary and necessary expenses lawfully incurred in support-
ing or opposing or otherwise influencing legislation in the Congress
or in a State or local legislative body or in any submission of pro-
posed legislation to the voters.

Such provisions are contained in S. 467, cosponsored by Senators
Hartke and Kerr in January 1961. The Electronic Industries As-
sociation strongly urges that the language contained in this bill be
substituted for section 3 of H.R. 10650.

The Cuamrmax. Thank you very much.

The committee will recess until 2:30.

(Whereupon, at 1:15 p.m., the committee recessed, to reconvene at
2:30 p.m. this same day.)

AFTERNOON SESSION

The Cuammman. The committee will come to order.

The first witness is Mr. Ward M. Canaday, of the Overland Corp.,
as presented by Mr. Richard B. Barker.

Will you proceed, Mr. Barker ?

STATEMENT OF WARD M. CANADAY, OF THE OVERLAND CORP., AS
PRESENTED BY RICHARD B. BARKER

Mr. Barker. Senator Byrd, members of the Finance Committee, as
you know, Senator Byrd, I am appearing here on behalf of Ward
Canaday, of Toledo, Ohio, who has been detained in Europe. The
statement I am giving was prepared by Mr. Canaday. I merely
reviewed it from a technical aspect, so I will give it in his words:

I wish to address my remarks to section 18 of the proposed Revenue
Act of 1962 (H.R. 10650). This section amends the estate tax laws
so as to include foreign real estate within the gross estate of a U.S.
citizen or resident. Under present law, real estate owned by a US.
citizen or resident is not included within the gross estate of such
person.

For some 44 years this present exclusion of foreign real estate
from a decedent’s gross estate has been recognized under our laws.
Originally this exclusion resulted from an interpretation of the law in
1918 by the Attorney General of the United States. In 1934 this
exclusion was incorporated into the estate tax statutes and has re-
mained unchanged to this date.

This exclusion of foreign real estate from the U.S. estate tax applies
not only to real estate in foreign countries, but also to real estate in
possessions of the United States, such as the Virgin Islands. I hope
that by appearing before you that I will be able to convince you of
the very unfavorable and undesirable effect that section 18 would have
on the economy of the Virgin Islands.

The U.S. Virgin Islands were purchased by this country from
Denmark in 1917. At that time practically all of the capifal that
was invested in these islands had been invested by Danish sources,
including Danish residents of the islands. After the United States
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acquired these islands, many Danish residents sold their land on
the islands and took their capital back to Denmark. This exodus of
Danish capital was a sharp blow to the economy of the islands. The
purc}}asers of the land from the former Danish residents were “land
poor.”  The islands became known as “our Nation’s poorhouse.” Con-
tinuous efforts have been made by the United States to revive and
develop the economy of the Virgin Islands. Prominent among these
efforts was the formation in 1933 of the U.S.-owned Virgin Islands
Corporation. This Virgin Islands Corporation provided work and
food for the inhabitants and has stimulated use of land for agricul-
tural purposes, which had largely reverted to bush.

In order to understand the importance of section 18 to the Virgin
Islands, it is necessary to understand something about the geography,
resources, and economy of these islands. The economy of the three
islands which constitute the U.S. Virgin Islands is primarily perma-
nent residences by U.S. citizens from the mainland. The islands have
a very low water supply and a small labor force. Because of these
two factors and other reasons, there is only a limited possibility of
developing the islands by an industrialization program such as the
one which has been so successful in Puerto Rico.

All three of the major bulwarks of the economy; that is, agricul-
ture, tourist business, and permanent residences, are particularly tied
to real estate. The development of the Virgin Islands is directly
related to the investment of new private capital by U.S. citizens in
real estate or developments related to real estate. Measures which
encourage investment of private U.S. capital in Virgin Islands real
estate are by far the most effective means of improving the economy of
the islands.

I can use my own experiences in the Virgin Islands to illustrate
this point. In 1933, Mr. Harold Ickes, then Secertary of the Interior,
asked me to visit the Virgin Islands. At this time I was serving in
Washington on appointment by President Roosevelt in helping to
organize the Federal Housing Administration. I became interested
in the islands and made substantial investments in real estate. In
making these investments I relied on the longstanding exemption of
Virein Islands real estate from Federal estate tax.

Stnee that time, I have invested a great deal of time, energy, and
capital in the Virgin Islands. I have a prize herd of 1,200 head ot
cattle especially adapted to the tropics. I have cleared 3,000 acres
of land for grazing and contoured it to increase its moisture content,
and I have planted special grasses for grazing on this land. 'When 1
orginally acquired this land, I was only able to produce 12 tons of
sugarcane per acre. Now production has been raised to 36 tons per
acre.

To increase the water table, I built a number of dams on my farm
and persuaded the U.S. Government, several years ago, to conduct a
conservation development by building dams throughout the islands.
I have created new roads and reopened and maintained old ones that
had become abandoned and overgrown with bush. . '

Over the years, I have brought many persons to the islands in hopes
of transfusing some of my enthusiasm to these persons. The most
prominent of such persons was President Truman who, at my nvita-
tion, visited the islands in 1948. One of the things which most 1m-
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pressed President Truman was the very successful way in which warm
and harmonious racial relations are maintained among the residents
of the islands. He told me he would give the islands a million dollars’
worth of publicity, and I am sure that his visit and continuing interest
did just that.

Under Presidents Truman, Eisenhower, and Kennedy, I have acted
as a_Director of the U.S.-owned Virgin Islands Corporation. One
year I brought to the islands several doctors from Lederle Labora-
tories in New York to stamp out filariasis (elephantiasis). I recently
contributed land without cost to the Virgin Islands government for
the building of a spectacular Skyline Road across the highlands of
the island, which road will attract visitors to the islands.

I mention these personal experiences only to illustrate the conse-
quences which have resulted from the investment of U.S. capital in
real estate in the Virgin Islands. Many other persons have invested
mn the Virgin Islands and all have, in varying degrees, made signifi-
cant contributions to the growth of these islands.

Nevertheless, the Virgin Islands remain as an underdeveloped por-
tion of the world. The standard of living of the average resident of
the Virgin Islands is markedly lower than in the continental United
States.

There is an unabated need for the investment of additional capital
in these islands. Because in part of the estate tax exemption, persons
have been attracted to invest in real estate in the Virgin Islands, either
for personal residences or in developing tourist facilities. If this
trend is permitted to continue the Virgin Islands will have an “oper-
ation bootstrap,” which may be as effective for these islands as the
industrial “Operation Bootstrap” has been for Puerto Rico.

Therefore, I urge this committee and the Congress not to enact any
legislation which would abruptly deprive the Virgin Islands of this
important, possibly essential, incentive program for the continuing
development of these islands. I believe that this purposs can be ac-
complished by amending section 18 in a manner which will make
this section conform with other sections of the bill relating to foreign
investments. Section 13 of H.R. 10650, which is the heart of the pro-
posed tax revision with respect to foreign income, permits deferral
of U.S. taxation of foreign income when such income is invested in
less-developed countries. Under section 13, section 953 (b) (5) defines
less developed countries to include possessions of the United States.
It would be inconsistent and inequitable not to apply this same prin-
ciple in the estate tax area. The President and the Secretary of the
Treasury have consistently indicated that the proposed changes in the
Internal Revenue Code should not discourage or adversely affect in-
vestments in less-developed countries. There is no reason why this
philosophy, which has been incorporated in section 13, should not
also be made applicable to section 18. It would indeed be illogical
and self-defeating to encourage investments in less-developed coun-
tries and possessions under section 13 and, in section 18 of the same
bill, force liquidation of real estate investments in these same less-
developed countries and possessions. Therefore, I respectfully recom-
mend that section 18 of H.R. 10650 be amended to provide that real
estate in less-developed countries, as defined in section 953(b) (5),
shall continue to be exempt from Federal estate tax.
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If, for any reason, the above recommendation is not adopted, then I
believe that the Virgin Islands and those who have invested in good
faith in these islands should be given a sufficient time period to make
an orderly adjustment to this change in a 44-year-old precedent. If,in
accordance with the present version of section 18, the law becomes ef-
fective as of July 1, 1964, it will be necessary for many landowners in
the Virgin Islands to liquidate their land in a relatively short time
period. Equally important to the economy of the islands, it will result
in an abrupt stoppage in improvements and investments by existing
landowners. An owner is certainly not going to construct a tourist
facility, lay out residential lots, or improve the agricultural use of
land when all of these investments are subject to estate tax and when
the owner must, in the near future, sell all or part of his land in order
to provide the necessary liquidity for his estate. The effect of this sec-
tion as it is presently proposed may be somewhat similar to the retro-
gressive effect that resulted when Denmark sold these islands to the
United States. Again there may be an exodus of private capital.
Therefore, for the benefit of the islands economy and the fair treat-
ment of those who have invested in them under a legal provision recog-
nized by this Government for 44 years, I recommend that, at the mini-
mum, section 18 not be applicable to the Virgin Islands for at least 10
years from the date of enactment. This time period will permit normal
improvement, development, and orderly sale of Virgin Islands real
property by present owners without depressing values through en-
forced liquidation. It will encourage the growth of values in property
which later would be subject to Federal estate tax. It will contribute
to the restoration of a self-sustaining economy on these islands.

In closing, I should again like to emphasize that what is primarily
needed is a continuation of the present exclusion of foreign real estate
when such real estate is located in less-developed countries. The Sec-
retary of the Treasury estimates that section 18 will produce an annual
revenue increase of $10 to $15 million. A great percentage of this
estimated increase in annual revenue would be realized by taxing
real estate which is located in foreign countries which do not qualify
as less-developed countries. In fiscal 1961, the U.S. Government paid
subsidies of $6,754,980 to the Virgin Islands. If the flow of private
capital to the Virgin Islands is halted or reversed by the proposed leg-
islation, it seems clear that it will be necessary to increase the Federal
subsidy to the Virgin Islands by more than the small amount of addi-
tional estate tax revenue which would be realized from taxing Virgin
Islandsreal estate.

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

Mr. Barker. Thank you. _ ‘

Senator WirLisams. Mr. Barker, how would this section work in
connection with American industry going to the Virgin Islands?

Mr. Barker. So far, as I understand it, Senator Williams, there
has not been too much American industry going to the Virgin Islands,
primarily because of the water situation. In Puerto Rico, with which
I am also familiar, you have a plentiful water supply to establish
industry. _ . L )

But, as I understand the situation in the Virgin Islands, there is
such a shortage of water that large-scale industrial development can-
not take place. It is a tourist attraction, a permanent retirement
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place attraction for American residents, a lovely climate but not too
much industry. ) .

Senator WrLriams. I am speaking of new industry that comes in,
though, from a tax status; how would it work for a new industry?

Mr. Barger. A new industry? I am not familiar with it, since not
too much new industry has gone into it. I have not made a study
of that aspect. . . ..

Senator WirLiams. Harvey Aluminum is putting in a new plant,
isit not ?

Mr. Barkzr. I think they are. o

Senator Wirrtams. Under what terms are they putting in that

lant ?
P Mr. Barkger. That I do not know, sir. ) o

Senator WirLiams. Is there anyone testifying from the Virgin
Islands here that could tell us?

Mr. Barker. Not that I know of, Senator Williams. I can find out,
if you want me to see what I can find out on that, sir.

Senator Wirr1ans. I heard rumors to the effect that they had been
exempted from all Federal income taxes over a period of several
years; is that correct ?

Mr. Barker. I thought you took care of that a year or so ago,
Senator Williams.

Senator Wirriams. I thought so, too, but because T understand the
question may be back up again and may need a further clarification
I am asking the question.

Mr. Barger. That T am not sure of. T thought you had taken care
of it. Iknew you intended to take care of it, sir, but I am not familiar
with that company, so it would be impossible for me to answer the
question.

Senator WiLriams. Ts there anyone testifying in connection with
Mr. Canaday’s position on that point ?

Mr. Barker. Not that I know of, Senator.

Senator WiLriams. Would you furnish for the committee a state-
ment outlining the details of the transaction and arrangements that
?avee been made between the Virgin Islands and Harvey Aluminum

0.1

Mr. Barker. I£1 can find out. I do not represent them in any way,
vou see, Senator Williams, so I do not know how. I am representing
Mr. Canaday and not the Virgin Islands government.

Senator WiLtrams. I thought you were speaking on behalf of the
Virgin Islands.

Mr. Barger. No,sir; I apologize.

The Cramman. You are speaking for the real estate owners?

Mr. Barkzr. I am speaking primarily, Senator, for Mr. Canaday,
who owns, T think, several thousand acres of land in the Virgin
Islands, which he is trying to develop into a permanent real estate
development for people to retire to.

The C'HATRMAN. On what island is he ?

Mr. Barker. He is on St. Croix. That is the largest of the three.

The Cmarman. Has there not been a phenomenal increase in the
value of the land on all of those three islands? I was there about
a month or so ago to St. John’s, and little places that seemed to me
to be practically without value, that were very difficult to get access
to, would be selling for $2,000, $3,000, and $4,000 an acre.
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Is that correct or not ¢

Mr. Barger., That I would not know. I know that St. Croix is
much more agricultural.

The Casirman. St. what?

Mr. Barger. St.Croix. You were on St. John’s.

The Cramrman. Yes. I was on St. John’s and St. Thomas. The
real estate values have gone up more there, I am told, than they have
in this country.

Mr. Bagggr. 1f I recall correctly, St. John’s is where the resort
hotelis located ; is it not ?

The Cramman. St. John's is where the national park is.

Mr. Barger. That is right.

The CrammanN. And most of it is in the park. It may be that
the land that is not in the park has an unusual value there, but I
understand the same situation applies in St. Thomas, land going up
for residential purposes.

Mr. Barger. Mr. Canaday is over on St. Croix and that is where
most of the agriculture is. St. Thomas has very little agriculture
and St. John’s practically none at all, if I recall correctly.

The CHATRMAN. St. John’s what?

Mr. Barker. The agriculture which exists there, the raising of
sugarcane and so forth and the cattle is primarily on St. Croix, the
largest of the three islands.

The Cuamman. I saw very little agricultural activity on either
St. Thomas or St. John.

Mr. Barger. Thatis what I was saying.

The Cramrman. I didnot get to St. Croix.

Mr. Barker. Thank you, sir.

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

I submit for the record the statement of Warren H. Young, rep-
resenting the Virgin Islands Territorial Board of Realtors.

(The statement referred to follows:)

STATEMENT OF WARREN H. YoUNG, REPRESENTING THE VIRGIN IsLanps TERRI-
TORIAL BOARD OF REALTORS

The writer of this statement is a partner in the law firm of Young & Isher-
wood, Christiansted, St. Croix, Virgin Islands of the United States, and he is
representing the Virgin Islands Territorial Board of Realtors of St. Thomas, St.
John, and St. Croix.

This statement is concerned solely with section 18 of the proposed Revenue
Act of 1962. This section would provide that the estate tax base of decedents
dying after June 30, 1964, would include foreign real estate. In addition, pur-
chases of foreign real estate made after January 21, 1962, would be included
in the estate tax base of decedents even though they die before July 1, 1964.

In more particular, this statement is concerned with the application of this
section to real property located in the Virgin Islands of the United States.
For the economic welfare of the U.S. Virgin Islands, I urge that this proposed
section be modified in such manner that the real property in the Virgin Islands,
as one of the underdeveloped possessions of the United States, continue to
be excluded from the estate tax base of U.S. citizens. While I am not appear-
ing on behalf of Guam, or other U.S. possessions that are clearly underdeveloped,
my request should be equally applicable to such possessions.

Historically, by Federal statute and Treasury regulations since 1934, real
property located in any of the U.S. outlying possessions has been treated as
“foreign property” for the purposes of being excluded from the computation
of the value of the estate of a U.S. citizen for Federal estate tax purposes.
This particular tax advantage has been as much a part of the land located in
the Virgin Islands as are the tropical sun, the cool tradewinds, the beautiful
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hills, forests, and beaches. Taxpayer-citizens of the United Si;ates, yvh_o “found”
the Virgin Islands, have acquired that tax advantage in buy.lng Virgin Islands
land, along with the other attributes mentioned. They acquired the advantage
without having to qualify by doing or causing to be done any g}'eat chgmge in
their private lives. The U.S. citizen can still maintain his 1_'es1dence in New
York, Ohio, Oregon, or elsewhere in the United States without having to
become an actual domicilary of the Virgin Islands.

Before the Technical Amendments Act of 1958, the TU.S. citizen-taxpayer,
who “found” the Virgin Islands, enjoyed an even greater tax advantage. In
those days, if he became a domicilary and resident of the Virgin Islands, his
entire estate was excluded from the reaches of the Federal estate tax. It
is strange that not many U.S. citizens took advantage of this tremendous in-
centive to reside in the Virgin Islands. One would bhave thought that many
millionaires would have rushed to the U.S. Virgin Islands in the wake of the
Tax Court “Fairchild” decision of June 1955, which publicized and confirmed
that tax advantage. That was not so, and that comment comes from my own
personal experience. I was in active law practice in the Virgin Islands in 1955
and for 5 years prior thereto. Of the many contacts I had with wealthy U.S.
taxpayers and their attorneys, who investigated this tax advantage, very few
of them were willing to change their whole pattern of living by moving down to
the Virgin Islands “lock, stock, and barrel” merely for the purpose of avoiding
the Federal estate tax. There were a few prior to 1958, and my office has probated
their entire estates free and clear of the Federal estate tax. Although there
was much said about the loss of that tax advantage, when Congress took it
away in 1958, I do not feel that it materially affected the overall economy of
the Virgin Islands.

I mention the recent loss of that tax advantage because I want to contrast it
with what is now being considered in section 18 of the proposed Revenue Act
of 1962. This tax advantage is much more substantial and essential to the
Virgin Islands. In my considered opinion, it is the last real tax advantage left
to the U.8. Virgin Islands. It is clear to me, and I hope I can convey the same
picture to all of you, that much of the progress that has been made in the
Virgin Islands since 1950 has been due prinecipally to the influx of U.S. citizens
who have been and are willing to invest their accumulated earnings into dwell-
ing homes in the Virgin Islands to be held by them as rental income units but
for eventual retirement. These people, for the most part, occupy their Virgin
Islands homes for 1 or 2 months of the year. The rest of the time, the homes
are available for vacationers. The real estate brokers and lawyers who brought
about these investments in the Virgin Islands stressed the fact that one great
advantage of such investment was the exclusion of the real property from one’s
estate for Federal estate tax purposes, even though the investor remained a
resident and citizen of the United States. This is of utmost importance to those
investors, who are still in business in the United States and were not ready
for retirement.

In the argument above, I discussed the past period from 1950 up to the present
time. However, I want to emphasize that currently, and for the future, this
tax advantage is still a tremendous selling point for the Virgin Islands. The
removal of this tax advantage will be a severe blow to the source of capital that
has taken the Virgin Islands out of the doldrums. The Virgin Islands is becom-
ing of jet age, but it still does not have jets. It still is dependent upon Federal
subsidies. It is clearly underdeveloped, and it needs the continued tax incentive
that has helped it in the past.

I realize that the Virgin Islands is permitted by Congress to keep the income
taxes that it collects, and to encourage investment from the States by offering
a form of industrial subsidy and tax-exemption program. Without going into
statis‘gics, wh‘ich I am sure are available to you through your own departmental
agencies, I wish to go on record as saying that our industrial incentive program
h%}s bc;en a miserable failure. While Puerto Rico has enjoyed tremendous success
w1t_h its “bootst}‘ap” operations and “fomento,” what can the Virgin Islands say
of its own tax-incentive program?—a few hotels, a couple of button factories,
and several watch factories. If it were not for tourism, the rum industry and
Virgin Island Corporation, together with the growing influx of the little home
and real estate investors, the Virgin Islands would not be where it is today.
of thes‘e four named economic influences, the investment in homes and real
estate, induced principally by the exclusion of such assets from the Federal
estate tax, is not to be underestimated.
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I have read statements made and presented to the House Ways and Means
Committee on behalf of the Virgin Islands with regard to this same matter. I
have also seen a statement to be presented before this Senate committee about
the same subject. I am pleased to note that these statements go into greater
legal detail and financial statistics. This statement, if not otherwise convincing,
has a small virtue of being based upon a personal experience in actual law
practice in the Virgin Islands for the past 13 years. It is a law practice very
much involved in real estate and closely associated with the many real estate
agents and brokers located on all three islands of the Virgin Islands.

It was at the very recent annual meeting of the Virgin Islands Territorial
Board of Realtors that this subject was discussed by the members of that as-
sociation, all of whom stated that a great portion of their sales has been based
on the existence of the present estate tax advantage. By unanimous resolution,
the members of the association authorized me, as their counsel, to proceed to
Washington and present this statement before this Senate Finance Committee.
This is not a selfish interest group. They have no large estate tax problems.
However, they are closely connected with the economic development of the Virgin
Islands, and they know that the continued progress of the Virgin Islands depends
upon the continued influx of capital through this one small tax advantage. We
urge you to keep it “on the books” for the Virgin Islands and other under-
developed possessions of the United States.

The Crmamman. The next witness is Mr. Eugene C. Carusi, of the
American Committee for Flags of Necessity.

Please proceed, Mr. Carusi.

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

Mr. Carusi. The present membership of the American Committee
for Flags of Necessity, which was formed in 1958, comprises 17 Amer-
ican independent shipping and integrated industrial companies, listed
in appendix A herein. These companies hold stock interests in for-
eign corporations which own bareboat charter in or are agents for a
total of 194 tankers and ore carriers registered under the laws of the
Republics of Panama and Liberia. These modern, high-speed vessels,
which total 6,740,660 deadweight tons, are engaged in the carriage of
bulk cargoes throughout the free world. Without exception the ves-
sels are pledged or committed to augment U.S. sealift defense needs
in event of war or national emergency, and in fact represent 62 percent
of the total deadweight tonnage in the U.S. effective control fleet.

THE IMPACT UPON AMERICAN-CONTROLLED SHIPPING OF A TAX ON SHARE-
HOLDERS OF ‘‘CONTROLLED FOREIGN CORPORATIONS’

This statement is submitted for the purpose of explaining the direct
impact of H.R. 10650 in its present form upon the controlling U.S.
shareholders of various foreign corporations which own and operate
foreign-flag vessels, the indirect impact upon U.S. business entities
doing business with such corporations, and the resultant adverse effects
on the defense posture and the balance-of-payments situation of the
United States.

In summary, the basic points of this statement are as follows:

(1) Foreign-flag vessels owned and operated by American-con-
trolled foreign corporations are largely bulk cargo carriers (oil and
chemical tankers and coal and ore carriers) engaged in the foreign
trades in competition with European- and Japanese-owned vessels.
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(2) American-flag passenger and general cargo vessels are eligible
for U.S. Government operating and construction differential subsidies
which, with their attendant tax deferral features, enable them to
absorb higher American construction and operating costs. American-
flag bulk carriers are not eligible for these subsidies.

(3) Therefore, American-flag vessels cannot compete for the car-
riage of bulk cargoes in foreign trades except under extraordinary
market conditions. Accordingly, no question is raised by this bill as
to potential competition between American-flag vessels and foreign-
flag vessels. The competition is solely between American-controlled
and foreign-controlled vessels—all of foreign registries.

(4) Many of these American-controlled vessels are owned by foreign
companies organized and owned by individual American businessmen.

(5) Anannual U.S. tax on these individuals stemming from control
and based on earings which, under customary ship financing arrange-
ments, are not available to pay such tax would, in most cases, leave
these individuals with no choice, economically, other than to transfer
control of existing tonnage to foreign interests, and would effectively
bar them from acquiring new vessels.

(6) Similarly, imposing a tax at ordinary rates on the gain to be
realized by these individuals on liquidation of or sale of the stock in
these foreign shipping corporations would make retention of their con-
trolling equity in this area uneconomic in view of the much higher
return available from other investments. Here again, only foreign
interests would be in a position to take over present investment and
consider making new investment in the foreign-flag shipping field.

(7) Any such induced passage of control from these individuals
would adversely affect the defense posture of the United States since
the resulting foreign control would mean the loss to this country (as
acknowledged by the Defense Department and the Maritime Adminis-
tration) of the effective control which it now has over many of these
vessels In the event of war or national emergency (approximately 300
vessels of an aggregate deadweight tonnage in excess of 8 million
might be affected).

8) As the charter market of the last 15 years demonstrates, the
cargoes of American and foreign shippers will continue to move in the
vessels most economically available. Accordingly, dollars currently
inuring to these American individuals and ultimately taxed by the
United States would after such transfers go instead into foreign hands.

(9)_ With this shift of control to foreign interests, employment of
American companies and personnel for management, shoreside opera-
tions, insurance, and other related activities would be reduced.

(10) Finally, major domestic corporate users of foreign-flag bulk
carriers would be forced to supplement their own fleets by chartering
in a market where all available independent tonnage was controlled by
a small number of aliens.

It is submitted that the foregoing are not the intended objectives
of this bill. The Treasury Department has projected an $85 million *
Imcrease 1n annual revenue from controlled foreign corporations of all
kinds when these proposed changes are fully operative. The portion
of such anticipated revenue to be derived from American-controlled
foreign-flag shipping will probably be small, and will certainly be

1The corresponding estimate of the staff of the Joint Committee
Taxation is only $50 million. on Internal Revenue
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minimal as compared with the resulting direct and indirect cost to
our econoimny.

BACKGROUND

Under present law, a foreign corporation is taxable only on income
from U.S. sources whether or not it is in trade or business in the
United States. Further, the earnings of a foreign corporation derived
from the operation of ships documented under laws ot countries grant-
ing equivalent exemptions to U.S. citizens and corporations are ex-
cluded from U.S. gross income and exempt from tax. Section 883(1),
1954 code. While this provision was designed primarily to eliminate
the double taxation which has historically burdened transportation
in foreign commerce, the Federal Government (through such agencies
as the Maritime Administration) has in effect encouraged American
business interests to avail themselves of its benefits in order to enable
them to compete in international trade with foreign shipping which
is, by and large, untaxed. Spokesmen for the Navy and Defense De-
partments have also repeatedly endorsed a policy of encouraging the
growth and maintenance of a substantial fleet of American-controlled
foreign-flag vessels.?

In so doing, the United States has developed a large foreign-flag
reserve fleet which would be available to it in time of war or national
emergency. A change in the tax law which would induce a transfer
of any of these vessels to foreign owners and discourage new construc-
tion under American control would result in a loss to the United
States. No adequate substitute for these vessels now exists and none
can be created without substantial cost in money and time.

GROWTH PROSPECTS FOR AMERICAN SHIPPING IN WORLD TRADE

Competition for the carriage of bulk cargoes is intense, with most
owners constantly adding to, or replacing, existing vessel tonnage
with faster, more efficient, and generally larger new vessels. Sub-
stantial economies are available in conducting shipping operations
under foreign flags. Foreign shipowners have in the past utilized
these competitive advantages and will certainly continue to do so.
American owners have been able, without subsidies, to compete against
this foreign-owned shipping for the carriage of bulk cargoes only by
availing themselves of the same economies. ) ]

Much of the existing American-controlled foreign shipping 1s
owned by groups of individual American businessmen who have not
only committed their personal resources to the extent possible, but
who have had to borrow a substantial portion of the purchase price
of each new vessel. One of the major costs which has to be met by
a foreign shipowning corporation is, therefore, the amortization of
the debt incurred in the construction of vessels.

2 See, e.g., statement of Vice Adm. John Sylvester, Deputy Chief of Naval Operations,
reported in the New York Herald Tribune, Mar. 28, 1962, as follows

“e % * gur interest in the matter relates to the impact of this problem on our defense

osture.
L “Mugedern war concepts put a high premium on the active operating ship. ¥lags of con-
venience shipping, considered to be under effective U.S. control, constitutes an active oper-
ating fleet of approximately 420 ships, mostly large F,alnkers and bulk carriers. Over half
the tonnage of this fleet was bullt in the last § years,
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It is the practice of lending institutions not to extend loans on
vessels beyond the period of all charter commitments existing when
the loan is made. In most instances, the user of the vessel (because
of conditions affecting it) will not bind itself to using the vessel for
a period in excess of 10 years. The useful life of new vessels is sub-
stantially longer than 10 years, and, as a consequence, the mortgage
amortization payments which the foreign shipowning corporation 1s
required to meet may be substantially higher than the depreciation
which would be allowable on the vessel for U.S. tax purposes.

The difference between allowable depreciation and the mortgage
amortization payments increases the net worth of the foreign corpora-
tion and might be treated as attributed dividends to the U.S. share-
holders under the proposed bill. Clearly, however, this increase in
net worth is not represented by cash available to the U.S. shareholder
to satisfy any potential income tax liability.

Furthermore, the U.S. shareholders are usually precluded, by bind-
ing contractual obligations, from withdrawing cash from their foreign
corporations until the mortgage obligations of those companies are
substantially amortized. In many cases competitive charter rates
barely cover the vessels’ operating and related costs and debt service.
In those cases where there are any excess moneys, the lender has
almost invariably restricted the payment of dividends in order to
provide protection against the risks and uncertainties of the future.

It will thus be seen that many American owners of foreign-flag
shipping will be unable to provide for tax burdens not equally ap-
plicable to their foreign competition unless the users of their vessels
are willing to pay higher rates. Charterers, however, will be un-
willing to pay more charter hire for American-controlled vessels than
for those under foreign control. Therefore, the effect of this bill
will be to encourage the transfer of control of such vessels to interests
not subject to the same tax burdens and to discourage new construction
commitments.

THE BILL

The operation of a foreign shipping business constitutes the active
conduct of a trade or business. Yet language presently in the proposed
bill, which is designed to reach possible abuses in different areas, might
be interpreted so as to tax currently to the U.S. shareholders the un-
distributed earnings of the foreign shipping corporation. In addition,
the bill would clearly cause individual controlling shareholders to be
taxed at ordinary rates on a substantial part of their ultimate gain on
termination of their interests in this operating business.

As presently drafted the proposed Revenue Act of 1962 could be
construed to mclude within the definition of foreign base company
income some kinds of income received by foreign corporations from
the operation of foreign-flag vessels (sec. 952(e) (3)). Further, ful-
fillment of amortization requirements under vessel financing arrange-
ments could be considered to constitute an investment of earnings in
nonqualified property (sec. 953(b)). REither interpretation would
result, In many cases, in the taxation of the “United States persons”
controlling the foreign corporation even though such foreign corpora-
tion does not and, under the binding contractual commitments referred
to above, could not make any payments of any kind to these persons
(secs. 952 (a) and (e); 951(a)). Further, the bill definitely causes
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any U.S. person considered to own 10 percent or more of a controlled
foreign shipping corporation to be in receipt of ordinary income,
taxable at the highest individual or corporate brackets, when such
person terminates all or part of his interest therein by stock sale or
corporate liquidation (sec. 1248).

EARNINGS FROM TIIE OPERATION OF FOREIGN-FLAG VESSELS AS FOREIGN
BASE COMPANY INCOME

In its report, the Committee on Ways and Means of the House of
Representatives has said with respect to the proposed changes:

Your committee while recognizing the need to maintain active business opera-
tions 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 investments, or where the
company is merely passively receiving investment income (H. Rept. 1447, p. 62,
87th Cong., 24 sess., 1962).

The report then indicates that the reason why passively received in-
vestment income should be taxed is that—

there is no competitive problem justifying postponement of the tax until such
income is repatriated.

The report further indicates that passive income includes “rents.”
U.S. Treasury regulations now include “charter fees” as rents. De-
spite the fact that the clear legislative intent is to cover only income
of a portfolio or investment nature, it is likely that certain types of
earnings from the operation of vessels (however different from the
traditional low risk portfolio type of rent) might be inadvertently
included as foreign base company income.

DEBT AMORTIZATION AS CONSTITUTING INVESTMENT OF EARNINGS IN
NONQUALIFIED PROPERTY

The proposed statute would impose a tax on controlling U.S. per-
sons where the corporation invests its earnings in “nonqualified prop-
erty.” To be “qualified,” the property must be located outside the
United States and be used in a trade or business conducted outside
the United States; this rule, which was obviously drafted with a view
to businesses whose assets are not intrinsically mobile, appears to make
it difficult or impossible for the assets of a shipping business to qualify.
If a vessel makes a U.S.-port call, this might be deemed a disqualifying
act. The conduct of related U.S.-shoreside operations might be
deemed disqualifying. If either of these interpretations prevail, any
investment in vessels, including the paydown of mortgage indebted-
ness, would constitute an investment in “nonqualified property” re-
sulting in a tax on the U.S. shareholders. ‘

Further, all vessels acquired by a foreign corporation organized
after December 81, 1962, would be nonqualified assets under the bill
until such corporation had been engaged in the active conduct of a
trade or business for 5 full years. Since financing and other con-
siderations frequently dictate the use of new foreign corporations in
the acquisition of vessels, the threat of immediate taxation under this
bill would discourage additional American investment in the foreign-

flag reserve fleet.
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REASONABLE RETURN ON INVESTMENT IN FOREIGN SHIPPING

Independent American businessmen have in the past been willing
to invest their money in the volatile, highly speculative foreign-flag
shipping area because they could anticipate a reasonable rate of return
considering the risks involved. Even under existing tax law, in the
charter market of the recent past, investment in foreign shipping
has been economically unattractive. Independents have been generally
reluctant to undertake new commitments. o

The investment return is already marginal as to many individual
operators. Should it be reduced by taxing gain, when the share-
holder terminates his interest in the corporation, at ordinary rates
mnstead of the present capital gain rate, even the most enterprising
would be inclined to withdraw his capital and reinvest it elsewhere.
Since, under the bill, other Americans would be similarly situated, the
only apparent alternative would be to sell control to foreign interests.

CONCENTRATION OF CONTROL IN EXISTING FOREIGN GROUPS

1f American independents transfer control over their foreign-flag
vessels, the major American companies which require additional ves-
sels to supplement their own fleets would lose the reliable and efficient
services of American operators. Furthermore, there is a strong like-
lihood that large, established foreign shipping interests, with their ex-
perience in operation and financing, will acquire these vessels, thereby
mcreasing the concentration of tonnage in their hands. In fulfilling
their additional tonnage requirements, American charterers would be
forced to deal with these foreign-controlled shipping companies.

CONCLUSION

The report of the House Committee on Ways and Means, while
expressing the intent that passive, portfolio-type income should be
currently taxed to the U.S. shareholder, clearly recognized that
active business conducted abroad by American interests should be
maintained on a competitive footing. The need to keep American-
olwned foreign shipping operations in a competitive position is equally
clear.

The costs to the United States in applying the proposed tax to
shipping would far outweigh the expected increase in annual reve-
nues. Related domestic businesses and activities would be reduced ;
but more basic are the effects indicated in a letter to Representative
Carl Vinson,® chairman of the House Committee on Armed Services,

“’AOn Aug. 28, 1961, Representative Vinson stated before the House :

From a standpoint of natlonal defense these ships can be recovered for our national
needs in the event of a national emergency., However, we are facing a situation under
g];g:sl%eihgfoglréggsS?lii’pghgseftanikers an«% })ulk (iargo carriers may sell or make an outright

! 0 foreign countries. In that
sh}%s_ in a nat(ilonal 1<:anlllerg(-‘:ncydwgould cease to exist. event, the right of recovery of these

Ince we do not have, under American registry, sufficlent tonnage of this e of shi
;.?i o%fe; gl;et ig;%girl;e;:ili%nts (l)]ii Iﬁatlfﬁal ezglertgetlﬁcy, it is both importagnt and urg%ynpt thats Wg
y which w ro i i ”
olr107, No. 4ap. Bo A6713—A6714).p ec e national interest” (Congressional Record,
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dated August 24, 1961, from Deputy Secretary of Defense Roswell L.
Gilpatrie, in which he said :

(1) The primary interest of the Department of Defense in flags-of-convenience
ghlppl_ng relates to the impact of our national defense posture and this interest
is to insure the availability under U.S. control of as much of this shipping as
may be_ nefeded in the event of national emergency. The amount of active U.8.-
flag shipping now available is inadequate for almost any situation of war or
emergency and must be augmented by shipping which can be brought under
our direct control as required in the event of an emergency.

(2) It is considered imperative that U.S. effective control of flags-of-conven-
ience shipping be retained. * * *

The foregoing position of the Defense Department was recently
reaffirmed by Secretary of Defense Robert S. McNamara. In testify-
ing on April 18, 1962, before the Subcommittee on Merchant Marine
of the House Committee on Merchant Marine and Fisheries, he em-
phasized that—

considerable dependence can be placed upon those ships for use if they be needed
in connection with military requirements of this country.

(The appendix to Mr. Carusi’s statement follows:)

APPENDIX A

AMERICAN COMMITTEB FOR FLAGS oF NECESSITY

Alcoa Steamship Co., Inc. National Bulk Carriers, Inc.
American Oil Co. Paco Tankers, Inc.

The Atlantic Refining Co. Richfield 0Oil Corp.

Bernuth, Lembcke Co., Inc. Socony Mobil Oil Co., Inc.
Cities Service 0il Co. Standard Oil Co. (N.J.)
Gotaas-Larsen, Inc, Standard Oil Co. of California
Gulf Oil Corp. Texaco, Inc.

Marine Transport Lines, Inc. Tidewater Oil Co.

Naess Shipping Co., Inc.

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

The next witness is Mr. H. Lee White of the Marine Transport
Lines.

Take a seat, Mr. White.

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. Waite. I am a partner in the law firm of Cadwalader, Wick-
ersham & Taft. I am also the chief executive officer of a group of
shipping companies, both American shipping and foreign-flag ship-
ping corporations. Our foreign-flag companies are grouped in two
groups called Oswego and Trinity ; the American corporations in the
group are called Marine Transport Lines.

Marine Transport Lines, which is the American group, operates our
foreign-flag ships and also operates our American-flag ships and oper-
ates ships %oth foreign and American for other companies that we
have no interest in.
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We have a total of 9 foreign corporations that own 15 Liberian-flag
ships, and they range in size from 12,000 tons to 50,000 tons. Ten of
them range in size from 42,000 tons to 50,000 tons, and those 10 have
been built since 1959. ) )

In our American-flag fleet we have 19 American-flag vessels, ranging
in size from 10,000 tons to 24,000 tons, and our total operating fleet is
74 vessels. . .

I have a very long and detailed statement which I would like the
chairman’s permission to submit as part of the record and just give the
conclusion from my statement here today. ] ] )

The CHarRMAN. Your detailed statement will be inserted in the
record following your oral statement. ] )

Mr. Warte. What I am going to do today is take the conclusions
that are in that statement and state them only as conclusions and hope
that 1f anybody questions my conclusions, they will ask me the ques-
tions and I will do my best to answer them. )

The first thing I would like to say is that American owners such as
our group did not form these foreign-flag corporations as tax havens.

We formed them because we were forced to form them by the compe-
tition we were facing from the great maritime nations of the world
who had low wages, low construction costs, and special tax benefits
from other countries of the world supporting their fleet.

The main charter market for these vessels are large American
corporations whom we call charterers. They are American oil com-
panies, American steel companies, American aluminum companies.
And since the international waters of the world are not a. protected
mnarket, these large American corporations will only accept a charter
from an owner provided they can get it at the lowest price possible.

Therefore, the Americans, in order to compete in that market, had
to form these foreign corporations in order to be able to get foreign
costs and foreign tax benefits.

The construction cost, for example, in a foreign yard, as against an
Amg{:rican yard, is two to three times less than that of an American
yard.

The operating costs of an American ship are three to five times that
of a foreign-flag ship, and practically all of the maritime nations of
the world have given some kind of tax preference or other to their
shipping.

As an example, there is a total of American-owned Liberian-flag
vessels of about 456, but the total non-American Liberian-flag vessels
is about 941. If we did not carry this cargo, this iron ore and this oil
and this bauxite to the United States, it would not be carried by
American vessels, but it would be carried by non-American vessels,
people like Onassis, the big Dutch owners, the big British owners, the
big Norwegian owners,

To prove this point, on tanker cargoes that are coming to the
United States today, even though we have the right to fly the Liberian
flag and use the low operating costs that come from that ri ht, we only
carry 35 percent of the oil that ig coming to the United States right
nOWw.

Sixty-five percent of the oil coming to the United States comes in
non-American-owned foreign-flag vessels.
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Now, to understand why this particular tax provision is so difficult
for American owners of foreign-flag vessels to handle, you have to un-
derstand how we finance.

We borrow from 75 to 90 percent of the cost of a vessel from a large
insurance company or a combination of large insurance companies
and banks. The vessels today cost around $6 to $7 million apiece in
the foreign yards; they cost around $12 to $14 million apiece in the
American yards for a 46,000-ton ship.

These financing institutions have a customary way; some of it re-
quired by the laws of the State in which they are incorporated. They
start off by requiring that we put a substantial investment ourselves
into the company.

Secondly, they require that for each separate financing transaction
we form a separate and distinct corporation.

The reason they do that is they want to make sure that any other
transaction that they are not involved in is not going to affect the
transaction that they are financing. They have looked at our ship
costs; they have looked at our charter; they know what our revenue
is going to be; and they do not want that revenue affected by any other
transaction we get into.

The Cuatraan. Let me ask you at this point:

Why did you select Liberia as the place of incorporating, Mr. White?

Mr. Warte. There are actually three places that Americans could
choose and still have what we call an effective control fleet of the U.S.
Government.

You could take Panama; you could take Honduras; or you could
take Liberia.

Now, any one of those are about the same, and they are called equally
the Pan-Lib-Hon fleet. Now, I just happened to pick Liberia.

The CuairMAN. Your statement says that all of them are

Mr. Warre. Pardon?

The Caarmman. The first page of your statement says that all of
the foreign corporations are Liberian corporations.

Mr. Warre. I say all of my foreign corporations are Liberian,

The CuammaN. How many people are you speaking for here?

Mr. Warre. For myself and my own shipping company.

The CaatrMan. It is not clear. I think you had better change this
statement then. Yousay:

These corporations are Liberian corporations and the vessels of these corpora-
tions are registered as Liberian-flag vessels.

Mr. Warre. Senator, if you look at the sentence above, I am speak-
ing about my own two groups, the Trinity group and the Oswego

roup.
¢ Th% CrammaN. What are the groups you speak of ¢

Mr. Warre. My own shipping companies which are called the
Trinity group of companies, the Oswego group of companies and the
Marine Transport Line group of companies.

The Cuarrman. The Trinity and Oswego group

Mr. Warte. They are all mine. ] o

The CuAIRMAN (continuing). Are the ones registered in Liberia?

Mr. Warre. They are registered in Liberia. .

Senator WiLLiams. When you speak of a series of corporations, you
mean a series of corporations, one for each ship ?
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Mr. Warre. No. .

Actually, it is a series of corporations based on the transaction
that is financed by a specific financial institution. For instance, we
have 15 foreign-flag vessels. We have them in nine corporations.
Those corporations have from one to three ships but each corporation
is for a specific transaction.

The CrarMaN. Are you beginning at the first of your statement
and taking a rough draft and going through it? How are you dis-
cussing this statement of yours? ) )

Are you beginning at the beginning of it, or are you making your
remarks applicable to what part of it ?

Mr. WartE. I am going through it all. I have taken the conclu-
sions.

The CasrrmaN. You are starting at the first page ?

Mr. Warre. I am running through, but you will not be able to
follow me from this statement.

The Caamrman. What page are you on now ¢

Mr. Warre. I would say that I do not know where I am in this
statement, sir, because if I followed this statement, we would be here
for 5 hours.

What I am doing is giving you the conclusions.

Now, at this point I was talking about the way we borrowed funds,
and I said that we had to put in a substantial investment ourselves.

We had to set them up in separate corporations.

And then the financing documents which are very detailed and very
long require us to maintain a minimum working capital, and they say
that in the event the working capital falls below a fixed amount, the
stockholders have to loan money to the company, and they must sub-
ordinate that loan to the payout of the lending institution.

That also applies to our original investment.

Whatever we put into one of these transactions, we must leave in
t};{? transaction until the bank or insurance company has been paid
off.

Now, since most of these charters run from 15 to 20 years, that means
that our original investment is locked up for 15 to 20 years, plus we
must be prepared to lend other funds into that company and lock them
up for 15 to 20 years.

Then the documents prohibit us from paying dividends to ourselves
and prohibit us from making loans to ourselves and prohibit us from
borrowing money from anyone else except ourselves, and if we lend to
the company, we must lend it on a subordinated basis.

Now, further, when anyone discusses the shipping business, they
should take into consideration the large risks that are involved in a
shipping transaction.

When we build these ships, as T said, we build them in foreign
yards. So we take the chance that if a war breaks out abroad, any
money we paid the yard during construction will be lost,

The second chance that we take is that the vard itself might go
bankrupt, and, in fact, in one of my transactions we had about $6
mijlion in a given ship-construction program in Sweden when the
yard went bankrupt, and the only way we got out of it was the fact
that the Swedish Government stepped in and financed the yard to
keep it going.
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We also take the risk that our operating estimates will be wrong,
because we have to estimate what our operating costs are going to be
over a 15- to 17-year period.

If we tried to put contingencies in for the fact that our crews might
sometime down the line be organized by American unions abroad,
we would not get the transaction to start with. So we have to knock
all those contingencies out, and hope that we will not get into that
kind of trouble.

We also have to take the chance that our ship will not go on strike
or that it will not have a collision and go off-hire, because most of us,
when we estimate a charter rate, estimate on the basis that at most
we will have 15 days off-hire a year, and that we will lose income only
for 15 days.

Now, I have known of cases where a bad collision occurred. The
ship was ripped in two, and although they got insurance for the hull
and machinery, they did not get any insurance to pay for the amorti-
zation payments to the banker or to keep their operating expenses
going, and the ship was laid up for 6 to 9 months.

The other big risk that we took is that if any of the stockholders
die during that 15 or 17 years, their estates have a real serious problem
because, somehow or other, their estates have to pay an inheritance
tax to the U.S. Government on the value of their stock in the foreign
corporation even though they cannot get any money out of the corpo-
ration at all.

Now, there are three sections that really go to the heart of the prob-
lem, so far as the shipping industry is concerned, and which indicate
to me that the Treasury Department, when it made this recommenda-
tion, did not understand the shipping industry or the foreign-flag
ship end of it.

The first is section 952 (e) (3).

The CratRMAN. Could I ask you a question at that point ?

Mr. WarTe. Yes, sir.

The CrarMaN. Did you appear before the Ways and Means Com-
mittee?

Mr, Warre. I did not, sir.

The CratrMaN. Why did younot?

Mr. Warte. The original recommendation of the Treasury Depart-
ment excluded shipping, and their original recommendation—they
did not include shipping as one of the Industries to be touched. It
only came out of the House Ways and Means Committee, with ship-
ping included.

So there was not any reason to testify.

The only reason I am here today, sir, is because H.R. 10650 does
now include shipping.

The CraRMAN. Ygou are here today to do what? o _

Mr. Warre. Is because HLR. 10650 does apply to shipping as 1t
came out of the House. But as it came from the Treasury to the
House Ways and Means Committee, it did not include shipping.

The CaAIRMAN. In your statement yousay :

This means that the total tax I would have to pay each year in order to
retain my interests in these shipping corporations would be approximately. $1
million a year, even though I cannot get 1 cent of income out of the foreign
shipping eorporations with which to pay this tax.
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Mr. Warre. That is absolutely true.

The Crarman. Would you explain that?

Mr. Warre. Yes, sir. L )

In fact, it could get as much as $5 million that we might have to pay.
The way it works 1s this:

Under

The CaaRMAN. Wait a minute. You used the word “L.”

Mr. Warte. Individually.

The Cramman. Individually?

Mr. Warre. Individually.

I am not talking about the rest of the stockholders.

The CuarMAN. You own the ships yourself?

Mr. Waite. No.

‘We have other stockholders, but you multiply—there are five stock-
holders, so that figure of $1 million, if you apply it to all of us, would
be $5 million.

The Caamman. You do not collect from the company but collect
from individuals?

Mr. Wurre. No.

Let me explain how that works, Senator.

Section 952 (e) (3) says that any foreign corporation which receives
rent, then the income of that corporation is attributed to the stockhold-
ers of the corporation and the stockholders of the corporation pay the
tax even though the corporation declares no dividends to the stock-
holders.

Now, there is a longstanding Treasury regulation which says that
rent includes charter fees. That means that all of the income of all
the foreign-flag corporations is rent so far as the statute is concerned,
and since it is all rent, it means that the income of these companies is
attributed to each and every one of the stockholders as if they had
Teceived it.

And when you own 15 ships, the net effect of it is that they attribute
something like $5 to $6 million a year of money that we cannot get
our hands on, because there is a prohibition against the payment of
dividends.

The Cramrman. Then they are handled somewhat like a partner-
ship so far as taxation is concerned ?

Mr. Warre. That is right.

The Cramrman. Even if you do not get the money, you have to pay.

Mr. Warre. Pay taxes, and even though we are prohibited from
getting the money, because the documents that we have with our financ.-
Ing institutions say we must not take the money out. We must pay
it to the financing insitution.

The CmarrmaN. Go back to it again. Why did you pick Liberia?
That is known as a tax haven country as a rule. What reason did you
have to pick Liberia to incorporate your companies ?

Mr. Warre. T picked Liberia for the following reasons:

(1) The Liberian Constitution is similar to the U.S. Constitution.

(2) The medium of exchange of Liberia is the American dollar.

(3) There is a very favorable maritime law in Liberia which is
similar to the maritime law of the United States.

(4) T am permitted under the laws of Liberia to tender my ships to
the U.S. Government, commit them to the U.S. Government in the
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event of a war, so I am in a position, owning a Liberian corporation,
of being able not to have to do anything which is against the policy
of the United States.

I;}bema permits me to sign a contract with the Maritime Adminis-
tration.

The CratrMaN. Isthat in the form of an agreement ?

Mr. Warre. It is in the form of an agreement with the Maritime
Administration.

The Crarrman. That isin writing?

Mr. Warre. That T have with the Maritime Administration.

The Crarrman. In other words, Liberia could not force you to sell
the ships?

Mr. Warre. No. They have approved each of the agreements, Mr.
Chairman.

The Cramman. And the United States would not be adversely
affected in any way ?

Mr. WarTe. Pardon?

The Cramrman. The United States would not be adversely affected
in the event of the need of the ships because Liberia would make no
claim upon the ships?

Mr. Warre. That is right.

They consent to our signing this agreement with the U.S. Govern-
ment, and during Korea and during the Lebanon crisis each time these
ships were put and turned over to the United States to help the United
States, and we signed an agreement which says that any time the U.S.
Government wants to, they can requisition for use or requisition for
title.

The CaammaN. The only reason that you do not receive any cash
from the companies is because of the agreement you make with those
who loan the money to you ?

Mr. WarrE. That isright.

The agreements with the financing institutions require that most of
the money goes to the financing institution to pay back the loan.

Any balance over and above that, which is very small, they require
us to lock up into U.S. banks as additional working capital to take
care of any future risks in the transaction.

The Cramman. This would actually make you pay, yourself, per-
sonally, $1 million a year?

Mr. Warre. Thatis right, and I do not have $1 million.

The Cramman. What would happen then ?

Mr. Warre. What will happen then is I will sell my fleet.

The CrarMAN. You would have to sell your property, would you
not, or the Federal Government would ¢ ) )

Mr. Warre. No; I would sell because at the present time there is
sitting in New York a very big group of shipowners from Europe who
know about this tax law and know that the American citizens are in
trouble, and they are over here trying to buy these ships from
us right now. This would be my only alternative to personal
bankruptcy. )

This is what would happen. This whole fleet would go. I covered
952(e) (3). . .

Now, the second section that is troublesome——

The CuairMaN. One more question.
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How long will it be before you get any money out of this?

Mr. Wrrte. Before I personally get any money, it will probably
be somewhere between 10 to 15 years. ) '

The Cuarrmax. Why do you want to go into a business deal like
that? If you are liable to pay $1 million a year in the event that the
tax laws are changed, and then you do not get anything for 20

ears
Y Mr. Waite. Let me say this to you, Senator. .

The CHARMAN (continuing). It doesnot look to me like a very good
business investment. )

Mr. Warre. If I had thought that the administration, any admin-
istration, or that the Congress of the United States was going to pass
a tax law like this, I would not have entered into this business.

But it did not seem to me that with the reliance that our Govern-
ment has on this fleet, and the terrible position that the defense of
this country is going to be in if this fleet is lost, that such a tax law
would be passed since it would tax us differently than American stock-
holders of American corporations.

The Cramman. Has any official of the Government taken any part
in approving this legislation ?

r. WHrtE. Pardon?

The Cramman. Has the Secretary of Commerce or the Secretary
of Defense approved the legislation as passed by the House?

Mr. WHrTE. I do not think they have, Senator. I am a little ahead
of myself but I will cover this point for you. If you go back only to
August 1961, which is 8 months ago, the Department of Defense had
a study made in 1961 to see how important it was to the defense of
the I{nited States to keep this fleet of American-owned, foreign-flag
vessels.

This is called the effective control fleet, and you have to be careful to
distinguish when you talk about these fleets. When they talk about
the effective control fleet, they are talking about the fleet of foreign-
ﬂag vessels owned by American citizens, committed by them to the
U.S. Government’s use in the event of an emergency.

Now, the Deputy Secretary of Defense Gilpatric wrote a letter on
August 26, 1961, which is only 8 months ago, to the Honorable Carl
Vinson, head of the Armed Services Committee, where he stated that
the American-flag fleet was totally inadequate for any emergency, and
that the country critically relied on this effective control fleet in all of
its mobilization plans.

And Congressman Vinson on the floor of the House rose and made
a statement that the Armed Services Committee recognized the severe
importance to the United States of this effective control fleet.

I would like to read one thing that Gilpatric said.

The Crarman. On what page in your prepared statement is that?

Mr. WarTE. August 26, 1961.

The CEATRMAN. What page?

Mr. WarTE. Page 31.

The Caamman. All right.

Mr. WarTE. Gilpatric said :

Because of the effect which such a transfer—
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and he is talking about ships like those owned by my group and groups
similar to us—

of tonnage out of U.S8. control would have on defense needs in the event of a
national emergency, we asked the Secretary of the Navy to review its require-
ments for flags-of-convenience vessels in the event of war. The Navy does so and
has confirmed its previous position that it is imperative that “U.S. effective con-
trol of flags-of-convenience shipping be retained.” That position has been adopted
as the Defense Department’s position in the matter, and the Secretary of State
and the Secretary of Labor have been so informed.

Then he went on to say that:

The amount of active U.8.-flag shipping now available is inadequate for almost
any situation of war or emergency.

One of the—as I say, I am getting ahead of myself, but since you
asked me about this point and since the defense, to me, is of critical
importance—one of the admirals in the Navy Department has said that
if this fleet was lost, the American mobilization plans would be so
much wastepaper.

Now, it seems to me a pretty tragic thing to do, to take by tax legis-
lation and destroy or turn the mobilization plans of the U.S. Govern-
ment into wastepaper.

And while I am digressing here, you asked me how Defense and
Commerce felt about 1t. It is possible that if they were asked to ap-
pear before this committee, they probably would be happy to appear
and state their reliance on this fleet.

The second section—before I got off on this defense point, I had
talked about 952(e) (8), the rent section. The other section which is
ashorrible is 953 (b). The trouble with 953 (b) is, it says, in effect, that
if you take the earnings of a company and put them in what they call
nonqualified properties, then, again, the stockholders, not the corpora-
tion but the stockholders, are taxed as if they had received the money
themselves.

Now, the trouble with 952(e) and 953(b) is that when you have 15
ships like we do, the net effect of it is it pushes everybody into the 91
percent bracket. So you are talking about taxing money you do not
get; 91 percent of the valuations that are put on those corporate earn-
ngs.

What 953(b) does is that it defines a qualified property as a prop-
erty that is located outside the United States. Because a ship occa-
sionally comes to New York, Philadelphia, Norfolk and the ports up
and down the coast, it would not be located out of the United States.
So the end result would be that all of the earnings that our company
paid to the financing institution on the mortgage, to the extent that
the mortgage payments exceeded depreciation, would be taxed to us
individually as income. )

Now, since most of these financing documents require that you pay
the loan back over the life of the charter, which is 15 to 20 years, and
since depreciation on a ship is normally 25 years, and since you pay
back on a level debt basis, which means that you pay lower on prin-
cipal in the beginning and higher on principal at the end, and this
payment bears no relation to any depreciation schedule, you end up
with a tremendous attributed earnings that you would be paying ©1
percent tax on.

82190—62—pt. 8——8
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I figured roughly that about 1969 the tax that I would have to pay,
without counting my other four stockholders, would be about $1
million a year on money I could not get my hands on under this
section.

The CrarrmaN. How much tax do you pay under existing law ¢

Mr. Warte. We pay none unless dividends are declared or the stock
sold or the corporations are liquidated.

The CrarrmaN. None?

Mr. White, should you pay any taxes? I mean should you escape
taxes entirely if you are going to make a large profit at the end of a
certain period ? .

Mr. Warre. You are making one assumption, Senator, and I would
like to answer your question this way. Normally, what we make in
one of these shipping transactions on a capital gains basis, the tax
that we were set up to pay and the tax that we set our charter rates,
the competition with the world—you want to remember that although,
as I told you before, Americans own 456 Liberian-flag vessels, non-
Americans own 941 and they pay no taxes. The Greeks have special
tax laws in Greece. They do not payany taxes. The net effect of the
British and Norweglian laws is that they do not pay any taxes, and they
are our competition.

Now, I have checked my companies, and I have been in business since
1956. This is when my shipping business started. We make on a
capital gains basis, after paying capital gains taxes, we will make 4.5
percent on our own invested money.

If you talk about what do we make on the capital cost of the ships,
it is about one-eighth of 1 percent per year.

Now, if this law passes, we are going to end up making three-
quarters of 1 percent on our own invested money.

Now, this is not an American company, so what is the net effect of
1t? If we make 4.5 percent, that is the same as if somebody was
making 8 or 9 percent in the United ‘States before paying 52-percent
corporate taxes.

Now, you cannot say that we could make more, because we have to
compete with the big owners like Onassis and Niarchos, who are will-
ing to take the charter rates that we are forced to take.

The Cramman. Is it your position that you should not pay any
taxes at any time?

Mr. Warre. No,sir; I am not saying that. Isay we as stockholders
should pay the same tax as American stockholders of American cor-
porations which we are now doing.

I am saying we should pay capital gains tax if we sell our stock
and_ordinary income taxes on dividends received. Here is what 1
really say, Senator. Isaytwothings:

(1) That so far as the ships that we have built, encouraged by the
Defense Department to build them, put our money in them, locked our
money up for 17 years, that as to those ships we should only have to
pay a capital gains tax when and if the transaction is over unless we
can receive dividends beforethen or we sell our stock or die.

The CuATRMAN. Wait a minute.
no%l@l order to pay a capital gains tax, you have got to sell it, do you
Mr. Warre. Orliquidate when the charter ends.
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The CratrMaN. What do you mean by “liquidate” ?

Mr. Warre. Close the corporation up at the end of the charter, after
the bank has been paid off, when we can do it.

The Caamman. If you did that, would you not sell the ships then?

Mr. Waite. We would sell the ships then.

The Caarrman. That is what I mean.

Mr. Waire. That is right.

The Cramrman. In other words, your idea is you should not be re-
quired to pay any income tax, only a capital gains tax in the event
that you decide to sell the ships?

I am just trying to get at the situation today.

Mr. Warre. I would say yes since we cannot receive any income
from the corporations.

The CHAIRMAN. Ascompared tothisbill.

Mr. WarTe. We pay no corporate tax today.

The Caamman. Then you think you should not pay any tax?

Mr. WarTe. That is right since we receive no income as individuals.

The CratryMaN. At any time?

Mr. Warre. Until

The CaarrmMaN. Except a capital gains tax?

Mr. WarTE. That is right.

The Cramrman. And if you do not sell, you do not pay that?

Mr. WarTe. That is right.

The Crarryan. Isthat right?

What becomes of the profits then ?

Mr. WaiTE. There are no——

The CaaRMAN. Who gets the profits?

Mr. Warre. There are no profits, Senator.

The CrmaRMAN. You mean these ships are operated without any
profit at all?

Mr. Warte. No.

Let me give you a typical example. You enter into a charter.
You lock your money up. The money sits in a bank in New York,
and it stays in that bank in New York until the bank has been paid
back its loan, which is 15 to 17 years, so no dividends are paid to the
stockholders for that period of time.

So there are no profits that the stockholders can get their hands
on and therefore there is no income to the stockholder.

The Cuamman. They are paid back. If they are once paid back,
there is going to be a profit then.

Mr. Write. Then we will pay the capital gains at that point. That
is what I am saying.

The Crarman. Then you would sell at that point?

Mr. Warre. That is right.

The Cramman. That is a peculiar way of doing business. Mr.
Stam says the present law is as follows:

Exclugions from any gross income. Ships under foreign flag, earnings derived
from the operation of a ship or ships documented under the laws of a foreign
country which grants an equivalent exemption to citizens of the United States,
to corporations organized in the United States.

Mr. Weare. That is the law we are operating under now.

The Cmarman. This corporation was organized in Liberia?

Mr. Warte. That is right.
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The CraRMAN. This section of the law says:

Which grants an equivalent exemption to citizens of the United States and
to corporations organized in the United States.

Mr. Warre. Liberia grants that similar exception, so we are
covered. o

The CaamrmaN. You are organized in Liberia ?

Mr. Warte. Pardon? ) ) ) .

The Cramman. The corporation was not organized in the United
States. It was organized in Liberia ?

Mr, Warte. That is right. ] .

The ‘Crarman. But the law says, as I read it, an exemption to
corporations organized in the United States. _

Mr. Werre. Is that section 883 you are reading, Senator?

The CuarrMan. Yes. ]

Then your contention is that you should not pay any taxes until the
debt, or whatever you have created, has been paid off. Then after
it is paid off, do the profits then accumulate? I do not imagine you
would fix it so you would sell the minute the last dollar was paid.

Mr. Warre. The profits are accumulating in a U.S. bank, locked up
in that bank by the financing documents, so that at the end of the
charter the profits then become available to the stockholders, and at
that point they would pay the tax. ) _

The CuaRMAN. But they would only paya ca%altal gainstax.

Mr. Warre. That is right because they probably would liquidate
the corporation.

Now, further

The Cramrman. But in order to get a capital gains tax, you have
got to sell the ships, do you not ¢

Mr. WarTE. Or we can liquidate and——

The Cramman. What do you mean by “liquidate”? Does that
mean selling or what ?

Mr. WasTe. No, that means closing up——

The Crarrmax. It means selling the assets, does it not—“liquidate”?

Mr. Warre. In the corporation at that time, Senator, there will be
two things. There will be money and there will be ships.

The Cramman. Answer that question.

When you liquidate something, you sell the assets, do you not?

Mr. WarTE. Yes; but the only asset that is not money in the cor-
poration at that time is the ship.” You have two things in the corpora-
tion, money and the ship, so that the money you can take out and pay
your tax on it.

The ship at that time, who knows, it may have practically no value
at the end of 16 years.

You take the T-2’s that were built 16 years ago. Today they are
worth about $250,000.

The CramrmaN. And what did you pay for them?

Mr. Warre. Around Suez they were worth $4.5 million. In 1956
they were worth $4.5 million. They are worth $285,000 today.

The CuatrmaN. Then you sell them at that price?

Mr. Warre. I sold two last year for $285,000.

The Cramrmax. What you want to do, then, is to continue under

gh(z %resent law whereby you do not pay any taxes unless you liqui-
ate?
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Mr. Warre. That is right ; unless we sell our stock or dividends can
be and are paid.

The CHARMAN. And then you pay a capital gains tax?

Mr. WariTE. And the reason, Senator, is not because I want it. It
is because if you do not let us continue, the international trade is going
to be carried by non-Americans.

The CrarrMaN. Iknow.

I am not talking about that. I want to know whether you pay
taxes.

Mr. WarTe. We cannot compete with them otherwise.

The CHARMAN. At the very best, you would not pay any taxes
for 15 years after you purchase the ships?

Mr. WarTE. That is right; unless we sell or die before then.

The CaarMAN. Is that right ?

Mr. Warre. And we would not have any money either.

The CraTRMAN. You have got to have some money somewhere along
the line.

This is a new thing to me, you understand. Excuse my ignorance
about it. You buy a ship for $4.5 million, and you contend then—
then you borrow the money on the ship?

Mr. Warre. That is right, and the charter.

; Télg CuamrMaN. And then the profits go into this so-called trust
und ?

Mr. Wenre. That is right, locked up.

The Caamyan. Isthat what it is?

Mr. Warre. And it is locked up.

The CHATRMAN. And you get no part of it ?

Mr. WmiTE. We get no part of it.

The CratrmaN. And then when you liquidate at the end of a certain
time, whatever profit is there you get ?

Mr. WarTE. Yes.

The Cuamman. And you pay 25 percent on it ?

Mr. Warre. That is right. It 1s exactly the same for American
stockholders of American corporations.

The CralrMAN. Is that the way it goes?

Mr. Wurre. That is the way it works.

The CuamrMan. Has anybody made any money by this method?

Mr. WaiTe. Yes, and the reason they have made money is

The CrHaIRMAN. You would not be in it if you did not make money ?

Mr. Warre. You always have a hope of making money. Actually
in the shipping business, and every time I discuss this question of a
return of 4.5 percent, somebody wants to know where the fortunes
are that were made in the shipping industry. '

They were made in three periods of time, and there is always a hope
that one of those periods of time will come.

They were made right after World War II when somebody hap-
pened to have a few ships free, not under charter, and could play the
spot market. ‘

It happened again during Korea.

And 1t happened again during Suez.

But today there is not any owner who would not be very unhappy
if he had a 46,000-ton ship not paid for and trying to play the spot
market for it, because he would lose his shirt.




3410 REVENUE ACT OF 1962

The Cuamman. How much money have you got invested in this
corporation ? . ..

Mr. Wrare. In this one particular example, Trinity Navigation,
which I am using here, we have got $3.7 million invested.

The Cuamman. That was putin,incash?

Mr. Warre. In cash. It was put in $2.2 million in the company
itself:

The Cuairman. That went in escrow?

Mr. Warre. $3.7 million was put in the form of three setups: $1.5
million was put up in the First National Bank of Boston in a col-
lateral account to guarantee the mortgage; $1.5 million, approxi-
mately, went into the ship itself; and another $750,000 went into the
working capital of the company, so there was a total of $3.7 million.

The Cuamrman. You are talking about one ship ¢

Mr. Warre. There are three ships in that package.

The CaatrMaN. You own three ships yourself, is that it ?

Mr. Warre. No, we own 15 ships.

The CramrMan. You?

Mr. Warre. Yes.

The Cratrman. Yourself?

Mr. Warre. That is right.

The Cramman. You have associates?

Mr. Waite. Four associates.

The Cramman. Four?

Mr. Waite. That is right.

The CaHATRMAN. It is“we,” then ?

Mr. Warre. That is right.

The CaatrMAN. They own it as individuals?

Mr. WaiTeE. We own the stock of the companies as individuals, not
the ships.

The Cramrman. And then this present bill, how would it tax you
$1 million a year yourself? How does that come about?

Mr. WaitE. The way it works is this:

We make cash flow—when I say “we make,” I have to be very care-
ful, because I say the corporation makes about $100,000——

The Crarman. Wait a minute. Let us get this down. You have
got five people. It is more like a partnership than a corporation?

Mr. WaiTe. That is right, but we each own one-fifth of the stock
of each of these corporations.

The CramrMAN. You are going tobe taxed $1 million ?

Mr. Warre. Iam going to be taxed $1 million myself.

The Cramman. Every year?

Mr. Wurre. Every year. Not every year because I will sell. It
will last about 8 months.

The Cramman. Can they tax you on something without making
a profit ?

Mr. Waire. That is right.

The CHarRMAN. How?

Mr. Warre. I will tell you how. This is what surprised me, too,
Senator.

The Cramrman. This is something new.

In other words, all five of you would pay $5 million a year tax?

. Mr. Warre. That is right; no income to ourselves at all but a big
ax.
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The Caamman. And would not make any profit ?

Mr. Warre. That is right.

The CHATRMAN. Go ahead and explain that.

Mr. WaiTe. OK.

I will take this one company, and this is typical of every one of my
corporations, and this has three ships in it. Now, remember, we own
15 ships, so you multiply the result I get here by five, five times three
gives me my 15.

In 1963, we had a charter hire income from these three ships of $3.9
million.

We have operating expenses—that is crew, repairs, provisions,
stores, everything else—$1,130,000, so that we have an operating profit
before debt service and before depreciation of $2.7 million.

Of that $2.7 million, we pay $2,150,000 a year to the bank, $948,000
on this particular year in interest, $948,000 interest, and $1,200,000
in principal to the bank.

Now that leaves me

The Cramman. That reduces your debt then ?

Mr. WarTe. I am reducing my debt.

The Cramman. If I borrow money from a bank and have an in-
come, I have got to pay a tax on the income although I may apply
that money to the reduction of the debt.

Mr. Warte. That is right, but the point of the thing is that all of
our money goes to the reduction of the debt.

The CrARMAN. That is because you have made an agreement with
the people that loaned you the money.

Mr. Warre. Yes, but, Senator, we made it at the time when there
was not any such tax on the books. We would never have made this
agreement if there was a tax of this kind on the books, because we
would have gone bankrupt.

The Caammman. I do not understand yet how you could pay, five of
you pay $1 million apiece when you have earned, you say, $2.5 million.

Mr. Warre. No. This is only three ships. Maybe I can say this.
After I pay the bank off each year, after I pay the operating expenses,
I have $450,000 left in this particular corporation.

The Cramrman. Do you take depreciation off of these ships?

Mr. Warre. I have taken depreciation off as if it equaled the prin-
cipal payments to the bank. I have got $450,000.

The CrarMAN. Does that come off your personal income ?

Mr. WarTe. No; it doesnot.

The Cuamman. Why should it not come off your personal income
if you are required to pay for the profits?

You certainly can take the depreciation off ; can younot ?

Mr. Warre. Let me say this, sir. The payments geared to the bank
are over the life of the charter, which is, say, 15 to 16 years, the de-
preciation belongs to the corporation not to the stockholders but if the
earnings of the corporation are attributed to us as individuals maybe
you are right ; we should be able to takethe corporate losses as personal
deductions, also.

The CaarMaN. Let me say this to you. A number of businessmen
make arrangements with banks to borrow money. Idoit.

Mr. Warre. That is right.




3412 REVENUE ACT OF 1962

The Crmamrman. I had a fire the other day. My cannery burned
up, and I am going to borrow money on it.

Mr. Warre. Yes.

The CrarmaN. But I pay taxes on whatever that cannery makes.
I pay atax on it.

Mr. Wurre. That is right.

The Caamman. Regardless of whether I have got to pay the money
to the bank or not.

Mr. Warre. Yes; but, Senator )

The CramrmaNn. You voluntarily made an agreement with the bank
to put this money in escrow, so to speak, until you paid the total
amount off, is that not right ?

Mr. Warte. That is right. . ]

The CuarrmMaN. And then you own theships. Inthemeantime,you
have taken depreciation off the ships, have you not ¢

Mr. WarTE. No. L oL

Let me ask you this, Senator. Not considering my shipping in-
dustry other than this one company I would be charged with about
$200,000 a year. )

The Caarrman. You give two or three different sets of figures here.

Mr. WarTE. No. )

The CrmarrmaN. You have got your operating expenses and you
have got your depreciation. .

Mr. WaITE. You know what the depreciation is? The deprecia-
tion is $1 million a year on those ships, if you want all the figures. I
will read them off to you, and you can put them down. My income is
$3.9 million ; my operating expenses are $1.1 million.

The Camman. Youare speaking of 15 ships now ¢

Mr, Warte. Iam talking about three.

The Cramrmax. A little while back you were talking about 15.

Mr. Warre. But I said you multiply these figures by five.

The Cramrmax. Five people own 3 ships or 15 ships? What fig-
ures are you going on ?

Mr. Write. There are 5 people that own 15 ships.

The Cuamrman. All right.

Mr. Wrrre. The figures I have are on three ships.

The Cpamman. And you figure that you own three. Are they
owned by you individually or do you pick out the 8 ships that you own
and keep them separate or do you have the 15 all together?

Mr. Wurre. No.

What I have done, Senator, is I have taken—I did not want to
bring in here 15 sheets of paper and read 15 statistics.

The Cramman. I do not care to have you bring in any paper. I
would just like to try to understand how you operate now.

Mr. Warre. OK,

The CraRMAN. And you switch around from 3 ships to 15 ships.
I want to know how you operate now, how you are taxed now, and
what this new bill will tax you.

Mr. Warmre. OK.

The Cratrman. In simple, plain language, try to tell me that, be-
cause I cannot understand 1t.

Mr. Warte. I will forget these figures.

The Crrammman. Do not give me too many figures.
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Mr. Warre. Today we pay no taxes except capital gains unless we
sell because our corporations can’t declare dividends.

The Crarrman. What is that ?

Mr. Write. Today we pay no taxes in the foreign-flag fleet corpo-
rations.

_The Crarrman. I know that. You have said that a number of
times.

Mr. Warre. Now, No. 2

The CrHaRMAN. I want to know why you donot pay taxes.

Mr. Warre. No. 2, the amount of money that we make over and
above the depreciation that would be allowed or allowable to us is
roughly $200,000 to $400,000 average per ship.

The CratrMaN. Pership?

Mr. Waire. Which is $3 to $6 million for the 15 ships.

The CHamkMaN. That is right. That is the first time you have said
that. That makes $6 million on 15 ships.

Mr. Wirre. Of that $6 million, we do not get any of it.

The Caarrman. You do not get it because it goes to pay your debts.

Mr. WarrEe. It goes to pay our corporate debts and what does not
pay our debts the bank takes and puts in the bank and says you cannot
haveit; you cannot declare any dividends.

The CrairyMaN. But you made the agreement with the bank?

Mr. WaiTE. Yes; but we did it when there was not any such thing
on the books. I am sure you would not have made some of the deals
that you have made if this bill were facing you.

The Crarrman. If I had to make an agreement like that, I would
not go into that particular business.

Mr. Warre. The reason for it, sir, is that the history

The CaamrmanN. You must have thought you were going to make a
profit somewhere along the line ?

Mr. WHITE. Yes; we thought we would make 4.5 percent.

The CuamrMAaN. $6 million a year, and if the ships last for 15 years,
6 times 15 is $90 million, is it not ¢

Mr, Warre. I would be willing—Ilet me say this: There is a cer-
tain Greek gentleman sitting in New York today, and if he offered
me a total of about $7 million for my 15 ships, with this tax law facing
me, I would take it and be happy, and we have got more money in
the transaction than that.

The CaarrMan. Why did you just tell me a few minutes ago that
you made $6 million a year?

Mr. Warre. I did not. I said bookwise our corporations made
$6 million.

The CrarMaN. Bookwise?

Mr. Warre. That is a lot different.

The Caamrman. The only reason you did not make it was that you
gave it to the bank to pay off the debt you owe the bank, is it not?

Mr. Waire. But, you see, one of the things you are assuming, Sena-
tor, is that if you pay off a $6 million ship over a 15-year period—
and we have got 15 of them and they cost $6 million apiece—at the
end of 15 years I have got $90 million worth of assets, and I have
not, because I told you only a half hour ago that 15 years ago a man
who bought of those T-2’s turned around 15 years later and sold

it for $200,000.
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And T would venture to guess that the odds are that that $90 mil-
lion worth of ships that were bought, at the end of 15 years one
would be lucky if they are worth $7 million to $8 million, not $90
million. . Lo

But you are going to tax me, if this bill passes, as though I have
got $90 million. .

The Cuarman. I just took your figures that you made $6 million
a year.

Mr. Warre. No. L i

The Caamrman. After paying depreciation and operating expenses.

Is that correct or not ? )

Mr. Warte. No, I said book profitwise. _

The CrHATRMAN. What do you mean by “book profitwise?

Mr. WarTE. Amortization over depreciation. o

The Crarrman. Does not book profit include depreciation ?

Mr. WarTe. Does that include depreciation ?

The Cparrmax. When I make my reports up, I take off depre-
ciation.

Mr. Warre. I am taking off $1 million a year depreciation, that is
right, per ship.

The Caatrman. These are gross profits then ?

Mr. WarTE. Thatis right.

The Cramrman. Why did you not say so? You said book profits.
Book profits mean, as I understand it from anything that I have
had to do with it, book profits are what a corporation figures after
it takes expenses off and depreciation off. Then that is the profit.

Now, what did you do in this case? Did you take the deprecia-
tion off and operating expenses?

Mr. Warre. I have taken the depreciation off when I arrived at
the figure. Inother words, to put it another way——

The Crarrman. How much did you make on the 5 ships, I mean
the 15 ships? How much did you make on them? Leave out this
thing about the bank. That isanother matter.

Mr. WaITE. When you ask me how much I make, in what way did
I make 1t ¢

The Cratrman. I do not care how you make it.

Mr. Warre. After depreciation ?

The Cmarrman. How much did you make on the ships in 1 year
after taking off depreciation and o erating expenses ?

Mr. Warre. I would say if I £epreciate the ships over a 25-year
basis and I am paying the bank over a 15-year basis, I made about
$400,000 a ship per year, or about $6 million on the 15 ships.

The Cratrman. There is a conflict there because you claim the
ships are worth less at the end of 15 years.

Mr. Warre. That is right.

The Crairman. Yet you have taken depreciation off for 25 years.

Mr. WaiTe. But the reason is that I do not know of any rule of
the Treasury Department today that would allow me to take it off
over 15 years and since these are foreign corporations depreciation
has no bearing for tax purposes.

The Cramrman. You admit finally that you do make $400,000 a
ship, then; is that right?

Mr. Warre. No.
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I say that I will be taxed as if I made $400,000 a ship. T do not
think I made anything on the ship.

The Cuamman. Maybe some of these tax experts could explain it.
What you are going on is this. The law has been passed here, and I
do }i%t know when it was passed, that you are tax exempt; is that
right ?

Mr. Warre. Pardon?

The Crairman. You are tax exempt ?

. Mr. WaiTe. Right now, that is right, we pay the same taxes as
individual owners of American corporations pay. Our corporations
are tax exempt since they are foreign.

The CrATRMAN. You do not pay any taxes?

Mr. Warre. That is right.

The CHaATRMAN. In any way, shape, or form ?

Mr. Warre. That is right, except for the capital gains since we
cannot receive dividends.

The CratRMAaN. Yes.

All right, so you do not pay any tax, and now there has been a law—
the House changed that law.

Mr. Warte. That is right.

" The CrairmMaN. And that is what you are complaining about?

Mr. WarTe. I am complaining because they are now turning to a
tax of 91 percent.

The Crarman. Then you think they should continue to give you
tax exemption?

Mr. Warre. No. I have no tax exemption; only the foreign cor-
porations do.

I do not think, Senator—I am not asking for anything for myself.
I think they ought to do it for the national welfare of the country.

The Cramman. Is it not proper, then, for the officials of the Gov-
ernment—as I understand it, this was recommended by the Secretary
of the Treasury—is it not proper, then, for the Government to come
inand say :

“Yes, we want these particular parties, the five people here, to be
tax exempt as a matter of national security ?”

Mr. Wuate. No, they can only testify to the affect on national
defense if the vessels move out of American control.

The CrEATRMAN. And have they done that?

Mr. Warre. I do not know.

The CrarMaN. As a matter of fact, the Secretary of the Treasury
recommended this, as I understand it. )

Mr. Wame. The Secretary of the Treasury, as I understand it,
recommended against including shipping.

The Cuarrman. He recommended against it ¢ )

Mr. Warte. Against including shipping in the House bill when
it went from the Treasury to the House. ) o

Mr. Stam. They were not included, but the revised bill did include
it.

The CamrMAN. Did that meet with the approval of the Secretary ?

Mr. Stam. It meets with the approval of the Secretary. _

Mr. Warre. He went along with the bill when it came out, but his
original recommendation was to exclude. ' .

The CraRMAN. You mean in the original recommendation he did

not recommend ?
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Mr. Sram. The original recommendation did not contain the taxing
of ships. They were not included. But the revised draft which was
worked out did bring in ships, and the Treasury generally approved
the bill as it passed the House. )

The CrarMan. Did they specifically approve this item ? )

Mr. Stam. I would not say they specifically approved that item
but they approved the bill. )

The Coamman. I understand that. They approved the bill and
there were some parts of it that they did not approve.

Mr. Stam. But I understand that since that bill has been reported
by the House, they have been more acquainted with the problem than
they were before, and they have certain reservations about extending
it to ships at the moment.

The Caatrman. I want to be perfectly frank with you. I am just
speaking as chairman of the committee :

That what this committee should do is to submit this question to
the proper authorities of the Government and let them decide on it,
becanse you are basing your tax exemption entirely on the fact that
you think these ships are very vital to us, to the Government of the
United States, in case of an emergency. Now, that is for the Govern-
ment to say and not for you to say.

Mr. Warre. I agree.

The CrAmRMAN. So what I intend to do as chairman is to submit
this question specifically and by itself, without having it in the rest
of the bill, to the Secretary of the Treasury, the Secretary of Defense,
and the Secretary of the Navy, and ask them to give this committee
their opinion as to whether tax exemption should be continued for
your company, whatever it is, from the standpoint that it is a vital
question to the security of our country in an emergency.

Have I correctly stated it ?

Mr. WarTe. I think that the Defense—1I cannot say what the De-
fense Department would say, but, based on everything that I have
ever read that the Defense Department has ever issued, I think they
will say that this fleet is critically important to the United States.

The Crarman. What the committee will think, I do not know, but
I will certainly be guided by what the officials of the Government tell
us, not by what you tell us.

Mr. Warte. That is right.

The Cratrman. You went into this investment on the supposition
that it was going to be tax exempt. Now, the question is, then, whether
1t should continue to be tax exempt.

Mr. Warre. That is right since the corporations are foreign cor-
porations subject to the laws of Liberia and the individual stock-
holders can get no income.

The CrarMaN. So what I propose to do—and I hope it will meet
with your approval—I am going to submit the matter in writing to
the Secretary of the Treasury, to the Secretary of Defense, and the
Secretary of the Navy and ask them to comment on it, and, if they
desire to do so, to come before the committee. Because I certainly
cannot vote to continue a big tax exemption that appears to me to be
now, unless it is done with the approval of the top officials of the

Gove;'tnment, on the grounds that it is necessary for our national
security.
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Mr. Warre. May I say a couple things more, Senator, that you
might cover in those letters, if you would like?

The Crarrman. I know 1t will encourage shipping, but we have got
a complete tax exemption here, and I am not willing to vote to con-
tinue 1t unless the proper officials of the Government say it should be
done in the interests of the Government.

That is the way I look at it.

Mr. WaritE. May I point out three or four advantages that the U.S.
Government is getting and that you might want to cover also with the
agencies that are concerned.

We have covered the defense point, I think, completely.

Now, the questions of balance of payments. I have sat here this
morning and listened to a lot of discussion about balance of payments,
but I do not know of any place where the balance-of-payment prob-
lem would get more worsened, if there is such a word, than it would
be if, as a result of this tax bill, this fleet were sold.

The total income that all of the American owners of foreign-flag
vessels get per year is about $300 million.

Now, these dollars are paid by American corporations to American-
owned Liberian corporations, and the money is kept on deposit in the
United States.

It stays here.

You let this fleet be sold to non-Americans and the $300 million will
get paid by American companies to non-American companies and will
get deposited in Kurope.

So the net effect of the balance of payments will be that to the extent
of $300 million a year we are going to be worse off on the balance of
payments.

The Cmamrman. You have got off on another question now. You
have gone into balance of payments, and you first started out on the
question of national defense; that we needed these ships in case of an
emergency.

Mr. WarTe. That is right, that is the first point.

The Cmamrman. We will include to the Secretary of the Treasury—
he deals with balance of payments, and he can express his opinion
about that.

The Secretary of Defense then can express his opinion and the Sec-
retary of the Navy can express his, and that is the only way that I
would feel justified, as chairman of this committee, in continuing what
appears to me to be a complete tax exemption, because when you sell
these ships, you claim they are worth practically nothing and there
will not be any capital gains tax to pay.

Mr. Warte. But the profits that come in

The CuaRMAN. As a matter of fact, there will be a capital gains
loss on them because you are buying them for how many million?%

Mr. Waare. About $6 million apiece.

The Caamman. Six million dollars. Then you said a few minutes
ago they are only worth $285,000 at the end of 15 years.

Mr. Warre. I said I knew of examples where they sold for $285,000.

The CramrMan. Well, you gave the Chair the impression that that
is what they were worth, $285,000, and you paid $6 million for them.
How are you going to pay a capital gains tax on that?

Mr. Wmrre. I am sorry, Senator, if I gave you the impression that
they were only going to be worth $285,000.
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The Crarman. You said that, did you not? )

Mr. Warre. I said that I sold two of the type, which sold for $4.5
million atSuez and we sold them for$289,000. .

The CratrMAN. Your testimony was they were practically worth-
less at the end of 15 years. )

Mr. WarTe. You do not know what they are going to be worth,
Senator. L

The Cmamman. Of course. None of us know what anything is
going to be worth 15 years from now.

Mr. WarTe. Right. . .

The Cmarman. I do not know what my apple orchard is going
to be worth 15 years from now. But you have made the broad state-
ment that these ships are not worth anything at the end of 15 years.

Mr. Warre. If T did say that, Senator, I am sorry, because I did
not mean that. I saidI didnotknow.

The Cramkman. There is no use quibbling about it, but that is the
only way I can see that this matter can be straightened out, is to
submit it to the officials of the Government and let them determine
whether this tax exemption should be continued.

Mr. Warre. The only other point, Senator

The Crarrman. T assume that would be satisfactory to you.

Mr. Warre. That would be very satisfactory. e only other
point I would like to make here is that this is my understanding.
It this fleet is lost—and this can also be asked of the Secretary of
Defense—that if this fleet is lost, it would cost the U.S. Government
between $2 billion and $3 billion to replace it, and this is what they
would probably have to do in construction subsidies.

The Crmarrman. Mr. White, with all respect to you, I think that
is a matter that should be determined by the Government officials.

Mr. Wrrre. That is right.

The CratrmMan. Now, I want you to know the form of this Inquiry,
how it is going to be made.

We are going to cite the present law and then cite the House bill,
and we will ask these officials of the Government which they think
should be adopted, whether we should continue the present tax exempt
law or whether we should adopt the House bill.

Mr. Warre. I do not know whether the Secretary of Defense could
answer on the tax question, but

The Cratrman. The Secretary of Defense could say, could choose
to say that this is very vital to our future security.

Mr. Warre. Thatis right. That he will probably say.

The Cramrmaw. I will make it clear that that is what T want him
to say. Then if the answer is not clear, I would be willing to have
the Secretary of Defense come before the committee because I want
to see that full justice is done to you.

But I am not very enthusiastic about continuing a complete tax
efenappgon, as apparently exists under this present law, as I can under-
stand it.

Mr. Waire. I would like to say one think more to you, Senator,
on that, because you seem to beliéve that somehow or other this tax
exemption under the present law is giving a windfall to the Amer-
1can owners of foreign-flag ships, and that it is not true,
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I have no objection to paying the same taxes that a stoclholder of
an American corporation pays with respect to his stock in the Amer-
ican corporation which are as follows:

(2) He pays ordinary income taxes; that is, up to 91 percent, on
any dividends that he receives from the corporation. He pays no
taxes on the earnings of the corporation itself unless those earnings
are declared to him in the form of dividends.

(6) In the event such a stockholder sells his stock or if he receives
the assets of the corporation in liquidation, he pays a capital gains
tax at rates up to 25 percent on the gain he realizes over the original
cost of his stock.

Under the Internal Revenue Code as it exists today, I am subject
to these same taxes to which the American stockholder of an American
corporation is subject. My objection to H.R. 10650 is that it subjects
the American stockholder of a foreign shipping corporation to a
higher individual tax than the stockholder of the American corpora-
tion because—

(@) The stockholder of the foreign shipping corporation will have
to pay taxes at ordinary income tax rates (up to 91 percent) on the
earnings of the foreign corporation even though he receives no divi-
dends, which is not true in the case of the American stockholder of an
American corporation.

(0) If the American stockholder of a foreign shipping corporation
sells his stock or if the corporation is liquidated, he will have to pay
a tax at ordinary income tax rates (up to 91 percent) on his gain
rather than the 25-percent capital gains tax, as in the case of the
American stockholder of the American corporation.

When you stop to realize that we make approximately 4.5 percent
on our investment, there is no windfall, and under the present tax—
under the proposed new tax we would make three-quarters of 1 per-
cent on our investment.

The CuArRMAN. I am not talking about the present tax rate at the
moment. I was talking about the tax exemption. You expect to
make money out of this.

Mr. Warre. About 4.5 percent on our money.

The Cumamman. You would not be in it if you did not expect to
make money.

Mr. Warre. That is right.

The CrarMan. Why would you go into a hazardous business for
4.5 percent when you could invest for tax securities to make that
money ?

Mr. Warre. The reason is the speculative run on the ships in 15
years. This is exactly what I would say to you: If this law passes,
the Americans will sell their ships because they will be better off
putting them in tax-exempt or “blue chip” common stock than we
would to end up with three-quarters of 1 percent return.

This is what we are being faced with. This is why I tell you that
the fleet will go.

The CuarrMaN. In other words, this is a matter of patriotism on
your part?

Mr. Warre. No. )

The Cramrman. Itisnot a question of making money ?

Mr. Wurte. No.
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The Cumairman. Considering that you only get 4.5 percent, you
could make that investment very safely in this country and get 4.5
percent on tax-exempt securities.

Mr. Warre. That is right.

The Cuarman. Without paying any tax at all. )

Mr. Warre. In addition to the 4.5 percent, we have a speculative
run for the value of the ships. That is a speculation. You have
got, 4.5 percent and you have got a speculation of what the thing will
be worth 15 years from now. ) )

Now, I do not consider that not worth doing, but I do consider
three-quarters of 1 percent too low. ) )

The Crairman. With all deference to you, Mr. White, this com-
mittee cannot go into all these things. If you want to get concessions
in taxes, you have got to put it on a basis of something of value to the
Government, to the people of this country.

Mr. Warre. That is what I thought I did.

The CrairmMan. And give you freedom from taxes.

Now, what I propose to do is to submit it to the officials who have
charge of it, the gecretary of Defense.

If you want to bring in this imbalance of payments, T had not heard
that until the end of your presentation, that 1s involved in it, let the
Secretary of the Treasury pass upon it.

Now, 1f it is necessary for military defense, let the Secretary of
Defense pass upon it or the Secretary of the Navy.

Mr. Warre. That is what I said. I am very happy that you are
going to call them.

The Cmairman. We will write them a letter, and if there is any-
thing ambiguous about their reply, we will call them. But I think
that 1s the only way we can do.

I have no question that you have written this in a fashion that you
believe to be correct and accurate, but it goes beyond your under-
standing or your desires in it.

It is a question of, Is it beneficial to this country to give tax relief
in order to get these ships?

Thank you very much, sir.

Mr. Warte. Thank you.

(Mr. White’s prepared statement follows:)

STATEMENT OF H. LEE WHITE, MEMBER OF THE LAW FIERM OF CADWALADER.
WICKERSHAM & TAFT, AND CHIEF EXECUTIVE OFFICER OF THE MARINE TRANS-
PORT LINES GROUP, OSWEGO GROUP, AND TRINITY (GROUP

I am a partner in the law firm of Cadwalader, Wickersham & Taft, 14 Wall
Street, New York City. I am also a substantial stockholder and the chief
executive officer of a group of U.S. and foreign shipping corporations. 'We have
a number of foreign corporations and they are collectively spoken of as falling
1nto.two groups: (a) the Trinity group and (%) the Oswego group. These
foreign gorporations are Liberian corporations, and the vessels cwned by these
corporations are registered as Liberian-flag vessels. Our American group is
composed of a number of U.S. corporations, and they are collectively spoken
of as the Marine Transport Lines group. The Marine Transport Lines group
owns a number of American-flag vessels and acts as the operator for both the
American- and foreign-flag vessels owned by our group as well as the operator
for_a number of American- and foreign-flag vessels owned by corporations in
whgch we have no interest. Qur group owns or controls Liberian corporations
which own 15 foreign-flag vessels (already built or building) ranging in size
from 12,000 to 50,000 deadweight tons. (Ten of these ships range in size from
42,000 to 50,000 deadweight tons and have been built since 1959.
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‘We have by contract committed each of these vessels to the U.S. Government,
and, tl}erefOI'e, the Department of Defense and the Maritime Administration
recognize that the U.S. Government has effective control of these ships.

Our group, through its American corporations, also owns or controls 19
American-flag vessels, ranging in size from 10,000 to 24,000 tons. In addition to
the tonnage set forth above, Marine Transport Lines operates for other owners
a total of 12 vessels under American flag and 29 vessels under foreign flag.
On tlie basis of the foregoing, you can see that our group operates a total of 75
vessels.

I am appearing here today because it is my belief that because of the manner
in which the foreign-flag shipping business is operated and financed, certain of
the provisions of H.R. 10650, if enacted into law, will bring about a situation
which is adverse to the interests of the United States, and—

(1) Will result in such a hardship on the U.S. owners of these foreign-
flag vessels that such persons’ only alternative to personal bankruptcy will
be to sell these modern, high-speed vessels to non-American owners and to
remove themselves completely from the international bulk carriage business;
S (2) Such a result will be disastrous to the defense posture of the United

tates;

(3) The proposed tax legislation as applied to the foreign-flag shipping
business will not result in additional tax revenue but, in fact, will result in
overall tax revenue 10ss;

(4) In fact. the removal of this fleet from American ownership will more
probably result in substantially increased expenditures by our Government
in the future in an attempt to cure the substantial injury to the defense
posture of the United States;

(5) The removal of this fleet from U.S. ownership instead of improving
the balance-of-payments position of the United States as was intended by
the proponents of the bill will, in fact, worsen the U.8. balance-of-payments
position.

There are three provisions of ILR. 10650 that affect the American owners of
foreign-flag vessels so materially that they will have no alternative but to dispose
of this “effective control” fleet now. These provisions are:

1. Section 952(e) (3)

This section is destructive in its effect if “rent” is construed to include
“charter hire.” In its report the Committee on Ways and Means of the House
of Representatives stated: “* * * the passive income referred to here is the
same as foreign personal holding company income except that rental income is
included whether or not rents represented more than 50 percent of the gross
income involved * * *’° While the legislative intent expressed in the report
indicates that the House of Representatives wvas only attempting to reach port-
folio types of investments or passively received investment income, there is a
longstanding U.S. Treasury regulation under section 543 which expressly in-
cludes within the word “rent” “charter fees.” It is therefore probable that
earnings from the operation of vessels, however different from the traditional
low-risk portfolio type of rent, might be included as foreign base company
income. The consequences of such an interpretation would be disastrous to the
stockholders of American-owned foreign corporations because this income would
constitute attributed dividends in the hands of the U.S. sharebolder and would
force such a shareholder to sell the stock of a shipping corporation to foreign
interests since, ander customary financing documents which bind the corpora-
tions and the stockholders, dividends cannot be declared to him.

American-owned foreign shipping corporations receive income under five
different types of standard contracts:

(@) Barcboat charter.—Under this charter, the owner charters the ship to a
charterer (normally a major oil, steel, or aluminum company) on a net basis.
The charterer supplies and pays for the crew, fuel, port charges, provisions,
stores, insurance, and repairs. Our group has no bareboat charters except that
one of our corporations which owns a vessel has bareboat chartered it to a sub-
sidiary which in turn has time chartered it to Socony Mobil Oil Co.

(b) Twme charter~—The owner charters the ship to a charterer (n(.)rmally a
major oil, steel, or aluminum company) for a monthly rate expressed in dollars
per deadweight ton of the ship. The owner of the vessel Supplie_s and pays for
the crew, provisions, stores, insurance, repairs, and a small portion of the fl'I(-Z‘I
for heating quarters. The charterer pays only for port charges and a major

82190—62—pt. S—9
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portion of the fuel cost. Practically all our group’s Liberian-flag vessels are
chartered under time charters.

(¢) Consecutive voyage contract—The owner of the V{essel agrees to carry
for the charterer the charterer’s cargo to and from a specified port, or ports, as
fast as the vessel can go. The charterer is not permitted to carry any other
cargo except the cargo of the charterer. The owner supplies and pays for the
crew, provisions, stores, insurance, repairs, port charges, and fuel C_[‘he
charterer pays for this service a fixed dollar amqunt per ton of cargo carried.
Our group has iwo Liberian-flag vessels under this type of charter.

(d) Contract of affreightment—The owner agrees to_ carry a fixed amount of
tonnage for the charterer within a specified period of time. The charterer pays
for this service, as in the case of the consecutive voyage contract, a fixed amount
per ton of cargo carried. The cargo is to be carried to and froq1 a specified
port, er ports. The shipowner may carry tonnage in _this ship for_ other
charterers during the contract period so long as he accomplishes the carriage of
the tonnage for the charterer within the time specified. The shipowner sup-
plies and pays for the crew, provisions, stores, repairs, insurance, port charges,
and fuel. Our group has two vessels under this type of contract.

(e) Single-voyage charter—The owner agrees to carry one cargo for the
charterer from a specified port, or ports, to a specified port, or ports, and com-
mits himself to commence loading by a specified date. The owner supplies and
pays for the crew, provisions, stores, repairs, port charges, and fuel. The
charterer pays for the service a fixed dollar amount per ton of cargo carried.
Our group has no foreign-flag ships under this type of charter.

TWhen vessels are not under long-term commitment, an owner may operate his
vessels within any given year under a combination of two or more of the above
types of contracts. In other words, he can charter out his ship during any one
year, part time under time charter, part time under consecutive voyage charter
and, in addition, take an affreightment contract for a portion of the year.

2. Scction 953(b)

This section is destructive in its effect if vessels are not considered to be
“qualified property” within the meaning of the section. The problem arises
because these vessels which travel all over the world, more or less occasionally
come to U.S. ports and, therefore, they might be held to be not “outside the
United States.” Under section 951(a) (1) (B), a tax is imposed on the U.S.
shareholders where the foreign corporation invests its earnings for the taxable
year in unqualified property. An additional problem is created because, in order
to be qualified property, the property must also be ordinary and necessary for
the active conduct of a qualified trade or business. In order to qualify under
this provision, a trade or business must be carried on outside the United States.
If the foreign shipping corporation has an agent in the United States or its
ships touch the United States, tusiness conducted by it would not be qualified
under section 953(b) (3). Also, under customary vessel financing agreements,
the shipowner is required to place each separate transaction in a separate
and distinct corporation in order to assure the financing institution that the
borrowing corporation has no liabilities except those created by the transaction
financed by the institution. Therefore all ships built after the passage of the
act will be in corporations which are not in existence on December 31, 1962, or
“during the 5-year period ending with the close of the preceding taxable year,”
and will not qualify as a ‘“qualified trade or business.”

Most new, modern, high-speed bulk carriers are under long-term charter for
periods ranging from 10 to 20 years. Lending institutions require mortgages
to be amortized over the life of the charter commitments existing at the time
the loans are negotiated and normally require repayment on a level-debt basis.
The useful life of the vessels for U.8. tax burposes is consequently longer than
the life of the charters. Therefore amortization of principal on the mortgage
will be considerably larger than the allowable depreciation for the taxable
year. To the extent that mortgage principal amortization exceeds depreciation
the net worth of the company is increased. If the vessel is not a qualified
asset, such increase in net worth would be currently taxed pro rata to the
U.S. shareholders of the foreign shipowning corporation. There will, however,
be no cash in the corporation which they can reach to satisfy the U.S. tax
liability on these imputed dividends. As a practical matter, the U.8. share-
holders, faced with a staggering tax liability and no liquid funds with which
to meet it, would be forced to sell out.
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3. Section 1248

This section reguires that on the sale of the stock of a foreign corporation,
such as a Liberian corporation, or upon the liquidation of such foreign corpora-
tion, U.S. stockholders pay an income tax at ordinary income tax rates rather
than at capital gain rates. At first glance it would appear that the American
owners of foreign-flag vessels ought to be able to accept this section. The
consequences of the section, however, because of (e¢) the risks involved in a
shipping venture; (b) the high income brackets that all individual owners
(the independents) will be in results in a 91-percent tax; (c¢) the substantial
investments required from the shipowners; (d) the length of time that the
investment is locked up under the financing documents; (e) the fact that such
an individual owner does not (since each shipping transaction is in a separate
corporation), like an American corporation, have the benefit of consolidated
returns or the right of offsetting losses in one shipping venture against profits
in another venture: (f) the foreign corporations are already subject to the
provisions of the Foreign Personal Holding Company Act, and it may be im-
possible, because of this act, to unwind these corporations and to reorganize
them in order to lessen to some extent the impact of this proposed legislation;
and (g) the low return the shipowner will receive after the payment of such
taxes, will force him out of the foreign-flug shipping business.

I will divide the balance of my statement into two parts:

I. The effect of this legislation on our own Liberian corporations and Liberian-
flag ships which have either been constructed or are under contract to be cou-
structed since we have already executed financing documents with American
financing institutions committing these corporations prior to the passage by
the House of Representatives of H.R. 10650 (for brevity’s sake this portion will
hereinafter be entitled “'Transactions Under Which Shipowners Are of This Date
Committed’"), and

II. The destructive effect of this legislation on the future of the U.S.-owned
foreign-flag fleet (hereinafter entitled “The Effect of This ILegislation on the
U.S. ‘Effective Control’ Fleet™).

I. TRANSACTIONS UNDER WHICH SHIPOWNERS ARE OF THIS DATE COMMITTED

I recognize that this legislation has the legitimate purpose of attempting to
remove certain abuses that have resulted in some cases through the use of
foreign corporations by American corporate parents for the purpose of escaping
American taxes. The Honorable Douglas Dillon, Secretary of the Treasury,
testified on April 2, 1962, before the Committee on Finance, U.S. Senate, on this
bill (see p. 98, Hearings Before the Committee on Finance, U.S. Senate, 87th
Cong., 2d sess., on H.R. 10650, dated Apr. 2, 1962), as follows:

“The typical activities of such corporations include the handling, as middle-
man, of many trade transactions-—transactions which often are largely paper
transactions so far as the tax-haven corporation is concerned. They also include
the sale of management services, the collection of licensing and other royalty
payments. the insurance and reinsurance of U.S. risks, and the like. In addi-
tion, dividends and interest may be paid to these tax-haven companies from
foreign subsidiaries in other countries, in a way that involves large savings
in taxes.”

It is self-evident that the foreign corporations owning and operating foreign-
flag shipping do not fall within the scope of the examples that the Secretary
of the Treasury indicates as being the type of corporations that the adminis-
tration is trying to reach. I believe that I can demonstrate that this legisla-
tion should not be applied to American controlled foreign shipping. I am sure
that the proponents of this legislation have not carefully examined the situation
of the shipping business as exemplified by the American controlled Liberian-flag
vessels, with particular reference to the manner in which such shipping trans-
actions occur and are financed. The consequences of this legislation to the U.S.
stockholders of these Liberian-flag shipping corporations are too horrible to
contemplate. It will result in outright confiscation of all the stockholders’
property and personal bankruptcy unless he immediately disposes of his interest
in such corporations. I believe that if the facts had been brought to the
attention of the House of Representatives, relief would have been given by them
in H.R. 10650 because T am sure that they would not have given to such owners
the alternative of personal bankruptcy or the destruction of a fleet vital to the

defense of our country.
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As I stated above, at this part of my statement I am directing myself only
to the American controlled foreign-flag ships under charter commitments and
financing commitments entered into prior to the date that the House Ways and
Means Committee reported H.R. 10650. As to these commitments, the ship-
owner s already firmly bound to perform his agreements in accordance with
the signed documents, and the consequence to him of performing these agree-
ments in the light of the provisions of H.R. 10650 are so disastrous that he can
only escape them by disposing of all his foreign controlled shipping to non-
Americans, such as Liberian corporations owned by non-Americans or corpora-
tions organized in Greece, England, Norway, the Netherlands, France, Italy, or
Japan and owned by citizens of those countries.

In order to understand the absolute truth of my conclusion, one must under-
stand the customary and normal way in which the independent American ship-
owner conducts his business with relation to foreign-flag ships. It is the manner
in which 14 of our 15 foreign-flag vessels and all 10 of our large, modern,
high-speed ships were handled.

A major American oil, steel, or aluminum company (hereinafter called the
charterer) decides to go into the shipping market for the purpose of charter-
ing under a long-term contract a new ship to carry cargo for it. The cnm-
petitive market that it enters is composed of the American controlled PanLibHon
(Panama, Liberia, and Honduras) flag shipowners, the non-American controlled
PanLibHon flag shipowners, such as Onassis and Niarchos, the ships under the
registry of Greece, Great Britain, the Netherlands, Italy, France, Norway, and
the other Scandinavian countries. The charterer normally enters into a charter
with the shipowner who offers the lowest price. Only in the event that the
American controlled PanLibHon flag shipowner’s charter rate is equal to that
of the non-American controlled foreign-flag shipowner’s will the charterer take
the American controlled foreign-flag ship. After reaching agreement with the
major oil company concerned, in the case of tankers, or the major steel com-
pany or aluminum company, in the case of bulk carriers to carry ore or
bauxite, the shipowner then enters into a binding agreement with a foreign
shipyard to construct the ship and a binding commitment with a financing in-
stitution, or institutions, to lend him a portion of the money needed to pay
to the shipyard. Whether the shipowner is an American controlled Liberian
corporation or a non-American controlled foreign corporation, the primary
source of loan funds is U.S. banks or insurance companies. Foreign controlled
shipping corporations, however, do have the ability to borrow funds also from
banks in their own countries in addition to their ability to borrow from U.S.
financing institutions. American controlled foreign shipping corporations do not
normally have the ability to borrow funds from foreign financing institutions
and are normally restricted to borrowings from U.S. financing institutions.

The financing documents executed by the shipowner with the financing insti-
tution are detailed and provide normally for financing during construction
as well as for the permanent long-term financing on the delivery of the ships.
In addition, we, as well as some other owners, open through U.S. banks con-
firmed, irrevocable letters of credit to the foreign shipyard guaranteeing those
vards the specified payments as called for by the construction contract. The
financing documents executed by the foreign corporations owning 14 of our
15 foreign-flag ships are restricted by the following conditions, and, therefore,
we, the stockholders of these corporations, face the disastrous result of potential
bankruptey or the sale of our corporations in the event this tax legislation
is passed without excluding American controlled foreign-fiag shipping from its
provisions. A violation of any one of these conditions results in a default under
the ship mortgage and foreclosure by the mortgagee since the financing insti-
tution is secured by a first mortgage on the vessel and by an assignment to it
of the charter. The loan by the financing institution is never made on the~
basis of the ship alone but only on the ship and charter together. The financing
institutions will loan a percentage of the ship cost, roughly 75 to 90 percent,
provided the charter revenue derived from the charter over its duration creates
sufficient income over operating expenses to assure repayment of the loan,
together with interest, over the period of the charter with sufficient margin
to cover potential risks, such as an increase in operating costs and the perils
of the sea. These conditions are:

(a)} Each loan is confined to one corporation. Generally the financing insti-
tution requires that a new corporation be created which has had no transactions
in it prior to the date of the contemplated borrowing and has no debt against it.
This requirement is made to assure the financing institution that its security will
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not be aﬁeqted by any transaction other than the one which it is financing. Be-
cause Of' this requirement, we are constantly forming new corporations for each
transaction and cannot use the funds generated from one transaction to finance
,_amother, nor can we use the profits in one transaction to offset losses that occur
in anOth(?r. Our 15 ships are owned by 9 separate corporations ranging from
1 to 3 ships in a corporation, but each corporation covers one specific financial
transaction.

(b) The loan is generally repaid over the duration of the charter on a level
debt basis. TUnder this provision we are required to pay each month during the
loan the same fixed amount of money to the financing institution throughout
the life of the charter. In the early years the financing institution applies a
very large percentage of this fixed monthly payment to the payment of interest
and a very small percentage to the payment of principal. The interest portion
gradually decreases, and the principal portion gradually increases as the years
pass. This means that the required payments to the financing institution with
respect to principal each year bear no relation to allowable depreciation, and,
in the latter years, far exceed any depreciation which would be allowed to the
corporation under American depreciation schedules. In addition to the fact that
in the latter years our depreciation would be less than our required principal
payments, the excess of depreciation over principal payments in the early years
would be lost since foreign corporations have no loss carry-forward privileges.

(e¢) Each corporation is generally required to maintain a fixed minimum work-
ing capital. This requires the stockholders to be prepared to advance to the
foreign corporations additional sums of money over those originally contemplated
in the event losses occur through the risks inherent in the business. In the
event such sums are borrowed, the foreign corporations are prohibited from
repaying these funds until the financing institutions have been repaid in full
their loan.

(d) Each corporation is required to hold in its corporate accounts all sums
not needed to pay operating expenses and the level debt payments to the financ-
ing institutions, and each corporation is absolutely—

(1) Prohibited from paying dividends to its stockholders:

(2) Prohibited from making loans to anyone, including its stockholders:
and

(3) Prohibited from borrowing funds from anyone except on a sub-
ordinated basis: any such loans can only be repaid to the lenders at the
end of the charter after the financing institution has been paid in full.

(e) All charter hire under the assignment is paid to the financing institution
rather than to the shipowner. ‘The financing institution deducts the level debt
payment due it and any other amounts necessary to establish required reserves
and pays the balance over to the corporation. This balance, as stated supra, is
locked up in the corporation as additional working capital to meet future un-
known requirements and additional security for the financing institution.

(f) The corporation is required, if American controlled, to maintain its corpo-
rate accounts, including all the cash it possesses or accumulates in a first-class
U.S. bank.

(g) In many of these cases the financing institutions require additional
security from the stockholders either in the form of gnarantees or cash.

In order to demonstrate the effect of this proposed legislation on an American
controlled foreign corporation owning foreign-flag ships, I would at this time
like to use as an example one of our own shipping ventures to demonstrate how
our group and those similarly sitnated will actually be affected:

One of the corporations owned by our group is Trinity Navigation Corp., a
Liberian corporation. This company owns three modern 42,000 deadweight ton
high-speed tankers. Each vessel is under charter for 16 years from the date of
delivery to Gulf Oil Corp. In 1956, when we negotiated these charters with
Gulf Oil Corp., the market for this size ship was approximately $2.50 per
deadweight ton per month. Our competition for these charters were the
Liherian-flag ships owned by non-Americans and foreign-flag ships owned_by
Norwegian and Dutch owners registered under the flags of their own c¢ountries.
We secured the charters but only on the conditions that we accept a rate of
$2.56 per deadweight ton per month for the first 12 years and $2.20 per dead-
weight ton per month for the last 4 years, or an average charter rate of $2.47
over the 16-year charters. If my group had not secured these charters, the
ships and the charters would have gone to non-Ainericans, and these three modern,
large, high-speed vessels would not now be under the “effective control” of the

United States.
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We contracted to build the vessels in Sweden at a total cost to us ‘for the
three vessels of $26.200,000. We insisted, as part of our contract with the
Swedish yard, that the yard purchase the complete powerplant and all the steel
for each of the three vessels from U.S. suppliers. The powerplants were pur-
chased from International General Electric Co. at a cost of approximately
$4,400,000, and the steel was purchased from Colorado Fuel & Iron Corp. at an
approximate cost of $5,800,000. Therefore, out of a total cost of approximately
$26,200,000, U.S. business and U.S. labor benefited to the extent of approximately
$10,200,000 which would not have been the case if these vessels and charters
had gone to non-Americans-controlled foreign corporations.

Our construction contract required that we pay the Swedish yard 80 percent
of the total construction cost periodically during construction and the remaining
20 percent on the day the vessels were delivered. In order to guarantee these
payments to the yard, we opened confirmed, irrevocable letters of credit through
the First National Bank of Boston. The three vessels were delivered between
April 29, 1959, and December 30, 1960. Of the total cost of approximately
$26,200,000, we borrowed $24 million from American financing institutions; i.e.,
$6 million from the First National Bank of Boston and $18 million from
Metropolitan Life Insurance Co.

These ships are modern, high-speed oil tankers with a speed of approximately
18 knots and are the equal of any vessels in the world. On delivery of the
vessels we signed a commitment with the U.S. Maritime Administration making
these vessels available to the U.S. Government in the event of a national
emergency.

The stockholders placed at risk in Trinity Navigation Corp. approximately
$2,200,000 and, in addition, established outside Trinity Navigation Corp. a cash
collateral account in the amount of $1,500,000 as additional guarantee to First
National Bank of Boston’s loan of $6 million. On the basis of these facts, it can
be seen that the stockholders put at risk in this transaction $3,700,000.

The financing documents executed with Metropolitan Life Insurance Co. and
First National Bank of Boston contain the following provisions, among others—

(¢) Gave to the financing institutions the mortgage on the vessels and
assigned to them the charter hire payable by Gulf Oil Corp.

(b) Required the maintenance of a minimum working capital of $500,000
at all times ;

(¢) Required the repayment of the loan over the life of the three charters;
since the last ship was delivered approximately 18 months after delivery of
the first ship, the payments were spread over 1715 years ;

(@) Froze all the profits in the company for the life of the loan; i.e., 17%
years; and

(i) Prohibited the payment of any dividends to the stockholders for
the duration of the loan ;

(ii) Prohibited the repayment to the stockholders of any part of their
investment for the duration of the loan except that the collateral ac-
count of $1,500,000 was to be released as soon as the First National Bank
of Boston had been repaid their $6 million. This would occur approxi-
mately 5 years after the delivery of the last ship;

(iii) Prohibited the lending of money by the corporation to anyone,
including the stockholders :

(iv) .Prohibited the borrowing of funds from anyone except funds
Isubordmated to the repayment of the bank and insurance company
0ans ;

(v) Prohibited the corporation from acquiring any other vessels or
engaging in any business other than the owning and operating of these
three vessels under the gulf charter.

The total gross charter hire for the three vessels is approximately $3,900,000
for each of the first 12 years and $3,200.000 for each of the last 4 vears. The
total gross operating expenses are now running at approximately $1,150,000 per
year, resulting in an operating profit of approximately $2,750,000 before paying
the financing institutions the principal and interest due them. The pavmerft
of principal and interest to the financing institutions each year approxflnates
$2,300,000, 1egvipg a cash amount (not dedicated to the payment of operating
expenses, principal and interest) of approximately $450,000 which must be
retained in the corporation, deposited in a U.S. bank and is not available for
the‘pa,vment of dividends. This approximate situation will exist each year
until 1977. The only change that will occur will be that the operating expénses
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will increase as the years go by, and charter hire will decrease after the 12th
year so that the resulting cash represented by the $450,000 above will decrease
to some extent.

Now, let us look at the provisions of the proposed tax legislation as they
would apply to this particular corporation :

(@) Assuming only that time charter hire is considered as rent under section
952(e) (3), all the income of this corporation would be rent, and we would
arrive at the following result :

(1) If we assume, for the sake of argument, that under the proposed tax
legislation we would be able to depreciate our vessels in such a way as to
coincide with the payments of principal to the financing institutions (this would
seem to be impossible to accomplish because (a¢) the loan is repayvable over 16
years for each vessel, and normal depreciation for this size vessel under present
U.8. regulations is 25 years; and (b) the level-debt character of the repayment
which results in a payment of principal which does not coincide with any form
of straight-line depreciation on a 16-year basis), the corporation would at least
have earnings of $450,000. Under the proposed tax legislation, each of the
stockholders, since there are five equal stockholders, would be considered as
receiving $90,000 of income taxable at ordinary income rates. Hach of the
stockholders, if they are not already in the 91-percent tax bracket, would be in
the 91-percent tax bracket (resulting from the similar impact on each of them
from a total of 15 vessels that our group owns in addition to their other income)
and would have to pay to the Government, $31,900 each year for this corporation
only out of their other assets not connected with their foreign-flag shipping
business. The present existing U.S. tax laws are so constructed as they affect
ordinary income that no man has this kind of ability to pay this kind of tax on
money that he does not receive. The stockholder is not able to receive from the
corporation the $90.000 because of the prohibition against dividends and, there-
fore, will not have the funds available to pay the tax of $81,900 when due. The
horror of this situation becomes even more self-evident when one realizes that
with a total of 15 vessels, this type of income on which our stockholders will
be taxed is approximately $2 million a year, resulting in an attribution to each
stockholder of earnings of $400,000 which he will not receive and on which he
will have to raise the necessary funds to pay $364,000 to the U.S. Government
in the form of income tax without regard to the tax on his other income. The
other independent owners, other than our group, who have a larger number of
vessels will have a correspondingly greater problem.

(2) If, what is more probable because of the present Treasury regulations on
depreciation, we will be required to depreciate these ships over a 25-vear life,
then the consequences to us are even worse. With such a depreciation schedule,
the book profit of Trinity Navigation for the year 1963 would be approximately
$800,000, increasing steadily until 1969 (although the cash profit decreases
through these years), in which year it would be $1,184,000. This would mean
that our stockholders would have attributed to them each year this income so
that in 1963 they would pay a total tax of $728,000 and in 1969 a tax of $1,077,440
on money they are prohibited from receiving under the terms of the financing
documents. As the corporation is owned equally by five stockholders, each of
the stockholders would have to pay one-fifth of this tax, and yet the corporation
itself is committed in each of these years to pay all this money to the financing
institutions or lose its ships except for approximately an average of $150,000
per year, and the stockholders cannot, under the finacing documents, even get
their share of this $450,000 from the corporation, let alone the $1,184,000. The
personal tax that I alone as an individual would have to pay on the earnings
attributed to me from this one corporation would be $200,000, and I would have
to pay it out of resources that exist outside the corporation. I do not have
this kind of resources. My problem is multiplied five times this figure of
$200,000 since the total number of ships that belong to our group is 15 rather
than the 3 used in this example. This means that the total tax that I would
have to pay each year in order to retain my interest in these shipping corpora-
tions would be approximately $1 million a year even though I canuot get 1 cent
of income out of the foreign shipping corporations with which to pay this tax.

Although I am sure that the large public corporations, such as the oil, st_eel,
and aluminum corporations which own foreign corporations opera.ting foreign-
flag ships, will be badly hurt by this provision, I believe t.hat the 1ndependepts
(individual owners such as our group) who own two-thirds of the effective-
contro] fleet of the United States will suffer the most since (@) we are pro-
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hibited from paying dividends while these large corporations are not b_ecause
of their financial stability, (b) we do not have large cash resources in cor-
porate treasuries from which we can pay these taxes if the earnings are not
declared by the foreign corporation in the form of dividends, and (c¢) because
the attribution of income to use as individuals will result in a tax at rates up
to 91 percent while the attribution to the large corporations will result in a
corporate tax of 52 percent. It therefore seems self-evident to me that the
individuals face personal bankruptcy if they attempt to retain their interest
in the foreign-flag ships which represent two-thirds of the effective-control fleet
of the United States.

(b) If vessels are not considered “qualified property” because they are not
always ‘“‘outside the United States” or because the vessel does not meet the
definition of “ordinary and necessary for the active conduct of a qualified
trade or business” because of the restrictive definition of this phrase in the
light of customary financing requirements, the individual stockholders might
have attributed to them their pro rata share in earnings resulting from the
amounts paid in amortization of their mortgage to the extent that such mort-
gage principal amortization exceeds the depreciation. Let us take the same
Trinity Navigation Corp. for the purpose of exemplifying this statement on the
assumption that the allowable depreciation will be a 25-year depreciation. As
stated above, the operating profit after the paying of operating expenses ap-
proximates $2,750,000 in the year 1963. The interest portion of the level-debt
payment for that year is approximately $950,000, leaving a net paper profit
before depreciation of approximately $1,800,000. The allowable depreciation for
the year 1963 would be approximately $1 million, but the portion of the level-debt
payment made to the financing institution as principal that year will be ap-
proximately $1,200,000. Therefore, since the amount paid to the financing
institution as principal exceeds the depreciation by $200,000, the stockholders
would pay up to 91 percent of this $200,000 in taxes to the U.S. Government
although none of this money would be capable of being paid to them. The
amount paid in taxes on this money not received by them would therefore be
$182,000. In 1969, by virtue of the manner in which the level-debt payments
are allocable to principal, the payment allocable to prinecipal has increased so
that the amount attributed to the stockholders as a nonqualified investment
would be $950,000, the difference between the depreciation of $1 million and the
principal payment to the financing institution of $1.950,000. The stockholders
would therefore be obliged to pay a lax equal to 91 percent of this figure or
$864,500 out of funds which they must secure from resources other than their
foreign-flag shipping corporations.

Again, this problem is multiplied five times because our stockholders have
interests in 15 foreign-flag ships rather than 3. It becomes clear, therefore,
that rather than face personal bankruptcy, we will be forced to dispose of our
15 foreign-flag effective-control vessels and that all independent owners like
us will also have this as the only solution to their problem.

(c) Although it might be argued by those unaware of the facts involved
that the independent shipowners should be able to accept the provisions of
section 1248 i.e. to pay ordinary income tax rates on the sale of their stock in
or the liquidation of these foreign shipping corporations after the repayment
to the financing institutions of their loan, I am sure that after an examination
of the circumstances surrounding these transactions, it will become self-evident
that this is not so. No taxing legislation should he enacted, the direct result
of which will destroy a critical part of the defense posture of the United States.
nor should such legislation be passed when it works an undue hardship on any
group of citizens of the United States or is unfair and, therefore, un-American
in its concept. On this basis, it would appear inappropriate to apply the
provisions of section 1248 to any stockholder who already owns the stock of a
foreign-flag shipping corporation where the corporation is bound to a specific
transaction and to specific financing requirements prior to the passage of this
tax legislation. At the time such stockholders entered into their transactions
and agreed (1) to accept the specified charter hire from the major oil or steel
company with the inherent risks involved in the transaction, (2) to the purchase
price of the ship, (3) to the requirements of the financing institutions as to
the funds the stockholders would put at risk and of other clauses of such
financing agreements, (4) estimated their operating expenses and other ex-
penses without regard to U.S. taxes, they would never have entered into the
transaction if they had known at that time that on the completion of the

charter they would be forced to pay taxes at ordinary income rates rather
than at capital gain rates.
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To demonstrate that this contention is mot a fallacious one, I would again
like to use as an example the Trinity Navigation transaction. As I have stated
supra, the stockholders of this foreign-fiag shipping corporation put at risk a
total of $3,700,000—$1,500,000 in the collateral acecount which would remain
there at risk and be untouched for a period of 5 years from the date of the
delivery of the last ship and $2,200,000 which was put in Trinity Navigation
Corp. itself. This $2,200,000 under the provisions of the financing documents
could not be returned to the stockholders until Metropolitan Life Insurance Co.
was paid their loan in full approximately 171, years from the date of delivery
of the first ship. Upon the termination of the charters and the payment of all
the loans, the total assets of this corporation (excluding two of the vessels
which are of uncertain value at that time, the charterer has an option on the
third vessel at the expiration of the charter at $50,000) which will be available
for distribution to the stockholders is $6.500,000 of which $2,200,000 represents
the investment of the stockholders, leaving a profit of $4,300,000. This $4,300,000
will only be available provided the cost of operating the vessel does not in-
crease over what it is today. which is hardly likely, and provided that none of
the risks which are inherent in a shipping transaction occurs which is also
extremely unlikely in a 17%-year period. Neither the investment of the
$2,200,000 nor any of the profits of this corporation will be available to the
stockholders until 1977. When the stockholders entered into this transaction and
estimated this profit on $3.700,000, a large portion of which must stay at risk
for 17 years, and keeping in mind the fact that the investment and the profit
itself would only be returned to them in 1977, they counted on a return after
capital gains taxes of approximately 434 percent. In the event the provisions of
this tax legislation are applicable, the stockholders will receive as their return on
a $3,700,000 investment, $1,500,000 of which is locked up for 6 years, and $2,-
200,000 of which is locked up for 1714 years, only $387,000 which amounts to &
return of three-fourths of 1 percent on their original investment. I arrive at
this result as follows:

The estimated cash flow in excess of operating costs, payment of interest, and
amortization of the mortgage debt to the end of the last charter, providing
that such operating costs do not increase and providing the charter revenue
does not decrease because of damage to the vessel or strikes, amounts to ap-
proximately $6,500.000. Out of this $6,500,000, the stockholders wonld have
returned to them in 1977 their original investment in the corporation itself of
$2,200,000, leaving an actual eash profit of approximately $4,300,000. Applying
the 91-percent ordinary income tax rate to this $4,300,000 leaves a balance of
$387.000 which would be their return on $3.700,000 after 17 years. It can
hardly be said that any reasonable businessman would have invested this sum
of money for this return in view of the risks inherent in a shipping trans-
action, especially since this $4,300,000 is not a guaranteed profit and probably
will be substantially reduced if operating costs over the life of the charter
exceed today's costs, or due to accident, other mischance, or labor difficulties,
the vessel is off-hire, resulting in no charter income at a time when most of
the operating costs will be continuing.

Among the risks that the stockholders were exposed to when they entered
into the transaction were the following :

(@) The risks that the Swedish shipbuilders might not be able to deliver the
vessels because of financial instability or because of war after payments had been
made to them during construction. At the time this transaction was entered into,
the cold war was at the highest, and no one knew when or if a hot war would
develop. The shipyard actually got into financial difficulties prior to the de-
livery of any of the ships, and our investment was saved only because the
Swedish Government and a syndicate of Swedish banks intervened in order
to keep the yard in existence.

(b) Risks that the operating costs (over a period of 17% years, such as
wages, provisions, stores, repairs, and insurance) would not exceed the estimated
sosts arrived at when agreeing to the average charter rate over the 17 years
1t $2.47 per deadweight ton per month. )

(0) Risks that the vessels might, because of accident, repairs, or strikes, be
neapable of performing under the charters for a period of time in excess of 15
lays per year which were estimated as the off-hire days when we set the average
‘ate of $2.47 per deadweight per month. . .

(d) The risk that if the estimates were inaccurate, the stockholders, in order
o0 prevent foreclosure and in order to maintain thq minimum working capital
f $500,000, would have to invest in the corporation sums in excess of the
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$3,700,000 under a requirement that any such funds advanced would also have
to remain frozen in Trinity Navigation Corp. until the financing institutions
were paid ; i.e., 171 years. .

(e) The risk that if any stockholder died his estate would have to pay an
inheritance tax on his interest in the corporation even though the estate would
be unable to get the funds out of the corporation in order to pay the tax.
There is no market in which this minority stock interest would be readily
salable, and, therefore, the estate would have to.. out of ligquid funds in its
possession, pay the inheritance tax on the valuation established for the holding
in the foreign corporation.

I believe you will agree with me that no business group would have gone
into this transaction in 1956 if the proposed tax law were in existence at that
time. This becomes even more clear when one realizes that, under the present
tax legislation, stockholders who own more than one foreign-flag shipping cor-
poration, a situation which always exists because of the customary financing
requirements, will be unable to offset their 10sses in one venture as ordinary
losses against their profit in another venture. In other words, as I understand
the present legislation, if a foreign shipping corporation makes a profit, an in-
dividual stockholder pays an ordinary income tax at rates of up to 91 percent
while this same stockholder, having an investment in another foreign shipping
corporation which operates at a loss, can only use this loss as a capital loss
and against capital gains. In addition, the individunal stockholder has none
of the benefits which an American corporation would have, such as consolidated
returns, loss carry-forwards and carrybacks, etc.

From a purely business standpoint, our group would have been much better
off in investing this sum of money in low-yield U.S. Government bonds, since
our return would have been about the same, we could withdraw our investment
and profit at any time, and we would have had no risk. If we had decided not
to invest in this shipping venture or in Government bonds, we could have
elected to invest this same amount of money in any of the “blue chip’’ American
corporations’ common stocks and, on their sale, after paying only capital gains,
would have been far ahead of where we will be with respect to our stock in
Trinity Navigation. If we had invested this $3,700,000 in 1956 in General
Electric, our stock would now have increased in value by approximately 25
percent; if in General Motors, approximately 30 percent: if in A.T. & T, ap-
proximately 138 percent; and if in IBM, approximately 540 percent. This is
the increase in value of the shares without regard to dividends that have been
paid over the last 6 years. We also at any time could have disposed of the
stock, returned our investment to ourselves and kept the profit after payment
of capital gains tax, while in our investment in Trinity Navigation Corp. we
are locked in until 1977 and will have only a return of three-fourths of 1 per-
cent if the tax legislation is enacted.

On the basis of all these facts and circumstances. it seems improper to me
to apply this tax legislation to American citizens who relied in making their
investment on the expressed policy of our Government to encourage investments
in foreign-flag shipping in order to create an “effective control fleet.”

The only solution available to our group and to other independent owners in
the face of the consequences of this tax legislation is to sell our Liberian
corporations and our Liberian-flag ships to non-American citizens. We will,
of course, have to sell our fleets at some sacrifice, because these foreign owners
know of the disadvantage in which we are placed by this tax legislation, but
at least we will be able to remove the threat of personal bankruptcy and to
secure from our corporations most, if not all our original invested funds for
other more profitable investments. I cannot, however, see how this proposed
tax legislation which brings about this result can in any way be considered
as a benefit to the U.S. Government. In fact, it seems self-evident to me that
the loss of this “effective control” fleet can only be detrimental to the interests
of the United States for the following reasons:

(@) Our 15 foreign-flag ships will pass from effective American control to
foreign control. Ten of these vessels are modern, large, high-speed vessels,
extremely important to the defense of our country, When one realizes that
the independent owners own approximately 300 such foreign-flag vessels and
that all these will move to foreign owners with the enactment of this tax legis-
lation, I do not believe that anyone can question the severe blow that will
result to the defense and economic posture of the United States. The Truman,
the Eisenhower, and the Kennedy administrations have repeatedly emphasized
the reliance of our Government on American-controlled PanLibHon ships in
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the event of an emergency, and all have pointed out the catastrophic effect to
our defense effort if these ships should be lost to foreign control. As recently
as August 24, 1961, the Secretary of the Navy reviewed the Navy’s requirements
f(_n' these .“foective control” vessels in the event of war and confirmed “its pre-
vious posxtlon that it is imperative that ‘U.8. effective control of flags-of-
convenience shipping be retained.”” This position of the Defense Department
was made very clear in a letter dated August 24, 1961, from the Honorable
Roswell Gilpatrie, Deputy Secretary of Defense, to Chairman Carl Vinson of
the House Committee on Armed Services, excerpts of which are set forth below :

“Because of the effect which such a transfer of tonnage out of U.S. control
would have on defense needs in the event of a national emergency, we asked
the Secretary of the Navy to review its requirements for flags-of-convenience
vessels in the event of war. The Navy has done so and has confirmed its
previous position that it is imperative that ‘U.S. effective control of flags-of-
convenience shipping be retained.’ That position has been adopted as the De-
fense Department’s position in the matter, and the Secretary of State and the
Secretary of Labor have been so informed. A complete statement of that
position is as follows:

‘1. The primary interest of the Department of Defense in flags-of-convenience
shipping relates to the impact of our national defense posture and this interest
is to insure the availability under U.S. control of as much of this shipping as may
be needed in the event of national emergency. The amount of active U.S.-flag
shipping now available is inadequate for almost any situation of war or emer-
gency and must be augmented by shipping which can be brought under our direct
control as required in the event of an emergency.

2. It is considered imperative that United States effective control of flags-of-
convenience shipping be retained. Further, it is considered that such flags-of-
convenience shipping as is covered by agreements or contracts with owners can
be brought under our operational control as was done in World War II.

3. This dependence on effective control of flags-of-convenience shipping for
emergency use is an expedient. It would be much more desirable to have ade-
quate U.N.-flag tonnage available. However, this ideal situation does not exist,
and until enough U.S.-flag tonnage is available, we will need to rely on flags-of-
convenience ships.

*“ ‘4, Until such time as our national emergency needs can be completely met
by modern American-flag shipping, the Depurtment of Defense has 1o recourse
but to support the flags-of-convenience concept. The possible loss of the shipping
capability represented by American-owned shipping of Panlibhon registry to
uncontrolled registries is of great concern to the Departinent of Defense.”
[Ttalic added.]

On August 28, 1961, Chairman Carl Vinson of the House Committee on Armed
Services formally stated to the House of Representatives his firm belief that the
foreign-flag fleets owned by American citizens be retained in their hands so that
they would be under the effective control of the U.S. Government. His statement
is as follows :

“From a standpoint of national defense these ships can be recovered for our
national needs in the event of a national emergency. However, we are facing a
situation under which the owners of these tankers and bulk cargo carriers may
sell or make an outright transfer of these ships to foreign countries. In that
event, the right of recovery of these ships in a national emergency would cease to
exist,

“Since we do not have, under American registry, sufficient tonnage of this type
of ship to meet the requirements of national defense in times of national emer-
gency, it is both important and urgent that we adopt a national policy which
will protect the national interest.”

I would like to call your attention to the fact that these statements made by
these two men, who are directly concerned with the defense of our country and
who are fully aware of the dangers that exist today to that defense, were made
only S months ago. If “the amount of active U.S.-flag shipping” then “available”
was “inadequate for almost any situation of war or emergency” on that date, it
would appear that they would also be inadequate today and that the U.S. Gov-
ernment must retain “effective control” of the American foreign-lag shipping.
I would also like to point out at this time a statement on the sane subject by the
Honorable C. Douglas Dillon, now the Secretary of the Treasury, which was
made by him when he was Under Secretary of State for Ecounomic Affairs on
June 8, 1959, when he spoke publicly as follows:
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“Our Government, our shipping industry and our maritime unions are all in
agreement that if it were practicable we would prefer to have a muc_h larger
merchant marine operating under the United States flag. We recognize I.lO.W-
ever. that, for many years, this has not been practicgable from a competltlve
viewpoint owing to the lower costs of operation possible undey foreign ﬂ?gs.
Until such time as American-owned ships, now sailing under foreign flags, might
be operated competitively under the American flag, we see no alternative but to
continue on the present course.

* * * + * ¥ *

“The fact that Panlibhon ships which are carrying American exports and
imports are beneficially owned-and controlled by United St_ates citizgns is qf
great importance from the standpoint of our mobilization requirements.”” [Italic
added.

Vice] Adm. John Sylvester, USN, Deputy Chief of Naval Operations
(Logistics), in a report to Senator John Marshall Butler. on February 20, 1961,
made the following statements on this subject:

“The strategic importance of ocean transportation in wartinme dictates that
{he United States must bave under its control sufficient active merchant type
shipping to promptly meet our initial emergency sealift requirements.

“Our present capability to handle this task is marginal at best. The slow
rate or progress made in the replacement of aging vessels has left us facing
the 1960’s with a largely obsolescent merchant marine.

* * * * * &« *

“Our industrial economy is now dependent on sea transportation for the
importation of vast amounts of petroleum, metal ores and other raw materials,
and for the exportation of finished products. No other type of transportation
can meet these tremendous requirements. It is imperative that the world’s
foremost trader control sufficient merchant shipping to transport what we need,
awhen and where we need it. This is true from the standpoint of our emergency
requirements, and it is also valid when e consider the outflow of dollars in
paymcent for forcing controlled shipping services.

* *® * * * * *

“The degree of promptness with which sealift responds in an emergency will
have an important impact on the eventual outcome.

k * * * ¥ * *

“The vast proportion of our U.S.-flag merchant tonnage was constructed under
the World War 1I building programs: Seventy-nine percent of our dry cargo
and 54 percent of our tanker tonnage are in the 15-19-year-old age bracket.
Nearly all of these ships were mass produced for specific wartime purposes.
Many of their design features were matters of expediency rather than choice.
They have long been outmoded from the standpoint of modern design.

* Ed & * * * *

“Only 1.7 percent of the U.S.-flag tonnage of dry cargo ships are under 5 years
of age. Only 5.9 percent are from 59 years old.” [Italic added.]

Because of the need to clarify the situation with respect to this “effective
control” fleet, a study was conducted by the National Academy of Sciences,
National Research Council, Washington. D.C. Adm. Arthur W. Radford, U.S.
Navy, retired, former Chairman of the Joint Chiefs of Staff, served as chair-
man of the advisory panel on wartime use of the U.S. Merchant- Marine, and
this report, made in 1959 (known as the Walrus report), was submitted as their
findings. I would like to quote excerpts from this report as follows:

“Despite international criticism of U.8. practices, many foreign shipowners
have also registered ships under ‘flags of convenience.” These include British,
Danish, Greek, Italian, Norwegian, and Swedish shipowners. British ship-
owners can also use Bermudan registry under British flag as a tool of con-
venience (lower taxation).

* * > * * + *®

“At the same time, U.S. flag merchant tonnage is not adequate to meet our
total wartime needs. This is particularly true with tankers, as about half of
the U.8.-owned tanker tonnage is registered under foreign flags.

* * * * * -;= *

“1_. Should continued opposition on the part of foreign shipping interests,
foreign governments and U.S. and international maritime labor organizations
render the registry and operation of U.8.-owned ships under ‘flags of convenience’
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untenable, we would be faced with the problem of determining what steps to
take to insure the continued availability of these ships for national defeuse.
It is probable that we would have to adopt one, or a cowmbination of two
alternatives—

*(a) To allow the U.S.-owned ‘flag of convenience’ fleet to migrate to
the traditional maritime flags of Western Europe. This would be detrimental
to the U.S. national defense posture, as we would have to depend upon
uncontrolled foreign merchant shipping to meet a significant portion ot our
emergency sea transportation needs. * * *

“(b) To expand govermmental subsidy programs to support the opera-
tion under U.8. flag of all U.8.-owned and controlled merchant shipping that
is engaged in competitive foreign trade. This would embrace ‘flag of con-
venience’ shipping, the existing subsidized segment of the U.S. flag merchant
fleet, the numerous U.S. flag ships whose applications for a subsidy are
pending, and probably others. Such course of action would prove to be a
most costly undertaking and there is no likely prospect that the Government
will adopt such a program.”

(b) The noun-American foreign controlled shipping has been used to carry
cargo to and from Cuba, Communist China and other Iron Curtain countries.
None of our foreign flag vessels has so been used. If the American independent
owners are forced to sell their foreign-flag vessels to non-Americans, then, at
the expiration of the charters under which they are now operating, these vessels
would be available to carry cargoes to and from all our enemies, This would
be a tragic situation since American citizens would have brought into being
these modern vessels, and tax legislation of the U.8. Government would have
turned them over to be used by our enemies.

(¢) The U.S. present deficit balance of payments position will be adversely
affected. Our 15 vessels produce a gross charter revenue of approximately $18
million per year, all of which dollars pass through U.S. financing institutions.
Those dollars not needed to repay the financing institutions are left on deposit
in U.S. banks. Once these vessels are owned by non-Americans, these U.S.
dollars will pass into the hands of foreign banks. When one realizes that there
are approximately 300 of such independent American owned foreign-flag vessels,
this impact on the “balance of payments’ position of the U.S. is increased
20 times. It must be remembered that the charterers of these vesgsels are pri-
marily U.S. oil, steel, and aluminum corporations which are obliged under their
charters to pay charter hire in American dollars, and these American dollars
now go to U.S. controlled PanLibHon corporations, the dollars, however, re-
maining in U.S. banks. If the vessels are sold to non-Americans, U.S. charterers
will continue to pay charter hire in American dollars, but those American
dollars, in that event, will be paid to non-American owners who will deposit
their dollars in foreign banks. In the future these same American major
oil and steel corporations will only have a non-American foreign-flag market in
which to charter vessels, thereby increasing the outflow of American dollars
to foreign hands.

The American controlled foreign-flag shipowners spend a substantial part
of their charter revenue in purchasing supplies and services from American
corporations. For example, the foreign-flag fleet operated by our group during
1961 spent a total of approximately $5,500,000 in the United States for various
supplies for these ships. If these ships move to foreign control, the expendi-
tures for these items will be made in foreign countries. If you multiply this by
all the ships owned by Americans, you can see that a substantial amount of
American dollars and a substantial amount of sales of American products and
services will be lost to foreign countries. One of the express purposes stated
by the administration for their recommendation to tax foreign corporations
was to help the United States in its present balance of payment problems. Apply-
ing this tax legislation to the American controlled Liberian-tlag shipping cor-
porations, instead of serving to help our balance of payments, can only result
in having an additional adverse affect on the U.S. balance of payments position.

(d) Because American corporations will lose the sale of their products and
services to American controlled T.dberian vessels if these vessels are sold to
non-Americans, there will also be an actuual reduction in the amount of taxes
collected. This result obtains because American controlled foreign-flag owners
use operating agents in the United States, procure our marine insurance on
their fleet to the fullest extent possible from American insurance brokers, and
buy as much of their stores, provisions and fuel as they can in the United Stales.
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As I have pointed out in paragraph (c¢) above, our own group spent for sup-
plies and services in the year 1961 $5,500,000, and this represents only a small
portion of the amount of money spent by all the independent owners. The
American corporations from whom we procure these services and supplies hire
American labor and pay American taxes on the business they secure from us.
If these vessels become non-American owned, this business will belong to non-
American sources who do not hire American labor and do not pay American
taxes.

(e) The Government will actually receive very little income, if any, by apply-
ing this tax legislation to American controlled foreign-flag shipping, because if
these vessels are sold to non-Americans, as a consequence of the passage of this
act, taxes will not be collected on the income from these vessels.

(f) In a very short time the officials of the U.S. Government charged with
our defense will be importuning Congress to appropriate large dollar funds to
replace the “effective control” fleet which has been lost to the U.S. Govern-
ment as a result of this tax legislation. Almost immediately after the loss of
the fleet, it will be imperative to construct new tonnage to replace this lost
tonnage in order to meet defense requirements. * This will result in tremendous
expenditures of money by the U.S. Government, far in excess of the sums that
are expected to be produced by the so-called “tax haven” legislation. It is my
understanding that the Honorable C. Douglas Dillon, Secretary of the Treasury,
has estimated that the total tax to be collected from all the so-called ‘“‘tax
haven” corporations, not just the foreign-flag shipping corporations, would be
$85 million. It has been estimated by officials of the Defense Department and
Maritime Administration that in order to replace the present fleet of American
controlled foreign-flag ships it would cost the U.S. Government in operating
subsidies alone $600 million a year. In addition to this, construction subsidies
(which are not now available) would be necessary in order to bring this new
fleet into being. If we assume that American yards’ construction costs are only
two times (most estimates are higher than that) that of the foreign yards’
costs, the construction subsidies alone would represent $1 billion. Even with
such an expenditure in the form of operating subsidies and construction subsidies,
this fleet would not be replaced in the light of present world shipping conditions.

The subsidy figures are based on the assumption that American owners, once
they have disposed of their foreign-flag ships, would be willing to construct and
operate American-flag vessels if they receive an operating differential which
made their operating costs equal to foreign operating costs and if they received
a construction subsidy making their construction costs equal to foreign con-
struction costs. This the American owners could only do provided there were
enough charters in existence to cover the new 300 ships which were to he built.
This does not seem probable because the present fleet of 300 vessels, when sold,
would take with them the charters under which they are now operating, and
there is not available in this shipping market today, or in the foreseeable future,
anywhere near the number of charters to assure business for such a new ileet,
and, therefore, the shipowners would be unable to horrow from the financing
institutions in the United States the funds necessary to build the ships, nor
would they be willing to invest the money required to keep these ships operating
without charters. It is, therefore, likely that the U.S. Government, instead of
being called upon for an operating subsidy of $600 billion and a construction sub-
sidy of $1 billion, might be forced to build a fleet itself at a cost of between $2
billion and $3 billion and absorb the operating costs which will exceed the $600
million a year operating subsidy.

(g) There are corollary benefits to the U.S. economy and to our balance-of-
payments position that arise because of the American ownership of these
Liberian-flag ships. These benefits (not publicized) occur because of the
ingenuity of American businessmen in promoting transactions which result in
the building and chartering of these foreign-flag ships. I will cite only a few of
these types of transactions in which our group was involved in order to point
out the type of transactions which will be lost in the event the American-flag
shipowners are removed from the foreign-flag shipping market. Since our group
has no corner on ingenuity, I am sure these examples can be multiplied many
times over by other American foreign-flag shipowners ;

(1) As part of our transaction to build the three Trinity Navigation ships
referred to ahove, we arranged for the sale by General Blectric to the Swedish
shipyard of three complete powerplants. We understand that as a result of our
including these powerplants in the Swedish ships, about 30 such units were sold
by U.S. companies manufacturing this type of powerplant, and we know of 8
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which were sold as a direct result of our transaction. In addition, we arranged
for the Swedish yard to purchase the steel for our ships from Colorado Fuel &
Iron. We know of at least three other ships which were built from Colorado
Fuel & Iron steel as a direct result of our transaction. Without regard to the
amount of money expended by the owners of these other vessels, the General
Electric equipment and the Colorado Fuel & Iron steel bought for our three
ships totaled approximately $10,200,000. If you include all that were sold as a
result of this transaction, the total dollars received by U.S. manufacturers
exceeded $30 million.

(2) In 1959 and 1960 we contracted to purchase two 47,000-deadweight-ton
high-speed supertankers from Japan at a cost of approximately $12 million
under agreements whereby the Japanese agreed (in return for our purchasing
the ships) to purchase from sources we designated approximately 14 million
barrels of oil at a price of approximately $16 million. We chartered these two
ships to a major American oil company under a 20-year time charter, and this
same American oil company supplied the oil to Japan at a sales price of $16
million. This transaction took place at a time when Russia was attempting to
sell its oil at a cutrate price in the Japanese market and resulted in a sale for
$16 million of oil that the American oil company would not otherwise have
been able to sell to Japan.

(3) In 1960 and 1961 we agreed to purchase two high-speed 50,000-dead-
weight-ton combination ore and coal carriers from the Japanese at a cost of
approximately $12 million on the conditions—

(a) That Fuji Iron & Steel, a large Japanese steel company, would buy
approximately 500,000 tons of coal a year from American coal companies
during the next 15 years. This resulted in a sale of 7,500,000 tons of coal
at an approximate sales price of $100 million by American coal companies
to Japan.

(b) That they charter these two vessels from us to carry the coal for the
13-year period and to pay us charter hire in American dollars.

These shipping transactions, therefore, directly resulted in jobs for American
labor, profits for American industry and taxes to the U.S. Government which
would not have been secured except for the fact that Americans were engaged
in the foreign-flag shipping business. This type of ability to promote this kind
of transaction will end when the American-controlled foreign-flag corporations
and ships are transferred to non-Americans. These corollary benefits will then
accrue to the countries of which the non-Americans are citizens; that is, pri-
marily the developed countries of Western Europe.

In the light of the consequences that will result if the Americans are forced
to dispose of their interests in foreign-flag shipping, it would seem that the
U.S. Government gets little benefit, if any, from the small portion of the
$85 million which is estimated to accrue in taxes from the so-called tax-haven
legislation. This is the first time that I can recall that tax legislation which
would be enacted by the Congress of the United States works a greater hardship
on relatively smull, independent owners than it does on large major corporations.
This result comes about because the large corporations, with great dollar assets
(a) do not borrow their funds for vessels in the same manner that the inde-
pendent owners do and, therefore, do not have the prohibitions in the financing
documents against paying dividends to the parent corporation; (b) the income
attributed to these corporations will be taxed only at the corporate rate of 52
percent, (¢) if, for policy reasons, they do not desire to declare the dividends
from their foreign subsidiaries to the American parent, they have large reserves
in their corporate treasuries with which to pay the tax; and (d) if policy di.c~
tates, it does not work an undue hardship on them to keep their investment in
shipping tied up for a long period of time without return. It is also the first
time that I know of when any tax legislation would so clearly result in the
destruction of an essential American industry with a resulting gain to non-
Americans and bring about a worsening of our defense position in such critical
times.

II. THE EFFECT CF THE PROPOSED LEGISLATION ON THE FUTURE OF AMERICAN-COX-
TROLLED FOREIGN-FLAG SHIPPING

My statement up to this point has been confined to the effect of H.R. 10650 on
the existing American-controlled foreign-flag fleet of ships. From this point on,
I would like to discuss the advisability of applying the provisions of H.R. 10650
to foreign-flag vessels which would normally in the future be built by American
citizens but which have not as yet been acquired and therefore are not at this
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date subject to the restrictive provisions of financing documents,- construction
contracts, and charters. The only distinction that could be argued as existing
between the two situations is that in the case of the ships already acquired
which are subject to presently executed long-term, binding commitments, the
stockholder has already made his investment, entered into the transaction, and
bound himself to the financing restrictions on the basis of the tax legislation in
existence at the time he entered into the transaction. No such individual could
reasonably be expected to believe that a tax of the type contemplated which is
s0 confiscatory in effect would ever be enacted. To pass such legislation as
against such individuals would be unduly harsh and would create an unfair
hardship on such a stockholder. The only difference between sSuch a stock-
holder and an individual who in the future after the enactment of this proposed
legislation contemplates entering into such a similar transaction is that such an
individual has freedom of choice in the light of the tax situation then in exist-
ence to decide not to enter into such a transaction and therefore not to acquire
the vessel but rather to permit a non-American to accept the charter and acquire
the ship.

There is no question that if this tax legislation is passed in its present form
without exempting American-controlled foreign-flag shipping from all its pro-
visions, no Americans will build or acquire in any manner, after the date of its
passage, vessels under foreign flag since the financial institutions will be unable
on the basis of the legislation, regulations, and policies under which they operate
to relax their present restrictive reguirements, and the American investor will
not be prepared to accept the risks involved and commit his funds to such long-
term investments for a return under 1 percent per year. As Secretary Dillon
has aptly put it in the hearings before this committee (p. 87 of the April 2
hearings) : “There is often a thin line between a ‘Yes’ and ‘No’ decision in the
investment area.” It seems to me that this tax legislation crosses that thin line
and will bring about a “No.” This tax legislation, therefore, will result in the
complete loss of the present effective control fleet of the United States and the
certainty that no new, modern ships will be built for that fleet after the date of
its passage.

It is my understanding that the so-called tax-haven legislation is expected to
produce $85 million. This estimate is based on the taxes that it is expected all
American-controlled foreign corporations will pay and not just the American-
controlled foreign corporations engaged in shipping. In fact, I would expect
from the House Ways and Means Committee report that the greatest portion of
this revenue is expected to come from the foreign subsidaries of large American
corporations engaged in sales, licensing of patents, and other truly passive in-
vestments. TIn fact very little revenue, if any, will arise from the tax on Ameri-
can-controlled foreign shipping since, if this shipping is transferred to
non-Americans, no taxes will be collected.

Let us now see whether our Government through tax legislation which will
produce very little tax revenue, if any, should force the destruction of the effec-
tive-control fleet. I would like first to point out that the term “effective-con-
trolled U.8. fleet” is not synonymous with “flags of necessity,” “flags of con-
venience,” or “runaway ships.” These latter “terms are all-embracing since
they refer to vessels owned not only by U.S. citizens but cifizens of other coun-
tries registered under Panamanian, Liberian, Honduran, and other economically
advantageous flags.” The term “effective-controlled U.S. ships” is selective
and specific “because it means only U.S. controlled Liberian, Panamanian, and
Honduran flag vessels which have been committed to the U.S. Government in
the event of an emergency. It is primarily under Liberian or Panamanian
flag.” (See U.8. Department of Commerce, Maritime Administration report,
“An Analysis of the Ships under ‘Effective U.S. Control’ and Their Employment
in U.8. Foreign Trade During 1960, dated February 1962. See also Adm.
Arthur W. Radford’s, “Walrus Report.”)

I wou'd like at this point in this statement to trace the history of American
ownership of PanLib vessels and to set forth the facts which have lead our
highest Government officials (particularly those eoncerned with the defense of
our country) to encourage the creation of the effective-controlled fleet and its
continved expansion.

The development of shipping under the Panamanian and Liberian flags can
roughlv he divided into two periods of time. The first period was that of the
mid-1930’s throughout World War II. Prior to World War II, American com-
panies, particularly those in the oil industry, operated sizable fleets of ships
under European flags. Xven at that date, this method of operation provided
the only possible approach to meeting the strong competition of European ship-
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ping operators in the tramp trades since Americans did not receive Government
support for their operations. The basic reason for the inability of American-
flag shipping to compete in the world markets was then, as it is today, the dis-
p:‘:lI‘ltS' of wages of American and European seamen, the difference in construc-
thn qosts of American and Furopean yards, and the tax benefits given to foreign
shipping by their nations as against the tax benefits given to our shipping by
the U.S. Government.

As Hitler’s power in Europe grew, it became crystal ¢lear that the American
ownership of European-flag vessels would soon be in danger. As an example,
to illustrate the chain of events that brought about the Panamanian fleet, one
only has to look at the steps taken by one major American oil company in order
to meet the problem. This company had a substantial fleet of tankers regis-
tered under the flag of Danzig, and, as Hitler's aims became apparent, this
company recognized that the status of its interest in Danzig might be seriously
jeopardized. The company looked elsewhere for a home for its fleet and dis-
covered that Panama's maritime laws were favorable to shipowners. The com-
pany, in 1935, transferred its ships from Danzig to Panamanian registry. The
fleet consisted of approximately 25 vessels, and, because of its size, did much
to encourage the growth of Panama’s shipping industry. Immediately after
the transfer the German crews were replaced by American crews, but this
lasted for only a short time when the American crews were replaced by British
crews. This change was originally made so as to satisfy the terms of the
U.S.-declared neutrality in 1938, for these ships were then being employed in
providing essential cargoes for the war effort of Britain. ‘This fleet was so
effective under the rules and regulations that existed at that time that this
same oil company was requested by the U.S. Government to add 135 more ves-
sels to its Panamanian fleet. The oil company responded to the request of our
Government, and, by this method, the U.S. Government found a very effective
means of aiding our Allies without violating our declared neutrality.

Liberia developed as a maritime country in the latter half of the 1940’s. This
small country, with strong American ties and with little, if anything, of a
maritime law, attracted the American shipowners as well as non-American
shipowners to register their ships under its flag. A fair and just maritime law
was developed by American and Liberian law experts.

As a result of the Second World War and the industrial expansion which
occurred thereafter, the drain on American natural resources became tremen-
dous. This made it necessary for America to import enormous quantities of
raw materials, particularly oil and ores, in large bulk ships. The rebuilding
of industry in the many countries ravaged by the war also created further de-
mands for raw materials and for the most efficient manner of transporting
these materials over the oceans. As a result of this, the need for a new and
different kind of vessel developed since the war, and it is this need which ex-
panded the growth of the Panamanian and Liberian fleets.

The American shipowner who desires to compete in these expanding trades
where he receives no support from his Government, has little choice of alter-
native courses to follow. One must remember that unlike the foreign sub-
sidiary of an American corporation located in Germany which competes with
other German industry or the one located in Great Britain which competes with
other British industry, the American stockholders who own foreign-flag ships
compete against the shipping of the world. The area of competition is not
limited to a specific country, but extends to all the maritime nations of the
world. To register ships under the American fiag, which would require the
employment of American crews, the building of the ship in American yards and
the payment of U.S. taxes, from the standpoint of ordinary, simple economics,
is completely out of the question. The advantages of Panamanian and Liberian
registry were sufficiently attractive to also lure shipowners of other nations,
particularly Greeks and Italians, into their fleets. The British also created
a flag of necessity in Bermuda and in the Bahamas. Awx a result of this com-
bination of factors, Panama and Liberia emerged as major shipping nations.

The growth of the American-owned PanLib fleet was not un-American—it
was a development that was encouraged by our Government as a means to
assist our Allies and ourselves, and I’anLib ships of the late 1930’s and early
1940's played a major role in advancing the Allied cause just as the PanLib
ships in the Korean conflict were of great assistance in hanlding our trausporta-
tion problems.

The total American-owned “effective control” PanLib ships on January 1,
1961, was 456 ships of approximately 11 million deadweight tons and approxi-
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mately 300 of these are owned by independent owners, such as our group. On
the other hand, the total non-American-controlled PanLib fleet on t.ha‘t same date
was 941 ships with a deadweight tonnage of approximately 13 million tons, all
of which pay no taxes to anyone now and will continue to pay no taxes even
after the passage of the proposed legislation. It was to compete on even terms
with these non-American-controlled PanLib vessels with low opera!:mg costs
and no taxes, as well as the vessels of other foreign maritime nations, such
as Greece, Italy, Norway, and Great Britain, with their lower operatfin_g costs,
special aids from their governments in the form of subsidies for the building and
operation of vessels and special tax benefits that the American owners chosq to
register their vessels under PanLib flags in order to compete in the foreign
trades of the world.

The special tax treatment given by some of these governments to vessels
registered under their flags are as follows:

(4) Liberian and Panamanion flags

There will be no taxes on Liberian- and Panamanian-flag vessels owned by
non-Americans, and there is no requirement in the country in which the owners
are citizens to force them to return their profits to their mother nation and
to pay a tax thereon. Their funds are available to continue to build new ships,
and, when they calculate a charter, their estimate of return is the same before
taxes as it is after taxes. ‘This fleet is composed of 941 vessels with a dead-
weight tonnage of 13 million tons. It is larger that the American-controlled
PanLib fleet.

(B) British flag

(1) Bahamas and Bermuda.—British citizens, as well as non-British citizens,
may organize corporations under the laws of the Bahamas and Bermuda, and, if
such corporations own and operate ships, they are permitted to fly the British
flag but pay no taxes to the British, Bahamas, or Bermudian Government.

(2) Corporations organized under the laws of Great Britain—Under Great
Britain’s tax legislation, tankers may be depreciated over 16 years, and all other
vessels, regardless of size, over 20 years. In addition, the owners of these
vessels are allowed an additional 40 percent of original cost as depreciation,
called initial depreciation, in the year the vessel is acquired. This initial de-
preciation is entirely exclusive of the normal depreciation allowances granted
with respect to ships.

(C) Greece

Corporations organized under the laws of Greece.—All earnings from Greek-
flag vessels are exempt from taxes for the first 7 years after they have been
constructed. Any vessel less than 20 years old, refitted at a cost higher than
twice the value of the vessel on the day the refitting work commences, is exempt
from two-thirds of the normal taxes for 7 years from the date on which work
starts. In other words, when an owner builds a vessel and registers it under the
Greek flag, he pays no taxes for 7 years, and then at the end of 19 years, when
his ship is of very low value, he can reconvert his ship and for the next 7 years
pays taxes at only two-thirds of the normal rate. The normal tax for all
businesses in Greece is 35 percent, but shipowners are exempt from the normal
corporate tax and instead pay a much lower rate after the 7-year period; i.e,
2.5 percent of charter hire in the case of voyage charters or 4 percent in the
case of time charters.

(D) Norway

The tax laws confer considerable benefit on shipowners as against other types
of business by means of increased depreciation allowances and by permitting
reserves for periodic repairs and maintenance. There is deducted from profits
before any tax is assessed the following: (a) Profits resulting from the sale of
ships, from the sale of contracts for the purchase or construction of a ship, or
from insurance received on the loss of a ship provided these profits are used
to purchase another vessel within 8 years from the date the profit occurred:
(b) depreciation is calculated on the basis of 6 to 8 percent of original cost
depending on the type of vessel; in addition shipowners may claim either “initial”
or “additional” depreciation. The former permits an additional deduction,
in excess of that allowed for normal depreciation, of 25 percent of the cost of
the ship to be taken over the first 5 years of its life. The latter, which is an
alternative to “initial” depreciation permits an approximately 2 percent extra

e - - - —
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depr_eciation over a 5-year period; (c¢) reserves for special survey or classi-
fication repairs; this type of repair work is the most expensive that a ship-
owner has to face throughout the life of his charter; (d) losses can be carried
forward and deducted from taxable income for a 10-year period.

The examples listed above show the tax disadvantages the American owner
competing against vessels of foreigners has to face for American and other
cargoes of the world. Proof of the favored treatment given by these foreign
nations to their shipowners is demonstrated by the fact that between January
1, 1960, and July 1, 1961, non-American owners transferred 76 ships totaling
2 million tons from the so-called tax havens of Panama and Liberia to the
flags of other nations. As further proof of the favorable treatment given by
these maritime nations, one needs only to examine the facts in connection with
the selection by non-American owners of flags of registry for their newly built
ships. In 1958 36 percent of all tankers delivered from non-U.S. yards that
year were registered under PanLib flags, but in 1960 only 29 percent of the
tankers built outside the United States that year were registered under PanLib
flags. In the first 7 months of 1961 only 12 percent of the tankers delivered
from foreign yards were registered under PanLib flags.

The American international shipping industry must be able to compete with
the foreign shipping industry as it is always in direct and open competition
not only for cargoes going to and from the United States but also for cargoes
moving to and from all countries of the world. It is true that a relatively
small percentage of American international trade is carried on American-flag
ships. However, the fleet of foreign-flag ships in which Americans hold in-
terests is not a cause of that situation. It is rather the effect on the situation
of low foreign wage costs and foreign preferential tax treatment which has
made American shipping noncompetitive and has forced the unsubsidized bulk
carrier fleet engaged in foreign trade to operate under a foreign flag or not
at all. If foreign-flag ships in which Americans hold interests carried a lesser
percentage of American foreign trade, the difference would be made up by for-
eign owned ships and not by American-flag ships. Foreign vessels having
much lower operating costs and preferential economic benefits from their gov-
ernment can offer much lower charter and freight rates, and American and for-
eign industrial corporations which must be able to meet competitive prices in
both the export and import markets cannot do so without taking advantage
of these rates.

One of the primary reasons that Americans were forced to register their
vessels under PanLib flags was to escape the high construction and operating
costs of American-flag vessels in order to remain competitive in the world charter
markets. Construction costs in foreign shipyards are less than one-half those
in U.S. yards. American seamen’s wage scales are three to five times higher
than prevailing foreign wages ; for example, if you compare a 45-man American
crew on a 46,000 d.w.t. tanker against a 48-man foreign crew on the same
tanker, the following difference in wage and fringe benefit costs results:

Per month
U.S. erew. e $48, 705. 43
Ttalian CrewW o o oo o e 15, 614. 74
NOrwegian Crew _ e 13, 946. 38
British crew o - e 12, 595. 61
Greek CreW . o oo e 12, 051. 65

The difference in operating costs without regard to the difference in capital
costs is even greater than appears from the above figures when other differences
in costs, such as repairs, are taken into consideration. The disadvantage ‘of the
American-flag ship as against the foreign-flag ship is sharply exemplified if one,
without considering the difference by including the disproportionate excess of
the American ship capital cost over the foreign, examines the nperatin_g differen-
tial during 1 year in which a 46,000 d.w.t. tanker would run round trip between
the Persian Gulf and New York:

U.S-flag Ship o $1, 34:; 9:‘32
Ttalian-flag shiD— oo %, ;27, %54
British-flag Ship_ oo e 1: 1(;7: i

Japanese-flag ship_ - oo 1 >
PanLib-flag ShiD - oo 1, 237, 163
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You can see that on this voyage the U.S.-flag vessel’s costs were approximately
$500,000 per year more than that of vessels of other flags and that the PanLib
vessel’s costs are approximately the same as those of other maritime nations.
If one adds to these costs the amortization of the capital cost differential between
the Americap-flag ship built in American yards and the foreign-flag vessel built
in foreign yards (using 25 years and 5%-percent interest rate), the operating
disadvantage of the American vessel is approximately $1 million per year.

The dollar handicap under which an American-flag vessel must operate is so
substantial as t» he virtually conclusive against the participation of such a ves-
sel in the competitive world market. Without the PanLibHon flags, with com-
petitive wage costs and tax preference, the U.S. owners would not he able to
build and own a modern fleet, and the U.S. Government would be faced with
completely inadequate ocean transportation in the event of a war or with the
need to spend a substantial amount of money to build and maintain such a fleet.

If American capital is to be denied participation in world trade on terms
that prevail in that trade, then no further American capital will be invested
in that trade, and the American capital that is there now will be withdrawn.
As a result, the foreign trade of the United States in the import and export of
bulk cargoes by water will then be carried in foreign-owned foreign-flag vessels.
There will be no lack of foreign ecapital to take over the share of this trade
in which American capital is now invested.

If this should happen as a result of this tax legislation, the consequences to
the defense of the United States and to its economic well-being would be
catastrophic. The Department of Defense and others charged with the respon-
sibility of meeting and evaluating defense needs consider that the bulk car-
riage capabilities of the American-flag merchant fleet are completely inadequate
to meet the defense requirements of the United States and that, therefore, the
availability of vessels owned by U.S. citizens under PanLib flags is of critical
importance to national security (see the letter dated Aug. 26, 1961, of Hon.
Roswell Gilpatric, Deputy Secretary of Defense, quoted at page 31 hereinbefore).
This fleet has been committed by its American owners to the U.S. Government,
and there is no question in view of this commitment and the U.S. citizenship
of those owners that this fleet is under the “effective control” of the U.S .Gov-
ernment. It is of importance to note at this point that 65.2 percent of this
PanLib fleet is owned by the independent American owners, such as our group,
who without question will be forced to dispose of their fleets if this tax legis-
Iation is enacted. Only 34.8 percent of this fleet is owned by the major American
oil, steel, aluminum and fruit corporations. (See Department of Commerce
report dated February 1962 quoted at p. 46 hereinbefore.)

The importance of this PanLib fleet to the defense of the United States and
to its economic well-being can be seen from the following facts: On January 1,
1961, there were 456 vessels owned by American citizens and registered under
PanLib flags, approximately two-thirds of which were owned by independent
shipping owners. Of these vessels 282 were tankers and 71 were bulk-cargo
ships, such as ore, coal, and bauxite carriers. The total deadweight tonnage
of these vessels approximated 11 million deadweight tons. About 50 percent of
these ships were built in the last 5 years and are fast, large, modern, and
efficient ships.

On the other hand, the total U.S.-flag fleet in existence on January 1, 1961
(disregarding passenger vessels and reefer ships), was approximately 980, with
a total deadweight tonnage of 13,500,000 deadweight tons or an average of 13,877
deadweight tons each as against 450 American-owned PanLib vessels, with a
deadweight tonnage of 11 million deadweight tons, or an average of 24,311
deadweight tons each. Of the American-flag 13.500,000 tons 10 million were
built prior to 1947 and only 1,900.000 tons were built after 1936. ‘Of the PanLib
11 million deadweight tons, 5 million tons were built after 1956. This 5 million
tons is represented by 115 ships, or an average ship deadweight tonnage of 43,400
tons each. The American-flag fleet’s tonnage built after 1947 is only 3.500.000
deadweight tons, while the American-owned PanLib fleet built after 1947 is 7
million deadweight tons. In other words, the fleet of vessels owned by U.S.
citizens and registered under PanLib flags constitutes more than half of all the
tankers avajlable to the United States, substantially all the oceangoing ore
carriers, and approximately 72 percent of the modern, high-speed vessels: ie.,
those built after 1956. The United States has become dependent upon oversea
sources for about 20 percent of its petroleum requirements, about 40 percent of
its iron ore usage, and about 80 percent of its bauxite needs for aluminum pro-
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duction. At the present time over 90 percent of the vital bulk imports into the
Unit_ed States is carried in foreign-flag shipping, ouly partly in American-owned
foreign-flag vessels which are under “effective countrol” of the United States, the
greatest portion is carried by foreign-flag vessels owned by non-Americans and,
therefore, not subject to the proposed legislation. If you examine into petroleum
imports alone for the year 1959, you will find that 65 percent of this petroleum
was carried to the United States in non-American-owned foreign-flag vessels. In
other words, even with the advantages to U.S. citizens of PanLib registry, ap-
proximately two-thirds of our petroleum imports went to non-American-owned
vessels because of their competitive position. If this tax legislation is approved,
100 percent of these vital imports will be carried in the non-American-owned
foreign-flag vessels.

As I have stated above, officials of our Government have repeatedly stressed
the fact that the U.S.-flag fleet is inadequate in the light of our defense needs and
that we are completely dependent in this area on the American-owned vessels
of PanLib registry. It is true that many of the non-American-owned foreign-
flag vessels belong to NATO countries, and it might be contended that the United
States could rely on these vessels in the event of an emergency. Such a reliance,
however, would not protect the United States because (a) the U.S. obligations
are global in scope, and emergencies may arise wherein our interests are not
identical with those of our European allies: (b) a war could develop that does
not -involve NATO: (c¢) our approach to trade with Cuba, Communist China,
and other Iron Curtain countries is different from our allies: (d) in the event
of an emergency our mobilization would be delayed while we waited until they
allocated vessels to us.

Rear Adm. Daniel V. Gallery. U.S. Navy. retired, in a speech before the Navy
League in May 1961 very concisely and clearly set forth what would happen if
the United States lost its *“‘effective control” fleet, when he said: “If we lose
them. our mobilization plans are so much waste paper.”

It would, therefore, appear on the basis of the facts developed above that—

(1) American citizens did not create these foreign shipping corporations as
“tax havens’ but created them rather to meet the competition they faced result-
ing from low wages and preferential tax treatment available to their com-
petitors. This need to operate under foreign flag, free from taxes and high
American operating costs. is even more necessary today than it was when the
fleet was created. The non-American owners who will pay no taxes during the
period of their charters, no ordinary income taxes, and probably no capital
gains taxes on liquidation of their corporations or sale of their stock will be
able to invest their funds in new vessels and accept a lower charter rate than
the Americans, thereby forcing the Americans out of the foreign-flag business.

(2) If the provisions of the proposed tax legislation are made applicable to
the independent owners of foreign-flag vessels, the “effective control” fleet of the
United States will be lost because—

(A) The independent owners (who own two-thirds of this fleet), being subject
to ordinary income tax at rates up to 91 percent through the attribution of cor-
porate profits under sections 952 and 953 will be forced to sell their vessels and
withdraw from the foreign-flag shipping business or face personal bankruptcy.
This results from the fact that loans on vessels are usually repaid on the level
debt payment method over the period of the charter, and all financing documents
contain restrictive covenants prohibiting the stockholders from receiving
dividends or loans and require the profits of the corporation to remain in the cor-
poration until the loan is repaid. This section is particularly harsh on individ-
uals who made their investments and executed their charters and financing doc-
uments in the light of the tax law then existing.

(B) The independent owners will dispose of their present fleet and will not
construct any new vessels if section 1248, which taxes them on liquidation of
their corporations or the sale of their stock in foreign corporations or the sale
of their stock in foreign corporations at ordinary income tax rates, is enacted.
In each case, because of the number of vessels owned by each owner and because
of their other income not associated with the shipping business, it results in
a tax up to 91 percent. None of these men would have invested the required
money in the vessels that they have, nor will they so invest funds in the future,
if their profits are taxed to that extent. This conclusion results because ship-
ping is a real risk venture, financing documents require that part or all of the
investments made remain in the corporation until the loan is repaid, and such
new loans on new large, modern vessels are usually amortized over a period
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of from 15 to 20 years. The return on such a long-term invqstmen_t v&fith such
risks is so minimal that Americans will cease to invest in foreign shipping. For
example, the Trinity Navigation Corp. matter cited above, if you 0n1y_consi@er
the $3,700,000 invested by the stockholders and no not take into cons;deratmn
the fact that the ships cost approximately $26,200,000, the return to the investors
would be three-quarters of 1 percent per year. o

(C) It cannot be argued that the tax legislation puts such 1nd1v_1dual owners
in the same position that they would have been if they were American corpora-
tions so far as taxes are concerned. American corporations doing business in
the United States compete with other corporations who pay the same tax, while
the American individual owner of foreign-flag ships competes with non-Ameri-
cans who pay little or no tax. American corporations have the benefit of con-
solidated returns, the right to offset losses in one venture against profits in
another, to establish their books in the best manner allowable in order to
minimize taxes and have the right to establish a corporate structure which results
in the least impact of taxes. The independent owners of foreign-flag vessels
will have none of these benefits and, in fact, may have been held to be bound
to elections made in their foreign corporations at a time when, since there was
no tax applicable to such corporations, no consideration was given to the
election.

(3) The loss of the present effective control fleet and the failure to add new
ships to this fleet will result in a severe blow to the interests of the United
States because—

(A) The present American flag fleet is totally inadequate to meet our defense
needs in almost any emergency. Therefore, the U.8. Government in its mobili-
zation plans is completely dependent on the U.S. effective-control fleet because
of their number, size, speed, and age. The mobilization plans of the Defense
Department will be so much waste paper if thix fleet is lost.

(B) The balance-of-payments position of the United States, about which this
Government is so disturbed, will be severely worsened :

(i) The charter hire income earned by this fleet is paid by major American
corporations to these American-owned PanLibHon corporations, this charter hire
does not leave the United States, but rather is deposited in major U.S. financial
institutions. In the example given, the charter hire paid approximated $1,200,-
000 per ship per year. If we average the charter hire receivable through each
vessel of the independent owned effective-control fleet at only $1 million per year,
the total independent owned fleet receives approximately $300 million per year
in charter hire. If this fleet is sold to non-American owners, American cor-
porations will pay this $300 million to non-Americans who iwill not keep it in
the United States.

(i1) The American-controlled foreign corporations buy many services and
supplies in the United States. For example, our group spent in the United States,
for services and supplies for the foreign-flag vessels which we operate, during
1961 about $3,500,000. When one realizes that we are only one of the groups
owning such vessels, it can be seen that the total figure of dollars spent in the
United States by the effective-control fleet is many times this figure. If this
fleet goes to foreign owners, these dollars will not be spent to acquire U.S. serv-
ices and supplies.

(iil) The fact that U.8. citizens have owned these foreign-flag vessels has
resulted in many corollary sales of American products that would not have
occurred if non-Americans had owned this fleet. The examples given by me
as to such transactions in which our group was concerned total $126 million. If
you consider all the American groups involved, I am confident that the benefit
to the United States is an even more substantial figure.

Secretary Dillon, in analyzing the effect of the proposed legislation on the so-
called tax-haven foreign corporations (see hearings hefore the Committee on
Finance, U.S. Senate, Apr. 2, 1962, at p. 183), set forth five reasons why, in his
opinion, this legislation would not affect the balance of payments adversely in
the type of corporations the administration wag attempting to reach. None
of these reasons are applicable to foreign corporations which own foreign-flag
vessels because—

(i) These corporations maintain their bank accounts in the United States;

(ii) The dollars being paid under the charters are American dollars which
remain in the United States and will only leave the United States provided
these vessels are owned by non-Americans :
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(iii) The flow of the dollars from the American charter to the American
owner is easily ascertainable by reference to the charter ;

(iv) These corporations compete on a worldwide basis with non-American
corporations; and

(v) These corporations sell only to the United States the services under
the charter, and these charters could not be attached to American-flag ships.
They do not replace tonnage that could be under American flag but only
tonnage that could be under foreign flag.

(C) Instead of an increase of revenue through this proposed tax legislation,
there will be a decrease in tax revenue and an increase in Government expendi-
tures which will probably result in heavier taxation on all American citizens
and corporations in the future or a major deficit in U.S. Government’s balances.

(i) ;f my belief that the U.S. citizens owning this foreign-flag fleet will sell
to fore%gners proves correct, there will be no additional tax revenue from foreign-
flag shipping under this proposed legislation because the non-Americans are not
subject to the tax.

(ii) Mr. Dillon, Secretary of the Treasury, estimated that the tax-haven
proposals would produce $85 million a year. I do not have any knowledge what
portion of this figure is expected to be derived from foreign shipping corpora-
tions. I believe, however, that most of this $85 million is expected to come from
foreign corporations which have real passive income, not charter hire, and in
corporations engaged in sales of their parent corporation’s products. When one
realizes that the purchases by our group total $5,500,000 per year on which the
sellers to us pay a tax and that the sale of the $126 million in products men-
tioned above results also in a tax imposed on those sellers, and one further
realizes that we are only one group, it would appear that the loss in taxing
revenue resulting from the corollary profits of having this fleet owned by Ameri-
can citizens is very much greater than the portion of the $85 million which it
is expected to produce under the present tax legislation.

(ili) Omce this effective-control fleet is lost, it will not be long before there
is a great outcry to replace this fleet because of our critical defense needs. I
think it is clear to all that it is essential that if our Government does not have
this fleet, it must bring into being a comparable fleet. It will cost in the form of
construction subsidies alone $1 billion to replace the fleet and at least $G00
million a year in operating subsidies to keep the fleet competitive with the
world fleets. It probably will take at least 10 years to build this replacement
fleet, leaving us virtually helpless facing a determined enemy such as Russia.
This is the best picture that can be presented since, in fact, it will probably cost
more than $1 billion to replace the fleet. The $1 billion figure is a figure based
on the assumption that only a construction subsidy would be paid and is cal-
culated on the differential in costs between American and foreign yards. It
assumes that private American capital will be willing to invest at least the
other $1 billion which represents the foreign construction cost. This is not so
today because no American would invest in new shipping unless there are
available long-term charters nor will any American financing institution finance
such purchases. Since there are very few, if any, such charters available now
except those already attached to the present existing PanLibHon fleet, and
very few considered possible in the near future, the probable result is that
somehow the whole $2 billion will have to be supplied by the U.S. Government.
The portion of the $85 million which it is expected that the American-owned
foreign-flag vessels will produce under this tax is a paltry sum compared with
these consequences.

It is my understanding that the President, because of the national interest in
this “effective control” fleet, has established a Cabinet-level Committee composed,
among others, of the Secretary of Defense, Secretary of Commerce, and Secretary
of Labor to investigate all the facts and circumstances surrounding this fleet
and to recommend a national policy to be applied to this fleet. I also understand
that the administration plans to recommend in 1963 a general overhaul of the
Internal Revenue Code. In view of the consequences of applying this proposed
legislation to the American-owned “effective control” fleet, it is respectfully
requested that this fleet be exempt from the provisions of H.R. 10650.

The CrarMan. Mr. Erling D. Naess, president of Naess Shipping
Co., who was scheduled to testify today, has submitted the following
statement in lieu of appearing:
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STATEMENT BY MR. BRLING D. NAESsS, PRESIDENT, NAESS SHIPPING Co., Inc.

1. GENERAL

I am Erling D. Naess, U.S. citizen, born in Norway, president of N.‘fless Ship-
ping Co., Inc.,, a New York corporation, and a stockholder ar}d filreetor of
Norness Shipping Co., Inc., 2 Panamanian corporation which, with its subsidi-
aries, owns a fleet of tankers and dry cargo bulk carriers under flags of foreign
countries.

Many vessels of this fleet fly the flag of the Republic of Liberia. All of the
vessels, except one which was built in 1952, were built within the past 6 years.
Including new buildings on order, the total cost of the fleet is in excess of
$250 million.

It has been the policy of the U.S. Government to make construction and operat-
ing differential subsidies available to a limited number of approved types of
passenger and general cargo vessels operating on specific liner routes under
U.S. flag. The vessels owned by the companies in which I am interested do not
compete with U.S.-flag vessels, they are in no way subsidized, and they do not
enjoy any of the privileges bestowed on certain U.S.-flag vessels under the so-
called 50-50 legislation.

The international shipping operations conducted by my group are exposed
to the most intense competition from shipowners all over the world and, par-
ticularly, from the merchant fleets of European maritime nations such as Great
Britain, Norway, Greece, and others. Our participation in this industry does not
constitute a flight from the United States or an escape from taxes, but an at-
tempt to compete in international shipping under the only circumstances avail-
able to us. Considerable economies are available in conducting shipping opera-
tions under foreign flags. My group could not compete for the carriage of bulk
cargoes in foreign trade unless it took advantage of these economies.

A section of our fleet is engaged in the transportation of American coal from
Hampton Roads to Japan and northern Europe. It can safely be said that the
American coal mines would not have been able to sell the coal to Japan, in com-
petition with coal from other countries, unless my group had heen able to quote
the extremely low freight rates which govern the long-term transportation con-
tracts entered into with prominent American coal exporters. Thus, the services
rendered by my group will stimulate the American economy in a depressed area
by making more jobs available for coal miners and it will help to ease the balance-
of-payments problem by bringing Japanese dollars to the United States.

Another section is engaged in the transportation of American-controlled
foreign crude oil to foreign markets. Also in this section, the freight rates are
established in the face of the keenest possible competition from the shipowners in
the European maritime countries. By joining in this competition to provide
extremely efficient and low cost ocean transportation, I believe American inde-
pendent operators render an important service to the American-controlled inter-
national oil industry, who, otherwise, would have to rely entirely on foreign
shipowners for their tonnage requirements.

2. THE STRATEGIC AND ECONOMIC IMPORTANCE OF THE AMERICAN-CONTROLLED “FLAGS
OF NECESSITY” FLEET

Under agreement with the U.8. Government, my group’s Liberian-flag vessels
are availahle to the United States in the event of a national emergency and form
part of the “effective U.S.-control fleet.”

Spokesmen for the U.S. Government have repeatedly reaffirmed that the “effec-
tive U.8. control fleet” is essential to the defense posture of the United States. As
recently as April 18 last, the Secretary of Defense, Mr. McNamara, told the
House Merchant Marine and Fisheries Committee that the Department of
Defense relies on American-owned tankers and ore carriers registered under the
flags of Panama and Liberia as being under the Nation's “effective control” for
use in an emergency. He also confirmed that, in spite of the growing importance
of airlifts, commercial cargo ships still have a vital role to play. namely, that of
supporting a sustained flow of heavy equipment and mass material which cannot
be moved economically by aireraft.
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The February 1962 issue of the Naval Institute Proceedings contained an
article by Capt. Ira Dye, who is attached to the Joint Chiefs of Staff, in which
he points to another basic fact, which is often overlooked: namely, that *‘the
need for these flags-of-convenience ships is a national as well as military need.
The continued U.S. control of these new supertankers and ore carriers is highly
important to the operation of the national economy, particularly during periods
of emergency when the industrial tempo tends to quicken. 'The continued flow
of vast quantities of bulk imports of oil and ores is necessary to the efficient opera-
tion of our industrial machine in peace or war.”

3. THE REVENUE ACT OF 1962

American business has, during the past 15 years, been encouraged by
various U.S. Government agencies, such as the Maritime Administration and the
Defense Department, to build up the effective control fleet. H.R. 10650, as
presently drafted, and apparently through inadvertence, threatens to destroy the
veffective control fleet”” upon which the Defense Department relies and which
Captain Dye describes as “highly important to the operation of the national
economy.” There are three principal reasons for this:

First, some or all of the income earned by shipowning companies ¢ould arguably
be treated as rents and might therefore be included within the definition of
“foreign base company income.” The House report. iu describing the purpose
of section 13 of the bill. states:

“Your committee, while recognizing the need to maintain active American
business operations abroad on an equal competitive footing with other operating
businesses in the same foreign countries, nevertheless sees 1o need to maintain
deferral of U.S. tax where the investments are portfolio types of investments, or
where the company is merely passively receiving investment income.”

Although the operation of a foreign shipping business constitutes active con-
duct of a trade or business, the nroposed Revenue Act of 1962 appears to place it
in the category of "passive™ or “portfolio™ type of activities which it isx one of
the aims of the bill to reach.

Second, the bill taxes to the U.8. sharehonlder earnings of a foreign corporation
invested in nongualified property. The bill defines qualified property as property
located outside the United States. Since many of these vessels occasionally come
into U.8. ports. they swould probably not be qualified.

The effect of the two foregoing provisions would bhe to treat as attributed
dividends in the hands of the U 8. shareholders the earnings of a foreign shipping
company. Under long-term mortgage loan agreements, as well as for other
reasons, the foreign shipping company is restricted from paying dividends.
In most instances, as in mine, the shareholders do not have funds available from
other sources to pay the taxes Therefore, the effect of this bill would be to
force the owner of the stock to sell it to foreign interests.

Third, it is unrealistic to assume that the American shareholders’ problem can
be solved by the shipping company's repatriating its full earnings by way of
dividends. XNot only the restrictions imposed by the finance institutions preclude
this. The foreign shipping company’s prime source of capital for replacement
of tonnage, as well as for expansion, is undistributed earnings. In order to
remain competitive and to obtain new charters, the foreign shipping company
must replace obsolescent equipment and it must expand. In this respect it is no
different from the majority of American industrial undertakings.

I have been informed, and have every reason to believe, that important for-
eign, particularly European, shipping and financial groups are already now
placing themselves in financial readiness to participate in the “kill” when, as a
result of H.R. 10650, American owners of subhstantial holdings in foreign shipping
companies will, faced with a staggering tax liability and no liquid funds with
which to meet it, be foreed to sell out.

In addition to the problems created hy section 13 of the bill, there is another
section, No. 1248, which, as presently drafted, will impose hardships which
would place an American stockholder in an untenable position. UI}der section
1248, gain on the sale, exchange, liquidation or redemption of stock in an Amer-
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ican-controlled foreign corporation would be taxed at ordinary income rates
to the extent of the American stockholder’s ratable share of the corporation’s
accumulated earnings and profits. This provision would reduce the rate of return
-on a shareholder’s investment in foreign-flag shipping companies to such_ a low
point that it would tend to force the sale of the stock of existing companies and
effectively stop investment in new tonnage.

Since the U.S. Government relies upon the “effective U.S. control fleet” for
its national defense, it is respectfully submitted that the bill should be amended
in such a way as to permit these owners and operators not only to retain con-
trol over existing fleets but to expand these fleets.

4. STUDY COMMITTEE

The entire subject of foreign-flag shipping is presently being examined by a
high level study group consisting of various members of the Cabinet. Congress
may wish to defer any legislative action affecting the taxation of the foreign-
flag shipping industry until the conclusions of this committee are made public.

5. CONCLUSION

I would like to express my appreciation to this committe for being afforded
an opportunity to express my views. I have devoted my life to international
shipping operations and am deeply concerned that Congress, in its desire to
-eliminate abuses and unwarranted tax preferences, shall fail to take into con-
sideration the special features of international shipping and, in so doing, may
jeopardize the continued availability to the United States of those foreign-flag
vessels which are now under effective U.S. control and which have repeatedly,
in the recent past, been described as a vital resource of the United States, both in
the event of a2 national emergency and in time of peace.

I am not asking for any special tax privilege, but merely to be able to meet
long-term financial obligations, keep our fleet up to date and continue to meet
foreign competition on equal terms. I believe such treatment will also be in the
national interest of the United States.

The CrarrmanN. Mr. N. R. Danielian of the International Economie
Policy Association hassubmitted the following statement for the record
in lieu of his personal appearance.

(The statement referred to follows:)

STATEMENT OF THE INTERNATIONAL ECONOMIC
POLICY ASSOCIATION

Part 1. Lrcar, ANALYSIS
CONTENTS
INTRODUCTION

‘"The various proposals to tax U.S. shareholders on their pro rata share of the
undistributed earnings of foreign corporations.
(1) The Treasury Department’s April 20, 1961, proposals.
(2) The February 1, 1962, tentative decisions of the House Ways and
Means Committee.
(3) Section 13 of H.R. 10650, as passed by the House of Representatives on
March 29, 1962.
(4) The Treasury Department’s April 2, 1962, position before the Senate
Finance Committee.
Memorandum of law and tax analysis relating to proposals to tax U.S. share-
}Slolde;:rs of foreign corporations, prepared for the Committee on Finance, U.S.
enate.
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SECTION A

The proposed tax treatment of foreign income of foreign subsidiaries involves
invalid tax legislation because it is either (i) an extraterritorial reach for
power, lacking traditional grounds of jurisdiction, or (ii) an unconstitutional
attempt to tax capital, not income, despite Eisncr v. Macomber.

The proposed tax will be either extraterritorial tax legislation or an un-
constitutional levy on capital.

(1) By consistent reference to a harmless-sounding phrase (“The
privilege of tax deferral”), the Treasury invites the charge of
trying to prejudge, by a label, a crucial jurisdictional issue if,
in truth, there is no "power to tax,” there can be no “privilege
to defer tax.”

(2) Two, and only two, traditional principles of territorial jurisdiction
to tax have been recognized by our Supreme Court over the years:
Extraterritorial taxation is void.

(i) Three landmark Supreme Court cases on basic income tax
jurisdiction.

(i1) Recent excess profits tax exemptions : They were grounded
not on shifting sands of “Policy” but on the enduring
rock of **No jurisdiction to tax.”

(3) Both proposals appear to ignore fundamentals of jurisdiction to
tax.

(4) In form the tax proposed is merely a tax on U.S. shareholders and
residents with respect to their current share of undistributed
profits. In reality and substance the tax is aimed at the earn-
ings of foreign subsidiaries using American capital.

{5) The concept of a *Controlled Foreign Corporation” will not carry
the jurisdictional burden assicned to it.

(i) In fact, the formula itself can give no assurance of true or
effective control. Thus there may be no genuine, con-
structive receipt of income by established judicial stand-
ards even if the rule of more than 50 percent owner-
ship in U.S. shareholders is met.

(ii) Not even a bare pretense of control or constructive re-
ceipt is required under the 10 percent stock ownership
rule.

{6) Realistically viewed, the proposed tax, although represented as a
tax on U.S. shareholders and not on foreign corporations, vio-
lates Fisner v. Macomber, 252 U.S. 189 (1920). Even Congress
cannot create income or tax mere increment in value.

(i) General.

(ii) Memorandum of General Counsel of Treasury Depart-
ment.

(iii) In Eisner, the basis of the decision was that the undis-
tributed earnings of a corporation are not income of
the shareholders.

(7) Foreign personal holding companies.

(8) Validity of the tax proposals under the commerce clal_lse. )

(9) Congress faced this type of problem once before in thg earliest
U.S. statutes taxing unreasonable accumulations of earnings.

{10) A costly and unreasonable dilemma for the t'axpayer is ppsed by
the proposed tax on foreign income, which is self—defeaih:lng )

{11) The enactment of legislation taxing shareholders on the}r und;s-
tributed share of the income of a foreign corporation prior to its
distribution as a dividend would create a precedent for taxing
shareholders of domestic corporations in a similar fashion.
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SECTION B

The bill violates the spirit and purpose of our well-established tax treaty policy,
inviting retaliation from more than 20 nations.
Introduction. i

(1) Regardless of its form, the tax is in substance on the foreign corpora-
tion and hence is in substance “on the income of the foreign corpora-
tion.”

(2) The Secretary’s statement, appears to assume that there is jurisdiction
to impose a U.S. tax “directly” on the foreign income of foreigu
corporations.

(8) The likely effect of the new tax legislation on treaty countries.

(4) A severe blow at our tax treaty structure and at the “sensible accom-
modation” which has served well to reconcile conflicting jurisdictional
claims : country of domicile versus country of source.

SECTION C

The proposals will subject foreign earnings of U.S.-owned foreign corporations
to higher effective U.S. tax rates than domestic earnings, and thereby fail to
achieve tax neutrality and equity.

(1) The proposals are not confined to combating tax abuses.

(2) The proposals will not assure greater equity in taxation. Each would
subject undistributed foreign earnings to greater U.S. taxation than
domestic earnings.

SECTION D

Section 482 of existing law provides the framework for the prevention of abuses
of the U.S. taxing jurisdiction.

(1) Section 482.

(2) The bill would amend section 482.

(3) Section 6038 requires information about transactions between related
persons.

(4) The bill would amend section 6038, also.

(5) More information is desired by Revenue Service to apply section 4R2.

(6) New legislation ought to require whatever additional information is
necessary to enforce section 482, rather than embark on a new and
untried road.

(7) Comments on the proposed amendment to section 482.

(8) Inlieu of enacting a single fixed statutory formula of apportionment the
committee should seriously consider granting the Secretary the power
to prescribe regulations under section 482 which are similar to the
regulations under section 863, setting forth processes or formulas of
general apportionment.

SECTION E
Discussion of section 13.
(1) The same trade or business test.

(i) General.

(i) Effect on competition with foreign competitors.

(iii) Effect on competition with American-owned foreign corpo-
tions.

(iv) Difficulties in determining whether a trade or business is the
same as that previously carried on.

(v) Effect on relations with foreign minority shareholders of con-
trolled foreign corporations.

(2) Foreign hase company sales income.

(i) When is property purchased ?

(i1} When is property sold for use, consumption, or disposition out-
side the country?

(iil) Determination of amount of sales income will create addition-
al administrative probiems.

(3) Income from patents, copyrights, exclusive formulas, and processes sub-
stantially developed in the United States or acquired from related
U.8. persons.

(4) The bill requires the U.S. shareholder to include in his income undis-
tributed profits attributable to transactions occurring before he be-
came a shareholder.

Conclusions.

Radairt 7 S
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Parr I. LecaL ANALYSIS
INTRODUCTION

THE VARIOUS PrROPOSALS To Tax U.S. SHAREHOLDERS ON THEIR PRO RATA SHARE
OF THE UNDISTRIBUTED EKARNINGS OF FOREIGN (CORPORATIONS

(1) THE TREASURY DEPARTMENT'S APRIL 20, 1961, PROPOSALS

On April 20, 1961, the President sent to the Congress of the United States
a tax message containing his recommendations for Federal tax revision. This
message outlined fundamental proposals relating to the taxation of foreign
profits of foreign corporations in which U.S. persons have a stock interest.
Later in the year the Secretary of the Treasury officially presented these pro-
posals before the Ways and Means Committee and outlined in more detail the
proposed revision to be made in the application of the U.8. tax to foreign profits
of foreign corporations. The original Treasury proposals would have required
each U.S. shareholder of a foreign corporation to include in gross income as a
dividend, a proportionate share of his undistributed earnings. As to existing
foreign corporations, the proposed measure would have taxed all U.S. share-
holders of a foreign corporation in which more than 50 percent of the shares were
owned by 10 or fewer U.S. shareholders. As to foreign corporations created in
the future, the tax would have applied to each U.S. shareholder owning 10 percent
or more of the shares, whether or not more than 50 percent of the shares were
owned by U.S. shareholders. However, the Secretary recommended that the
present deferment treatment be continued with respect to a foreign corporation
operating in a less-developed country or countries, unless the foreign corpora-
tion could be classified as a tax-haven corporation.

(2) THE FEBRUARY 1, 1962, TENTATIVE DECISIONS OF THE HOUSE WAYS AND MEANS
COMMITTEE

After holding hearings on the April 20, 1961, proposals of the Treasury,
and after consideration of the subject in executive session, the Committee on
Ways and Means announced, under date of February 1, 1962, that it had tenta-
tively made the following decisions with respect to the taxation of the U.S.
shareholders of controlled foreign corporations:

(a) Unreasonable accumulations of income by a foreign subsidiary con-
trolled by a U.S. corporation would be considered for tax purposes as distribu-
tions by the foreign subsidiary to the U.S. corporation. Income used for
“reasonable needs of the business” would not be subject to the tax. This pro-
vision would not apply in the case of investments in tangible or intangible
property used in carrying on a trade or business of the taxpayer where 90 per-
cent or more of the income is from foreign sources, in securities of a subsidiary
of the foreign corporation in which it alone or with no more than four other
U.S. taxpayers has an interest of 50 percent or more, or in cash and other liquid
assets needed currently or reasonably expected to be needed in the business
in the near future. The tax would be imposed on the shareholders and not
on the corporation itself. The provision would apply in the case of foreign
income reinvested in passive investments (such as stocks, bonds, royalties, in-
terest, etc.). This provision was described by the committee as similar to the
“unreasonable accumulation” tax now applying in the domestic area.

(b) The foreign personal holding company tax would be applied, in effect, to
certain foreign base companies where five or fewer corporations or other per-
sons hold more than 50 percent of the stock. In such cases, if less than 20 per-
cent of the company’s income is passive, there would be no application of the
provision. If between 20 and 80 percent of the income is passive income, the
passive income itself would be taxed. If over 80 percent of the income is passive
income, all of the income would be taxed. The tax would be on the shareholders
and not on the company itself. There would be an exception for reinvestments
in an operating company in which the corporation, together with no more than
four other U.S. taxpayers, has at least a 50-percent interest.

(¢) Loans made by a foreign subsidiary (or a subsidiary of it) controlled by
a U.S. corporation to the parent corporation (or to a subsidiary of the U.S.
corporation) would be treated as dividend distributions to the extent of earn-
ings and profits of the foreign subsidiary.
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(@) In the case of insurance or reinsurance of U.S. .risks. abroad wh.ere 50
percent or more of the stock of the company doing the insuring abroad is }191(1
by U.S. corporations, citizens, or residents, the income attributable to the writing
of the insurance would be taxed to the U.8. shareholders.

The tentative decisions announced by the committee under date of February 1,
1962, were modified by it on February 27, 1962.

(8) SECTION 13 OF H.R. 10650, AS PASSED BY THE HOUSE OF REPRESENTATIVES ON
MARCH 29, 1962

Under date of March 12, 1962, the House Ways and Means Committee reflected
jts decisions on this subject in section 13 of HL.R. 10650. The bill was passed
by the House of Representatives on March 29, 1962.

In general, under section 13 of the bill, each U.S. person who “owns”’ 10 per-
cent or more of the voting power or value of the stock of a foreign corporation,
more than 50 percent of the voting power of which is owned, directly or indirectly,
by any number of U.S. persons, is required to take into account for years after
1962 his pro rata share of the following types of income of the controlled foreign
corporation:

(@) Income from insurance of U.8. risks.

(b) Income, actual or imputed, from patents, copyrights, exclusive for-
mulas, and processes, which were substantially developed in the United
States or acquired from any related U.S. person.

(¢) Personal holding company type income (rents, dividends, interest,
other types of royalties not included in (b) above, etc.) and income de-
rived from certain sales of personal property to a related person and from
sales to any person of personal property purchased from a related person, re-
duced by the increase in investment in a trade or business in less-developed
countries. (The provisions in (¢) apply only in the case of a controlled for-
eign corporation in which five or fewer U.S. persons own, actually or con-
structively, not more than 50 percent of the voting stock.)

(d) The current year's earnings of the corporation from all other sources
to the extent not invested during the year or shortly thereafter in the
trade or business carried on by the corporation for the preceding 5 years
(or carried on continuously since December 31, 1962) or in any trade or
business carried on in a less-developed country.

The proposals for current taxation of U.S. shareholders contained in sec-
tion 13 of this bill are the subject of analysis and examiination in this docu-
ment.

(4) THE TREASURY DEPARTMENT’S APRIL 2, 1962, POSITION BEFORE THE SENATE
FINANCE COMMITTEE

On April 2, 1962, Secretary of the Treasury presented his position on H.R.
10650. In his prepared statement to the Senate Finance Committee he advised
as follows :

“The privilege of deferring U.S. taxes until income is repatriated as divi-
dends should simply be eliminated for our subsidiaries in advanced industrial
countries, as the President has requested. The deferral privilege should be re-
tained, for income earned in less-developed countries, in line with our general
foreign policy objectives” (p. 43).

In his prepared statement to the Senate Finance Committee, the Secretary did
not indicate to what extent he was recommending the various stock ownership
rules previously submitted to the House Ways and Means Committee and de-
scribed under (1) above. It is clear, however, that he is recommending the same
general approach previously advocated by the Treasury before the House Ways
and Means Committee. As a result, the original proposals of the Treasury are
also the subject of analysis and examination in this document.

Memorandum of law and tax analysis relating to proposals to taz U.S. sharehold-
ers of foreign corporations, prepared for the Committee on Finance, U.S.
Senate

On behalf of the International Economic Policy Association (IEPA), this
menorandum is respectfully submitted as IEPA’s statement on the central legal
and tax issued of the proposals now pending before the Senate Finance Commit-
tee under which U.8. shareholders would be taxed on the undistributed income of

foreign corporations. Ome proposal is contained in section 13 of H.R. 10650

R o T T T
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Whiqh, in general, would tax U.S. shareholders on such income unless the income
i1s reinvested in the same trade or business, or in a trade or business carried on.
in a less-developed country. The other proposal, submitted by the Secretary of
the Treasury to the Senate Finance Committee on April 2, 1961, would tax U.S.
shareholders on all of such income unless the income was earned in a less-
developed country.

Under the bill, the income of a controlled foreign corporation reinvested in a
trade or business carried on by such corporation would be taxed currently to the
U.8. shareholders unless the trade or business is the same or substantially the
same trade or business as that carried on for the preceding 5 years, or since
December 1962, or is a trade or business carried on in a less-developed country.
The fact that such profits so reinvested in another trade or business are ordinary
and necessary for the conduct of such business, and are not unreasonably accumu-
lated, is immaterial under the bill.*

Under the proposals submitted by the Secretary to the House Ways and
Means Committee in April 1961, each U.S. shareholder owning stock in a foreign
corporation in a developed country in which more than 50 percent of the corpora-
tion's stock is owned by 10 or fewer U.8. persons would be subject to U.S. tax on
the undistributed income of that corporation, whether or not that shareholder
had more than 10 percent of the stock of the corporation. However, with respect
to foreign corporations organized after the effective date of the legislation, the
tax would be imposed on each U.S. shareholder owning 10 percent or more of
the stock of the foreign corporation and he would be subject to tax whether or
not 50 percent of the stock of the foreign corporation was owned by U.S. persons.
Under the Treasury proposal, the undistributed income of such foreign corpora-
tion would be taxed to such U.S. shareholders whether or not it was reinvested
in the same trade or business and was ordinary and necessary for the conduct of
such business. As indicated previously, the Secretary did not advise the Senate
Finance Committee to what extent these particular recommendations relating
to stock ownership are still being advocated by the Treasury.

This memorandum is directed primarily to the taxation of U.S. shareholders
of a foreign corporation on their pro rata share of the latter’s earnings which
have been reinvested by it in a trade or business and are ordinary and necessary
in the conduct of such trade or business. Part I deals solely with legal and tax
analysis, part II solely with economic factors.

Section A of part I emphasizes that, wholly apart from the business desirability
or undesirability of the innovations of the proposals, they create massive doubts
concerning the constitutional power of Congress to impose the taxes in question.
Admittedly the United States lacks jurisdiction to tax the foreign income of for-
eign corporations as such without more. Labeling the tax as one on U.8. share-
holders on their current share of the foreign undistributed profits does not change
the nature of this tax—whatever it truly is. Our first task is to pierce the uncer-
tainty which veils the exact meaning and nature of the tax as proposed.

Section B of part I emphasizes how dangerous this proposed tax may be,
and how vulnerable, from the standpoint of our many tax treaties. FEven if
all jurisdictional and constitutional doubts could be dispelled, still the pro-
posals to tax currently the foreign income of foreign subsidiaries—on what-
ever ground (including stock ownership by U.S. citizens or corporations, to
the extent of the percentage of earnings attributable to such ownership)—
would violate the spirit, if not the letter, of treaty obligations. Such proposals
would also encourage and arguably justify charges of bad faith against this
country and might finally invite damaging retaliation in kind from other
countries. . ;

Section C of part I demonstrates that the tax proposals are not limited in
their application to occasions of abuse of the U.S. taxing juri§diction but
are applicable with equal force to undistributed earnings of a foreign corpora-
tion which are retained for substantial bona fide business purposes. It demon-
strates that the proposals will fail to achieve their professed objectives of Fax
neutrality and greater equity in the U.S. taxation of foreign earnings _nf foreign
corporations owned by U.S. shareholders, as compared to U.S. taxation of (1.4)-
mestic earnings of U.S. corporations. Section C shows that the proposals will
result in subjecting such foreign earnings to higher effective U‘S.. tax rates
than such domestic earnings because of the many differences of w_hwh the. s0-
called deferral is only one, in the U.S. tax treatment of such foreign earuings

and such domestic earnings.

1 8ec. 13 of the bill.
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Section D of part I demonstrates that sections 482 and 6038 of _exist_ing law
provide the framework for the prevention of abuses of the U.8. taxing jurisdic-
tion and can be made more effective if Congress requires from controlling U.S.
shareholders whatever information is necessary for effective enforcement of
the law.

Section E to this memorandum discusses the “same trade or business” test
imposed by section 13 of the bill, its effect on the ability of U.S.-owned foreign
subsidiaries to compete with foreign competitors and other U.S.-owned foreign
corporations, and the difficulties in determining whether a trade or business
is the same as that previously carried on. Further, it discusses the effect of such
a test on the relations with foreign minority shareholders of U.S.-owned foreign
corporations. Section E also discusses the difficulties in determining when
provisions of the bill relating to “foreign base companies sales income” may
be applicable and if so, to what extent. In addition, section B discusses the
inappropriateness of the rule relating to income from patents developed in the
United States in the case of patents transferred to a foreign corporation pur-
suant to a ruling previously received from the Internal Revenue Service after
the latter satisfied itself that the transaction pursuant to which the transfer
was made did not have the avoidance of Federal income taxes as a principal
purpose.

SectIoN A. THE PrROPOSED TaX TREATMENT OF FOREIGN INCOME OF FOREIGN SUB-
SIDIARIES INVOLVES INVALID TAX LEGISLATION BECAUSE IT Is EITHER (i) AN
EXTRATERRITORIAL REACH FOR POWER, LACKING TRADITIONAL GROUNDS OF JURIS-
DICTION, OR (ii) AN UNCONSTITUTIONAL ATTEMPT T0 TAx CArPITAL, NOT INCOME,
DespPITE EISNER v. MACOMBER

THE PROPOSED TAX WILL BE EITHER EXTRATERRITORIAL TAX LEGISLATION OR AN
UNCONSTITUTIONAL LEVY ON CAPITAL

Even if the tax treatment proposed were unanimously endorsed as wise from
the business and trade standpoints (and we believe that the opposite is more
nearly true—see part II of this memorandum), this committee, in keeping with
its sound traditions, would not wish to endorse a tax program which is subject
to grave jurisdictional and constitutional doubts. Section B of this part I will
show that, in addition, the proposals repudiate (at least in spirit and purpose)
our solemn treaty commitments with other countries.

The proposals for taxing foreign income suffer from both these vices at once.

(1) By consistent reference to a harmless-sounding phrase “The privilege of
tax deferral’ the Treasury invites the charge of trying to prejudge, by ¢
label, a crucial jurisdictional issue. If, in truth, there is no “power to
tax,” there can be no “privilege to defer taz™

Repeatedly the Secretary speaks of unwarranted discrimination in our grant-
ing to foreign income earned abroad ‘“the privilege” of escaping the full burden
of 52-percent U.S. tax rates imposed on domestic dollars earned here.

Yet this is a privilege only if the United States has legal power, in the juris-
dictional tax sense, to impose, or not to impose, its own tax rates on the foreign
subsidiaries earning this foreign income. The IEPA believes, for the reasons
set forth below, that the United States does not have such legal power, and
that consequently it is a misnomer to refer to the failure to exercise a nonexist-
ent legal power as a privilege accorded such foreign corporations.

(2) Two, and only tiro, traditional principles of territorial jurisdiction to taz
have been recognized by our Supreme Court over the years,; ewtraterritorial
taxation is void

Over the past 40 years the Supreme Court has developed a coherent, workable
basis for jurisdiction to tax income. This basis relates not to statutory methods
of taxation, but rather to legal powers within the framework of due process:
jurisdiction in the true sense.

Mostly these doctrines have been developed with reference to State statutes
and the 14th amendment. To some degree they have been developd in relation
to the validity of congressional taxes under the 5th and 16th amendments.
Fortunately the criteria for “jurisdiction to tax” have been found by our highest
court to be essentially the same.

Two basic principles have emerged: (a) the United States possesses and
asserts jurisdiction to tax worldwide income of all its “nationals”—including
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therein U.S.' corporations, citizens, and residents; (3) on the basis of “fairplay”
and protectlo_n of earnings and property, the United States likewise possesses
and asserts jurisdiction to tax all income “from sources within the United
States’—regardless of its ownership.

(i) Three landmark Supreme Court cases on basic income taz jurisdiction.—
These are Shaffer v. Carter, 252 U.S. 37 (1920) ; Travis v. Yale & Towne Manu-
focturing Co., 252 U.8. 60 (1920) ; and National Paper Co. v. Bowers, 266 U.8.
373 (1924).

These historic, carefully reasoned decisions all uphold jurisdiction to tax non-
residents of the taxing State on income arising within its borders. By clear,
necessary inference they deny jurisdiction to impose an income tax on nonresi-
dents who earn no income and own no property within the State. These State
and Federal rules are consistent with each and proceed together.

In Shaffer v. Carter, Justice Pitney took especial pains to observe that the
limitation upon a State’s jurisdiction to tax income of nonresidents was like
the limitation in one of our earliest Federal income tax laws (1861) and this
determination has been observed down to the present. The Court saw little,
if any, difference in the meaning of ‘‘due process” for this purpose under the
14th amendment and under the 5th amendment. (Accord, the Yale ¢ Towne
case, supra.)

In National Paper Co. v. Bowers, the Court upheld, against a domestic cor-
poration buying goods in this country and selling them abroad, a State income
tax which was challenged for lack of due process because no such tax (allegedly
discriminatory) was imposed on foreign corporations engaged in the same busi-
ness. One clear, powerful sentence of the opinion has direct relevance:

“The Government * * * rightly contends that domestic corporations are re-
quired to pay a tax on their incomes from all sources, while foreign corpora-
tions are taxed only on their income from sources within the United States,
because, to repeat, only that income is earned under the protection of American
law.”

(i) Recent excess profits taw exemptions: They were grounded not on shift-
ing sands of “policy,” but on the enduring rock of “no jurisdiction to taz.”—
Both the excess profits tax of 1940 and the excess profits tax of 1950, in specific
terms, exempted from the U.S. tax foreign corporations not having income from
sources within the United States. Both grounds, in short, for validly levying
on the foreign corporation, were lacking.

The Ways and Means Committee report and the Senate Finance Committee
report did not suggest that they were applying “a zero tax rate” in excluding
such foreign corporations from excess profits tax, but rather stated that the
reason for the exemption was that the United States lacked jurisdiction utterly.

“The 30-percent gross income tax on nonresident foreign corporations is im-
posed rather than the ordinary corporate income tax since the jurisdiction of the
United States over such corporations is limited to the sources of their income
which are within the United States. The lack of jurisdiction over the corpora-
tion itself not only precludes the imposition of a taxr upon the net income of
nonresident foreign corporations, but also the imposition of an emcess profits
taw. Therefore, the bill follows the precedent of the World War II statute and
specifically exempts such corporations.” [Emphasis supplied.] (H. Rept. 3142,
81st Cong., 2d sess. (Dec. 2, 1950). See also, S. Rept. 2679, 81st Cong., 2d sess.
(Dec. 18, 1950).)

There was no suggestion that the United States should here attempt to do
indirectly what it could not do directly and thus try to tax foreign corporations
via their US. shareholders’ stock ownership to the extent of the ‘excessive
earnings’ allocable to their respective interests.

The last general attempt by Congress to tax corporations engaged in active
trade or business by taxing their shareholders was the tax, under the 1918
Revenue Act, on unreasonable accumulations of earnings. (See further discus-
sion of this point under sec. A(6) below.) Congress, because of the constitu-
tional doctrines of Hisner v. Macomber, which was handed down in 1920, has
not sought since then to tax an active trade or business corporation by taxing
its shareholders.? It has taxed the corporation directly, as in both section 102
of the 1939 code and section 531 of the 1954 code.

2 There are and have been provisions which tax shareholders on undistributed income of a
corporation if an appropriate election is made ((Subch, S, secs. 1371-1377 is an example,)
Since such provisions are elective, they are not relevant to this discussion

82190—62——pt 8——11



3454 REVENUE ACT OF 1962

Nor do we know of any authority for such third type of alleged jurisdiction,
i.e., to impose an income tax on a corporation engaged in the active conduct of a
trade or business, even though the tax in form is imposed on the U.S. share-
holders, based on their percentage ownership of undistributed earnings.

(3) Both proposals appear to ignore fundamentals of jurisdiction to tew

By seeming to ignore historic and basic tenets of income tax jurisdiction, both
proposals assume that wise tax choices can be made (and later freely changed
if changing times so indicate) without great concern about fundamental, his-
toric restraints on jurisdiction to tax, as declared by our Supreme Court.

If these fundamental restraints on the taxing power can be easily abandoned
and ignored, then greater freedom to tax may, indeed, be asserted, but only at
the cost of sacrificing important equities, fairness, and a jurisdictional rule of
“sensible accommodation” (as Assistant Secretary Surrey once called it®) be-
tween competing sovereign states.

Repeatedly, the President’s April 20, 1961, tax message to the Congress, and
the Secretary’s May 3, 1961, statement to the House Ways and Means Com-
mittee, urge that their main concern is the preferential treatment of foreign
investment income. The Secretary’s April 2, 1962, statement to the Senate
Finance Committee, continues to refer to the “privilege’” of deferring U.S. taxes
until income is repatriated as dividends. They oppose what they call “the
privilege of deferring U.S. income tax on earnings derived through foreign
subsidiaries” until such earnings are distributed as dividends. They repeat their
view (stated merely as a conclusion) that this is a deferral and that it results
from granting what this country could withhold: a privilege. Such a gratuitous
favor to foreign investments (resulting in what they call an interest-free loan)
malkes possible, in their eyes, prejudicial discrimination against U.S. investment
and earnings at home and hurts our balance of payments.

Sometimes this privilege of deferral is stated in terms of equalizing incen-
tives—to invest either abroad or at home—by a neutral tax policy. Sometimes,
presumably in order to bolster a sagging argument for the legal or tax founda-
tions of deferral in general, resort is had to examples of sinister tax havens.
By this means the entire privilege-of-deferral argument is lifted up and por-
trayed as the answer to certain tax abuses which otherwise cannot (so the
Treasury argument implies) be cured.

But in the process of effecting a cure by this remedy, it is inevitable that a
great loss must, in our judgment, be suffered: the loss which follows from
scrapping time-tested tax concepts and abolishing what Assistant Secretary
Surrey himself once described as a “sensible accommodation” of worldwide
income jurisdiction over a Nation’s citizens and corporations to the equally valid
claims and needs of the country of source.*

Nor should the truth be forgotten that (a) the foreign subsidiary’s earnings
in a foreign country currently and annually bear the same tax burden (of
all kinds—income tax plus turnover taxes, sales taxes, and any others) which
competing companies in that country bear; and (b) all dividends paid to any
U.S. shareholder from such earnings are, in fact, taxed in his hands at the 52-
percent rate, subject to applicable tax credits.

It must be clear that regardless of economic considerations (see pt. IT hereof),
the United States cannot validly tax foreign corporations currently on their
foreign earni.ngs. The classic and only grounds of jurisdiction under U.S. tax
law are lacking; and we know of no warrant for improvising a new, unproved
tgx which is ostensibly on the U.S. shareholder, hut actually is on his propor-
tionate share of the earnings, being measured by this formula. When the
obJect_ive of the tax is considered (i.e., forcing current and allegedly equal
U.S.'lncome tax burdens on foreign subsidiaries) the use of stock ownership
(United States) is seen to be merely a necessary jurisdictional device. It is
an error, in our judgment, to claim that failure to do so is somehow a deferral
of tax through granting a gratuitous privilege.

Friom'all tl_lis it must be evident that the United States has not surrendered
any jurisdiction. The United States is meanwhile asserting all the jurisdiction
which our Supreme Court has said exists. When foreign earnings come home,
they are fully taxed.

356 Columbia Law Review 81 1
A w 815 at 827 (1956).



REVENUE ACT OF 1962 3455

(4) In form the tax proposed is merely a taw on U.S. shareholders and residents
with respect to their current share of undistributed profits. In reality and
substance the tax is aimed at the earnings of foreign subsidiaries using
American capital

In form, the tax is imposed on U.S. shareholders (corporate or individual).
And the tax must take this form and must be cast in this somewhat artificial way,
in order to have its best chance of being judicially upheld as based on proper
jurisdiction. For even the most extreme proponent of extending our tax powers
would presumably not contend that the United States can properly or effectively
tax the foreign income of a foreign corporation whose shareholders are not
Americans and are not resident here.

But, as we have seen in (3) above, the fact of U.S. stock ownership is seized
on as a means of bridging an otherwise unbridgeable gulf. The proposals, con-
sequently, invoke the formula of a controlled foreign corporation.

(5) The concept of a controlled foreign corporation will not carry the jurisdic-
tional burden assigned to it

Under the bill, a controlled foreign corporation is one in which any number of
U.S. persons own, directly or indirectly, more than 50 percent of the voting power
of its stock. Where such control exists (whether actual or not if the U.S. persons
do not agree), each U.S. person owning, actually or constructively, 10 percent or
more of the voting power or value of the stock, is taxed upon his pro rata share
of the foreign corporation’s undistributed earnings which have not been rein-
vested in the same trade or business or in a less developed country. Under the
Treasury's April 1961 proposal, in the case of a foreign corporation created before
the effective date of the legislation, a controlled foreign corporation is one in
which more than 50 percent of the stock is owned by 10 or fewer U.S. share-
holders. Where such control exists, each U.8. shareholder, whether or not such
shareholder owns 10 percent or more of the stock, would be taxed on his pro rata
share of the foreign corporations’ undistributed earnings. The tax result under
both proposals is exactly as if the controlled corporation had distributed such
earnings as a dividend. Such a drastic, far-reaching, tax experiment, burdening
all foreign subsidiaries, suggests the following comments :

(i) In fact, the formula itself can give no assurance of true or effective control.
Thus there may be no genuine, constructive receipt of income by establishcd judi-
cial standards even if the rule of more than 50 percent ownership in U.S. share-
holders is met.—“Control” is significant only as a means of establishing ‘“con-
structive receipt” of the undistributed earnings of the corporation in the U.S.
shareholders.

Apart from the widely known tax truth that constructive receipt is a doctrine
“sparingly applied” and hardly to be invoked on so grand a world scale as here
proposed, one proposition is nearly self-evident: No one can reasonably claim
that time-tested, court-proved essentials of “constructive receipt of income” are
here present. Treas. Reg. § 1.451-3, backed by solid case law, requires that a
taxpayer’s control of income alleged to be “constructively received” shall not be
subject to “substantial limitations or restrictions” and, in the case of dividends,
that such dividends must be ‘“‘available for the shareholders’ free and unrestricted
use * * *

Even if bare legal power to declare out all earnings as dividends may some-
times exist in the U.S. holders of 51 percent of the stock of the foreign subsidiary,
such power may, on the other hand, not exist despite the percentage. Debt re-
strictions, article restrictions, foreign exchange limitations, laws concerning
capital deficits, minority shareholder objections—all these and many other sub-
stantial roadblocks, in addition to ordinary business prudence, may preclude
even the semblance of true “constructive receipt” of undistributed earnings.

(ii) Not even a bare pretemnse of conirol or constructive receipt is required
under the 10-perccnt stock ownership rule—Although a mere 10-percent share-
holder could not, as such, normally have the remotest reasonable expectation of
claiming control in any practical or meaningful way, under the bill he would he
taxed on his pro rata share of the earnings of the foreign corporation in which
he owns 10 percent of the stock if U.S. persons own more than 50 percent of
the voting power of the corporation, whether or not a small cohesive group owns
more than 50 percent of such voting power, and whether or not he is a member
of any such cohesive group.

Under the bill, the inability of a 10-percent shareholder to actually participale
in the “control” of such foreign corporation is irrelevant. Such participation
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by a 10-percent shareholder in “control,” as the rationale of jurisdiction, is unnec-
essary under the bill.

Under the Treasury’s April 1961 proposal, a mere 10-percent U.S. shareholder
of a foreign corporation created after the effective date of the legislation would
be taxed on his pro rata share of the earnings of the foreign corporation, whether
or not more than 50 percent of the voting power of the corporatin was owned hy
U.8. shareholders and whether or not he was a member of the group which did
control the corporation. In such a case, it is obvious that ‘“control,” as the
rationale of jurisdiction, was thus abandoned as unnecessary. And this blunt
transition was made unequivocally without even a bow to any intriguing, though
untenable, hypotheses such as ignoring the corporate entity, in order to make
the transition seem more plausible.

It is respectfully urged that whatever the weaknesses of the more than 50-
percent rule (and they are critical), the startling weakness of the 10-percent
rule are even more disturbing.

(6) Realistically viewed, the proposed tax, although represented as a tax on
U.8. shareholders and not on foreign corporations, violates Eisner v. Macom-
ber, 252 U.S. 189 (1920). Even Congress cannol create income or taw mere
increment in value

(i) General—Since “constructive receipt” by any U.S. shareholder and the
power in a 10-percent U.S. shareholder to participate in “control” are unneces-
sary under the proposals, and since the proposals cannot validly assert authority
to tax the foreign income at its source ,it follows that what the proopsals seek
to tax can only be the allegedly increased value of the U.S. shareholders’ interest
in the foreign corporations; i.e., the value which may be created by earnings
left after the foreign tax (or taxes) are paid. We have seen that the only
hold which this Government can assert upon the foreign corporations (prior to
distribution of their earnings as dividends to American owners) is furnished by
the nationality (or residence) of the owners.

But in what respect is a U.8. shareholder richer after the foreign corporation
has earned its income and paid its foreign tax, so long as the earnings are not
distributed as dividends? Answer: Only in the respect that the shareholder’s
ownership interest may have increased in value. But there has been “no real-
ization of income” to the shareholder himself—regardless how such realization
may be defined. There has been, as to the shareholder, no taxable event.

It is neither profitable nor necessary to plunge here into fruitless debate over
alleged refinements and limitations of Hisner v. Macomber. Most students. of
taxation will readily agree with Roswell Magill that Eisner v. Macomber re-
minds sound law insofar as it stands for the irreducible, basic proposition that
“taxable income” has an intelligible meaning; that the term “realized” also has
intelligible meaning ; and that “taxable income” must be “realized” in order to
besubject to income tax.

On all this Justice Pitney, at the close of his famous opinion, remarked that
despite the 16th amendment, Congress had no power “to levy a tax on the stock-
holder’s share in the accumulated profits of the corporation even before division
by the declaration of a dividend of any kind. * * * What is called the stock-
holder’s share in the accumulated profits of the company is capital, not income”
(p. 219 of 252 U.8.).

Eisner v. Macomber, viewed against the backdrop of the proposals, affords an
almost spectacular demonstration of the truth of the conclusion in (6), arising
from the virtual identity in principle between the proposed tax and one of the
Government’s main arguments in Eisner.

In Eisner, the Attorney General argued that “Stockholders have such an
interest in the earnings and profits of a corporation that the same are within
the power of Congress to tax as income even before they are divided. * * *
Congress having the right to tax undivided profits,” the issuance of certificates
representing such earnings did not destroy the right.

In short, the very principle provided for in the proposals was relied on by
the.Government 40 years ago; but the majority of the Court said “No.”

(i1) Memorandum of General Counsel of Treasury Department.—In a memo-
randum ° dated June 12, 1961, the General Counsel of the Treasury Department

5Vol. 1, Hearings Before the Committee on Ways and Means r '
Tax Rbcommenantisa o0re & ys an eans on the Pregident's 1961
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discussed the constitutionality of the April 1961 proposal of the Treasury Depart-
ment and concluded that the legislation then proposed would be held a valid
exercise by the Congress of the taxing power under the Constitution.

The General Counsel concluded that the Supreme Court would uphold the
validity of the measure under the 16th amendment on either of two grouuds:

“First, the Court would find that within existing precedents the taxes under
the proposed bill would be imposed upon income constructively received. Sec-
ondly, if the Court follows the trend of its past decisions and the pronounce-
ments of leading scholars in the field, it would also hold, if squarely faced with
the question, that a congressional finding that an accession to wealth constitutes
income, is conclusive under the 16th amendment” (p. 314).

He believes the question is whether the undistributed earnings may be held to
have been constructively received and, as support for his view that the undis-
tributed earnings may be taxed as income to the shareholders, he cites Eder v.
Commissioner, 138 F. 2d 27 (2d Cir. 1943), involving the application of the foreign
personal holding company provisions. He does not believe that the landmark
decision in Eisner v. Macomber, 252 TU.S. 180 (1920), would require a holding
to the contrary and argues that that decision did not involve the question of
the constructive receipt of incomie, but whether or not a common stock dividend
constituted income even though it did not increase the value or the proportion of
the commmon stock holdings of the taxpayer in the corporation. The Court there
decided it did not. He cites the dissenting opinion in that case for support and
advises that since 1920, the Court has tended to limit the M acomber doetrine to
its particular facts. He also advises that there is a substantial body of opinion
that, if faced with the same facts again, the Court would overrule its 1920
decisions.

(iii) In Eisncr, the basis of the decision was that the undistributed earnings
of a corporation are not income of the sharcholders—The IEPA does not believe
the Fisner case can be so conveniently limited, as the General Counsel of the
Treasury has attempted to do, to the single question of whether receipt of a stock
dividend amounts to the receipt of income. True, the very issue of that case
was whether or not a stock dividend declared out of earnings subsequent to
March 1, 1913, constituted income, but the basis of the decision holding that it
was not income was that the undistributed income of the corporation was not
income of the shareholders. That the Court considered the latter issue is
evident in the last paragraphs of its opinion where it made the following state-
ment:

“# % £ the Government nevertheless insists that the 16th amendment removed
this obstacle, so that now the Hubbard case is authorily for the power of Con-
gress to levy a tax on the stockholder’'s share in the accumulated profits of the
corporation even before division by the declaration of a dividend of any kind.
Manifestly this argument must be rejected, since the amendment applies to
income only, and what is called the stockholder’s share in the accumulated profits
of the company is capital, not income. As we have pointed out, a stockholder has
no individual share in acumulated profits, nor in any particular part of the assets
of the corporation, prior to dividend declared.

“Thus, from every point of view, we are brought irresistibly to the conclusion
that neither under the 16th amendment nor otherwise has Congress power to
tax without apportionment a true stock dividend made lawfully and in good
faith, or the accumulated profits behind it, as income of the stockholder.”
[Emphasis supplied.] (P. 219.)

This reasoning of the Court was in response to arguments made by the Attorney
General in that case who unsuccessfully argued that the Congress had the
right to tax the undistributed profits to the shareholders, that this right could
not be defeated by the issue of a stock certificate to represent them, and that, since
the stock certificate represented earnings of the corporation aceruing subse-
quent to March 1, 1913, they were taxable as income. He also argued, again
unsuccessfully, that the shareholder’s ‘“share of undivided profits which has,
by undergoing a mere change of form become 198 shares of stock, was itself
income within the power of Congress to tax” (p. 192).

Thus, the Court in the Eisner case considered the very issue under considera-
tion here and decided it adversely to the Treasury Departiment.

In summary it appears that although the U.S. Supreme Court, in the Eisner
case, decided the very issue adversely to the Treasury Department, the latter
is suggesting that this committee nevertheless recommend such legislation to
the Senate, notwithstanding the Hisner decision, on the theory that the Court
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would decide it differently the next time. The IEPA respectf.u-lly suggests
that the committee should not lend itself to such an experiment in the testing
of constitutional principles, especially when, as part II demonstrates, the neces-
sity for doing so has not been established.

(7) Foreign personal holding companies

As authority for the Treasury’s April 1961 innovations( _apart _from- the ex-
perience of other countries) the Secretary referred to a single, 1_solated, and
exceptional “precedent”: taxation of U.S. shareholders of foreign personal
holding companies on their undistributed foreign profits.

In his memorandum, the General Counsel of the Treasury asserted, in support
of his conclusion that Congress has the power to tax U.S. shareholders on their
share of undistributed income of a corporation, that the tax measure suggested
by the Treasury Department in April 1961 is “substantially similar” to the for-
eign personal holding company provisions, enacted by the Congress in 1937.

Although the bill does not adopt in toto the Treasury’s April 1961 proposal
under which, in general, each U.S. shareholder owning 10 percent or more of
the stock would have been currently taxed on his pro rata share of all the
earnings of a controlled foreign corporation, whether or not reinvested in the
same trade or business, the principle in issue is the same under the bill as it is
under the Treasury’s April 1961 proposal. (Under the bill the undistributed
earnings of the corporation will be taxed to such a shareholder unless reinvested
in the same trade or business or in an underdeveloped country. Thus, earnings
reinvested in a different trade or business will be taxed to each such U.8. share-
holder, even though such earnings so reinvested are ordinary and necessary in
the conduct of such trade or business and are not unreasonably accumulated.)

The imposition of a tax under the personal holding company legislation was
upheld by the Second Circuit Court in Eder v. Commissioner, 138 F. 2d 27
(2d Cir. 1943). But the Eder case is almost wholly irrelevant and immaterial in
our present inquiry :

(@) Nowhere in the Eder decision, which involved complete control by four
U.S. members of one family of a Colombian personal holding company, is there
any significant discussion of “realization of income” in the Fisner v. Macomber
sense, or any true coming to grips with the nature of taxable income. This is
readily understandable because the Government’s case was based on 100-percent
control in the four family members, and an aggravated scheme for escape of
taxable income from U.S. tax.®

(b) In the Eder case, typical passive investments were involved: interest,
dividends, royalties, etc. The tax law has always looked with suspicion on
incorporated pocketbooks whether at home or abroad; but for this very reason
the relevance of the Eder case to world commerce and the carrying on of active
trade or business is far from evident. It is perhaps significant that the Secre-
tary does little except to cite the foreign personal holding company law as an
alleged precedent and then leaves it.

(¢) There is a superficial resemblance between the foreign personal holding
company tax on the one hand, and the tax proposed by the Treasury and the
tax provided for by the bill, but even this superficial resemblance is not complete.

This personal holding company tax is applicable only to a corporation which
is a personal holding company. A personal holding company under existing law
is defined to mean a company which has a minimum of 60 percent, and in some
cases 50 percent, of its gross income for the year which is passive in nature,
i.e., dividends, interest, and the like. (Seec. 7 of the bill, however, would reduce
the percentage in the personal holding company provisions to a straight 20
percent.)

Under the Treasury Department’s proposal, the undistributed income of every
controlled foreign corporation in a developed country would be taxed to the
U.8. shareholder, regardless of the operating character of its income, and the
proportion of such income to its total gross income. Under the bill, undistributed
income of every controlied foreign corporation would be taxed to the U.S. share-
holder, regardless of the operating character of its income and the proportion of
such income to the total gross income, unless such income is reinvested in a
less-developed country or in the same trade or business.

S IEPA recognizes, of course, that certain flagrant tax abuses have included utilization
of foreign personal holding companies.
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The resemblance consists only of structure or form. The differences, however,
are fundamental. They are differences in scope, content, and purpose. The
existing personal holding company law (whether foreign or domestic) hits at
the rich man’s “incorporated pocketbook’” and rests basically on a tightly knit
tamily or individual group voting together and owning mere passive investments,
and not a business. The proposals would require U.S. shareholders of every
foreign corporation in a developed country, including foreign operating com-
panies, to take into income their share of the undistributed earnings of such
operating companies, unless, in the case of the bill, such earnings were reinvested
in a less-developed country or in the same trade or business. The impact of
the personal holding company provisions and the suggested legislation is vastly
different, not “substantially similar.”

It is difficult to believe that even the Treasury Department relies heavily on
this supposed analogy or precedent.

To the best of our knowledge (excluding consent dividends of personal hold-
ing companies), a tax has never been imposed by the Congress on shareholders
covering the undistributed profits of a corporation where such profits are reason-
ably needed for reinvestment in the business and where the corporation was not
formed or availed of for the purpose of preventing the imposition of tax on the
shareholders.” Hence there is no real precedent by the Congress for the legisla-
tion now requested—legislation which would extend the taxing jurisdiction of
the United States to the undistributed profits of a foreign subsidiary of Ameri-
can corporations even though such profits are retained by the subsidiary for sub-
stantial bona fide business purposes.

(8) Validity of the tax proposals under the commerce clause

The Secretary of the Treasury, in his testimony before the Ways and Means
Committee, suggested only the taxing power of Congress, and an analogy to the
personal holding company provisicns of the code, as the basis for the legislation
originally proposed.®* The General Counsel of the Treasury in his memorandum °
filed with the committee, found it necessary to rely also upon the Commerce
Clause of the Constitution.

The Treasury's belated discovery of an additional basis to support the consti-
tutionality of the legislation it proposed in April 1961, and presumably the legis-
lation in the bill also suggests either uncertainty or inconsistency or both. It
suggests uncertainty if the Treasury does not really know whether it is propos-
ing a tax law or a regulation of foreign commerce. It suggests inconsistency if
in fact it believes it is proposing a tax law, but is willing to have it treated as a
regulation of foreign commerce. Reduced to its simplest terms, the Treasury
Department’s position appears to be a proposal of an overall tax program, but
a recognition of doubts about the constitutionality under the taxing power of
one portion of it. Therefore, the Treasury Department seems to feel that it
would be convenient to have this portion called a regulation of foreign commerce
so that it will not be held unconstitutional. Such a shifting of position by a
change of labels to avoid constitutional objections should not be condoned.

To support his conclusion that the proposed legislation would be upheld as a
valid exercise of the power of the Congress under the Commerce Clause of the
Constitution, the General Counsel advises that a major purpose of the legislation
then proposed is to adjust the balance of international payments. Although this
may be one of the purposes, there is substantial evidence that the primary purpose
is to deal with “tax heavens,” and that any regulatory effect is an incidental

purpose.

71n Collector v. Hubbard, 12 Wall. 1 (1870), the Court upheld an act of 1864 requiring
the ineclusion in an individual’s income of the gains and profits of all companies in which
he was a stockholder. This case was overruled by Pollock v. Farmers’ Loan and Trust
Co., 158 U.S. 601, et seq. The overruling of Hubbard by Pollock has special force because
Eisner specifically says this was the effect of Pollock. . .

Personal service corporation taxes of prior law also require mention as taxes on the
shareholder ; but in these cases capital. generally speaking, was not a major income-
produeing factor. i L

Under the prior excess profits tax acts, certain undistributed profits of a corporation
were taxed to the sharebolders if the corporation made the appropriate election Under
the provisions of subchapter S (secs 1371-1377) of existing law, undistributed profits of
a corporation are taxed to the shareholders of such corporation if the appropriate election
is made by the corporation and consented to by the shareholders. Also, under the pro-
visions (sec. 852(b)(3) (D)) of existing law, undistributed capltal gains of a regulated
investment company are taxed to the shareholders thereof, if the company makes the appro-
priate election. Since_ in such cases, such treatment depends upon election of at least the
corporation, such provisions provide no precedent for the proposals under consideration,

8Vol. 1, hearings, pp. 309-310.

®Vol. 4, hearings, p. 313 at p. 318 et seq.
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The Secretary of the Treasury conceded as much in his testimony before the
Ways and Means Committee. This is evident from his reply to comments made
by Congressman Hale Boggs.*

Further, the General Counsel himself concludes that the Supreme Court would
uphold the validity of the proposed legislation under the due process clause of
the Constitution “since the proposed legislation is designed to prevent taz avoid-
ance by the use of the foreign corporations ‘controlled’ within the meaning of the
proposed legislation.”® [Emphasis supplied.]

The report of the Ways and Means Committee in respect to section 13 of the
bill does not express that committee’s views on whether the committee was recom-
mending the legislation under the taxing power of Congress or under the foreign
commerce power of Congress, or both. However, it did make it clear that, in its
judgment, the President’s primary emphasis in his message to the Congress was
on removing tax deferral in the case of what have been called tax havens (p. 57).
One thing seems clear. There is no express statement by the Ways and Means
Committee in its report that the purpose of section 13 of the bill is even in part
to alleviate the balance-of-payments situation. The committee simply indicated
that it had concluded that the U.S. tax should be imposed currently on American
shareholders on income which is held abroad and not used in the taxpayer’s trade
or business unless, in accordance with the policy annunciated by the President,
it is reinvested in less developed countries.

The IEPA’s analysis in part II hereof, demonstrating the minor effect of the
proposed legislation on the balance of international payments, and the existence
of reasonable and more effective alternatives which would more directly and
effectively adjust the balance of international payments suggests that such a
purpose is not the primary consideration.

The General Counsel asserts that a valid regulation of interstate or foreign
commerce may be accomplished by the imposition of a tax. The only authority
cited for this proposition (Sunshine Anthracite Coal Co. v. Adkins)™ involved a
revenue measure which was an incidental part of an otherwise valid regulatory
scheme. It was not an attempt to regulate by imposing a tax unrelated to a
comprehensive regulatory scheme. To uphold a measure as a regulation that is
in form, operation and effect a “tax,” it would seem only reasonable to require
either that the measure be part of a regulatory scheme or that its purpose and
effect be primarily regulatory in nature.

The General Counsel further assets that if a primary purpose of congressional
legislation is to regulate interstate or foreign commerce, the statute is subject
only to limitations on the commerce power and is not limited by restrictions on
the taxing power. If this statement simply means that when Congress exercises
its power under the commerce clause such exercise will be subject only to the
limitations applicable to such power, it may be accurate. At least, this may be
so where the primary purpose is regulatory and the revenue aspects of the
statute are incidental. However, if the statement means that a statute which
is a tax in form and operation will be upheld as a regulatory measure even
though the primary purpose is related to the revenue aspects, the statement is
not supported by the cases cited in the Treasury Department’s memorandum.
If the proposition means that a statute which is in form a tax measure will be
upheld as a regulatory measure where it has both revenue and regulation as
major purposes, it is not clear whether the statement is accurate, or not; but

10 The relevant colloquy is quoted below:

“Mr._ Boges. In your statement on yesterday, you said that most Western European
countries have tax rates which are at substantially the same levels as ours, and, as a
matter of fact, I asked you to give some of those rates. I understand that your main
interest was not so much in the corporation doing business in Western Germany, or in
France, or in Great Britain, but your present interest was in the so-called tax-haven coun-
trlss, and you singled out for particular reference the Swiss operations.

If this is the case, why do you not just limit your proposal to these countries about
whigh yo;] areDconcerned?

“Secretary DILLON. One of the basic reasons for that, Mr. Boggs, is that in this particu-
lar field in Europe, the laws have been proved highly complex ggd’ it seemed to lslspalmost
impossible to write a law that would apply to every possible use of a Swiss tax haven and
would not generally impinge on these other countries. That is the reason we thought it
would be far simpler from the administrative point of view just to remove deferral overall,
which would have the effect of completely stopping the Swiss problem that we are primarily
interested in, the tax haven problem, and which would at the same time not have a substan-
tial effect, as I said before, on companies operating in the majority of the larger European
%%ungtgae? which did not make use of tax-haven things themselves.” [Emphasis supplied.]

1Vol. 1, hearings, p. 313 at p. 318.

12310 U.S. 381, 60 8. Ct. 907, 84 L. Bd. 1263 (1940).
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a COUI‘F would probably attempt to determine which of the “‘major purposes”
was primary.

The Ge_neral Counsel asserts that the proposed legislation will be considered
a regul_atlon of commerce as long as Congress indicates its intent in this regard.
The primary authority for this proposition is not conclusive since the court in
the Board of Trustees case,” cited in the Treasury Department's memorandun,
considered not merely the recitals of Congress but the “entire congressional
plan” and was able to characterize the revenue aspects as incidental. What is
more, the General Counsel's argument would appear to be self-defeating in that
it proves too much. Surely, the Treasury Department cannot believe a court
would feel bound by an assertion of congressional intent regardless of ithe form,
operation, effect and other circumstances in respect of the statute in question.
A more reasonable test of characterization enunciated by the very authorities
cited in the Treasury memorandum is that legislative purpose must be deter-
mined by analyzing congressional declarations of intent and all other relevant
circumstances. Under any such test, the proposal for the taxation of the undis-
tributed income of American owners of foreign enterprises would probably be
characterized as a revenue measure. Finally, the artificiality of the General
Counsel’s argument in this respect is demonstrated by his final suggestion that
the regulatory purpose of the bill is expressed both in legislative findings and
in an “appropriate title for the bill.” It is hard not to infer that the Treasury
Department is here making an eleventh-hour attempt to bolster an unconstitu-
tional tax measure by semantics.

(9) Congress faced this type of problem once before in the eurliest U.S. statutes
tazing unreasonable accumulations of earnings

The acts of 1913, 1916, and 1918 ali imposed a tax not upon the corporation,
but rather upon the shareholder seeking to avoid surtax—as if the corporation
were a partnership. Following FEisner v. Macomber, supra, in 1920, the com-
parable act of 1921 recognized, as shown in the committee reports, that, by rea-
son of that decision:

“Considerable doubt exists as to the constitutionality of the existing law
* % ¥ (Ways and Means Committee, 67th Cong., 1st sess., H. Rept. 850).

All subsequent versions of this law, seeking to penalize ‘“‘unreasonable accumu-
lations” and “shareholder intent to avoid surtax,” have followed the approved
pattern of the 1921 act.

In one sense, it is true that every tax upon a corporation measured by its net
income is ultimately borne by its shareholders. But this economic truth does
not cancel the tax truth that under our Constitution no income tax may validly
be imposed on the shareholders simply because their corporation makes money,
even though their stock may appreciate in value. As to the shareholder there
has been no “taxable event”; he has had, at most, only unrealized gains or
mere appreciation in valué.

A similar determination was made by the Supreme Court in Hoeper v. Taw
Commission of Washington, 284 U.S. 206. A Wisconsin statute required in part
that the income of the members of a family should be added together and that
the tax levied on this amount should be payable by the husband. As to a hus-
band forced to pay tax on the combined incomes of himself and his wife, the
Court held that the attempt to tax him on another’s income was a denial of due
process. Although a husband’s relationship to his wife differs from a stock-
holder’s relationship to his corporation, nevertheless J ustice Roberts’ words have
relevance and significance for the issue here presented:

“We have no doubt that, because of the fundamental conceptions which un-
derlie our system, any attempt by a State to measure the tax on one person’s
property or income by reference to the property or income of another is con-
trary to due process of law as guaranteed by the 14th amendment. That which
is not in fact the taxpayer’s income cannot be made such by calling it income.”

(10) A costly and unreasonadble dilemma for the taxpayer is posed by the pro-
posed tax on foreign income, which is self-defeating
Although this indictment of the program may logically belong under part I.I
as being primarily economic in nature, it belongs also in this part I begause it
bears on the legality and feasibility of the proposed legislation. Assuming that
the bill were to pass, the taxpayer’s dilemma would be this: If the controlled
foreign corporation reinvests its earnings in a different trade or business be-

138 Board of Trustees v. United States, 289 U.8. 48, 53 8. Ct. 509, 77 L. BEd. 1025 (1833).
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cause business circumstances deem diversification a prudent course of action,
rather than distribute such earnings or reinvest such earnings in an underde-
veloped country or in the same trade or business, the U.S.. s_hareholde}' Iqust
independently find the means to pay such tax without receiving any distribu-
tion from which to pay it. (Taxpayers would face a similar but more aggra-
vated dilemma if the Treasury’s proposals were enacted into law.)" This alter-
native is one from which all taxpayers and lawmakers, alike, recoil. It even
induced Justice Pitney to say, in Eisner v. Macomber, that, “where the share-
holder, unless possessed of other resources, has not the wherewithal to pay”
the tax, this clearly shows that the tax is on “a capital increase and not income.”

On the other hand, if, to avoid these difficulties, the majority can somehow
compel the necessary distribution of such earnings (or, in the case of the bill,
the reinvestment of such earnings in an underdeveloped country or in the same
trade or business rather than the reinvestment in a different trade or busi-
ness) then grave questions of imprudent management may force themselves to
the front.

(11) The enactment of legislation taxing sharcholders on their undisiri-
buted share of the income of a foreign corporation prior to its dis-
tribution as a dividend would create a precedent for taming share-
holders of domestic corporations in a similar fashion

The full tax impact of treating foreign corporations like partnerships (which
is roughly the effect of the new proposals as to U.S. shareholders) cannot, of
course, be forecast accurately for domestic enterprises. Such influence might,
however, be great. The IEPA does not suggest that Congress would necessarily
apply to shareholders of domestic corporations the same technigque as that now
proposed for shareholders of foreign corporations. It does suggest the obvious
parallel as a relevant consideration. If so, the question at once arises whether
the useful and necessary form of doing business, known as a domestic corpora-
tion, could survive so heavy a direct tax onslaught hitting all its shareholders,
big and little.

The following colloquy *° between the Secretary of the Treasury and Congress-
man Hale Boggs in connection with the former’s testimony to the Committee
on Ways and Means is of particular interest on this issue:

“Mr. Bogas. * * * If you are able to pierce the corporate veil, or call it what
vou will, in the case of foreign corporations, do you have any doubt about your
ability to do it in the case of domestic corporations?

“Secretary DILLON. As far as tax law is concerned, I do not think there is any-
thing in this proposal that we cannot do cqually with domestic corporations.
Not being a lawyer on all matter of law, I do not think that I can go bevond
that.” [Emphasis supplied.]

There is no decision of which the IEPA is aware (outside the special field of
personal holding companies) which requires that majority shareholders be treated
as having declared a dividend annually of the company’s earnings simply be-
cause they may have the power to do so.

If this doctrine should ever hecome law in the case of the average American
business corporation—so that its earnings are automatically taxed to the share-
holders as if they were partners—the tax cost would be so great that individuals
could not in many cases afford to own the stock, and the penalty of abolishing
the corporate vehicle, as a most useful business device, would fall on millions
of small shareholders as well as on the larger shareholders.

SeporioN B. THE BILL VIOLATES THE SPIRIT AND PURPOSE OF OUR WELL-
FEsTABLISHED TaAx TREATY PoOLICY, INVITING RETALIATION FROM MORE
THAN 20 NATIONS

INTRODUCTION

Before entering upon a detailed analysis below concerning the probable damag-
ing effect of the proposed new tax legislation on our tax treaties, it is useful
to summarize the basis and philosophy of such treaties. Prof. Dan Throop
Smith_, former deputy to the Secretary of the Treasury for tax policy, summarizes
well, in two condensed paragraphs of his new book “Federal Tax Reform,” the
purpose and effect of tax treaties:

2 1In exhibit III to his Apr. 2 statement to the Senate Finance Committee the Secretary
Eeceog‘rll_lzedht‘h%t in sgﬁne cas%s l;che pax%gntt ﬁrmﬂ;‘mé'xy choose” tn pay any additional taxes
ue, “In which case there will be no effeet on the foreign subsidiary’s co: iti ition
at all”” (exhibit III, p. 25). & v mpetitive positt
15 Vol. 1, hearings, p. 322.
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“TI}e provisions of tax treaties are an important part of our total law on the
t._axatlox_l of foreign income. The treaties establish common rules on the alloca-
tion of income. Through treaties the concept of a permanent establishment has
been developed with provisions that each country will tax a foreign company
only if it maintains a permanent establishment in the country. This permits
casual and exploratory commercial contacts in another country without being
subject to its tax jurisdiction. Under treaties each country usually agrees to
allow the income taxes paid in the other country as a credit against its own taxes,
a right which we give by statute as well.

“Treaties also contain reciprocal provisions by which the countries concerned
agree to waive their rights to tax income which they would tax under their
statutes. Interest, royalties, and the income of trade apprentices, students, pro-
fessors, and professional people who are in a country for limited periods may
all be made exempt by treaty from taxation in the country of its source, that is,
where it is earned. If the two countries have about the same tax rates, this does
not necessarily give any net tax reduction to the recipient of the income. The
country in which the income is received or of which the recipient is a citizen will
usually tax it anyway. Since it is not taxed in the source country, there will be
no offsetting foreign tax to apply the domestic tax in the country of destination.
Taxation is shifted from the source country to the country of destination. Where
income flows are substantially the same in both directions, total revenues in each
country are substantially unchanged. The principal effect is to relieve taxpayers
of the annoyance of having to pay taxes in two countries. International trans-
a2ctions and movement of people are encouraged by removing tax annoyances
even though tax burdens are not reduced” (pp. 273-274).

In the Secretary's “Detailed Explanation of the President’s Recommendation”
(p. 52) (submitted to the Ways and Means Committee) under the heading
*“Method of Taxation” appears a brief reference to the probable relationship
between the President’s proposed tax program and our existing tax treaty obli-
gations. The Secretary says:

“This method of taxation would eliminate possible conflicts with U.S. treaty
obligations which might occur if tax were imposed directly on the income of
foreign corporations.”

Implicit in this statement are, we respectfully submit, three major misconcep-
tions which require frank description and exposure.

(1) Rcegardless of its form, the taz is in substance on the forcign corporation
and hence is in substance “on the inconie of the foreign corporation”

We will not repeat here those reasons set out in part I, section A, which, in
our judgment, establish that the President’s proposal, in seeking to equalize tax
incentives for foreign and domestic investments, intends to tax, and in economic
reality does tax, foreign corporations and so strikes directly at their foreign
income.”

We venture to suggest that it is the substance, not the form, of the proposed
tax that is significant from the standpoint of its effect on other countries, on our
trade and tax relations with those countries, and on our treaty obligations.

What will the bill and the Treasury’s proposals do? What is the economic im-
pact of each? Will each force companies to pay out “commercial and industrial
profits” which otherwise would in whole or in part be reinvested abroad? Will
the effective U.S. tax rate (adjusted for all necessary differences in defining
“taxable income”) exceed the effective tax rate of the country of origin? If so,
will not the country of origin, relying upon the “permanent establishment” test
of jurisdiction to tax earnings attributable thereto, raise its own taxes so that it
and not the United States will derive he maximum benefits? And may it not
also impose new taxes on U.S. subsidiaries owned or controlled by its own cor-
porations or citizens, following our own pattern and example?

These are the questions of basic import. They are not answered, nor are
“possible conflicts” avoided, by form. We recognize that the TUnited States, by
entering into tax treaties (mainly to eliminate double taxation) does not
thereby automatically surrender any jurisdiction over its own citizens or cor-
porations. But, in consenting not to tax certain kinds of income earned by,

18In his Apr. 2, 1962, statement to the Senate Finance Committee, the Secretary
adhered to this position. g}e there said, “None of our income tax treaties are affected by
i he bill” . .
an1y7 %ggtlg:vgf steeen that(lzche 3nly conceivable alternative is a prohibited levy on capital
appreciation without any realization of gain by the shareholder or any taxable event
to him. The Treasury has admittedly_selzed the only plausible form by phrasing the
levy in terms of an agsessment on our citizens or corporations.
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and attributable to, enterprises of the other contracting country—in considera-
tion of similar and mutual forbearance by such other country—the United
States has, in fact, agreed, not to levy taxes on such enterprises by unilateral
action and except in accordance with treaty obligations.

The income tax treaties generally provide that an enterprise of the other
contracting state shall not be subject to U.S. tax on its industrial and com-
mercial profits unless it has a permanent establishment within the United
States. Each of the conventions was negotiated with knowledge by each of the
contracting states of the other’s method of taxation. Hence each of the other
contracting states knew that the United States did not tax U.S. shareholders
on the undistributed profits of a foreign corporation. Although, generally speak-
ing conventions, in one way or another, reserve to the United States the power
to tax its citizens, residents, and corporations as if there were no convention,
it is difficult to believe that the other contracting states contemplated that, in
spite of the exemption granted to an enterprise with respect to its industrial
and commercial profits, the United States was completely free to impose its tax
on those same industrial and commercial profits prior to their distribution by
the enterprise if it did so by imposing the tax on the U.S. shareholders of the
enterprise of the other contracting state. Consequently in these conventions the
IEPA believes that the proposed legislation would violate the spirit, if not the
letter, of the convention.

There is no doubt that each of the parties to the various conventions was
fully aware that in some cases an enterprise of one of the contracting states
might be a subsidiary of an enterprise of the other contracting state. Each of
the conventions contains a provision providing, in general, that where an enter-
prise of one of the contracting states, by reason of its participation in the
management or financial structure of an enterprise of the other contracting
state, makes with or imposes on the latter, in their commercial or financial
{relations, conditions different from those which would be made with an inde-
pendent enterprise, any profits which would normally have accrued to one of
the enterprises but by reason of those conditions have not so accrued may be
included in the profits of such enterprise and taxed accordingly. TUnder these
circumstances it cannot be said that the provisions granting exemption to an
enterprise of one of the contracting states on its industrial and commercial
profits were not intended to be applicable to an enterprise when it was a sub-
sidiary of an enterprise of the other contracting state.

Although the income tax treaties generally provide that an enterprise of the
other contracting state shall not be subject to U.8. tax on itg industrial and com-
mercial profits unless it has a permanent establishment within the United States,
article III of the income tax treaty with New Zealand provides that:

“The industrial or commercial profits of a New Zealand enterprise shall not
be subject to a TU.S. tax unless the enterprise is engaged in trade or
business in the United States through a permanent establishment situated
therein. * * *” [Emphasis supplied.]

In this case, the convention literally prohibits the imposition of a U.S. tax
on the “industrial and commercial profits of a New Zealand enterprise” which
has no permanent establishment in the United States. In this convention, there
is no express provision reserving to the United States the power to impose its
taxes on its citizens, residents, or corporations as if there were no convention.
Consequently, it appears that under this convention the industrial and com-
mercial profits of a New Zealand enterprise are granted exemption from U.S.
taxation so long as the enterprise has no permanent establishment within the
United States, and such profits are unrepatriated to the U.S. shareholders, i.e.,
still remain as profits of the enterprise. In this case, it appears that the pro-
posed legislation violates not merely the spirit, but also the letter of the con-
vention. Hence, the Secretary’s categorical assertion that none of the income
tax treaties are affected by the bill seems unduly optimistic.

In recognizing that certain of the provisions of the bill may contravene pro-
visions of existing income tax treaties the House Ways and Means Committee
was much more realistic than the Secretary. In the interest of forestalling any
possible litigation, the House Ways and Means Committee desired to make it
clear that section 7852(d) is not to apply to any provision contained in the bill.
The latter section provides that no provision of the Internal Revenue Code is
te apply where its application would be contrary to any treaty obligation of the
United States in effect on the date of enactment of the Internal Revenue Code.
The committee said that “if any provision of this bill should contravene any
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existing tax treaty then the new statutory law is intended to have precedence
over the prior treaty obligation” *® (p. 96).

(2) The Secretary’s statement appears to assume that there is jurisdiction to
impose a U.S. tax “directly” on the foreign income of foreign corporations®®
Here too, there is little point in repeating the precedents, the history, and the
sum total of legal considerations which in part I, section A summarize the ag-
gregate of forceful reason which indicate the error of this assumed jurisdiction.
No doubt few really important propositions in constitutional law are clear and
certain in the same sense that 2 plus 2 equals 4, and it is true that distin-
guished tax scholars have differed in this very area.

Nevertheless, stating the matter in its most conservative aspect and granting
to the administration all the freedom one can in good conscience summon, we
believe that a grave doubt, a substantial, persistent, unanswerable doubt, exists
concerning the legal power of America to impose a tax “directly on the income
of foreign corporations” or, to state the issue in slightly more approved style,
“directly on the foreign corporation” in respect of its income. Our conviction
rests upon the cumulative force of the several major constitutional and extra-
territorial sanctions analyzed in part I, section A.

We believe, finally, that this committee, with its traditional respect for the
Constitution and for clearly valid tax legislation, should not recommend tax
legislation so poorly supported from the standpoint of probable legality.

(3) The likely effect of the new tax legisiation on treaty couniries

Although this area involves a slight repetition from a different vantage point
of certain aspects covered in (1) section B above, it could well be that foreign
country opposition to the President’s proposal could be decisive. For this reason,
we turn again to the U.S. treaty structure and to the probable consequences
of any unilateral increase of our tax rates on foreign enterprises now enjoying
supposed protection.

In general, the existing 21 treaties contain a provision under which each
of the contracting states grants exemption to an enterprise of the other con-
tracting state with respect to the “industrial and commercial profits” (business
income) of the enterprise unless it has a permanent establishment within the
former contracting state. Under these treaties the United States has in effect
agreed not to impose its income taxes on the enterprise of the other contracting
state with respect to industrial and commercial profits unless such enterprise has
a permanent establishment in the United States.

The additional income subject to tax by reason of the proposed legislation
is, as we have seen, the undistributed profits of the foreign subsidiary. And
this is true even though technically the undistributed profits of the foreign
subsidiary may serve only as the yardstick for measuring additional income to
be taxed to the American parent.

Nevertheless, the legislation is designed to encourage the distribution of the
current year’s profits of the foreign subsidiary to the American parent, upon
penalty of having the American parent pay a tax on profits it has not received
if the distribution is not made. (Unless the subsidiary’s profits are, in fact,
distributed, the legislation could hardly alleviate any adverse balance of pay-
ments.) To the extent, then, that the legislation is successful, and distributions
of profits necessary for use in the subsidiary’s business are made, the burden
may and, indeed, must be viewed as a burden upon the foreign subsidiary which
has parted with these profits.”

If the foreign subsidiary is thus encouraged (really required) to distribute its
current year’s profits without regard to business necessities or wise planning
and if, as a result, the ultimate burden is fairly viewed as being on the foreign

8 Tn his Apr. 2. 1962, statement to the Senate Finance Committee, the Secretary said
the House Ways and Means Committee inserted sec. 21 in the bill ‘“‘to forestall useless
Htigation,” but advised that the Treasury had “no doubts” about the outcome of such
litigation, and since sec. 21 “may give the impression that we are overriding our treaty
oblizations’” recommended that it would be decirable to dispel that imnression by elimi-
nating sec. 21 “to make it clear that we are honoring our treaty obligations” (p. 54).

19 Of course, there ean be no question of US power tn tax foreign corporations on
their income arising from sources in this country. For this reason, the statement in
(2) above is made slightly more explicit than Secretary Dillon’s own words which,
however, relate to foreign income of forelgn corporations.

20 Apy hurden on a subsidiary is naturally also a burden on its parent. But we are
not here plaving law school games: we are asking deadly earnest questions. And the
answer to this question is that the new tax will probably be viewed as a breach (in spirit
if not in letter) of our treaty obligations.
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subsidiary (which may have derived its profits entirely from foreign sources),
other treaty nations may be quick to say that the United States is unfairly
seeking to tax by unilateral action the foreign subsidiary on its foreign profits.
If events are so viewed by foreign governments with whom we have tax treaties,
serious repercussions are possible.

(4) A severe blow at our tax treaty structure and at the “sensible accommoda-
tion” which has served well to reconcile conflicting jurisdictional claims:
Country of domicile versus country of source

(i) Itisgenerally agreed that, although our first tax convention was not finally
executed until 1932, and became effective in 1935, still the accomplishments in
negotiating treaties since that date, principally, but not entirely, with countries
of Western HEurope, have marked a vital stride forward in our trade relations
with those other countries.

The U.S. statutory foreign tax credit and the provisions of mutually agreeable
tax treaties are the two indispensable pillars of our tax structure from the stand-
point of avoiding, or reducing, double taxation (see e.g., Magill, 718 Tax Law
Review, p. 127, supra, on the vital importance of tax treaties “as completely com-
plementary to the foreign tax credit.”)

(ii) As Assistant Secretary Surry and many others have pointed out, an
inevitable clash exists between (1) assertion of unlimited jurisdiction to tax
worldwide income based on domicile or citizenship or state of incorporation and
(2) assertion of equally unlimited territorial jurisdiction based on protection of
the business and earnings by the country of source or origin to the extent of such
protection. This clash, unless resolved by agreement, can produce crippling and
almost confiscatory doub’e taxation, aggravated by the multiplicity of different
kinds of taxes (largely excise taxes) in other countries which do not qualify as
a credit against our own income tax and often constituting a higher percentage of
the total tax burden in that country than in the United States.

We believe that Assistant Secretary Surrey was right in endorsing our tax
laws (including tax treaties) as a “sensible accommodation” of the two kinds of
jurisdiction, supplementing the highly important tax credit. We deprecate the
assault which, in our view, the Treasury Department now seems to be making on
this wise arrangement.

SectioNn C. THE ProPOSALS WILL SUBJECT ForRrIGN BARNINGS oF U.S.-OWNED
ForREIGN CORPORATIONS TO HIGHER ErrECTIVE U.S. TAX RATES THAN DOMESTIC
EARNINGS, AND THEREBY FAIL To ACHIEVE NEUTRALITY AND EQUITY

(1) The proposals are not confined to combating tax abuses

The IEPA does not condone any abuse under the present jurisdictional rules
where profits of a foreign corporation controlled by American stockholders have
been accumulated and retained abroad for no substantial bona fide business pur-
pose, but rather are retained principally to avoid U.S. tax on dividends received
from those profits by American shareholders. Nor does it condone any artificial
arrangements between an American parent and its foreign subsidiary resulting in
any arbitrary diversion of profits from the America parent to its foreign
subsidiary.

However, neither the Treasury proposals nor section 13 of the bill is limited to
occasions of abuse. Neither is limited to U.S. shareholders of foreign sub-
sidiaries located abroad “largely for tax reasons,” nor to the taxation of the
U.S. parent on the profits which remain undistributed “largely for tax reasons.”
The proposals make no such distinctions. They are broad in their scope. Under
the Treasury proposals, undistributed earnings of a controlled foreign corpora-
tion would be taxed to its sharehlders, irrespective of the proved existence of
substantial bona fide business reasons for locating abroad and for reinvesting
such profits abroad. TUnder the bill, such earnings would be taxed to the share-
bolders under such circumstances, unless, in general, the earnings were rein-
vested in an underdeveloped country or in the same trade or business.

Among the reasons given for the proposed tax legislation is said to be a desire
to achieve “‘greater equity.” Would this objective. in fact, be achieved? Except
in the case mentioned earlier with respect to foreign personal holding companies
and in the cases mentioned where the shareholders or the corporation agree to
such taxation, the United States does not now tax American shareholders on the
undistributed profits of any corporation, domestic or foreign.
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() The proposals will not assure greater cquity in tawation. Each would sub-
ject undistributed foreign earnings to greater U.S. tawation then domestic
earnings

The President’s April 20, 1961, message to the Congress stated that “the desire
to achieve greater equity in taxation,” is one of the reasons compelling a critical
examination of the treatment of foreign earnings of foreign corporations in
which Americans are shareholders. It also stated that the current taxation of

U.S. shareholders on their share of the undistributed earnings of foreign corpo-

rations ‘““would subject the income from such business activities to essentially the

same taw rates as business activities conducted in the United States.” [Empha-
sis supplied.] Assurance of “tax neutrality between operations here and in
other highly industrialized countries” is also referred to by the Secretary in his

statement to the Senate Finance Committee (p. 51).

Both the bill and the Treasury proposals will fail to achieve these objectives
for the following reasons:

(i) In taxing U.S. shareholders on undistributed earnings of a foreign
corporation, the proposals approach the treatment required for partners in a
parteership under the present U.S. tax laws. The similarity of this ap-
proach to the treatment of partners in a partnership stops when current
losses rather than current earnings are present. Though partners are also
able to take into account their appropriate share of the partnership’s cur-
rent losses, as well as its current earnings, neither proposal permits U.S.
shareholders of foreign corporations to take into account their proportionate
share of the foreign corporation’s current losses. In this respect then each
proposal resembles a one-way street.

(ii) Under existing law, a variety of other provisions exist which decrease
the impact of the tax burden on income. TUnder the proposals such pro-
visions will not be available in determining the amount of undistributed
earnings subject to tax. Unless such provisions are made available, there
can be no similarity in the burden of tax on undistributed earnings im-
posed on U.S. shareholders of controlled foreign corporations. The provi-
sions referred to include the following :

(¢) Provisions which allow a U.S. taxpayer to average his income,
roughly speaking, over a period of some 9 years. This follows from the
provisions allowing net operating losses to be carried back a period of
3 years and forward a period of 5 years. (In its January 31, 1962, press
release, the Treasury recognized the inequity of not allowing the carry-
overs of net operating losses. On January 31, 1962, the Treasury an-
nounced a modification of its July draft dealing expressly with so-called
tax-haven transactions. That modification would have allowed carry-
overs and carrybacks of losses from non-tax-haven transactions. Hav-
ing thus recognized the inequity of not allowing carryovers of net oper-
ating losses, it seems apparent that the present proposals could not pro-
vide for equality of tax treatment without adequate provisions allowing
carryovers of net operating losses.)

(b) Provisions which grant elections to U.S. taxpayers to treat as de-
ductible expenses certain items which otherwise must be capitalized.

(¢) Provisions which allow U.S. taxpayers to spread the amount of
gain realized in certain transactions over a number of years. (The in-
stallment sale provisions are an illustration.)

(iii) The proposals would not only tax U.S. shareholders on income which
they have not received, they would also change the character of the undis-
tributed income. For example, capital gains realized by a controlled foreign
corporation on the sale of its property would be taxed as ordinary income
to the U.S. shareholders. Exempt life insurance proceeds received by the
controlled foreign corporation on the death of one of its officers augment
the earnings of the controlled foreign corporation, and as such, will have
to be taken into income by the U.S. shareholders of such corporation.

(iv) The proposals to require a U.S. shareholder to include in his income
undistributed earnings of a foreign corporation in which such person has an
interest represent a major departure from the past to the extent it requires
shareholders to include in income undistributed earnings, attributable to
substantial bona fide business transactions, which are retained for substantial
bona fide business reasons. U.S. shareholders of foreign corporations are
singled out for this treatment. Foreign exchange prohibitions, foreign law
prohibitions imposed for the protection of minority shareholders and load
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restrictions imposed for creditors provide no shield against the thrust of the
legislation in this respect. Attention is again called to the Treasury Depart-
ment’s June 1961 memorandum * where the Treasury Department briefly
discussed the impact of exchange controls. The Treasury Department there
said the following : *

“Under existing regulations, a taxpayer who cannot convert foreign source
income into dollars is not obliged to pay tax currently on that income. He
may defer the tax until such time as his profits can be converted into dollars.
This provision could also be applied to the income that would be tawed under
the Treasury’s proposal. Hence, when a foreign corporation cannot remit
profits because of exchange controls, the U.S. shareholders would not be
obliged to pay tax currently.” [Emphasis supplied.]

This comment by the Treasury Department was made with reference to
its original proposal for legislation. It is a recognition of the inequity of
imposing a tax on income of taxpayers realized in foreign currency which
cannot be converted into dollars. If this is so, the same principle should
certainly apply to defer imposition of tax on earnings, attributable to
substantial bona fide business transactions, which cannot be distributed for
reasons other than foreign exchange controls.

Unless U.S. shareholders of controlled foreign corporations are given the
privilege of such provisions for this particular purpose, the U.8. shareholders of
controlled foreign corporations would suffer substantial disadvantages. If the
principle of the proposed legislation is greater equity and equality of treatment.
the proposed legislation will fall far short of its goal.

In defense of the legislation it proposed in April 1961 the Treasury urged that
since income taxes paid abroad (or taxes paid “in lieu” thereof) are properly a
credit against U.S. income tax, the net effect is to subject the income from such
business activities to “essentially the same tax rates” as business activities
conducted in the United States.

But this optimistic equality may not occur. If American corporations are to be
taxed each year on their current share of the undistributed profits realized in
that year by such subsidiaries, the aggregate income from the parent’s total
business activities may well be subject to considerably higher effective U.S. tax
rates than income from comparable business activities conducted solely in the
United States. This follows from the many differences in tax treatment of the
profits earned by an American subsidiary and the profits earned by a foreign
subsidiary of the U.S. parent, as indicated above. “Deferral’”’ of tax, the subject
of the proposed legislation, is only one of these differences, though it appears
to have assumed decisive and perhaps undue emphasis in Treasury thinking.

But the other differences would remain—differences which work to the dis-
advantage of an American parent of a foreign subsidiary in relation to an
Amerjcan parent of a domestic subsidiary. And unless the proposals take into
account all the major differences in tax treatment, they could not achieve the
goal of tax “neutrality” between a dollar of profit earned outside the United
States by a foreign subsidiary and a dollar of profit earned here by a domestic
subsidiary.

Our purpose in stressing these other differences is to call to the attention of
the committee the fact that unless they also are taken into account, the singling
out of only the “deferral distinction” will not necessarily achieve “greater
equity” or neutrality.

The existence of these inequalities raises a substantial doubt: Does the Treas-
ury want to equalize incentives, or does it now want actually to penalize for-
eign investments in the economically advanced areas such as Western Europe?
(Again reference is made to part II for a more thorough review of these con-
siderations.)

(Npt to be overlooked in this connection are the complexities of “matching”
U.S. Income concepts with foreign income concepts for the purpose of determin-
ing proper foreign net earnings available to minority foreign shareholders.
’]_‘hp complexities of such matching could prove an administrative and informa-
tional task of frightening proportions, as well as a source of fierce irritations.)

21 Vol. 4, hearings, p. 3522.
22 Tbid , p. 3531.
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SectioN D. SecTion 482 or ExIsTING LAW PROVIDES THE FRAMEWORK FOR THE
PREVENTION OF ABUSES OF THE U.S. TAXING JURISDICTION

(1) Section 482

The IEPA recognizes that abuses exist under present law under which in-
come which has been earned or generated in the United States is being ar-
bitrarily diverted from the United States to controlled foreign corporations.
It believes that such abuses should be ended. Transactions between related
corporations provide an environment in which abuse is possible simply because
of the absence of arm’s-length dealings between the parties. In recognition of
this possibility, Congress many years ago enacted provisions dealing with the
problem. The present provisions, section 482, provide that in any case of
two or more organizations, trades or businesses owned or controlled, directly
or indirectly, by the same interests (whether or not incorporated, and whether
or not organized in the United States), the Secretary or his delegate may dis-
tribute, apportion or allocate gross income, deductions, credit or allowances be-
tween 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 to clearly reflect the income of any such organization, trade
or business.

The provisions of section 482 provide the framework within which the Treas-
ury Department can prevent evasion of taxes on income assignable to an entity
over which the U.S. Government has legitimate taxing authority, and require
that the income of any such organization, trade or business be clearly reflected
for taxing purposes.

(2) The bill would amend section 482

Although section 482 gives the Secretary the necessary authority to allocate
income between a domestic parent and its foreign subsidiary, the House Ways
and Means Committee concluded that, in practice, the difficulties in determining
a fair price under this provision severely limit the usefulness of this power,
especially where there are thousands of different transactions engaged in be-
tween a domestic company and its foreign subsidiary.

Because of such difficulty, section 6 of the bill would amend section 482 to
authorize the Commissioner to allocate income, in the case of sales or purchases
between a U.S. corporation and its controlled foreign subsidiary, on the basis
of the proportion of the assets, compensation of the officers and employees, and
advertising, selling, and sales promotion ezpenses attributable to the United
States and attributable to the foreign country or countries involved. The pro-
posed amendment will enable the Commissioner to make an allocation of the
taxable income of the group involved, to the extent it is attributable to the sales
in question, whereas in the past under the existing section 482 he has attempted
only to determine the fair market price of the goods in question and build up
from this to the taxable income—a process which the House Ways and Means
Committee believed to be much more difficult and requiring more detailed com-
putations than the allocation rule permitted by this bill. The proposed alloca-
tion rule would apply only to sales of tangible property within a group where
one of the organizations is domestic and another is foreign (however, there may
be more than one domestic or more than one foreign organization involved),
if the organizations are owned or controlled directly or indirectly by the same
interests. Under the general allocation rule provided by the bill the Secretary
or his delegate is to allocate the income between the U.S. organization and the
foreign organization on the basis of the proportion of the assets, the compensa-
tion of officers and employees and the advertising, selling, and sales promotion
expenses of the group which on one hand, are not attributable to the United
States, and which on the other hand, are attributable to the United States.
For this purpose, only those assets, that compensation, and those sales, etc., ex-
penses which are attributable to the property so sold or purchased are to be
taken into account.

Under the bill, the allocation need not be based upon the above-mentioned
factors alone. The provision specifically authorizes the inclusion of other fac-
tors such as special risks, if any, of the market in which the product is sold.
In addition, if the taxpayer and the Commissioner can work out some other
mutually agreeable method of alloeating income, this alternative method is to
be used instead of the rule referred to above.

82190—62—pt. 8 12
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Generally, the value of the assets to be taken into account in the allocation
method is to be the adjusted basis of these assets in the hands of the taxpayer.
The assets to be included in this allocation formula are real property and tangible
personal property except inventory and stock in trade. In addition r.eal property
and tangible personal property which are rented are to be taken into account
for this purpose.

The allocation method described above is not to apply to any sale where the
taxpayer can establish an arm’s-length price. An arm’s-length price for this
purpose can be established under either of two procedures. First, the taxpayer
can determine the arm’s-length price by establishing the price at which similar
or comparable property is sold in the same general marketing areas to unrelated
persons either by the taxpayer or by third parties, if the conditions of sale are
similar. Second, if the taxpayer cannot determine such a price, nevertheless
he may still establish an arm’s-length price by taking the price at which similar
or comparable property is sold in either the same or other marketing areas
where the marketing conditions or quantities sold may be different. In such
cases such a price can be used, but only after adjustment is made for the mate-
rial differences in area, quantity, or in marketing conditions (including custom
duties and transportation costs) and in any other relevant factors. The adjust-
ments, however, must be determinable.

The bill further provides that the Treasury is, by regulations. to set forth
procedures which are similar in principle to those specified above which are to be
applied where one of the organizations in the group receives a sales commission,
rather than actually receiving title to goods and then selling them.

The bill also provides in the case of “sham” or “paper” corporations that no
amount is to be allocated to a foreign corporation under this formula if its assets,
personnel, and office and other facilities outside of the United States are grossly
inadequate to provide for its activities outside of the United States.

In addition, the bill provides that the Commissioner may require the tax-
payer to furnish information which may be “reasonably supplied” to the extent
the information is needed to apply the allocation rule referred to above which
makes use of assets, compensation, and selling expenses. Failure to supply this
information can lead to the Secretary or his delegate allocating all of the income
to the United States.

(8) Section 6038 requires information about {ransactions between related persons

In 1960 Congress enacted new provisions requiring domestic corporations to
furnish certain information with respect to any foreign corporation which they
control and with respect to any foreign subsidiary of any such foreign corpora-
tiem.  The information required includes information about transactions between
the foreign corporation or foreign subsidiary and the following :

(i) Any foreign corporation controlled by the domestic corporation ;

(ii) Any foreign subsidiary of a foreign corporation controlled by the
domestic corporation ; and

(iii) The domestic corporation or any shareholder of the domestic cor-
poration owning at the time the transaction takes place 10 percent or more
of the value of any class of stock outstanding of the domestic corporation.

Thus the provisions of section 6038 already requiye domestic corporations
controlling foreign corporations to file such information as the Secretary or his
delegate may prescribe by regulations relating to transactions with certain
related persons. The year 1961 was the first year for which such information was
required. The Congress in 1960 also amended the provisions of section 6046
requiring more information with respect to the creation, organization, or reor-
ganization of any foreign corporation.

The Treasury Department has not even given the new provisions an oppor-
tunity to be tested to see whether they would go a long way in providing it with
the factual information it needs to apply section 482,

(4) The bill would amend section 6038 also

In section 20 of the bill, the House Ways and Means Committee made further
amendments to section 6038 of existing law. In general, the amendments broaden
the scope of existing section 6038 to make it more effective.
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(5) More information is desired by revenue service to apply section 482

In Commissioner Caplin’s June 26, 1961, memorandum * submitted to the
House Committee on Ways and Means, the Commissioner suggests that while
much useful information will be obtained under the provisions of the new section
6038, it will still not be adequate for a number of reasons and that the present—

“k * * Internal Revenue Code does not provide the Service with the source
data it really needs to effectively develop a sound enforcement program in the
international area” (p. 3546).

In the same memorandum, the Commissioner states the following with respect
to section 482 :

“The most difficult problem in applying the provisions of code section 482
in an examination involving foreign cntities is that of obtaining factual and
useful information relating to the foreign operations and activities. This
requires a high degree of cooperation on the part of the domestic taxpayer
which is usunally not received. The problem becomes more acute if the foreign
subsidiary maintains its records in the foreign country” (p. 3547). [Emphasis
supplied.]

He further states:

“Since we can ordinarily examine only one side of the case when foreign
affiliates are involved, we are severely limited in our chances of adequately
developing all of the facts necessary to prevent diversion of income to a foreign
entity” (pp. 3548 and 3549).

(6) New legislation ought to require whatever additional information is neces-
sary to enforce section 482, rather than embark on a new and untried road

If the principal stumbling block in applying the provisions of scction 482 is
that of obtaining factual and useful information relating to foreign operations
and activities, as the Commissioner advises, the thrust of the new legislation
ought to be directed toward providing the Revenue Service with the informa-
tion it needs to effectively apply the provisions of section 482, rather than to
embark on the new and untried method of taxation of such far-reaching con-
sequences proposed by section 13 of the bill and by the Secretary. If the new
information provisions, sections 6038 and 6046, enacted in 1960, do not provide
the Revenue Service with adequate information for effective enforcement of
the provisions of section 482, consideration should be given to amending those
sections in whatever manner is necessary to provide the Revenue Service with
the information it needs and to provide more effective sanctions, if more are
necessary, than those presently provided for under the code for failure to file
the information required. In recognition of this problem section 20 of the bill
would make certain amendments to broaden the scope of sections 6038 and
6046 to make them more effective.

The House Ways and Means Committee recognized that the Secretary has
the power under existing section 482 to allocate income between a domestic
parent and its foreign subsidiary, although it believed that the difficulties in
determining a fair price under this provision severely limited the usefulness
of this power. The IEPA believes that if adequate information with respect
to intercompany transactions was required to be furnished to the Revenue
Service, under penalty of effective sanctions, it then would be in the same
position to determine the application of section 482 to foreign operations as it
presently is with respect to transactions between related domestic companies.
The IEPA respectfully suggests that the Congress should adopt such an approach
in curbing the abuses which have arisen out of non-arm’s-length transactions
between related parties, at least one of which is a foreign corporation, rather
than to penalize all U.S. shareholders owning interests in foreign corporations
because some have been guilty of abuse. Congress should improve existing
machinery to make it more effective rather than experiment with untried
theories. L

28 Vol. 4, hearings before the Committee on Ways and Means on the President’s 1961
tax recommendations, p. 3545.
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(7) Comments on the proposed amendment to section 482

Because the Secretary already has the necessary power under section 482
to prevent abuses of the U.S. taxing jurisdiction and the source of the diffi-
culty is apparently the lack of information necessary to effectively apply that
section, the IEPA believes that the amendment to section 482, proposed by
section 6 of the bill and described above, is undesirable. In effect, the pro-
posed amendment to section 482 provides a single fixed statutory formula for
the allocation of taxable income under the circumstances described. Although
the bill specifically authorizes the inclusion of other factors, such as special
risks, if any, of the market in which the product is sold, it does not suggest
the circumstances under which such other factors may be taken into account,
or the weight to be given to such other factors. Consequently, the identifica-
tion of such other factors and the weight to be given each of them is, in the
last analysis, left to the unilateral discretion of the examining IRS agent.

Section 6 of the bill provides that if the taxpayer establishes, to the satisfac-
tion of the Secretary of his delegate, that an alternative method of allocation
clearly reflects the income of each member of the group with respect to intercom-
pany sales of property, such alternative method shall be used in lieu of the fixed
statutory formula provided by the bill. The test suggested by the bill is not the
reasonableness of the alternative method, or one which, in the views of a court,
would clearly reflect income, but simply one which establishes to the satisfaction
of the Secretary, or his delegate, that it clearly reflects income. In practice this
would probably require the agreement of the IRS agent examining the tax-
payer’s return. The examining agent would thus be given the power, by with-
holding his consent to any alternative method, to require application of the single
fixed statutory method proposed by section 6 of the bill.

The TEPA believes that a single fixed statutory formula is much too rigid
for application to all taxpayers under all the circumstances. It is unlikely that
any one formula would be appropriate for all types of business. In one industry
or in one type of business in a given industry, a given factor may contribute more
heavily toward the income to be allocated than the same factor in some other
industry, or in another business in the same industry. A given factor may be
more important to a manufacturer than to a retailer. If section 6 is to be en-
acted, it should give taxpayers the right to use certain prescribed alternative
methods. Such a program would inject a degree of flexibility necessary to pre-
vent the application of the same formula to unlike situations. In any event
if section 6 is enacted with the statutory formula therein provided, the property
factor should not exclude inventory, stock in trade, and accounts receivable as
the bill now provides.

(8) In liew of enacting a single fized statutory formula of apportionment the
committee should seriously consider graniting the Secretary the power to
prescribe regulations under section 482 which are similar to the regulations
under section 863, setting forth processes or formulas of general apportion-
ment

The Treasury regulations under section 863 of the 1954 code provide a formula
for the allocation of the income of a single taxpayer to sources within and with-
out the United States. Such formula takes into account two factors; property
within and without the United States, and gross sales within and without the
United States. Under the regulations, the formula applies only where an in-
dependent factory price, as provided in the regulations, has not been established
and where a taxpayer has failed to obtain permission to base its tax return on its
books of account. The latter is permitted to a taxpayer who in good faith, and
unaffected by consideratiouns of tax liability, regularly employs in its books of
account a detailed allocation of receipts and expenditures which reflects, more
clearly than the processes or formulas prescribing in the regulations, taxable
income derived from sources within the United States.

Since regulations under section 863 are regulations with which taxpayers and
the Internal Revenue Service have had experienc¢e, and have generally proven
proven to be satisfactory in the allocation of income of a single taxpayer to
sources within the United States, on the one hand, and without the United States,
on the other hand, the committee should give serious consideration to the appli-
cation of a similar formula, with modifications and safeguards which may be
appropriate (e.g., to take into account a payroll factor) to allocate income from
sales and purchases between a U.S. corporation and its controlled foreign sub-
sidiary and to incorporate therein a degree of flexibility no less than that pres-
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ently incorporated in the existing regulations under section 863 rather than
enact a new statutory formula.

While the IEPA believes that the Secretary has adequate power under existing
law to prevent abuses of the U.S. taxing jurisdiction, if adequate information
with respect to intercompany transactions was made available to him, and that
enactment of the fixed statutory formula prescribed by section 6 is therefore un-
necessary, if the committee believes that additional legislation is necessary to
prevent such abuses, the objectives can be accomplished by granting the Secre-
tary the power to prescribe regulations under section 482 which are similar to
thosg under section 863, setting forth processes or formulas of general apportion-
ment.

SEcTION E. DIScuUSsION OF SECTION 13

(1) The same trade or business test

(%) General.—In general under the bill, a U.S. tax will be imposed currently
on U.S. persons who own 10 percent or more of the stock (“U.S. shareholders”) in
a controlled foreign corporation on the operating income of such corporation
which is not used in the same, or substantially the same, trade or business of the
corporation, unless the income is invested in any trade or business in less devel-
oped countries. The House Ways and Means Committee did not give any
reasons for its action in requiring the earnings of the controlled foreign corpora-
tion to be reinvested in the same, or substantially the same, trade or business,
if the earnings are not invested in any trade or business in a less developed coun-
try. The committee has simply said :

“Your committee has also concluded that U.S. tax should be imposed currently
on the American shareholders, on income which is held abroad and not used in
the taxpayer’s trade or business unless, in accord with the policy enunciated
by the President, it is invested in business in less developed countries. Because
of this your committee’s bill taxes to U.S. shareholders investment-type income
not invested in less developed countries and also income which may arise from
the active conduct of a trade or business if the income is not reinvested in the
same business (outside of the United States) or in a less developed country”
(p.58).

The hill does not impose a U.8. tax on earnings of a foreign corporation re-
invested in the same, or substantially the same, trade or business because the
committee presumably was convinced from testimony in hearings conducted by
it that the location of investments in the economically devrloped countries of
the world “is an important factor in stimulating American exports to the same
areas” and because it appeared that to impose the U.S. tax currently on the U.S.
shareholders of American owned businesses operated abroad ‘“would place such
firms at a disadvantage with other firms located in the same areas not subject
to U.S. tax.”

The committee concluded that, for competitive reasons, the controlled foreign
corporation should be able to expand its investment in the same, or substantially
the same, trade or business wherever it was located. Once the decision was
reached to limit the reinvestment to the same, or substantially the same, trade
or business (except for reinvestment in any trade or business in less developed
countries), it became necessary for the committee to prevent avoidance of such
a rule. In order to prevent foreign corporations from starting relatively small
trades or businesses (at the price of “relatively small” penalties in denial of
deferment) and then permitting additions in the later years to these invest-
ments to qualify as investments in the corporation’s ‘“trade or business,” the bill
provides a 5-year ‘“‘seasoning” rule. Thus, only where the controlled corpora-
tion has engaged in a trade or business for the past 5 years will an additional
investment qualify as the corporation’s trade or business. (However, any
trade or business in which the foreign corporation was engaged on December 31,
1962, will also qualify without regard to the 5-year rule.)

In determining whether or not a trade or business is the same, or substan-
tially the same, trade or business during the applicable period we are advised
as follows by the committee report:

“*x % % g]] facts and circumstances of the particular case must be taken into
consideration. The test is intended to prevent the use of earnings which have
not been subject to U.S. tax to diversify the business of the controlled foreign
corporation, while permitting the controlled foreign corporation to compete in
the lines of activity it is presently engaged in. In this regard circumstances
which may be particularly important involve the nature of the product line of
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the controlled foreign corporation and the character of _the principal foreign
competitors of the controlled foreign corporation in that line” (p. A98). ]

(ii) Effect on competition with foreign competitors.—So llong as the earnings
from operations of a controlled foreign corporation are ordinary and necessary
to the conduct of any trade or business and are used in the conduct of the trade
or business, whether or not it is the same or substantially the same as that
previously conducted, such earnings should not be taxed currentl‘y to the U.S.
shareholders of the controlled foreign corporation. By hypothesis, such earn-
ings are not being unreasonably accumulated, but are ordinary and necessary in
the active conduct of a trade or business. The proper criterion should be
whether or not the earnings are ordinary and necessary in the conduct of a
trade or business.

If so-called deferral is proper in the first instance, in order to meet foreign
competition, it is also proper in the latter instance.

Since foreign competitors of U.S.-owned foreign corporations are not subject
to any such tests, the proposed bill will handicap U.8.-owned foreign corporations
which will have to take into account whether or not the earnings are being
invested in the same, or substantially the same, trade or business. If American
investment abroad “is an important factor in stimulating American exports to
the same areas,” as the committee impliedly concedes to be the case by con-
tinuing the present tax treatment on income reinvested in the same, or sub-
stantially the same, trade or business, the present tax treatment should be
continued with respect to all earnings reinvested in any business of the con-
trolled foreign corporation, to the extent ordinary and necessary in the conduct
of such business. If the stimulation of American exports is a desirable objective,
such stimulation should not be restricted to incomplete measures for doing so.

(iii) Effect on competition with American-ouwned foreign corporations.—The
requirement that the earnings be reinvested in the same, or substantially the
same, trade or business of the controlled foreign corporation embodies within
it a “grandfather” clause concept and thereby results in diserimination against
American-owned controlled foreign corporations which are not engaged in a
particular line of business on December 31, 1962. TUnder the bill, investments of
earnings by a controlled foreign corporation in the same, or substantially the
same. trade or husiness carried on by it on December 31. 1962, and continued
hy it from that date, may be treated as investments in qualified property. If a
controlled foreign corporation, however, did not happen to be engaged in a
particular line of business on that date, investments of its earnings in such a
trade or business swill not gualify. The effect of snch a provision is not only
to bor diversification, excent at the price of losing the so-called deferral now
available to earninegs of the controlled foreign corporation, but at the same
time impede competition as between two different controlled foreign corporations,
one of which happened to be engaged in a particular line of business on December
31, 1962, while the other was not. The controlled foreign corporation which
was not engaged in a particular trade or business on December 31, 1962. is thus
placed at a disadvantage not only with respect to foreign competitors who have
nn similar restrictions imposed on their reinvestments of earnings in new lines
of husinesses, but also with respect to other American-owned foreign corpora-
tions which happen to be engaged in that line of business on December 31, 1962.

(iv) Difficulties in determining whether a trade or business is the same @$
that previously carried on.—The injection of a test of whether or not the busi-
ness in which the earnings are invested is the same, or substantially the same,
trade or business will reguire fine distinctions and crenta innnumerahle diffienl-
ties in ascertaining whether a particular change in the nroduct or product line.
method of operation, or even the location of plants will be regarded as a dif-
fm.-ent trade or husiness for this purnose. We have had some experience with
thig tyne of test in certain nrovisions in the Internal Revenue Code today.
Such a test exists under sectinn 382, which eliminates the net operating loss
ecarryovers, where through purchases of the stock of a corporation. there has
b_een a K0 percent or more change of ownership of such stock, and the corpora-
tion fails to continue to carrv on a trade or businesg substantially the same as
that carried on hefore the change of ownershin. Althoueh enacted in Aungust
1954, and this is March 1982, almost 8 venrs later, there are still no definitive
Treasurv regulations which have been issued under section 882 determining for
that purpose whether or not a corporation has continned to carry on a trade or
bnginess snhstantially the same as that previously carried on.” Undoubtedly,
the delay in the issuance of such regulations ig attributable, in part, to the in-
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herent difficulties in determining when a particular trade or business is different
from that which was previously conducted.

Because advances in the art and technological changes require continual im-
provement in the product and product line, a product today may bear little re-
semblance to the product produced 5 years ago. Will this result in a determina-
tion that the trade or business is no longer substantially the same? Will the
discontinuance of a product or product line result in a determination that the
trade or business which is continued is no longer substantially the same as that
previously conducted

The proposed regulations under section 382 provide that a corporation has not
continued to carry on a trade or business substantially the same as that pre-
viously conducted if the corporation discontinues more than a minor portion
of its business carried on before such increase. (Under the proposed regula-
tions, in determining whether discontinued activities are more than minor for
this purpose, consideration should be given to whether the discontinuance of the
activities has the effect of utilizing loss carryovers to offset gains of a business
unrelated to that which produced the loss.)

Under such proposed regulations a corporation has not continued to carry
on a trade or business substantially the same as that conducted before any in-
crease in the ownership of its stock if the corporation changes the location of a
major portion of its activities, and as a result of such change in location, the
business of the corporation is substantially altered.

The following examples are given in the proposed regulations to illustrate the
above statement :

“Example (1) : X Corporation, a calendar-year taxpayer, is engaged in the
business of manufacturing in State A and has sustained substantial net op-
erating losses. On June 30, 1958, Y Corporation purchases all of X Corpora-
tion’s outstanding stock. During 1959, X Corporation transfers its operations
to State B which ig several hundred miles distant from State A. In order to
effect the change in location., X Corporation disposes of its plants and a large
portion of its machinery located in State A. The distance between State A
and State B makes it necessary for the majority of the employees of X Cor-
poration to terminate their employment with X Corporation. During 1959,
X Corporation resumes its manufacturing activites in State B and continues to
make the same product and serve substantially the same group of customers.
However, by reason of the change in location, employees, plant, and equipment,
X Corporation, on December 31, 1959, is not carrying on substantially the same
trade or business as that conducted prior to the increase in ownership.

* % - 4 * ® *

“Bxample (3): Z Corporation, a calendar-year taxpayer, operates a retail
liquor store in town M, utilizing the services of 10 employees. On June 30, 1958,
individual A purchases all of the stock of Z Corporation. During 1959, Z Cor-
poration transfers its operations to town O, a distance of 3 miles from its former
location. By reason of the change in location, Z Corporation disposes of its
interest in the premises formerly occupied by it and also disposes of the license
and franchise issued by town M. During 1959, Z Corporation transfers its in-
ventory of liquor to its new location and resumes its retail liquor activities
under a license and franchise issued by town O. Z Corporation continues to
employ 5 of the 10 employees formerly employed in town M, but the corporation
serves a substantially different group of customers. Under these circumstances,
the change of location results in a failure to carry on substantially the same
trade or business as that conducted before the increase in ownership.” [Em-
phasis supplied.] .

The difficulties in ascertaining whether a particular change in product, opera-
tion, or location results in a change in the trade or business are obvious.

There are additional difficulties in applying this test. If a controlled foreign
corporation has a branch operation in England and a branch operation in France,
each of which is engaged in manufacturing and selling the same product and
the branch operation in England has been conducted for more than 5 years,
while the branch operation in France has been conducted there for less than
5 years and was not conducted there on December 31, 1962, is each branch opera-
tion a different trade or business for purposes of the bill? For example, if the
earnings from the branch operation in England are reinvested in the hranch op-
erations in France, is such an investment an investment in the same trade. or
business for this purpose? In essence, the problem is whether a branch operation
in one country is to be regarded as a different trade or business from a branch

operation in another country.
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Further, if a controlled foreign corporation has a branch operation in England
making another product and each branch operation has been conducted for more
than 5 years, will each branch operation be considered a different trade or
business? For example, if under these circumstances, the controlled foreign
corporation reinvests some of the earnings from the branch operation manu-
facturing one product in the branch operation manufacturing the other product,
will the earnings so reinvested be treated as reinvested in the same trade or
business? If no, and the earnings from one qualifying trade or business are
reinvested in another qualifying trade or business, will the U.S. shareholders
be taxed on such earnings because the earnings were not reinvested in the same
trade or business which generated the earnings? If the U.S. shareholders will
be taxed on such earnings under these circumstances, the bill will force each
controlled foreign corporation to fragmentize its present operation and to deter-
mine earnings with respect to each fragment which constitutes a separate trade
or business in order to ascertain the earnings of each such fragment to deter-
mine whether those earnings have been reinvested in the same or in a different
trade or business for purposes of this bill.

Apparently any trade or business carried on by the controlled foreign corpora-
tion almost wholly within one or more less developed countries will be con-
sidered as a qualified trade or business. However, if the character of the trade
or business carried on within one or more less developed countries is the same or
substantially the same as that carried on in one or more developed countries,
it may be difficult to establish that the trade or business carried on in the less
developed countries is carried on almost wholly within such latter countries.
If the controlled foreign corporation is carrying on the business of making and
selling one product in a less developed country and also in a developed country,
is the business of making and selling that product in the less developed country
carried on almost wholly with the less developed country?

The bill does not establish any criteria for making the necessary determination.
‘Will this depend on whether the controlled foreign corporation ean establish that
the trade or business carried on in the less developed countries is separate from
the trade or business carried on in one or more developed countries, even though
the character of both businesses is the same? (The problem described here is
essentially the same type of problem previously described in the discussion of a
trade or business carried on in developed countries.) If this is so, all the prob-
lems now facing taxpayers under section 355, relating to corporate separations,
which requires, under the Treasury’s view two or more trades or businesses, will
he faced by U.8. shareholders of a controlled foreign corporation engaged in bus-
iness in a less developed country and in a developed country.

For reasons of tax administration alone, it would be undesirable to incorpo-
rate into the area under discussion any such test. If the Internal Revenue Serv-
ice lacks the manpower to enforce the existing provisions of law in the foreign
area, as the Commissioner has advised the Ways and Means Committee, the dis-
tinctions the bill will require will aggravate rather than alleviate administrative
problems and invite litigation to resolve disputes in determining whether any
given change results in a change in the trade or business.

(v) Effect on relations with foreign minority shareholders of comtrolled for-
eign_corporations.—If a controlled foreign corporation has any foreign nationals
as shareholders, the distinctions required to be made by the bill between the
same and other trades or businesses will create unnecessary friction between
thg 11.S. shareholder group and the foreign shareholder group, for when all other
1_:h1ng§ are equal, the U.8. shareholder group would resist reinvestment of earn-
ings in a different trade or business simply because of the difference in the tax
consequences to them. This is not a case where the earnings are not returned
as d1v1den_ds to the shareholders because their distribution will result in the
US taxation of such earnings to the U.S. shareholders, but a case where the
failure to reinvest them in the same trade or business, rather than in a different
;clrsige or business, will result in different tax consequences to the U.S, share-

olders.

Sugh a deterrent to reinvestment in different trades or businesses is not in the
best interests of the United States. Such a deterrent could merely serve to slow
down, to_ a degree Whicl_l cannot be predicted with any accuracy, diversification
of_Amencan-o‘Wned foreign corporations. It will create an artificial stimulus to
rgmvestment in the same trade or business. Why diversification should be so
discouraged is not apparent. If American investment located abroad aids U.S.
exports abroad, as the Ways and Means Committee impliedly agreed, such in-
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vestm_ent should not be so artificially restricted to the same trades or businesses
in which American-owned foreign corporations are now operating.

(2) Foreign base company sales income

One category of income of a controlled foreign corporation which is included
in the income of a U.S. shareholder is described in the bill as “net foreign base
company income.” This is essentially personal holding company-type income
(rents, dividends, interest, etc.) and income from certain sales, reduced by the
increase in the investment in qualified property in less developed countries. The
provisions dealing with this category of income apply only in the case of a con-
trolled corporation in which five or fewer U.S. persons own, actually or construe-
tively, more than 50 percent of the voting stock.

Perhaps the most important element in this category to many persons is the
sales income, which the bill describes as “foreign base company sales income.”
“F&‘eign base company sales income” refers to income derived in connection
with—

(a) the purchase of personal property from a related person and its sale
to any person; or

(b) the purchase of personal property from any person and its sale to a
related person.

This rule applies, however, only if—

(@) the property which is purchased is manufactured, 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 outside such
foreign country.

(i) When is property “purchased”?—Although foreign base company sales
income does not include income derived by the controlled foreign corporation
from the sale of property which it did not purchase, the bill does not set forth
a statutory rule for determining whether a given transaction constitutes a pur-
chase rather thap a manufacture of property. (There was a 20-percent added
value test in the Treasury’s July 1961 draft and a substantial transformation
test in the Treasury’s January 31, 1962, modifications of the July draft.)

The committee report indicates that “foreign base company sales income”
means income from the purchase and sale of property “without any appreciable
value” being added to the product by the selling corporation (p. 62). How
much value is appreciable is not indicated. The committee report further
states that this does not include cases where any significant amount of manu-
facturing, installation, or construction activity is carried on with respect to
the product by the selling corporation (p. 62). According to the same source,
activity such as minor assembling, packaging, repackaging or labeling would
not be sufficient to exclude the profits from this definition. The definition of
“sales income” does not apply to income of a controlled foreign corporation from
the sale of a product which it manufactured. According to the committee
report, in a case in which a controlled foreign corporation packages parts or
materials which it then transforms or incorporates into a final product, income
from the sale of the final product would not be foreign base company sales income
if the corporation substantially transforms the parts or materials so that in
effect the final product is not the property purchased (p. A94). Aeccording to
the same source, manufacturing and construction activities (and production,
processing, or assembling activities which are substantial in effect) would gen-
erally involve “substantial transformation” of purchased parts or materials (pp.
A94 and A95).

The committee report thus incorporates for this purpose a test which was
specifically included in the January 31, 1962, draft of the Treasury Department
under which property which is substantially transformed by the controlled for-
eign corporation is not regarded as purchased by it for these purposes. It is
not clear, however, whether substantial transformation is enough to exclude the
transaction from these rules since the committee report also indicates that *“for-
eign base company sales income” means income from the pumschase and sale of
property without any appreciable value being added by the controlled foreign
corporation, or without any significant amount of manufacturing, installation,
or construction activity. Perhaps a treble-barreled test is intended to be applied:
(1) there must be a substantial transformation, (2) the value added must be
appreciable, and (3) there must be a significant amount of manufacturing, in-
stallation, or construction activity. What rule will govern for this purpose? If
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the intent of the proponents of the legislation with respect to this issue is not
clear, it apparent that the ambiguous naure of the test will create confusion in
its application.

There undoubtedly will be endless disputes in determining whether, in a given
case, there was a substantial transformation, a significant amount of manufac-
turing, installation, or construction activity, and an addition of appreciable value,

This is another instance in this legislation where taxpayers will find them-
selves unable at the time of the transaction to know with any reasonable degree
of certainty whether a particular rule or test is applicable. This is hardly con-
ducive to the best interests of the United States.

(ii) When is property sold for use, consumption, or disposition outside the
country?—As indicated above, income is included as foreign base company sales
income only if, among other things, the property is sold for use, consumption, or
disposition outside the foreign country under the laws of which the controlled
foreign corporation is created or organized. The bill itself does not set forth
any standard for determining when property will be regarded as sold for use,
consumption, or disposition outside such foreign country. The difficulties in
making such determinations are obvious. The committee report states that
a “destination test” applies for this purpose (p. A95). The latter further pro-
vides that generally property will be considered to be used. consumed, or disposed
of in the country to which it is delivered, “unless circumstances indicate that the
property is to be exported after it is so delivered” (p. A95).

The interpretation and application of such a requirement will lead to endless
disputes and litigation. In this category it is contemplated that the use, con-
sumption, or disposition by the immediate purchaser will be determinative or,
on the other hand, is it contemplated that the use, consumption, or disposition
by the ultimate consumer of all various purchasers in the chain of purchasers
will be determinative? For example, if a controlled foreign corporation pur-
chases property from a related person and sells it to an independent foreign
manufacturer located in the same country in which the controlled foreign cor-
poration is incorporated, and such purchaser incorporates the property into his
finished product all of which he sells outside the country, is this a sale for use,
consumption, or disposition outside the country under the laws of which the
controlled foreign corporation is created or organized? When the controlled
foreign corporation has knowledge that such purchaser will incorporate the per-
sonal property into his finished produect for the purpose of reselling the finished
product outside the country of incorporation of the controlled foreign corporation,
is this an instance indicating, within the meaning of the committee report, that
the property is to be exported after it is delivered within the country of
incorporation?

Under one interpretation, it is and if this is the interpretation intended, a
Herculean task will be imposed upon controlled foreign corporations, the U.S.
shareholders thereof, and the Revenue Service to ascertain the ultimate destiny
of the products or parts sold by the controlled foreign corporation in order to
ascertain whether the use, consumption, or disposition was outside the country
under the laws of which the controlled foreign corporation was created or
organized. The task becomes magnified if this is the interpretation intended and
the purchaser in the example above merely sells part of the product outside the
country and the balance inside the country.

(iii) Determination of amount of sales income will create additional adminis-
trative problems.—The difficulties are not ended when the property which is pur-
chased and sold is identified. Having identified the particular property which is
subject to the provisions relating to sales income, the next task is to determine
the amount of income derived in connection with the purchase or sale of such
property. Neither the bill nor the committee report indicate the particular
method by which such income is to be determined. In such a case it is not clear
whether the income is to be determined by some means of allocation and if so in
what particular way. Will allocation be made in different ways in similar cir-
cumstances? Will this vary with the identity of the examining agent? It may
be impossible to pseseribe any one standard for all the various cases which will
arise. Yet, without some standard, endless disputes in the application of these
provisions by taxpayers affected and in the administration by the Revenue Serv-
ice will undoubtedly follow. For example, to what extent will general office and
overhead expenses be taken into account in determining the amount of sales
income?



REVENUE ACT OF 1962 3479

(3) Income from patents, copyrights, emclusive formulas and processes sub-
stantially developed in the United States or acquired from related U.S.
persons

Under the bill, income, actual or imputed, derived from patents, copyrights,
and exclusive formulas and processes substantially developed, created, or pro-
duced in the United States or acquired from a related U.S. person, is taxed cur-
rently to the U.S, shareholders of the controlled foreign corporation whether or
not such income is reinvested by the controlled foreign corporation in the same
trade or business, or in a trade or business in a less developed country.

The House Ways and Means Committee reported that many have taken ad-
vantage of the multiplicity of foreign tax systems to avoid taxation by the
United States, “"on what could ordinarily be expected to be U.S.-source income”
(p- 58). Among the provisions of the bill designed to meet “this probiem of
diversion of income from U.S. taxation” are the provisions taxing income derived
by controlled foreign corporations from patents, copyrights, etc., developed in the
United States (p. 58).

Under section 367 of existing law, a U.S. shareholder cannot transfer patents,
or other property to a controlled foreign corporation, under the provisions of
the law allowing any gain on the transfer to go unrecognized, without first
establishing to the satisfaction of the Treasury that the transaction is not in
pursuance of a plan having as one of its principal purposes the avoidance of
PFederal income taxes, and receiving a favorable ruling from the Treasury with
respect to the transaction. Where patents have been transferred to a controlled
foreign corporation after such a ruling has been received, it is evident that the
Treasury has satisfied itself that one of its principal purposes of the transfer
was not the avoidance of the U.S. income taxes. Nevertheless, the bill would
require the U.S. shareholders of the controlled foreign corporation, to which
patents had been transferred pursuant to such a ruling, to take into their in-
come the royalties, actual or imputed, of the controlled foreign corporation with
respect to such patents. Since the case is obviously one in which the transfer
was not made to avoid U.S. income taxes, U.S. shareholders should not be re-
quired to take into income royalties, actual or imputed, of the controlled foreign
corporation with respect to such patents, copyrights, ete.

Under the bill, a controlled foreign corporation is required to take into ac-
count not only the income it actually receives from the license, sublicense, sale
or exchange of certain patents, copyrights, ete., but also what might best be de-
scribed as “imputed” rent or royalty. If, for example, a contrelled foreign cor-
portation uses the patents, copyrights, exclusive formulas and processes in its
own operations, it is required to take into account, as subpart F income, the
amount which would be obtained by it as a gross rent, royalty or other payment
in an arm’'s-length transaction with an unrelated person for a similar use or
exploitation of the patent, copyright, etc. The amount of such imputed rent
or royalty is taken into account along with the rents and royalties actually re-
ceived by it from third persons in connection with such patents, copyrights, etc.

Although the sale of the particular product is connection with which a patent
was used by the controlled foreign corporation may have resulted in losses, the
controlled foreign corporation nevertheless may have to take into account, in its
subpart F income, an imputed royalty because of its use of the patent. This
could happen even though, under the bill, the aggregate amount of subpart F
income of a controlled foreign corporation of any year cannot exceed the earn-
ings and profits of the corporation for the year. This is possible where the opera-
tions of the controlled foreign corporation in which the patent was not used
resulted in profits, while the operations in which the patent was used resu}ted
in losses, and the controlled foreign corporation ended up with net earnings
for the year.

(4) The bill requires the U.8. shareholder to include in his income undistributed
profits attributable to transactions occurring before he became a shareholder

Under the bill, the proportion of the profits of a controlled foreign corporation
deemed to have been distributed to the U.S. shareholder owning a 10-percent or
greater, interest in such corporation depends upon the proportion ‘of such cor-
poration’s annual accounting period during which it was a controlled corporation
and not upon the profifs actually realized by it during the part of its annual
accounting period during which it was controlled by such U.S. shareholders.
This arbitrary method for determining the amount to be included in the income
of U.S. shareholders means that profits actually realized in the calendar year, but
prior to the time the foreign corporatlion became controlled by such American
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persons may be allocated to them. This result may occur becauge tran_sactions
between related persons may have occurred in the annual accounting period even
through none were with corporations owned directly or indirectly at the time the
transactions took place by such U.S8. persons or any U.S. persons. .

For example, 100 percent of the earnings of a foreign cor;_)oratlon_ d.ur}ng the
month of January might be attributable to transactions with its subsuhax_'les and
hence with related parties, even though during such month the corporation was
controlled in its entirety, directly and indirectly, by foreign shareholders. If
control of the foreign corporation is acquired by U.S. shareholders on February
1, and the foreign corporation has no further transactions with related persons
in the year, the bill still requires eleven-twelfths of the profits attributable to the
transactions in January between the related corporations in that month to be
included in the income of the U.S. shareholders.

This result is not sound and should be changed. Otherwise transactions of the
type described will be treated as proscribed transactions even though they occur
between a foreign corporation and a related party which is also a foreign cor-
poration and both are controlled completely, directly and indirectly, by foreign
persons at the time they occurred.

A similar situation exists when control of a foreign corporation passes during
its annual accounting period from one group of U.8. shareholders to another.
Profits attributable to purchase and sales transactions which occur during the
period of control by the original groups of U.S. shareholders apparently continue
to be treated as proscribed transactions for determining the amount of earning
to be included in the incomne of the new U.8. owners of the foreign corporation.
The impact of the bill is upon the wrong persons in such cases. The benefits of
any profits derived from such transactions in such cases were derived by the
persons owning the foreign corporation at the time the transaction occurred.
It seems dubious in principle to tax the undistributed earnings and profits at-
tributable to transactions occurring prior to the time a U.S. shareholder became
a shareholder (directly or indirectly) in the corporation and include such un-
distributed earnings attributable to such transactions in his income simply be-
cause he happens to be the owner of the stock of the corporation on the last day
of the year during which it is a controlled foreign corporation.

The IEPA recognizes that under present law actual distributions to present
shareholders of earnings generated by the distributing corporations in a period
prior to the time the present shareholders became shareholders are properly in-
cluded in income of the present shareholders as dividend income. However, the
bill is extending this treatment to undistributed earnings. The latter treatment
does not follow because the former is true. If the principle of the bill is broadly
analogous to the treatment of partners in a partnership, it fails to meet even this
rough analogy, for earnings of a partmership attributable to the period prior to
the time a person became a partner in the partnership are not required to be
included in the income of such person,

CONCLUBIONS

The International Economic Policy Association (IEPA) has presented in the
foregoing pages a most carefully considered analysis of both the foreign cor-
poration proposals of President Kennedy and the recommendations of the House
Ways and Means Committee as embodied in H.R. 10650,

The IEPA summarizes its conclusions as follows :

1. The proposed current taxation of undistributed profits of controlled for-
ei.gn corporations raises serious constitutional and jurisdictional questions. In
view of the traditional approach of taxing a corporation as a separate entity
.f:md in view of the Supreme Court’s position with respect to this principle, the
judicial branch of our Government, under existing precedents, will conclude that,
in general, undistributed profits of foreign corporations cannot be taxed to their
shareholders.

2, Cphe current taxation of undistributed profits of foreign subsidiaries of
Amqucan corporations will place them at a competitive disadvantage with their
foreign counterparts. Contrary to the claim of the administration that cur-
rent' taxation of foreign profits of foreign corporations will produce tax neu-
trality, the proposal will add another inequity in the law by burdening Ameri-

can business overseas with a heavy U.S. tax when their competitors are not
80 burdened,
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3. The proposal imposes on U.S. shareholders an unfair tax, in many circum-
stances, since there may be no control by the U.S. shareholders over the remit-
tance of earnings from foreign corporations in order to obtain money to pay
it. Although the proposals refer to controlled foreign corporations, many situa-
tions can occur where U.S. shareholders will be subject to this tax without either
having legal control or actual control of the activities of the foreign subsidiary.
Furthermore, even where actual coutrol does exist, foreign laws restricting the
free use of the profits of the foreign subsidiary may prevent distributions to
shareholders needed to satisfy the tax liability.

4. Current taxation of undistributed profits of foreign corporations organ-
ized in countries with which the United States has an income tax treaty, violates
the most important treaty provision. The United States has committed itself
in every income tax treaty that it will not tax a corporation organized in the
other contracting country on its profits, except to the extent that they are al-
locable to a permanent establishment in the United States. By taxing U.S.
shareholders on undistributed profits, these provisions are completely ignored
and the spirit and purpose of the tax treaties are violated.

5. Instead of achieving neutrality, the Treasury proposals will subject for-
eign earnings of U.S. owned foreign corporations to higher and more burden-
some taxes than domestic corporations will pay on their foreign earnings.
For example, controlled foreign corporations will not be permitted to have nei;
operating loss carryovers and carrybacks, U.S. shareholders will not be per-
mitted currently to deduct losses of controlled foreign corporations, and capi-
tal gains of foreign subsidiaries will be taxed to U.S. shareholders at ordinary
income tax rates, instead of at the usual 25 percent capital gains rate.

6. The policies embodied in section 13 will establish tax inequities among
U.S. enterprises in competition with each other by treating some taxpayers
more leniently than others, depending upon circumstances over which the tax-
payers will have bad no control.

7. The imposition of U.S. tax on earnings derived by controlled foreign cor-
porations, which are invested in a new business, is unsound and is unfair. It
is unsound in that it creates an unreasonably heavy financial burden on Ameri-
can business carried on abroad through foreign subsidiaries in competition with
their efficient and modern foreign counterparts. It is unfair to foreign busi-
nesses which have not already diversified and desire to do so in order to meet
their competition which has already done so.

8. The test of what is the same or substantially the same trade or business
is too vague and ambiguous upon which to predicate a tax determination.

9. The treatment of royalties from patents, copyrights, formulas and secret
processes is extremely and unnecessarily harsh. Elimination of current taxation
with respect to such items of income as dividends, interest, rents, and royalties
(other than from patents, etc.) is provided for if those items are invested in a
less-developed country. But there is no provision which would eliminate current
taxation on royalties. This is an unduly harsh treatment and should be liberal-
ized at least to the extent of according the royalties treatment similar to other
foreign base company income. The treatment of a portion of the controlled for-
eign corporation’s profit as imputed royalty should be rejected, as impossible of
fair administration.

10. Section 482 of existing law provides the framework for the prevention of
abuses of the U.S. tax jurisdiction. The thrust of any new legislation ought to be
directed toward providing the Internal Revenue Service with the information it
needs to effectively apply section 482 rather than to embark on the new and
untried method of taxation of such far-reaching consequences proposed by the
bill and by the Secretary of Treasury.

11. A single fixed statutory formula proposed in section 6 of the bill for the
allocation of taxable income under section 482 is too rigid for application to all
taxpayers under all circumstances. If changes are to be made it should give the
taxpayers the right to use certain prescribed alternative methods and thereby
provide a degree of flexibility necessary to prevent the application of the same
formula to unlike situations. In any event, if section 6 is enacted with the
statutory formula therein provided, the property factor should include inventory,
stock-in-trade, and accounts receivable.

12. The IEPA is cognizant that there are abuses designed to syphon off income
legitimately within the taxing jurisdiction of the United States, and is strongly
in favor of legislation for their elimination. Itisour purpose to support measures
for the elimination of flagrant tax avoidance schemes, but not to encroach upon
legitimate business 