REVENUE ACT OF 1962

HEARINGS

BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

EIGHTY-SEVENTH CONGRESS
SECOND SESSION
oN

H.R. 10650

AN ACT TO AMEND THE REVENUE ACT OF 1954 TO PROVIDE A

CREDIT FOR INVESTMENT IN CERTAIN DEPRECIABLE PROP-

BRTY, TO ELIMINATE CERTAIN DEFECTS AND INEQUITIES,
AND FOR OTHER PURPOSES

MAY 3 AND 4, 1962

PART 9

Printed for the use of the Committee on Finance

&2

U.S8. GOVERNMENT PRINTING OFFICE
82190 WASHINGTON : 1962

For sale by the Superintendent of Documents, U.8. Government Printing Office
‘Washington 25, D.C. - Price $1.00



COMMITTEE ON FINANCE
HARRY FLOOD BYRD, Virginia, Chairman

ROBERT 8. KERR, Oklahoma
RUSSELL B. LONG, Lowsiana
GEORGE A. SMATHERS, Florida
CLINTON P. ANDERSON, New Mexico
PAUL H. DOUGLAS, Hlinois

ALBERT GORE, Tennessee

HERMAN E. TALMADGE, Georgia
EUGENE J. McCARTHY, Minnesota
VANCE HARTKE, Indiana

J. W. FULBRIGHT, Arkansas

JOHN J. WILLIAMS, Delaware

FRANK CARLSON, Kansas

WALLACE F. BENNETT, Utah

JOHN MARSHALL BUTLER, Maryland
CARL T. CURTIS, Nebraska
THRUSTON B. MORTON, Kentucky

ELIZABETH B. SPRINGER, Chief Clerk

I



CONTENTS

WITNESSES
Page
Adams, Warren S., IT, general counsel, Corn Produects Co_ _ . . __________ 3937
Earnings and dividends since 1957_______________________________ 3948
Berens, Mark H., representing the Brunswiek Corp____________________ 3949
Butrick, Richard P., on behalf of Chamber of Commerce of Brazil, Sao
Paulo, Brazil ________ . 4011
Clark, Hon. Joseph 8., U.8. Senator from the State of Pennsylvania_____ 4087
Proposed amendment______________________________________.___ 4089
Corcoran, Thomas Gardiner, American International Underwriters_ _ ____ 3920
Dechert, Daniel Orville, on behalf of the American Chamber of Commerce
for Italy at Milan_ _ __ _________ __ .. 4091
Brief submitted to the House Representatives Committee on Ways
and Means and the Senate Committee on Finance by the American
Chamber of Commerce for Italy, Milan, in connection with the
President’s message of April 20, 1961 ___________________________ 4106
Supplemental statements_ __________________________________ 4113, 4120
Javits, Hon. Jacob X., U.8. Senator from the State of New York._______ 3881
Proposed amendments_ __.____ _____________________.___._______ 3889
Analysis of exhibit III to Seeretary Dillon’s Statement submit-
ted to the Senate Finance Committee, April 2, 1962_________ 3891
Prepared Statement____ ___ ______ _____________ o _______ 3907
Lee, Sidney, president, West Indies Investment Co_ ___________________ 3997
McClure, Nathan, treasurer, American Chamber of Commerce of Vene-
zuela; accompanied by Robert Chapin, chairman, tax committee__ .. _ 4000
Morrow, J. D. A, chairman, finance committee, Joy Manufacturing Co._ 3974
Legal lability_ . - ____ o _______. 3982
Nave, Cyril W., on behalf of the American Chamber of Commerce for
Brazil, Rio de Janeiro_ _ _________ _________ o ___.____ 4015
Pechman, Joseph, the Brookings Institution_ - - _______________________ 4122
States with general revenue taxes which have adopted withholding
on wages and salaries_ _ __ _______ e _____ 4123
Dividend and interest payments_____________ .. . ______________ 4138
Handling of tax withheld_ ______ __ __ _____ o ___._____ 4143
Withholding of the tax owed on dividend and interest___._________ 4144
Questions and answers on the withholding of taxes on dividends and
Interest . _ o e 4147
Quirk, Frank T., assistant secretary, Goodyear Tire & Rubber Co.,
Akron, Ohio_ _ _ e __. 3991
Supplemental statement___ . __ __ e ___ 3993
COMMUNICATIONS
Abbott Laboratories, North Chicago, Ill., statement of George R. Cain,
president and chairman of the board. ______________________.__.______ 4047

American Bankers Association, The, Washington, D.C,, letter and enclosures
of Charles R. McNeill, director of the Washington office, to chairman_ 4179
American Chamber of Commerce, A.C., Mexico, D.F., statement of tax

committee . ________ oo PR 4024
American Chamber of Commerce for Brazil, Rio de Janeiro, Brazil, letter

of Richard C. Fallon, president, to chairman____________.__._..______ 4019
American Chamber of Commerce for Brazil, Sdo Paulo, letter of Howard

J. Mason, president, to chairman___________________________.______ 4014
American Chamber of Commerce in France, letter of Horton P. Kennedy,

president, to chairman_____ . . . ___ -- 4218
American Chamber of Commerce for Italy, Milan, statement of Daniel

Orville Dechert and Samuel D. Mercer_ . _ - _______ 4091
American Chamber of Commerce in the Netherlands, The Hague, letter of

J. M. Hansen, president, to chairman__________-.__________________ 4226
American Life Convention, letter of Glenden E. Johnson, general counsel, 4028

t0 chalrman . - o e



v CONTENTS

Apple Growers Association, Hood River, Oreg., letter of R. D. Barker,
treasurer, to chairman__________ _____________ o eemeaoo
Armco Steel Corp., Middletown, Ohio, statement of D. E. Reichelderfer,
vice president-finance _ _ - _ __ __ e
Automobile Manufacturers Association, Ine., Detroit, Mich., letter and
enclosures of Harry A. Williams, managing director__________________
Atwood, Peter B., Chicago, Ill., letter and enclosure to chairman________
Beckerleg, W. H., San Juan, P.R., statement__________________________
California State Chamber of Commerce, San Francisco, Calif., letter of
J. Robert White, chairman, statewide tax committee, to chairman_____
Chamber of Commerce of the United States, Washington, D.C., letter and
enclosure of Theron J. Rice, legislative action manager, to chairman___
Chicago Bar Association, The, memorandum of committee on taxation..
Coca Cola Export Corp., The, New York, N.Y., letter and enclosure of
Roy S. Jones, executive vice president, to ehairman__________________
College of William and Mary, Williamsburg, Va., statement of C. F. Owen,
associate professor of economies. . _ . _______ . ________________
Connecticut Public Expenditure Council, Inc., letter of Carter W. Atkins,
president, to chairman__ ____________________ o _____.____
Council of Presidents of Mutual Savings Institutions, memorandum of
Morton Bodfish, chairman__________ . _______.
Culbertson, Pendleton & Pendleton, Washington, D.C., letter of John R.
Minor, to chairman___ ______ . __ .
Davis, Polk, Wardwell, Sunderland & Kiendl, New York, N.Y., letter to
chairman_ . _ . el
Doman, Nicholas R., New York, N.Y., letter to chairman. _____________
Dresser Industries, Inc., statement of H. Neil Mallon, chairman of executive
committee_ . . e
Eli Lilly International Corp., Indianapolis, Ind., letter of Burton E. Beck,
president, to chairman__ _______ L _____
Fernés-Isern, Hon. Antonio, Resident Commissioner, Commonwealth of
Puerto Rico, statement ...
Graves, Dougherty, Gee & Hearon, Austin, Tex., letter of J. Ohrys
Dougherty and Edwin L. Kahn, to committee_.____________________
Gulf States Utilities Co., Beaumont, Tex., letter of John J. Morrison,
president, to chairman_ _ _________________________________________
Heuser, Ryan & Co., Oklahoma City, Okla., letter of Geo. J. Heuser, to
chairman_ _____ ___ e __________._
Kentucky Conference Board of Pensions of the Methodist Church, letter
of F. W. Galloway, treasurer, to ¢hairman__________________________
Kilgore & Kilgore, Dallas, Tex., letter and enclosure of Walter W. Brudno
tochairman______ . ____________ o ________.__._
Life Insurance Association of America, letter of Eugene E. Thoré, vice
president and general counsel . _ ___________________________________
Los Angeles Chamber of Commerce, Washington, D.C., office, letter of
Harold W. Wright, general manager, to chairman______________.______
MecDermott, Will & Emery, Chicago, Ill., letter of R. E. Murphy, Jr____
MecGrath, Eugene C., letter to chairman______________________________
Milller, Hon. Jack, U.S. Senator from the State of Iowa, statement and en-
closure. _ ...
Murphy, Joseph D., Philadelphia, Pa., letter to chairman______________
National Association of Wholesalers, statement of James W. Roberts,
chairman of the Government Relations Committee__________________
Natjonal Dairy Products Corp., telegram of J. C. Loftis, president, to
chairman________________ . _______
Overseas Management Services, Inc., New York, N.Y., statement of Wil-
liam D. Vaughan, president_______________________________________

Plains Cooperative Oil Mill, Lubbock, Tex., letter of Wilmer Smith, to
chairman

elley _ _

Puerto Rico Manufacturers Association, telegram of Alfonso Valdes, presi-
dent, to chairman

Page
4156

4168
4057
4163
4040
4225

4077
4031

4227
4172
3910
4197
4185

4208
4158

3911
4216
4152
4241
4239
4215
4209
4206
4028
4021
4085
4169

4159
4242

4072
4155
4070
4157
4186
4155

4076
4075

4236



CONTENTS v

Thompson Ramo Wooldridge, Inc., Cleveland, Ohio, letter of J. H. Kerr, FPage

vice president and general counsel, to Hon. Frank J. Lausche . ______ 4219
University of Puerto Rico, letter of professors to chairman______...____ 4205
Virginia Manufacturers Association, Richmond, Va., statement.__._____. 4235
Willys Motors, Inec., statement of Thomas N, Tarleau___________.______ 4237
Wilmer, Cutler & Pickering, Washington, D.C., letters of Reuben Clark

and Lloyd N. Cutler to chairman____________ .. ___________..__.____ 4222
World Trade Center in New England, Inc., Boston, Mass., letter of Ernest

Henderson, chairman, to chairman_________________________________ 4209
W. R. Grace Co., statement of Kenneth A. Lawder, treasurer_-._.._.._._. 4044

ADDITIONAL INFORMATION

Withholding of the tax owed on dividends and interest, statement of Senator
Paul H. Douglas on the floor of the Senate on May 2, 1962___________. 4144






REVENUE ACT OF 1962

THURSDAY, MAY 3, 1962
U.S. SENATE,

CoMMITTEE ON FINANCE,
Washington, D.C.

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

Present : Senators Byrd, Kerr, Gore, Talmadge, Hartke, Williams,
Carlson, and Bennett.

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

The Cuarrman. The committee will come to order.

The Chair recognizes the distinguished Senator from New York,
Senator Javits.

We are very glad to have you, Senator.

STATEMENT OF HON. JACOB K. JAVITS, U.S. SENATOR FROM THE
STATE OF NEW YORK

Senator Javirs. Mr. Chairman, I thank the committee for its
customary courtesy in giving me an opportunity to be heard.

Mr. Chairman, I would not presume to testify on a subject of this
complexity unless I had real reason to and I would like to state to
the committee my reasons very briefly.

T have never encountered a tax bill which has exercised the financial
and business community of New York more than this one. As the
chairman knows, my home and place of my birth is New York City,
which is the financial center of the country and today perhaps of the
world, and I have been subjected, quite properly, to extended con-
ferences on this bill by the most distinguished leaders in the business
and financial fields, who express their gravest disquiet as to its
consequences.

So, for that reason, even had there been no other, I would have
felt it my duty to express my views before the committee before the
committee acted.

The other reason is that, as the Chair and other members know,
for a very long time I have been rather involved in the foreign eco-
nomic policy of our Nation. T serve now as chairman of one of the
great international parliamentary committees which deals with the
subject and in that area I have had some specialized knowledge which
I believe bears directly on this tax bill and perhaps may be of some
use to the committee.

3881



3882 REVENUE ACT OF 1962

So, Mr. Chairman, without for a minute presuming to be a tax ex-
pert, which I am not, these are my reasons for testifying.

Mr. Chairman, there are three items of the tax bill to which I would
like to address myself: First, the withholding of taxes on dividend
and interest income; second, the investment credit as an incentive for
business modernization ; and, third, taxation of income of foreign sub-
sidiaries of U.S. business firms. )

On the first, the withholding provision, Mr. Chairman, we must be
clear-eyed. I have, as a matter of fact, rather mildly but nonetheless
definitely taken to task my own savings banks in New York which
represent $24 billion or thereabouts in actual deposits, for not making
it clear to their own depositors—although many claim that they are—
that we would not impose any new taxes through this withholding,
but these represent taxes which should be paid. The question is
whether it is practicable to collect them in this fashion. The amount is
large, involving an alleged $850 million a year, as the committee so
well knows, and the expectation of recouping through withholding is
$650 million a year. And, yet, it is only 1 percent of the $78 billion
of corporate and individual income taxes which is expected to be col-
lected in fiscal 1963.

Hence, I think it is fair to apply the test of practicality in this with-
holding tax and I come regretfully to the conclusion that by the test
of practicality the measure which came from the other body is imprac-
tiézal agd should be rejected, and that another approach should be
adopted.

IIII) the direction of some other approach I would like to lay before
the committee a few suggestions.

One, I have found relatively less opposition on the part of the pay-
ors of interest to a reporting system by which they would be required
to file an information return and to send a copy to the taxpayer. From
my own investigations into the matter—and, as I say, I have had an
enormous exposure to those who don’t like the bill in its present form—
they would even go down to the level of $10 in interest as well as divi-
dends as a basis for information returns.

Also it is possible to amend the income tax form—I make this as a
second suggestion—to require “yes” or “no” answers to specific ques-
E}ons dealing with savings accounts or ownership of stock in corpora-

ions.

And then it would be possible to require the taxpayer who answers
‘f‘yes” to annex copies of these information returns to his income tax

orm.

The third point is that, obviously, the automatic data processing
system which will take full effect, as T understand it, by 1966, would
give much tighter control over this matter, a fact which could be
widely publicized.

Now all of those three items which I have described would come un-
der what we lawyers call an action with an in terroram effect, in short,
by facing the taxpayer with the requirement for a commitment on
his part, he would be put in concern over whether he would be caught

up with if he didn’t follow through and pay the tax which is required
by the law.

—_—— e —— ——— e
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. Those are my three suggestions on withholding if the committee de-
cides to turn down the withholding idea. If the committee should
decide to take the withholding idea, then I would also like to leave
with the committee some suggestions on that score.

I think the idea of an annual certificate by those who are under age
or are 1n the nontaxpaying status is quite an onerous requirement.
1t seems to me that there ought to be some consideration given to
some element of permanency for such a certificate or to the taxpayer’s
l‘?fSpOllSlblhty to cancel or withdraw it, when it no longer is to have
effect.

Another suggestion that I believe is worthy of the committee’s
consideration is to give authority, which, though not novel, would be
novel in 1ts scope, to the collector of internal revenue, to exempt by
regulation additional classes of taxpayers from withholding, or to
reduce the rate of withholding, or to make other changes of that
character in the system, when, in his judgment, the difficulties outweigh
the advantages of applying withholding to a certain set of circum-
stances of a certain class of persons,

Now the collector does exercise some such authority in respect to
foreign taxpayers. We have checked—and perhaps the committee
staff would do even better than we could—and we have found there are
one or two instances in which that kind of authority is given to the
collector, and it has seemed to me and my staff that if the committee
should make the major decision—which I hope it doesn’t—that with-
holding is essential, then the possibility should be considered of giving
it greater flexibility by giving some authority to the collector.

The second matter which I would like to address myself to is the
investment credit as an incentive to business modernization.

There, Mr. Chairman, I am well aware of the claims that it might
represent a windfall to some and not enough to others. For myself
I do not feel that there is any basic objection to the investment credit
proposal but I must respectfully submit that I do not believe it is the
way in which the modernization of the American industrial plant
will be achieved. I think that the amounts involved are not great
encugh and, as has been properly said, the ambit of its applicability
is not selective enough for that purpose. And so I would like—rather
than to object to this particular provision which I do not believe, as
I say, is going to do the job but to which nonetheless I have no basic
objection to—to enlist myself with those who are strongly urging the
President and the administration to engage in the immediate revision
of our depreciation tax schedules for machinery and equipment.

I think there may be a tendency, Mr. Chairman—and I have no evi-
dence to base it on, but it would just seem to be almost evident on its
face—for the administration to put its weight and energy and time
behind this investment tax credit proposal in the expectation that
this represents one of its important legislative achievements, rather
than to drive forward vigorously to follow up the opening which has
already been presented by the revision of depreciation allowances
with respect to textile machinery to move into other fields. T believe
very strongly that this would be much more fruitful, much more likely
to have results, infinitely more acceptable to the business communities,
from everything I have been able to ascertain, and I would urge that,
whatever happens to this investment tax credit, the administration
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move with the greatest celerity and the greatest vigor into the depre-
ciation schedule reforms which I think are absolutely critical to
American business. .

T am sure the committee has had a whole group of figures—and it
is not looking to me for that, but we certainly have seen this in
the Joint Economic Committee—which demonstrates that our whole
productive plant is getting dangerously behind the times in terms of
modernization and that one of the great responsibilities which we
carry in respect of what appears to be endemic unemployment, unaf-
fected by the fact that we are recovering from this latest recession
quite effectively, is the rebuilding and modernizing of the American
industrial plant. )

Revision of depreciation schedules is absolutely essential in our
national interest—in our defense interest and in our world interest—
and I would hope that we in the Senate could be so clear and unequivo-
cal and strong on that subject as to make the administration under-
stand that this is what we want, as I say, whatever may happen to
the investment credit proposal in this bill.

Now the third item, Mr. Chairman, is by all orders the most vexing
to the business community—especially that part of the business com-
munity which is very large in its operations. Mr. Chairman, I know
that no Senator, no matter how critical we may be of the excess exer-
cise of power, will for a moment wish to affirm that the great com-
panies of our country which do operate overseas are entitled to any
less of our concern and solicitude, in terms of their success and the
cially in view of the fact of which I am deeply convinced by all of
my work abroad, that American private investment and our foreign
trade are critical elements in the economic viability of the whole world
and in the likelithood of our being successful in the cold war.

Now I have never seen in my own experience such discontent in
the business and financial community as there is over this proposal
for the treatment of earnings of foreign subsidiaries.

I do not believe, and I say this in all sincerity, that this is attributa-
ble to any narrow view of wanting to get away with taxes. I think
that the community would readily accept all of the tightening up and
Luttoning down of those foreign corporate operations which result in
avolding taxes through financial investment in arbitrages and finan-
cial operations and so forth. Some people will be very unhappy, of
course, but I am speaking of the community as a whole.

. Mr. Chairman, I believe that the taxation of foreign subsidiaries’
income, by the method proposed in the bill, would be unwise and not
n our national interest.

I believe it should be rejected and another method substituted, and

I would like the privilege, if I may, Mr. Chairman, of submitting a
proposal for that purpose which I will describe briefly in this testi-
mony which obviously the committee wants to keep within reasonable
lmits, and then submit, if I may, to the committee, the text of an
amendment which I have in mind.
. Now there are two aspects to this question of the taxation of the
income of foreign subsidiaries : First, the problem of the use of foreign
subsidiary corporations for the purpose of escaping domestic taxes
properly due the United States.
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As I said before, I believe responsible businessmen will agree with
the Congress and the Treasury that these abuses must be halted by
effective legislation and by the implementation of legislation already
on the books.

But the other and broader question is one of the national interest of
the United States in U.S. foreign investment. It has been the basic
policy of the Nation for many decades, under both Democratic and
Republican administrations, to rely on the flow of long-term private
intigstments overseas as a basic component of our foreign economic
policy.

The beneficial impact on domestic U.S. employment and profit of
long-term private investments overseas under a system of competitive
enterprise have not been questioned until the administration presented
its tax proposals which the administration itself widely suggested will
discourage such investment.

Now my principal plea is that new legislation should distinguish be-
tween these two aspects and avoid injuring the broad national inter-
est in the process of correcting specific abuses.

I think the administration’s proposals go far beyond the elimination
of the abuses and will, T believe, discourage U.S. direct private invest-
ment in the fully developed nations of the free world, those in Western
Europe, Canada, and Japan, and will probably discourage such invest-
ment generally.

That is one thing, Mr. Chairman, that I hope the committee will
consider.

I know that a great effort has been made to make a distinction be-
tween Investments in industrialized countries and investments in
newly developing countries. From 16 years of experience in this
field, as a legislator, and 20 years of experience before that in business
and in the law, I would say, Mr. Chairman, that, once you inhibit the
flow of direct private investment overseas, it is not going to be selec-
tive. You are not going to inhibit it for the industrialized areas and
encourage it for the newly developing areas. o )

In the first place, that doesn’t take account of indirect investments
which often occur. We often invest in industrialized countries, from
which, in turn, investment moves out into newly developing coun-
tries. ~Second, it is just not the habit of those who invest money to
make this distinction. o '

If they are going to reduce their investments, they are going to
reduce them in the developed countries and in the newly developing
countries as well.

Provisions in the bill before the committee may or may not effec-
tively prevent the instances of tax evasion cited by the administration.
But I am confident that they will represent an adverse development
in the foreign economic policy of the United States, and in the effort
to help existing oversea investments keep competitive under changing
world market conditions. ) ' o

Since there are methods to prevent tax evasion with a minimal
adverse effect on the continued, natural, economically sound flow of
investments, I should like to turn my attention to the deleterious ef-
fect of measures which will discourage U.S. private oversea invest-

ment.
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I have three questions in that regard: One, how can it be shown
that discouragement of that amount of investment and reinvestment
in oversea facilities which takes place as the result of present methods
of taxation would have a substantial effect in rectifying the U.S.
balance-of-payments deficit? ) i

Second, even if reasonable proof could be given that the discourage-
ment of such investment and reinvestment would favorably influence
our short-term, balance-of-payments position, what would be the
result over the next two decades? (As I understand it, that is the
way the Treasury is projecting it.) _ ] )

And third, since the balance of payments is only one manifestation
of our total U.S. foreign economic policy position—actually serving
as one device for measuring the strength of this position—what pur-
pose would be served by inducing a short-term improvement in the
balance of payments, if such an improvement took place at the ex-
pense of undermining the base of our total foreign economic policy ¢

Now, Mr. Chairman, instead of going into the details of the assump-
tions made by the Treasury and its well-known exhibit TIT. T would
like permission to have inserted as part of my testimony a memo-
randum prepared by my staff in which those assumptions are very
sharply questioned, and, of course, I will make copies available to all
members.

The Cuamman. Without objection it will be inserted in the record.

Senator Javrrs. Mr. Chairman, I would like to come now to the
idea which I would like to propose to the committee.

The international responsibilities and the domestic welfare of the
United States demand an expansion, not a contraction of U.S. private
investment overseas. Our economic way in the world is forward and
outward.

I see no other likely course to peace with freedom than the full com-
mitment of our Nation to its undeniable leadership of the free world.

Mr. Cuameman. I am Chairman, by the grace of my colleagues and
my colleagues in other parliaments, of the Economic Committee of the
NATO Parliamentarians’ Conference. T have been Chairman of that
Committee, which has upon it delegations from the other 14 NATO
parliaments, for 4 years, and the statement which I have just made,
Mr. Chairman, is the result of my deeply considered judgment that,
in order to win the cold war, we must accelerate materially the over-
sea private investment of the United States as well as of the indus-
trialized Kuropean countries and of Japan and Canada.

Without that we could easily fail. This is the prime consideration
of national policy, and I respectfully submit that no tax law which
wil] inhibit that process can be considered in the interest—in the over-
riding interest in terms of peace and winning the cold war—of the
United States.

I believe that the House-passed version of section 13 of the bill
which is before the committee, by not distinguishing between tax
abuses and legitimate foreign investment, will not forward the U.S.
economic and foreign policy objectives.

Accordingly, as I have stated, I intend to introduce shortly, as a
suggestion for the committee’s consideration, an amendment to section
13 which would make this distinction. I will submit it in text, Mr.
Chalrman, but I would like to describe it as follows:

—_———— %
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This amendment will be designed to tax U.S. shareholders of cer-
tain foreign corporations without deferral if the earnings and profits
of such corporations are accumulated unreasonably abroad rather than
being paid to the shareholders as dividends.

May T repeat that, Mr. Chairman ?

My thought, which I would like to present to the committee as a pos-
sible alternative, is to penalize the unreasonable accumulation of sur-
plus abroad, but to simplify the rules which have impeded the full
application of that type of statute in the United States. This is the
fundamental idea which I would like to suggest to the committee as
a possible alernative.

In effect, section 13, as so amended, would treat the deferral of
foreign corporation profits as tax avoidance only if there is no business
related reason for such deferral, rather than as virtually per se tax
avoidance as section 18 does in its present form.

It should be noted that sections 6 and 16 of the bill before the
committee accomplish a great deal to eliminate true tax abuses in the
foreign field.

For example, a present-day U.S.-parent corporation may sell goods
to its Panamanian subsidiary at an artificially low price with a true
sales profit retained without the U.S. tax consequences in Panama.
Section 482 of the code has been available to reallocate the sales
income to the U.S. parent, but that provision has been difficult for
the Commissioner to apply. Now, section 6 of the bill, while it may
be criticized as adopting too objective a test and one which may be
unreal in certain situations, will nonetheless give the Commissioner an
effective method of correcting this type of abuse.

As another example under present law, profits may be deferred for
a considerable period in a foreign corporation after which the cor-
poration is completely liquidated at capital gains rates to its share-
holders. There is thus not only a change in the tax deferral but a
change in the income of the U.S. tax. Section 16 of the bill before
the committee will eliminate the change in character of such income
by generally denying capital gains treatment for the subsequent
liquidation. .

Thus section 13 of the bill before the committee is left to cope pri-
marily with the problems of deferral in the area of taxation while
attempting also unsuccessfully, as I believe, to serve an additional

urpose in the area of the U.S. balance-of-payments position. Modi-
If;edl by an amendment such as I have suggested, section 13 would con-
stitute a relatively direct approach to the problem of the taxation of
profits of foreign corporations controlled by U.S. persons. Because
1t is a direct approach, it would be effective primarily as implemented
by regulations of the Internal Revenue Service and decisions of the
courts. In that regard I might say that if you have real zeal on the
part of the Commissioner of Internal Revenue to collect taxes on this
kind of accumulation abroad, so much the better, provided we give
him a law where the exercise of zeal will really recoup taxes that
ought to be recouped instead of, in my opinion, seriously inhlblt_mg
what should be the proper foreign economic policy of the United

ates.
St"IL‘the amendment to section 13 which I will submit is modeled basi-
cally on sections 531 to 587 of the Internal Revenue Code which tax
the unreasonably accumulated earnings of domestic corporations.
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However, certain changes will be necessary because of the different
contexts in which the two sets of provisions would operate, Under
section 531 the accumulated earnings tax is asserted against the do-
mestic corporation rather than the stockholders, whereas under section
13 the tax must ultimately be asserted against the shareholders in
view of the lack of jurisdiction to assert a tax against the foreign
corporation itself. Also, while the tax on the corporation imposed
by section 531 of the code is considered a surtax or penalty tax, the
tax upon stockholders under section 13 should be an ordinary income
tax.

The principal change will be that the provisions contained in section
534 of the code relating to the shifting of burden of proof to the Gov-
ernment would not be applied to foreign corporations because the
Commissioner is at a greater disadvantage in obtaining factual infor-
mation overseas.

Apart from these differences, I believe that the accumulated earn-
ings approach patterned on section 531 of the code offers a valid test
for differentiating between tax haven and legitimate operations abroad
in keeping with the policy objectives which I have urged and will
avold the pitfall of materially inhibiting oversea private investment
on the part of potential American investors.

Thank you, Mr. Chairman.

The Cumarrman. Thank you very much, Senator Javits. You have
made very valuable suggestions and the Chair will see that the staff
brings your recommendations before the committee when it goes into
executive session to mark up the bill.

Senator Kerr?

Senator Kerr. No questions.

The Crairman. Senator Carlson?

Senator Caruson. No questions.

Senator BEnNerT. I have just one question, Mr. Chairman.

In this approach you are suggesting on section 13 there is just one
thing that puzzles me.

Here is a corporation that is operating abroad, its business is grow-
ing, it is anxious to expand. Would that be a valid reason for accu-
mulating earnings?

Senator Javrrs. I think it would, depending upon the cogency of its
plans, the length of time which it took to put them into effect, and the
general good faith involved.

I might say this, to my dear friend and colleague, we often hear
this word “good faith” employed and Senators are inclined to rather
jump at it and say, “Well, what kind of a standard is that #”

But isn’t it a fact that every day, in thousands of courtrooms
throughout the United States, juries are deciding just such questions
of whether “A” was driving too fast when he hit 5 ,” whether he used
reasonable care, and so on and so forth.

So, I think in this particular case, it is certainly susceptible of
proof. There are courts in which this matter can be litigated, and I
would contemplate that a company legitimately desirin;f to expand
and saving its earnings for that purpose, proceeding with deliberate
speed to make its plans for that expansion, to spend its money, et
cetera, should not. fall within the inhibition of the statute, as I have
presented it. But a company which is just talking about it, saying

e ~ .
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“We are going to one day” and isn’t really getting at it, it seems to me
should fall within that inhibition.

Senator Bennert. This is one of the areas in which it will be diffi-
cult to decide, and perhaps if we had a commissioner who was pro-
ceeding with the kind of zeal you recommended earlier he might
inhibit growth abroad by making it difficult for a company to demon-
strate that it was actually accummulating enought capital so that it
could successfully move into a new market.

Senator Javirs. If T may just conclude, because I know the chair-
man wants to get on, with just making two points on that question:

One, we start from a base which is very sluggish. There have been
mighty few collections on this score in this country, and it has been
beset with difficulty especially because of the burden-of-proof require-
ment which I would change.

So we start from a sluggish base. That itself is in a sense a slow-
down factor for any excessive zeal, and a lot of decisions, of course,
would contribute to that, of course.

The second point is that you are facing business with a pretty serious
choice. They see themselves that there is a very serious loophole here
that has got to be plugged. You can’t fail to break some eggs, and
given the choice between the kind of thing which is projected in this
bill, which really and sincerely is considered by American business
to be most harmiful to it in the broadest governmental sense as well as
in the private enterprise sense, I think that they will gladly settle for
something like this where at least they have got a chance to argue,
even with a zealous Internal Revenue Commissioner.

Senator BENnNETT. Tagree with you.

I would much prefer this personally to the language in the present
bill. But I am wondering whether it would be possible to nail it down
even more definitely.

Senator Javirs. Well, you have got a lot of good experts, Senator
Bennett.

Senator Bexxerr. Thank you.

Senator Javirs. Thank you.

The CrrarrmaN. Thank you very much, Senator.

Senator Javirs. Thank you.

(The amendment, analysis of Treasury exhibit III, and Senator
Jacob K. Javits’ prepared statement follow :)

AMENDMENTS

Intended to be proposed by Mr. Javits to the bill (H.R. 10650) to amend the
Internal Revenue Code of 1954 to provide a credit for investment in certain
depreciable property, to eliminate certain defects and inequities, and for other
purposes, viz: On page 104, line 8, strike out “955(a)” and insert “954(a)”.

On page 104, beginning with line 14, strike out all through line 25 on page 105
and insert the following :

“(A) his pro rata share (determined under paragraph (2)) of the
corporation’s unreasonably accumulated income for such year (to the
extent not excluded from gross income under section 955(a) (2)), and

“(B) his pro rata share (determined under paragraph (3)) of the
corporation’s income derived from the insurance of the United States
risks for such year.

“(2) PRO RATA SHARE OF UNREASONABLY ACCUMULATED INCOME.—The pro
rata share referred to in paragraph (1) (A) in the case of any United States
person is the amount which would have been distributed with respect to the



3890 REVENUE ACT OF 1962

stock which such person owns (within the meaning of section 954(a)) in sqch
corporation if on the last day, in its taxable year, on which the co‘rporatlon
is a controlled foreign corporation it had distributed pro rata to its share-
holders an amount—
“(A) which bears the same ratio to its unreasonably accumulated
income for the taxable year, as
“(B) the part of such year during which the corporation is a con-
trolled corporation bears to the entire year.

“(3) PRO RATA SHARE OF INCOME FROM INSURANCE OF UNITED STATES
RriskKs.—The pro rata share referred to in paragraph (1) (B) in the case
of any United States person is the amount which would have been dis-
tributed with respect to the stock which such person owns (within the
meaning of section 954(a)) in such corporation if on the last day, in its
taxable year, on which the corporation is a controlled foreign corporation
it had distributed pro rata to its shareholders an amount—

“(A) which bears the same ratio to its income derived from the
insurance of United States risks for the taxable year, as
“(B) the part of such year during which the corporation is a con-
trolled foreign corporation bears to the entire year.
On page 106, line 4, strike out “955(b)” and insert “954(b)”
On page 106, lines 16 and 17, strike out “subpart F income of such company”
and insert “any amount under subsection (a) with respect to such company”
On page 106, beginning with line 18, strike out all through line 21 on page
107 and insert the following :

“SEC. 952. DEFINITIONS.

“(a) UNREASONABLY ACCUMULATED INCOME.—

“(1) I~ GENERAL.—For purposes of this subpart, the term ‘unreasonably
accumulated income’ means, in the case of any controlled foreign corpora-
tion, the amount of the earnings and profits for the taxable year which is
accumulated beyond the reasonable needs of the business, including the
reasonably anticipated needs of the business.

“(2) EXCLUSION OF UNITED STATES INCOME—In determining the un-
reasonably accumulated income of any controlled foreign corporation for
any taxable year, proper adjustment shall be made for income includible
in gross income under this chapter (other than this subpart) as income
derived from scurces within the United States of a foreign corporation
engaged in irade or business in the United States.

“(3) DETERMINATION OF EARNINGS AND PROFITS AND REASONABLE NEEDS OF
THE BUSINESS.—The earnings and profits of any controlled foreign corpora-
tion for any taxable year and the reasonable needs of the business of any
controlled foreign corporation, including the reasonably anticipated needs
of the business, with respect to any taxable year, shall be determined, for
purposes of this subpart, under regulations prescribed by the Secretary or
his delegate.

On page 108, line 13, strike out “subsection (a) (1) (A)” and insert “this
subpart’.

On page 110, beginning with line 9, strike out all through line 13, on page 122.

On page 122, line 14, strike out “954" and insert “953”.

On page 122, line 20, strike out “955(b)” and insert “954 (b)”.

On page 122, line 24, strike out “952(a) (1) (A)” and insert “952 (b)".

On page 123, line &, strike out “955(b)” and insert “954(b)”.

On page 123, strike out lines 12 through 19.

On page 123, line 20, strike out “955” and insert “954”.

On page 124, lines 19 and 20, strike out “951(b), 952(a) (1) (C), and 954" and
insert “951(b) and 953”.

On page 124, lines 23, 24, and 25, strike out “to treat 5 or fewer United States
persons as owning more than 50 percent of all classes of stock entitled to vote of
a controlled foreign corporation,”.

On page 125, line 2, strike out “954” and insert “953".

On page 126, line 13, strike out “956” and insert “955".

On page 126, line 23, strike out “951(a) (1) (B)” and insert “951 (a) (1) (A)".

On page 127, line 6, strike out “955(a)” and insert “954 (a)”.

On page 127, lines 15 and 16, strike out “955(a)” and insert “954(a)”.

(A(;I’l’ page 128, lines 6 and 7, strike out “951(a) (1) (B)” and insert “951(a) (1)

A .
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On page 128, line 8, strike out “956 (a) (2)” and insert “955(a) (2)”.

On. page 128, line 10, beginning with “951(a)”, strike out all through line 13,
and insert the following: “951(a) (1) (B) (but reduced by amounts not included
unger section 951(a) (1) (A) because of the exclusion in section 955(a) (2),
and”.

On page 128, line 17, strike out “957(a) (3)” and insert “956(a) (3)".

On page 128, line 21, strike out “957"” and insert “956”.

On page 130, line 3, strike out ““956” and insert 955",

On page 130, line 16, strike out “956 (a)” and insert “955 (a)”.

On page 132, line 1, strike out “956(a)” and insert “955(a)”.

On page 133, line 23, strike out “956(a)” and insert “955(a)”.

On page 134, line 14, strike out “958” and insert “957”

On page 134, line 21, strike out “955(a) (2)” and insert “954(a) (2)".

On page 135, line 8, strike out “956(a)” and insert “955(a)”.

On page 135, line 12, strike out “956(a)” and insert “955(a)”.

On page 136, strike out lines 1 through 4 and insert the following: “section
951(a) (relating to amounts included in gross income of United States
persons) for such taxable year as his pro rata share of the unreasonably accu-
mulated income of such company or as his share of the income of such company
derived from the insurance of United States risks.”.

On page 136, line 7, strike out “957” and insert “956”.

On page 136, in the matter following line 9, strike out “957” and insert “956”.

On page 136, in the matter following line 11, strike out “957(b)” and insert
“956 (b)”.

On page 137, line 8, strike out “958” and insert “957”.

On page 95, line 9, strike out “957(a)” and insert “956(a)”.

On page 103, in the matter following line 19—

(1) strike out “Sec. 952. Subpart F income defined” and insert ‘“Sec.
952, Definitions”;

(2) strike out “Sec. 953. Investment of earnings in nonqualified prop-
erty.”; and

(8) strike out “9547, “955”, “936, “957”, and “958” and insert, respec-
tively, “953”, “954”, “955”, “956”, and “957”.

ANALYSIS OF ExXHIBIT III To SECRETARY DILLON’S STATEMENT SUBMITITED TO THE
SENATE FINANCE COMMITTEE, APRIL 2, 1962

I. INTRODUCTION

The contention of the Treasury Department, as expressed in exhibit III to
Secretary Dillon’s statement to the Senate Finance Committee on April 2, 1962,
is that in analyzing the effect of direct investment abroad on the balance of
payments, the two types of flows which are usually compared—the outflow of
new capital and the income and export receipts for a given year, or a 5- or 10-year
period—are, in good part, not related one to the other. The Treasury asserts
that the dividends, and most of the export receipts, of 1 year or a period, have
been generated by investment over many years prior to the current year or period,
and that that portion of the inflows which has been generated by past investment
has nothing whatsoever to do with the outflow of the current year of period in

uestion.

a This approach is illustrated in chart 1 of Treasury exhibit ITI, based on the
data in tables A-1-A-5 in the appendix, showing the cumulative amount of
capital outflow to manufacturing subsidiaries in Canada and Western Europe
over the period 1952 to 1960, and the cumulative amount of dividend inflows,
receipts from fees and royalties, and net export receipts gstimated to have been
generated (a) by the new investment and (b) by the reinvestment of earnings
over the period which were made on this new investment.

Since information in this amount of detail is not known for this entire period,
the Treasury was obliged to develop it statistically from the available data.
According to the Treasury, the results of this exercise, as shown in chart 1,
make it clear that the cumulative deficit generated by new direct investment in
other developed countries grew in every year after 1953; i.e, that every year the
new capital outflow exceeded the inflows generated by the growth in investment
outstanding subsequent to the year 1952. Although conceding that the cumula-
tive inflows would eventually overcome the cumulative outflow, the Treasury
states that the “catching up” period takes from 12 to 15 years.

82190—62—pt. 9——2
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The Treasury further contends that the proposed legislation to tax U.S.
parent companies currently on the foreign earnings of their foreign subsidiaries
would have both a *‘deterrent effect” and a “switch effect” on direct investment
abroad. They estimate that 10 percent of the present rate of capital outflow
would be deterred from going abroad, and that earnings would be switched
from reinvestment abroad to the payment of dividends, increasing the dividend
by about 20 percent. While these factors would have an immediately beneficial
effect on the balance of payments—i.e., less capital outflow and larger dividend
inflow—they would also reduce the growth and size of our firms abroad. In
time, the dividend at the higher rate would be smaller than the dividend at
the old rate. There would also be a corresponding reduction in other income
from foreign subsidiaries as well as in receipts from exports to foreign subsidi-
aries.

VWhile conceding that the new tax proposal would stunt the growth of our
firms abroad, the Treasury contends, as illustrated in chart 2 of exhibit III,
supported by data in table A-6 and A-7 in the appendix, that the “deterrent” and
“switch” effects would favor our balance of payments for the next 10 to 15 years.

II. TREASURY’S ANALYSIS OF DIRECT INVESTMENT FLOWS

The Treasury's technique of analyzing the effect of direct investment abroad
on the balance of payments, as illustrated in exhibit III, is based upon four
ratios which are used to measure the return flows from foreign investment,
as follows:

(1) Earnings ratio—The ratio of earnings during the year to the total value
of the investment at the beginning of the year (made up of each year’'s new
capital outflow plus capital outflows of previous years from the given starting
point and reinvested earnings on such previous capital outflows (table A-2).

(2) Dividend ratio.—The ratio of common dividends to total earnings (table
A-3).

(3) Other income ratio.—The ratio of other income from such investment to
the total value of the investment at the beginning of the year, including royal-
ties. management fees, interest, and preferred dividends (table A-4).

(4) Net exports ratio—The ratio of net exports (exports less imports) re-
lating to such investment to the total value of the investment at the beginning
of the year (table4).

With these ratios determined (as discussed below), the application of this
technique to Canada and Western Europe is as follows :

(1) The actual capital outflow of $127 million is entered in 1952 but no inflows
are computed on it (apparently on the theory that this outflow oceurred during
1952 whereas the ratios are applied to the value of investment at the beginning
of the year).

(2) The 1952 capital outflow is treated as the opening investment for 1953
and the ratios are then applied to this figure.

(3) The earnings ratio of 14.7 percent for Canada and Western Europe is
applied to the $127 million investment, giving $18.7 million of earnings.

(4) The dividend ratio of 45.4 percent is applied to the $18.7 million of
earnings, giving $8.5 million of dividends.

(5) The difference between earnings of $18.7 million and dividends of $8.3
million, or $10.2 million, is added to the investment as reinvested earnings.

(6) The other income ratio of 2.3 percent is applied to the $127 million
investment, giving $2.9 million of other income.

(7) The net export ratio of 8 percent is applied to the $127 million invest-
ment, giving $10.2 million of net export.

(8) The inflows for the year from the investment consist of $8.5 million
in dividends, $2.9 million in other income and $10.2 million of net exports, for a
total of $21.6 million.

(9) The opening investment of $127 million is increased during the vear by
$10.2 million of reinvested earnings and $20 million of new capital inflow, making
the value of the investment at the beginning of 1954 $157.2 million. The same
ratios are then applied to this value in determining results for 1954.

(10) The net effect on the balance of payments in 1952 has been a capital out-
flow of $127 million against which no inflows are computed in that year. For
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1953 there was a total inflow of $21.6 million and a capital outfiow of $20 million,
or a net inflow of $1.6 million.

(11) This same process is then repeated each year.

On the basis of these computations the relationship between the inflows and
the outflows is determined on an annual and on a cumulative basis. Chart 1 of
exhibit ITT (and supporting table A-5) shows that (with the exception of 1953)
there was an annual net outflow for each year from 1952 to 1960, inclusive; and
that by the end of 1960, the cumulative net outflow had reached $1,009 million.
In connection with this, it is stated in exhibit IIT as follows (p. 196, p. I, Senate
I’inance Committee hearings) :

“We hasten to add immediately that at some point this situation should right
itself ; the cumulative deficit should get smaller and eventually disappear unless
new investment continues to grow at an ever increasing rate as it has been doing
in recent years, and this hardly seems likely. But clearly the “catching up”
period is a long one indeed if the capital outflow keeps growing, even at a steady
rate. If the outflow from 1963 forward grows at a steady 10 percent a year,
which has been the average over the last 8 years, there would be no net improve-
ment in our balance of payments until 1975; i.e., inflows would not catch up to
outflows on a cumulative basis until 1975.”

This statement is somewhat misleading. After referring to the results shown
in chart 1 for the period 1952-60, the above would seem to indicate that if the
figures supporting chart 1 were extended on the basis of increasing the capital
outflow by 10 percent a year, the cumulative deficit in existence in 1960 would
not be overcome until 1975. What in fact was meant was that if a wholly new
projection were to be made on this basis, and employing the same ratios used
for Canada and Western Europe, the net deficit accumulated from 1962 would
not be overcome until 1975. This is the basis for the assertion by the Treasury
that the elimination of any amount of capital outflow would contribute favorably
to our overall balance of paywments position over at least the next 10 to 15
years.

A more realistic perspective can be obtained by extending the figures illus-
trated in chart 1 to 1972, covering a total of 20 years. In making this projection
the same ratios are used that were used in the period shown, and the capital out-
flow is deemed to increased by 10 percent annually after 1960." This computa-
tion is contained in table 1-A attached to this memorandum. Table 1-A shows
that commencing in 1964 there will be a regular annual net inflow from these
investments and the next deficit accumulated from 1952 will be overcome in
1969.

The most striking aspect of viewing this matter over a 20-year period, instead
of limiting it as the Treasury does to the period of cumulative net deficit, is the
tremendous surge in annual net inflow that is estimated to commence in about
1964. Once the investment abroad begins to mature and to add some rein-
vested earnings to its earnings base, the return inflows amply overcome the
increasing capital outflows and the net inflows begin to mount in a steep curve
upwards. TFor example, table 1-A estimates that the cumulative net deficit will
reach its maximum in 1963 of $1,730.9 million, then will begin to reverse itself
in 1964 and will climb sharply to a cumulative net inflow in 1972 of $5,918.4
million. Moreover, whereas the maximum annual deficit in any previous year
had been $364.3 million in 1960, the annual net inflow in 1972 is estimated at
$2,050.2 million. And with the value of the investment having grown from $127
million in 1952 to $27,776.8 million in 1972, the future net inflows can be
expected to mount and compound endlessly.

It is important to bear in mind that this extension to 20 years is based
entirely on Treasury statistics and assumptions. In dealing with too brief a
period to permit the new investment abroad to mature and begin to pay off,
chart 1 indicates only that our investments in Canada and Western Europe since
1952 have put us into a deficit in our balance of payments, and it fails to show
that on the basis of these same statistics and assumptions we are now on the
brink of a major contribution to the balance from these investments.

1 Note that with the capital outflow in 1960 being unusually high as a result of the large
Ford transaction in the United Kingdom, a 10-percent rate of annual increase based on
this 1960 figure results in estimated capital outflows in later years which are probably far
higher than will occur. If so, thig greatly distorts the computation for these later years.
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ITI. TREASURY’S ANALYSIS OF EFFECT OF PROPOSED TAX LAW

As stated above, the Treasury contends that the proposed legislation will deter
new capital investment to the extent of 10 percent and will switch earnings from
reinvestment to dividends, increasing the latter by 20 percent. The effect of
this is illustrated in chart 2. Table A-6 in the appendix supports the ‘“‘switch
effect” and table A-7 supports the “deterrent effect.” The claim is made that
the increased inflow from larger dividends (from old as well as new invest-
ments) and the reduction in capital outflow will favor the balance of payments
for from 10 to 15 years, after which period the benefits of these two effects will
be overcome by the loss of inflow caused by the restriction in growth of our
investments abroad.

Once again, however, chart 2 and its supporting tables carries the compu-
tation only far enough to illustrate the point being made. As shown in table
A-6, the cumulative loss in net exports and other income does not overcome the
“switch effect” of increased dividends until the 14th year; but if the compu-
tations in table A-6 are extended on the same basis to 20 years, the cumulative
loss would be increasing sharply.? And although, as shown in table A-7, the
cumulative loss in other income and net exports does not overcome the ‘“deter-
rent effect’” of less capital outflow until the 12th year, if the computations in
table A-7 are extended on the same basis to 20 years, the cumulative loss
would exceed the cumulative reduction in capital outflow by $5,134 million. It
is quite apparent, therefore, that the compounding effect of reinvested earn-
ings is substantial, and that any analysis of the effect of interrupting or reduc-
ing the rate of investment should cover a sufficient period to permit that com-
pounding effect to manifest itself fully.

It should be noted that chart 2 bears no relation to chart 1. It depicts not
the total effect of the tax proposal on direct investment abroad, but only the
incremental effect of that proposal. Moreover, there are two pecularities in the
way it is computed :

(1) In measuring the switch effect, the footnote to table A—6 states that “for
purposes of analysis we separate out the deterrent effect to be considered sub-
sequently, and assume it zero here.” Then in table A-7 the deterrent effect is
measured without regard to the switch effect.

It would seem that these two effects are inextricably interrelated and should
be measured in a single computation.

1(2) In measuring the switch effect in table A-6, the earnings ratio is fixed
at 12 percent and the combined other income-net export ratio at 10 percent
instead of the 14.7 percent and 10.3 percent, respectively, used in table A-7 in
measuring the deterrent effect.

Because of the highly theoretical nature of chart 2 and the fact that it is
derived wholly from a projection into the future based on statistics from the
past, an attempt is made in the tables attached hereto to analyze the switch
effect and the deterrent effect in a simpler form. Accordingly these two effects
are applied in accordance with the assumptions contained in exhibit III to the
20-year projection from 1952 to 1972, inclusive. In this way it is impossible
to compare the effect of the law if it had been in effect since the beginning of
1952 for a period of 20 years with the estimated results without the law.

Since the switch effect would apply to earnings on investments prior to
1952, it is necessary in making this comparison to include the effect of the law
on inflows from pre-1953 investments as well as on inflows from post-1952 invest-
ments. Accordingly, tables 1-A and 1-B attached compute inflows from new
and old investments, respectively, under the existing law (with deferral) and
tables 2-A and 2-B, attached, compute inflows from new and old investments,
respectively, under the proposed law (without deferral). In tables 1-B and 2-B
no capit‘al inflows after 1952 are included, the investment consisting of the
amount in existence at the end of 1952 increased by reinvested earnings in sub-
ge(}&uent years. All capital outflows after 1952 are entered in tables 1-A and

2 There is an apparent error in the visual translation of the table A—6 figures to chart 2
%%etg?gv‘;ggse;érﬁlative dividend gain in one year is compared with the cu%lulative loss of
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In order to compare the effect of the proposed change in the tax law, it is
necessary to compare the combined net inflows computed in tables 1-A and 1-B
(with deferral) with the combined net inflows computed in tables 2-A and 2-B
(without deferral). On both an annual and a cumulative basis, the large in-
flows from the old investment are sufficient to overcome the annual net out-
flows on new investments. From 1953 to 1962 the combined annual net in-
flows without deferral exceed the combined annual net inflows with deferral,
but in 1963 this situation reverses, and the combined annual net inflow with
deferral moves ahead sharply so that in 9 years—at the end of 1972—the cumula-
tive net deferral inflows exceed the cumulative net without deferral inflows by
$2,268.1 million.

Focusing now on the new investment alone, as shown in tables 1-A and 2-4,
it will be noted that whereas the cumulative net outflow in table 1A reaches a
maximum in 1963 of $1,730.9 million, the new law, as shown in table 2-A, would
have the result of reducing this maximum (reached in the same year) by only
$291.7 million to $1,439.2 million. But the new law would also reduce the cumu-
lative net inflow over the 20-year period by $370.9 million. Moreover the value
of the new investment at the end of 20 years with deferral would be $27,776.8
million compared to a value without deferral of $22,970.5. Accordingly, by the
end of the 20th year, the deferral investment is in a position to move quickly
far ahead of the nondeferral investment.

The effect of the new tax on the old investment is even more significant, as
shown by comparing tables 1-B and 2-B. The “switch” of earnings from rein-
vestment to dividends, with these earnings based on the large bulk of past in-
vestments, is a substantial factor in stepping up the inflow in the early years.
Accordingly, the cumulative inflow from old investments without deferral is
greater than the cumulative inflow with deferral until 1964. During these years,
however, the old deferral investment is reinvesting more earnings and is growing
at a faster rate than the without deferral investment. Finally by 1960 the old
deferral investment is sufficiently larger so that its annual dividends, even at a
lower rate, and other inflows, have exceeded the without-deferral investment.
From this point on the inflows from the old deferral investment climb sharply,
and for the 20-year period they exceed the without-deferral inflows by $1,897.2
million cumulatively. Moreover, at the end of the 20-year period the value of
the old deferral investment is $17,412.9 million compared to $13,742.3 million for
the without-deferral investment.

Finally, since we are talking about a proposal to change the Internal Revenue
Code, some effort should be made to compare the revenue to be raised from direct
investment abroad with and without deferral. Since there are a lot of imponder-
ables involved, it is difficult to make an exact mathematical comparison. How-
ever, some idea can be obtained by comparing the amount of taxable U.8. in-
come to be returned under the two situations. Based on the tables attached here-
to, these are as follows (millions of dollars) :

WITH DEFERRAL

New invest- | Old invest- Total
ment ment
Dividends $8,094. 9 $11,376.9 $20, 371. 8
Other mcome..__ 3,099 ¢ 3,923.1 7,023.0
TOtal . e e emmmmmmesmmmammammmacamm—man 12,004 8 15, 300.0 27,394.8

WITHOUT DEFERRAL

DHvEAendS o o oo oo m—m———— e m e mmm———— $9,032.8 $11,773.6 $20, 806 4
Other INCOMe. _ o _ - ecceccec e aecmmcccmmmcmmmmmmmmmamm 2,632.8 3,411.3 6,044 1

LT 7Y RIS 11,665.6 15,184.9 26, 850. 5
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Thus, there will be less taxable income received from abroad under the pro-
posed new tax than under a continuation of the present taxing system. More-
over, in addition to more income from abroad with “deferral,’ there will be
more domestic income from exports to foreign subsidiaries. The tables attached
indicate that there will be a total of net exports with ‘“deferral” of $24,430.2
million compared to a total without ‘“‘deferral” of only $21,023.3 million.

In summary, if the effect of the new tax proposal is analyzed over a 20-year
period, it will have a decidedly unfavorable effect on the balance of payments
and will provide the Treasury with counsiderably less revenue.

IV. STATISTICAL METHODOLOGY IN EXHIBIT III

The purpose of this analysis is not primarily to criticize the statistics and
assumptions contained in exhibit III. Much thought and effort have gone into
that document and it makes a sound contribution to this important debate. In
this analysis an attempt is made to draw further conclusions from the material
contained in exhibit III by extending the charts and tables, on the same basis
used by the Treasury, to cover what might be considered a more representative
period in which to analyze financial problems of such massive scope and impact.
At the same time, however, some mention should be made of the statistical lim-
itations involved in attempting to draw the conclusions contained in exhibit 1II.

Although it has been recognized that in evaluating direct investment abroad
there should be taken into consideration not only dividend income but also other
inflows, such as royalties, management fees, and receipts from exports, very
little evidence of these other factors exists. Figures for dividends, interest,
and branch income are regularly gathered by the Department of Commerce, but
the other figures are not. Thus, it is apropriate to make some brief comment as
to the adequacy of the statistical basis for the basic ratios used in the tables
and charts of exhibit ITI.

A. Barnings ratio

This is based on figures which are regularly published by the Department of
Commerce. Table A-2 of exhibit ITI compares the ratio of total earnings for
the 4-year periods 1953-56 and 1957—60 to the total values of manufacturing in-
vestments at the close of the years 1952-55 and 1956-59, respectively, and for the
entire 8-year period. The ratios for the second 4-year period for both Canada
and Western Europe are lower than those for the first 4-year period as well as
for the 8-year period. These lower ratios are used for the entire 8-year period.
The separate ratios for Canada and Western Europe are weighted in the same
proportion as the direction of capital flow to the area for the 1957-60 period;
i.e., 71.1 percent to Europe and 28.9 percent to Canada.

Comment

(1) With actual earnings ratios available for the first 4-year period which are
higher than those for the latter 4 years, the use of the lower ratios for the entire
8-year period is questionable in any attempt to depict the actual situation.

(2) Obviously a ratio developed from statistics of a period which is known
to have been in a state of great change are not appropriate for projecting figures
for many years into the future. For example, the ratio does not take into account
the improved conditions of currency convertibility, the EEC, the proposed, new
trade program, the possibility of a North Atlantic Trading Community, ete.
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. (8) It should be noted that the 1957-60 period represented years of heavy
investment abroad, so that there were relatively more immature investments in
?he second than in the first 4 years. As these new investment mature, an earn-
ings ratio based on their early years will no longer be appropriate in estimaitng
their earnings.

(4) A very substantial query should be raised at the assumption that, in
determining the amount of return on investment from any given date, it should
be assumed that earnings on investments prior to that date do not depend to
any extent on investments made after that date. Some provision should be
made to take into account the fact that there should be attributed to investments
made after the given date some credit for maintaining some part of the earnings
already established through investments made prior to that date.

B. Dividend ratio

The dividend ratio is based upon unpublished information supplied by the
Department of Commerce relating to earnings and common dividends of manu-
facturing subsidiaries abroad for the period 1953 to 1960. Again comparing the
1-year averages of 1953-56 and 1957-60, and the full 8 years, it will be noted
that there is an increase in later years in the dividend ratios and here the
higher 1957-60 ratio was used for the entire 1953-60 period.

Comment

(1) These dividend figures uniformly show increasing ratios of payouts dur-
ing the second 4-year period. and the use of the 1957-60 ratio for the future fails
to take into consideration this trend. This ratio increased by 13 percent in
Canada between the two 4-year periods and by 11 percent in Western Europe.

(2) Moreover, 1937-60, known te be a period of heavy investment abroad, was
also a period of heavy reinvestment of foreign earnings. The same motives that
caused investments to be stepped up also resulted in stepped up reinvestment.
Therefore the 1937-60 payout ratios, even though higher than those for the
previous 4 years, are probably not appropriate for later years when investment
activity becomes more normal.

C. Other payments ratio

Since the payout ratio was limited to dividends on common stock of foreign
subsidiaries, a factor had to be included to reflect other payments by manu-
facturing subsidiaries abroad, such as dividends on preferred stock, interest,
royalties, and management fees. The only information of this type available is
contained in the Department of Commerce publication., U.S. Business Invest-
ments in Foreign Countries (1960), relating to the year 1957.

Comment

(1) The 1957 figures relate to a period when the general nonconvertibility of
many foreign exchanges against the dollar made it difficult for a foreign sub-
sidiary to pay a fee or royalty to a U.S. parent.

(2) There are also a number of other types of payments made by a foreign
subsidiary to its U.S. parent or by employees of the foreign subsidiary to other
parties in the United States, out of funds earned abroad, which are difficult to
measure, such as—

(a) Expenses of a foreign company's headquarters office in United States.
(b) U.S.bank deposits of U.S.-owned foreign companies (“working capital
float”).
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D. Net export ratio

The only figures specifically relating to exports and imports attributable to
foreign subsidiaries are those contained in the Department of Commerce special
study for 1959 and 1960. (See letter from Under Secretary Gudeman to Chair-
man Wilbur Mills dated June 22, 1961, included in vol. I, p. 427, of the May-
June 1961 hearings reports.)

Comment

(1) The net export ratio is an average of the 195960 figures which is an in-
sufficient basis upon which to project a forecast very far into the future.

(2) In the case of Europe the 2 years are not properly comparable. The
average fails to reflect the 50-percent increase in exports to Europe and the
57-percent decrease in imports from Europe between 1959 and 1960. An average
of these two rapidly changing situations is therefore of doubtful value.

(3) The 1959-60 figures include as attributable to the foreign subsidiaries
only those shipments which were sent to the subsidiaries or, if sent to third
parties, upon which the U.S. parent paid the foreign subsidiary a commission.
A manufacturing subsidiary may often develop the sale of products in its U.S.
parent company’s line which are not manufactured by the subsidiary, without
receiving any sales commission.

(4) Exports attributable to trading subsidiaries (substantial figures in both
1959 and 1960) were not included. In many situations, manufacturing and
training activities are carried on side by side although using separate subsidi-
aries for each. From the standpoint of developing export sales it is often the
existence of the manufacturing subsidiary, capable of providing service to local
customers, that enables the sales subsidiary to make the sale.

(5) Finally, there is a question whether exports should be related entirely to
the size of direct investment abroad. This size may have little to do with changes
in the volume and sales abroad from year to year. Sales will fluctuate with the
state of business abroad, with little regard to changes in the size of the in-
vestment. Therefore it might be more appropriate to use a ratio made up of a
combination of two export figures: (@) capital goods exports related to the size
of the investment abroad (or, perhaps, of fixed assets, if available), and (b)
other exports related to sales of our foreign firms.

Aside from the inadequacy of the statistical base upon which to extend esti-
mates into the future and the other comments made above, there are criticisms
that can be made of some of the assumptions in exhibit ITI.

In analyzing the effect of exhibit I1I, the proposed tax change fails to take into
consideration two important consequences that are likely to result, other than in-
creased dividends and reduced investment abroad, which would have a material
effect on the results shown in chart 2.

—————
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(1) {nc'rease in foreign tazx rate—To the extent foreign subsidiaries have been
employing artificial corporate structures abroad to achieve savings in foreign
taxes at an additional cost of operations, such arrangements might be discon-
tinued and higher foreign taxes would be paid. In addition foreign governments
may introduce retaliatory taxation if the United States enacts this legislation.
Such an increase in foreign taxes would correspondingly reduce the ratio of
foreign earnings to foreign investment. Accordingly, it probably would be in-
correct to compare “deferral” and *‘no deferral” at the same earnings rate.

(2) Loss of competitiveness.—Burdened with heavier taxation than their com-
petitors, foreign subsidiaries would suffer a steady attrition in their earnings
rate, which would be felt well within the 15-year period referred to in exhibit IT1.

Exhibit III makes the following suggestions to meet this problem:

(a) Reduce the level of dividends to shareholders: This would not only
undermine the assumption upon which the “switch effect” is based, it would also
result in the U.S. parent company paying the new tax based on the foreign
subsidiaries’ earnings.

(b) Borrow funds to pay the taxes: This would, of course, cause a steady
reduction in the earnings ratio as the interest obligation mounted, making it
inappropriate to use the same earnings ratio to compare ‘“deferral” and ‘‘no
deferral” situations.

V. BALANCE OF PAYMENTS EFFECT FROM A SINGLE INVESTMENT

An additional projection (see table 3), based on the assumptions made by the
Treasury but taking a more realistic annual return for exports from Western
Europe—8.5 percent instead of 4.1 percent—is of the greatest interest. This
projection traces the record of recovery from a single investment made at the
end of 1961, and thus omits the highly speculative annual increase of new
investments assumed by the Treasury. Such a single investment in Western
Europe would begin to return a net balance of payments profit by 1966-—during
the fifth year. Such a single investment in Canada would be recovered during
the fourth year, and for the world as a whole the return would also exceed the
investment during the fourth year.



—_—

Y

ExTENsION oF CHART I or Exnierr IIT 70 Ao ToraL or 20 YEARS

Comparison of export of direct investment abroad on the balance of payments with and without ‘ Deferral’’ using exhibit 111 staiistics and
assumpltions

TABLE 1-A.—POST-1952 INVESTMENTS WITH “DEFERRAL"
[Millions of dollars]

1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962
1. Total eapital, beginning of period_________ . . _____| ... 127.0 151.2 241.8 351.2 563.4 912.6 | 1,149.9 | 1,612.2 | 2,379.6 3,271.6
2. New capital inflow______________ 20 0 720 90 0 184.0 304.0 164.0 370.0 638 0 701.0 771.0
3. Reinvested earnings (5—6) 10.2 12.6 19.4 28.2 45 2 73.3 92.3 129.4 191 0 262 6
4, Total capital, end of persod_____________.________..._. 127.0 157.2 241 8 351.2 563. 4 012.6 | 1,149.9 | 1,612.2 | 2,379 6 | 3,271.6 9,305.2
5. Earnings (14.7 percent of 1) .. .o i 18.7 23.1 355 51.6 828 134.2 169.0 237.0 399.8 480.9
6. Dividends (45.4 percent of 5. | 8.5 10.5 16.1 23.4 376 60.9 76.7 107.6 158.8 218.3
7. Other income (2.3 percent of 1)___ 2.9 3.6 5.6 8.1 13.0 21.0 26.4 37.1 54 7 75.2
8. Net exports (8 percent of 1) 10.2 12.6 19.3 28 1 45.1 73.0 92.0 129.0 190 4 261.7
9. Total INowW (64748) - - - o 21.6 26.7 41.0 59.6 95.7 154.9 195.1 273.7 403.9 555. 2
10. Annual net inflow:

Post-1952 investiments (9—2)___________ 1.6 —45.3 —49.0 | —124.4 | -2083 —9.1 | —174.9 | —364.3 [ —297 1 —215.8
Pre-1953 investments (line 8, table 1-B)__ 630.2 680.8 735 4 794.6 858.3 919.1 | 1,002.9 | 1,083.4 | 1,170.4 1,264.3
T 7 S 631 8 635 5 686. 4 670.2 650.0 910.0 828.0 719.1 873.3 1,048.5

11. Cumulative net inflow:
Post-1952 investments____ - . _cooooooaoi_. —127.0 | —1254 | —170.7 | —219.7 | —344 1) —552.4| —561.5 | —736.4 |—1,100.7 |—1,397.8 | —1,613.6
Pre-1953 investments (line 9, table 1-B)_____ .. .. - 630.2 | 1,311.0 | 2,046 4 | 2,841.0 | 3,609.3 | 4,618.4 | 5,621.3 | 6,704.7 | 7,875.1 9,139.4
L0 7 —127.0 504.8 | 1,140.3 | 1,826.7 | 2,496.9 | 3,146.9 | 4,056 9 | 4,884.9 | 5,604.0 | 6,477.3 7,525.8
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1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 Total
1. Total capital, beginning of period. ... _____________________. 4, 305.2 5498 8 [ 6,873.1 8,450 7 | 10,258.0 | 12,323.3 | 14,678 4 | 17,359.5 | 20,405.8 | 23,861.6 | s 127.0
2. New capital inflow_____._______ - 848.0 933 0 1,026 0 1 1,129 0 1,242 0 1,366 0 1,503.0 1,653.0 1,818 0 [ 2,000.0 | 16,832.0
3. Reinvested earnings (6—6) 345 6 441 3 551. 6 678.3 823 3 989 1 1,178 1 1,393.3 | 1,637.8 | 1,915.2 | 10,817.8
4, Total capital, end of peatod. ... __________________.. 5,498.8 | 6,873 1 | 8,450.7 | 10,258.0 | 12,323.3 | 14,678.4 | 17,359.5 | 20,405 8 | 23,861.6 | 27,776.8 | 27,776.8
5. Earnings (14.7 percent of 1)_______________ ... 632 9 808.3 | 1,010.3 | 1,242 3| 1,507.9| 1,811 5| 2,157.7 | 2,551 8 | 2,999.7 | 3,507.7 [ 19,812.7
6. Dividends (45.4 percentof 8)_________________ IO, 287 3 367.0 458.7 564 0 684.6 832.4 979 6 | 1,158.5 | 1,361.9 | 1,592.5 8,994.9
7 Other income (2.3 percent of 1)_ 99.0 126.5 158 1 194 4 235 9 283.4 337 6 399 3 469 3 548.8 3,099.9
8. Net exports (8 percent of 1) _____ 349 9 439.9 549. 8 676.1 820.6 985.9 1,174 3 1,388.8 | 1,632.5 | 1,908.9 | 10,782.6
9. Total inflow (6+7-+8)y . .. 730.7 933.4 | 1,166 6 | 1,434 5 | 1,741.11 2,091.7 | 2,491.5 | 2,946 6 | 3,463 7 | 4,050.2 | 22,877.4
10, Annual net inflow:
Post-1952 investments (9—2) . __ .. _________._._______.. —117.3 4 140.6 305.5 499, 1 725.7 988.5 | 1,293 6 | 1,645.7 | 2,050.2 |._________
Pre-1953 investments (line 8, table 1-B) .__...____ . ___ 1,365.8 1 1,475 4 | 1,503.9 | 1,721.3 | 1,859 ¢ { 2,009.1 | 2,170.3 | 2,344.5 | 2,832.7 | 2,735.4 | ... ____
T 1,248.5 | 1,475 8 | 1,734.5 | 2,026.8 | 2,359.0 | 2,734 8| 3,158 8 | 3,638.1 | 4,178.4 | 4.786.6 |..._______
11, Cumulative net inflow:
Post-1952 investments___ —1,730 9 |—1,730 5 {—1,589.9 |—1,284 4 | —785.3 | —50.6 928.9 | 2,222.5 | 3,868.2 | 5,918.4 |
Pre-1953 investments (lin 10,505 2 | 11,980.6 | 13,574.5 | 15,295.8 | 17,155.7 | 19,164.8 | 21,335 1 | 23,679 6 | 26,212.3 | 28,947.7
Y 8,774 3 | 10,250 1 | 11,984.6 | 14,011.4 | 16,370.4 | 19,105.2 | 22,264.0 | 25,902.1 | 30,080.5 | 34,866 1 |.________.
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Comparison of export of direct investment abroad on the balance of payments with and without “Deferral” using exhibit I11 statistics and

assumptions—Continued

TABLE 2-A—PO0S8T-1952 INVESTMENTS WITHOUT “DEFERRAL”
[Mallions of dellars]

1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962
1. Total capital, beginning of period 127.0 153.6 228.8 325. 3 512 9 821.2 1,024 3 1,426.6 2,097 3 2,870.0
J 2. New capitalinflow__.____________ 18.0 64.8 81.0 165 6 273.6 147.6 333.0 574.2 630. 9 693.9
3. Reinvested earnings (56) . oo ao ool 8.6 10.4 15.5 22.0 34.7 55. 5 69.3 96.5 141.8 194 1
4, Total eapital, end of period 153.6 228 8 325 3 512.9 821 2| 1,024.3 1,426.6 | 2,097.3 | 2,870 0 3,758 0
5. Earnings (14.7 percent of 1) _ e n 187 22 6 33.6 47.8 75.4 120.7 150. 6 209.7 308.3 421.9
6. Dividends (54 percent of 5)______. 10.1 12 2 18.1 25.8 40 7 65.2 81.3 113.2 166. 5 227.8
7. Other income (2.3 percent of 1)___ 2.9 35 5.3 7.5 118 18.9 23.6 32.8 48.2 66.0
8. Net exports (8 percent of 1) .- oo 10.2 12.3 18.3 26 0 41.0 65.7 81.9 114.1 167.8 229 6
9. Total inflow (64748) oo 23.2 28.0 41.7 59.3 93 5 149.8 186.8 260. 1 382.5 523.4
10. Annual net inflow:

Post-1952 investments (9-2) - oo .. —127.0 5.2 —36 8 —39.3 | —106 3 | —180.1 2.2 | —146.2 1 —314.1| —248.4 —170 5
Pre-1953 investments (line 8, table 2-8)___ ... _______{._____. ... 677.1 723.0 7.8 824 1 879.7 939.3 | 1,002.9 | 1,070.6 | 1,142 9 1,220.3
Obal ol e —127.0 682.3 686. 2 732 5 717.8 699 6 941.5 856.7 756 5 894. 5 1,049.8

11, Cumulative net inflow:
Post-1952 investments.. - .---..-__.___.. . —158.6 ) —197.9| —3042| —4843| —4821 | —628.3| —042.4 (—1,190.8 | ~1,361.3
Pre-1953 investments (ine 9, table 2-B) 1,400.1 | 2,171.9 | 2,996.0 | 3,875.7 | 4,815.0 | 5,817.9 | 6,888.5 | 8,031.4 9,251.7
2 O] - - oo oo e cmem e mmnan g . 1,241.5 | 1,974.0 | 2,691.8 | 3,391.4 | 4,332.9| 5189.6 | 5946.1 | 6,840.6 7,890, 4
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1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 Total
1. Total capital, beginning of period. ... .. ... _________ 3,758.0 | 4,775.3 | 5,987.9 | 7,262.8| 8,770.0 | 10,480.8 | 12,418.9 | 14,611.4 | 17,041.1 | 19,829.6 127 0
2. New capital mflow__..._.. __. 763. 2 839.7 923. 4 1,016.1 1,117.8 1,229.4 1,352.7 1,487.7 1,636. 2 ,800.0 [ 15,148.8
3. Reinvested earnings (5-6) 254.1 322.9 401. 5 491.1 593.0 708.7 839.8 942.0 1,152.3 1,340.9 7,694.7
4. Total capital, end of period___________________..._... 4,776.3 | 5,937.9{ 7,262.8 | 8,770.0 | 10,480.8 | 12,418.9 | 14,611.4 | 17,041.1 | 19,829.6 | 22,970.5 | 22,970.5
5. Earnings (14.7 percent of 1) _____________ 552, 4 702.0 872.9 | 1,067.6 | 1,280.2 | 1,540.7{ 1,825.6 | 2,047.9| 2,5050 | 29149 | 16,727.5
6. Dividends (54 percent of 5)._ 208.3 379.1 471.4 576. 5 696. 2 832.0 985 8 1,105.9 1,362.7 1,574.0 9,032.8
7. Other 1ncome (2.3 percent of 1)..__ _ 86.4 100.8 136.6 167.0 201.7 241.1 285.6 336.1 391.9 456. 1 2,632.8
8. Net exports (8 percent of 1)~ ____ _ _____ ... 300.6 382.0 4750 581.0 70L.6 838.5 993.56 1 1,168.9 | 1,363.3 | 1,586 4 9,157.7
9 Total inflow (6-+7-48) . ... 685.3 870.9 | 1,083.0 | 1,324.5 | 1,5699.5| 1,911.6 | 2,264.9 | 2,610.9 | 3,107.9 | 3,616.5 | 20,823.3
10. Annual net inflow*
Post-1952 investments (9-2) - ____ . ________________._._ —77.9 312 159.6 308 4 481.7 682. 2 912.2 1,123 2 1,471.7 1,816.5 [_____.____
Pre-1953 investments (line 8, table 2-B)._____.____._._ 1,302.9 1,390.9| 1,485.3 | 1,585.3 | 1,692.5| 1,807.0 | 1,929.1 | 2,059.6 | 2,198.8 | 2,347.7 |......_.__
Y 1,225.0 | 1,422.1 | 1,644.9 | 1,803.71 2,174.2 | 2,4890.2 | 2,841.3 | 3,182.8 | 3,670.5 | 4,164.2 {.._______.
11. Cumulative net inflow:
Post-1952 investments... . _________ ... ____.__..__ —1,439.2 [—1,408.0 |—1,248.4 —940.0 —458.3 223.9 1,136.1 2,269 3 | 3,731.0 | 556475 [__________
Pre-1953 investments (line 9, table 2-B) ... _____._____ 10,554.6 | 11,945.5 | 13,430.5 | 15,015.8 | 16,708.3 | 18,515.3 | 20,444.4 { 22,504.0 | 24,702.8 | 27,050.5 |._________
T 9,115.4 | 10,537.5 | 12,182.1 | 14,075.8 | 16,250.0 | 18,730.2 | 21,580.5 | 24,763.3 | 28,433 8 | 32,508.0 ... . __.
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Comparison of export of direct investment abroad on the balance of payments with and without “Deferral”’ using exhibit 111 statistics and
assumptions—Continued

TABLE 1-B.—PRE-1953 INVESTMENTS WITH “DEFERRAL”

[Millions of dollars]
1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962
1. Total capital, beginning of period ..o i _i|eeiaoiooo- 3,713.0 | 4,011 0 | 4,3329| 4,6807 | 5056.4| 5462.2| 59086 6,382.9] 6,805.2 7,448.6
2. Remvested earnings (4-5) - .o |ooooo_. 298 0 321.9 347 8 375 7 405.8 446 4 474 3 512.3 553.4 597.8
3. Total capital, end of period.___________..______.__.____ 3,713 0| 4,011.0 | 4,332 9 | 4,680 7] 5056 4| 5462.2| 5908 6| 6,3829 | 6,895 2| 7,448 6 8,046. 4
4. BEarnngs (14.7 pereent of 1) _____ | 545.0 589 6 636 9 668 1 743 3 802 9 868.6 938.3 | 1,013.6 1,094 9
5. Dividends (45.4 percent of 4)_____________________________... 247 8 267.7 289 1 312.4 337.5 356. 5 394 3 426.0 460 2 497.1
6. Other mcome (2.3 percent of 1) 85 4 92 2 99 7 107.7 116. 3 125 6 135 9 146.8 158. 6 171.3
7. Net exports (8 percent of 1) ... 297 0 320.9 346.6 374.5 404 5 437.0 472.7 510 6 551 6 595.9
8. Annual inflow (5+6-+7) - | 630 2 680 8 735.4 794. 6 858 3 919.1 | 1,002.9 | 1,083.4 | 1,170.4 1,264 3
9. Cumulative inflow_____. |- 630.2 | 1,311.0 | 2,046.4 | 2,841 0| 3,6093 | 4,618 4| 5621.3 | 6,704.7| 7,875.1 9,139.4
1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 Total
1 Total capital, beginning of period ___________________._._____ 8,046 4 | 8,692.2 | 9,389.9 | 10,143.5 | 10,957 1 | 11,836 5 | 12,786.5 | 13,812.8 | 14,921 5 | 16,119 2 3,713.0
2. Reinvested earnings (4-5) . ... ____________ 645.8 697.7 753 6 813 6 879.4 950 ¢ 1,026.3 1,108 7 1,197.7 1,298.7 13,699.9
3. Total capital, end of period__._________.___________..__ 8,692.2 | 9,380.9 | 10,143 5 | 10,957.1 | 11,836.5 | 12,786 5 | 13,812.8 | 14,921.5 | 16,119.2 | 17,412 9 | 17,412.9
4. Earnings (14.7 percent of 1) .. .. 1,182.8 1,277.8 | 1,380.3 | 1,490 1| 1,610.7 | 1,740 0| 1,879.6 | 2,030.5| 2,193.5| 2,369.5| 25076 8
5. Dividends (45.4 percent of 4)._.. 537.0 580. 1 626 7 676.5 731 3 790.0 853.3 921 8 995 81 1,0758 | 11,376 9
6. Other income (2.3 percent of 1)__ R 185.1 199.9 216 0 233 3 252.0 272 2 294 1 317.7 343.2 370. 1 3,923.1
7. Net exports (8 percent of 1) ________ 643 7 695. 4 751 2 81L. 5 876.6 946 9| 1,022 9| 1,1050 | 1,193 7| 1,280.5| 13,647.6
8. Annual inflow (54+6-+7) .- 1,365 8 | 1,47541 1,593 9 | 1,721.3 | 1,859.9 | 2,009 1 | 2,170 3 | 2,344. 5} 2,532.7 | 2,735.4 | 26,947.6
9. Cumulative mflow.______ ... 10,505.2 | 11,980.6 | 13,574 5 | 15,295.8 | 17,155.7 | 19,164.8 | 21,335.1 | 23,679 6 | 26,212.3 | 28,047.7 |_.________.
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TABLE 2-B.—PRE-1953 INVESTMENTS WITHOUT “DEFERRAL”

1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962
1. Total capital, beginning of period_. .. ______ .. |coiooaoo- 3,713.0 | 3,964.1 4,232.1 4,518.3 | 4,823.8 | 5,150.0 5,498 3 5,870.1 6,267.0 6, 600. 8
2. Reinvested earnings (4-5) - - oo oo 251.1 268.0 286 2 305.5 326.2 348.3 371.8 396.9 423.8 452.4
3. Total capital, end of period._____._________________.._. 3.713.0 | 3,964 1 4,232.1 4,518.3 | 4,823.8 5,150.0 | 5,498.3 5,870.1 6,267.0 | 6,600.8 7,143.2
4. Earnings (14.7 percent of 1) .. |eeo_._. 545.8 582.7 622.1 664 2 709.1 757.1 808.3 862.9 921.2 983.5
5. Dividends (54 percent of 4)_._________._ ... ___________ 204.7 314.7 335.9 358.7 382.9 408.8 436.6 466 0 497.4 531.1
6. Other income (2.3 percent of 1)__. 85. 4 91.2 97.3 103.9 110.9 119.5 126. 5 135.0 144.1 153.9
7. Net exports (8 percent of 1).___ ... _____.._..o_._.___._____ 297.0 317 1 338.6 361.5 385.9 412.0 439.9 469 6 501. 4 535.3
8. Annualinflow (5-+64+7) o oo e 677.1 723.0 771.8 824.1 879.7 939.3 1,002.9 1,070.6 | 1,142.9 1,220.3
9. Cumulative inflow. .. |eeeio 677.1 1,400.1 2,171 9| 2,996.0 | 3,875.7 4,815 0 58179 | 6,888.5| 8031.4 9,251.7
1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 Total
1. Total capital, beginning of period._______ ... ___________ 7,143 2| 7,626.2 | 8,141.9 | 8,692.5 | 9,280.3 | 9.907.8 | 10,577.7 | 11,293 0 | 12,056.6 | 12.871.9 3,713.0
2. Reinvested earnings (4—5) - oo o _____.._... 483.0 515.7 550. 6 587.8 627.5 669. 9 715.3 763. 6 815 3 870 4 10, 029. 3
3. Total capital, end of period.__._______________._________ 7,626 2 8,141.9 | 8,692.5 | 9,280.3 | 9,907 8 | 10,577.7 | 11,293 0 | 12,056.6 | 12,871.9 | 13,742.3 | 13,742.3
4. Earnings (14.7 percent of 1) .o 1,050.1 | 1,121.1 | 1,196.9 | 1,277.8 ] 1,364.2 | 1,456.4 | 1,554.9  1,660.1 | 1,772.3 | 1,892.2 | 21,802.8
5. Dividends (54 percent of 4). ... _______._..__ 567.1 605, 4 646. 3 690 0 736.7 786.5 839.6 896. 5 957.0 1,021.8 11,773.6
6. Other income (2.3 percent of 1). 164 3 175 4 187.3 199.9 213 4 227.9 243 2 259 7 277.3 296 1 3,411 3
7. Net exports (8 percent of 1)_______._____________._____ - 571 5 610.1 651. 4 695 4 742. 4 792.6 846.2 903 4 964.5 | 1,029.8 | 11,865 6
8. Annual inflow (54+6~7) oo . 1,302.9 1,390.9 1,485.0 1,585.3 | 1,692 5 1,807.0 1,929.1 2,059.6 | 2,198.8 | 2,347.7 | 27,050.5
9, Cumulativeinflow_. . ___ . __________________..____. 10, 554.6 | 11,945.5 | 13,430.5 | 15,015.8 | 16,708 3 | 18,515 3 | 20,444.4 | 22,504 0 | 24,702.8 | 27,050.5 |-ccccc__
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TaBLE 3.—Computation of period elapsed in recovering direct dollar investment
abroad—using adjusted® Bell ratios and a single 1,000 capital outflow, Jan. 1,

1962
1962 1963 1964 1965 1966
CANADA
1. Total capital, beginning of period. . e oo 1,055
2. Reinvested earnings (4—5) ___._.______ 58
3. Total capital, close of period 1,113
4. Earnings (9.6 percent of 1) . e 101
5. Dividends (42.3 percent of 4) __ s 41 43
6. Royalties and fees (1.8 percent of 1) 18 19
7. Net exports (17.7 percent of 1) _ ... 177 187
8. Total inflow (54+6--7) oo . 236 249
9. Net dollar outflow from 1961 investment._._______._____..__ —~764 | —515
WESTERN EUROPE
1. Total capital, beginming of period._. . .. .. ... 1,000 1,089 | 1,187 1,293 1,409
2. Reinvested earnings (4—>5) oo 89 98 1 126
3. Total capital, close of period. _____ ... ___________.___ 1,080 | 1,187 [ 1,293 | 1,409 1,535
4. Earnings (16.8 percent of 1) ... 168 183 199 217 237
5. Dividends (46.7 percent of 4)__.._____ 79 85 93 101 111
6. Royalties and fees (2.5 percent of 1) 25 27 30 32 35
7. Net exports (8.5 percentof 1) 1_______ 85 93 101 110 120
8. Total inflow (5+6-r7) oo e oo iaea 189 205 224 243 266
9. Net dollar outflow from 1961 investment. ... ._____.._____ —811 | —606 | —382| —139 +127
CANADA AND WESTERN EURCPE
1. Total capital, beginning of period.._________________________ 1,000 | 1,080 | 1,167 1,261 1,362
2. Reinvested earnings (4—58) .- oo oo oo oo 80 87 94 101 109
3. Total capital, close of period. ... ... 1,080 { 1,167 [ 1,261 | 1,362 1,471
4, Earnings (14.7 percent of 1) .. oo 147 159 172 185 200
5. Dividends (45.4 percent of 4) ... .. ...____ 67 72 78 84 9N
6. Royalties and fees (2.3 percent of 1) 23 25 27 29 31
7. Net exports (11.16 percent of 1) 1o .. . . ... 112 121 130 141 152
8. Total inflow (5-6-4-7) ccm oo a e oo eeaee 202 218 235 254 274
9. Net dollar outflow from 1961 investment.__.__....___.....__ —798 | —580 | —345 —91 +183
LATIN AMERICA
1. Total capital, begmning of period. 1,000 1,063 | 1,130 | |oooo_oas
2. Remvested earnings (4-5) . e 63 67 ' N PR P
3. Total capital, close of period. . ... .. ._.._.___.. 1,063 | 1,130 | 1,201 | .| oo
4, Earnings (9 percent of 1) .. ..., 90 96 102 || .
5. Dividends (30.2 percent of 4)._.__._______..._____________._ 27 29 122 A P P,
6. Royalties and fees (1.6 percent of 1) 16 17 b 1 T (R SN
7. Net exports (41.5 percent of 1) . _________________________. 415 441 469 ||l
8. Total inflow (54+6-7) ... 458 487 (53 £ 20 I P,
9. Net dollar outflow from 1961 investment.___________________ —542 =55 | 4463 | |eceeeoes

© 0 NSO e o

. Total capital, beginning of period._.________________________
. Remvested earnimgs (4-5) - o oo oo

. Dividends (45.1 percent of 4)___.__
. Net exports (47.8 percent of 1)

REST OF WORLD

Total capital, close of period
Earnings (18.7 percent of 1) ... _________

Royalties and fees (1.7 percent of

Total inflow (64-647)

—421

+60
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TABLE 3.—Computation of period elepsed in recovering direct dollar investment
abroad—using adjusted* Bell ratios and a single 1,000 capital outflow, Jan. 1,
1962—Continued

1962 1963 1964 1965 1966
LATIN AMERICA AND REST OF WORLD

1. Total capital, beginnmmg of period___________________________ 1, 000 1,077 |||
2. Reinvested earnings (4-5) ... . .. 77 83 | eeaaa
3. Total capital, close of period. ... _.________ 1,077 1,160 | | |omonee
4 Earnings (11 7 pereent of 1) . ________________________________ 117 126 |||
5. Dividends (343 percentof 4) . ______.______________________ 40 43 ...

6. Royalties and fees (1.4 percent of 1) _ - 14 15 |-

7. Net exports (43.2 percent of 1)_________________ ... 432 465 |||l
S, Total mfAow (54+647) ... 486 L5722 I R P
9. Net dollar outflow from 1961 investment___________.._______ —514 B 2 [N R P,

WORLD

1. Total capital, beginnng of perrod. - . .____________.___ 1,000 | 1,080 | 1,166 | 1,259 [___.___.
2. Remvested earnings (4-8) - .o 80 86 93 100 |-
3. Total capital, close of period_ . ______________________ 1,080 1,166 1,259

4, Earmings (14 percentof 1) _______ . ____________ 140 151 163

5. Dividends (43 percent of 4) - __________________________._____ 60 65 70

6. Royalties and fees (1.7 percent of 1) ___ 17 18 20

7. Net exports (16.75 percent of 1) 1o _________ . ______ 168 181 195

8. Total inflow (5-+6-47) o ____ 245 264 285 308 b
9 Net dollar outflow from 1961 investment_________.__________ —755 | —491 | —206 +23 ...

1 Substitutes 8 5 percent (1960 ratio) for 4.1 parcent (1959-60 avelage) for Western average.

STATEMENT OF SENATOR JAcor K. Javits, U.S. SENATOR FROM THE STATE OF NEW
Yorr ox H.R. 10650, To AMEND THE INTERNAL REVENUE CODE

I appreciate this opportunity to discuss before you briefly the proposed with-
holding tax on dividend and interest income and the investment credit provision
in the bill under consideration. I hope to speak at greater length on the problems
involved in the tax proposals dealing with income of foreign subsidiaries of
U.8. business firms.

I. WITHHEOLDING TAX ON DIVIDEND AND INTEREST INCOME

In a time of grave national peril, when our responsibilities are so great, those
of us who are convinced that these responsibilities must be met fully also have
an obligation to see that tax resources are available for our undertakings. Nor
can we overlook the essentiality of a fair assessment of the tax burden so that
it does not fall unduly upon some, while others who are equally liable to taxation
escape.

It is our duty in the Congress to consider well the claims of the administration
that it needs the revenue rightfully due from nonpayment of taxes on dividend
and withholding income. The administration contends that there is widespread
failure in the payment of such taxes—an estimated revenue loss of $850 million
per year, of which the Treasury hopes to recoup $650 million through the with-
holding process.

To put the matter in perspective, although $650 million represents a very
considerable sum, it is still less than 1 percent of the tntal of 78 billion in
corporate and individual income taxes which the adiministration expects to
collect during fiscal year 1963. Thus, consideration should be given to the
practicality, measured in terms of inconvenience, expense, and possible inequity,
of collecting the tax revenue which may be recovered.

By this test, the measure which came from the other body is impractical and
should be rejected and another approach ad-pted.

82190-—62—pt 9
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A number of ideas have been proposed to deal with these practicalities. I am
sure that the members of this committee are well aware of these alternatives but
I should like to summarize them from the point of view of practicality which I
am attempting to present.

1. To require payers of both interest and dividends in amounts over $10 an-
nually to file information returns with the Treasury—as is already done with
dividends under present law—and to add the new requirement that copies of the
information returns be sent to the taxpayers with clear notice that the amounts
recorded must be included in the recipients’ taxable income.

2. To amend the income tax return form to require the taxpayer to answer
“yes” or “no” to the questions, “Do you have a savings account?” and “Do you
own stock in a corporation?’ TFurthermore, to require the taxpayer who answers
‘“yes” to annex to his return a copy of the information return sent to him by
the payer.

3. To publicize widely the institution of the automatic data processing system
under which every taxpayer’s return will be matched against the information
returns filed by the payers.

4. If there is to be withholding, to eliminate the requirement that those over
18 who expect to owe no tax must file exemption certificates each year, making
such certificates permanent, subject to any change in tax status, and thus par-
ticularly reducing the burden upon those over 65 who have a special tax status.
Furthermore, to authorize the Secretary of the Treasury to issue regulations
exempting additional classes of taxpayers from withholding, reducing the rate
of withholding, or making other changes in the system, when in his judgment
difficulties outweigh the advantages of the particular provisions.

II. INVESTMENT CREDIT AS AN INCENTIVE TO BUSINESS MODERNIZATION

Although I have no basic objection to the investment credit proposal. I believe
that to stimulate automation and new equipment, an immediate modernization
of tax depreciation schedules is more important and effective and should go
forward without regard to what happens to the investment credit proposal
in this bill.

I have recently urged the President to issue an order speeding up the work
currently being undertaken by the Treasury to bring up to date our longstanding
and now unrealistic tax depreciation schedules on machinery and equipment.
The testimony of businessmen—even those who may profit extensively from the
investment credit feature—indicates an overwhelming preference for a revision
of depreciation schedules as against investment credit.

It is necessary to consider the administration’s claim that the investment
credit proposal would provide more direct help at less cost in the short run.
However, it appears that the longrun cost may be higher. The pressures on the
U.S. budget which are expected to last far into the future cannot be ignored
in the interest of temporary advantages nor can we ignore the preferences of
those who are expected to apply constructively the tax benefits granted.

IITI. TAXATION OF INCOME OF FOREIGN SUBSIDIARIES OF TU.S. RUSINESS FIRMS

I believe the taxation of foreign subsidiaries income by the method proposed
to be unwise in our national interest. It should be rejected and another method
substituted. I am submitting a proposal for that purpose.

I would like to make a sharp distinction between two aspects of this question.

First, there is the problem of the use of foreign subsidiary corporations for
the purpose of escaping domestic taxes properly due to the United States. I
believe that responsible businessmen will agree with the Congress and the
Treasury that these abuses must be halted by effective legislation and by imple-
mentation of legislation already on the books.

Second, there is the broad question of the national interest in U.8. for-
eign investment. It has been the basic policy of this Nation for many dec-
ades, under both Democratic and Republican administrations, to rely on the
flow of direct long-term private investment overseas as a basic component of
our foreign economic policy. Furthermore, the beneficial impact on domestic
U.S. employment and profit of long-term private investment overseas under a
system of competitive enterprise had not been questioned until the administra-

tion presented its tax proposals which, it is widely suggested, will discourage
such investment.
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My principal plea is that new legislation should distinguish between these two
aspects and avoid injuring the broad national interest in the process of cor-
recting specific abuses.

The administration’s proposals go beyond elimination of abuses and will, I
believe, discourage U.S. direct private investment in the fully developed nations
of the free world—Western Europe, Canada, and Japan—and will probably dis-
courage such investment generally. The provisions in H.R. 10650 may or may
not effectively prevent the instances of tax evasion cited by the administration,
but I believe they will be an adverse development in the foreign economic
policy of the United States and in the effort to help keep existing oversea invest-
ments competitive under changing world market conditions.

Since there are methods to prevent tax evasion with a minimal adverse
effect on the continued, natural economically sound flow of investments, I
should like to turn my attention to the deleterious effect of measures which will
discourage U.S. private oversea investment. In this connection certain ques-
tions come to my mind:

1. How can it be shown that discouragement of that amount of investment
and reinvestment in oversea facilities which takes place as the result of present
methods of taxation would bave a substantial effect in rectifying the U.S.
balance-of-payments deficit?

2. Even if reasonable proof could be given that the discouragement of such
investment and reinvestment would favorably influence our short-term balance-
of-payments position, what would be the results over the next two decades?

3. Since the balance of payments is only one manifestation of the total
U.8. foreign economic policy position—actually serving as one device for
measuring the strength for this position-—what purpose would be served in
inducing a short-term improvement in our balance of payments, if such an im-
provement took place at the expense of undermining the base of our total
foreign economic policy?

The assumptions of the Treasury as put forth in exhibit III submitted by
the Secretary of the Treasury during his testimony before this committee are
used to demonstrate a short-term advantage to our balance-of-payments posi-
tion, if the proposals for discouraging U.S. direct oversea private investment are
enacted. An analysis prepared by my office puts a different perspective on this
matter and I would like to submit it to the committee for consideration.

The international responsibilities and the domestic welfare of the U.S.
demand an expansion of U.S. private investment overseas—not a contraction.
Our economic way in the world is forward and outward. There is no other
likely course I see to peace with freedom than a full commitment of our Nation
to its undeniable leadership of the free world.

For these reasons I believe that the House-passed version of section 13, by
not distinguishing between tax abuses and legitimate foreign investment, will
not forward the U.S. economic and foreign policy objectives. Accordingly,
I intend to introduce shortly as a suggestion for the committee’s consideration
an amendment to section 13 which will make this distinction.

This amendment to section 13 of H.R. 10650 will be designed to tax U.S.
shareholders of certain foreign corporations without deferral if the earnings
and profits of such corporations are accumulated unreasonably abroad, rather
than being paid to the shareholders as dividends. In effect, section 13 so
amended would treat the deferral of foreign corporation profits as tax avoidance
only if there is no business-related reason for such deferral, rather than as
per se tax avoidance as does section 13 in its present form.

It should be noted that sections 6 and 16 of H.R. 10650 accomplish a great
deal to eliminate true tax “abuses” in the foreign field. For example, at
present a U.S. parent corporation may sell goods to its Panamanian subsidiary at
an artificially low price, with the true sales profit retained without U.8. tax
consequences in Panama. Section 482 of the code has been available to reallo-
cate the sales income to the U.S. parent, but that provision has been difficult for
the Commissioner to apply effectively. Section 6 of the bill, while it may be
criticized as adopting too objective a test and one which may be unreal in
certain situations, will give the Commissioner an effective method of preventing
this type of abuse.

As another example, under present law profits may be deferred for a con-
siderable period in a foreign corporation, after which the corporation is com-
pletely liquidated at capital gains rates to its shareholders. There is thus not
only tax “deferral,” but a change in the character of the income and the resultant



3910 REVENUE ACT OF 1962

U.S. tax. Section 16 of the bill would eliminate the change in character of such
income by generally denying capital gains treatment to the subsequent liquida-
tion.

Thus, section 13 of H.R. 10650 is left to cope primarily with problems of “de-
ferral” in the area of taxation, while attempting also, unsuccessfully, as I have
suggested, to serve an additional purpose in the area of the U.S. balance-of-pay-
ments position. Modified by the amendment I will submit to the committee,
section 18 would constitute a relatively direct approach to the problem of taxa-
tion of profits of foreign corporations controlled by U.S. persons. Because it is
a direct approach, it would be effective primarily as implemented by regula-
tions of the Internal Revenue Service and decisions of the courts.

The amendment to section 18 to be submitted will be modeled basically on
sections 531 through 537 of the Internal Revenue Code which tax the accumu-
lated earnings of domestic corporations. However, certain changes will be
necessary because of the different contexts in which the two sets of provisions
would operate. Under section 531 the accumulated earnings tax is asserted
against a domestic corporation rather than the stockholders, whereas under
section 13 the tax must ultimately be asserted against the shareholders in view
of the lack of jurisdiction to assert a tax against the foreign corporation itself.
Also, while the tax on the corporation imposed by section 531 of the code is con-
sidered a surtax or “penalty’” tax, the tax upon stockholders under section 13 is
an ordinary income tax. The principal change will be that the provisions con-
tained in section 534 of the code relating to the shifting of burden of proof to the
Government would not be applied to foreign corporations because the Commis-
sioner is at a greater disadvantage in obtaining factual information overseas.

Apart from these differences, I believe that the accumulated earnings approach
patterned upon section 531 of the code offers a valid test for differentiating be-
tween tax haven and legitimate operations abroad, in keeping with the policy
objectives which I have urged.

The CrarMAN. I submit for the record a memorandum from Mr.
Carter W. Atkins, president, Connecticut Public Expenditure Council,
Ine.,21 Lewis Street, Hartford, Conn.

(The memorandum follows:)

Mayx 3, 1962.
Hon. HARrRY F. BYRD,
Chairman, Senate Committee on Finance:

We State taxpayer-research organizations, now operating in 32 States, are of
the firm opini.on that section 3 of the Revenue Act of 1962 (H.R. 10650), would put
sth restrictions upon us and upon our members as to prohibit us from exer-
cising the function for which we were created. Our organizations, many in
existence for more than 20 years, are established for the purpose of studying
gover.nmen.t, p}'lmarily and particularly, at the State and local levels and for
the dissemination of factual information about government to public officials and
the general public.

Our o.rganizations have the support of a large segment of the taxpaying public
who bgheve that the study of government and the publication of facts about it is
essential to our system of government. With the support of these taxpayers we
have ;nade a great contribution to raising the level of citizen and official under-
standing of government, especially State and local, in our respective States.
We_, there;forg, ask your favorable consideration of the removal of the possibility,
Whlc_h QX.IStS in section 3, of the serious curtailment of this citizen endeavor and
possibly its very existence.

We. propose the following alternatives, either of which, we believe, would sub-
stantially remedy the difficulty :

A. Substitute for the present languages in section 3 the lang i

€ guage in the
Kerr-Hartke bill 8. 467 or the language in the Boggs bill H.R. 640, vghich was
approved_ by the Housg Ways and Means Committee, J uly 1, 1961, or
27B. Strike from section 3 all of “Limitation (2-B)” lines 3, 4, 5, and 6, page
, or 1 1
g. The following amendments, viz:
n page 26, line 20, after the period insert the following: i
y > s g: “The deduction
allowed by gubsect_lon (a) shall also include that portion of the dues or other
amounts pald‘ or incurred during the taxable year in carrying on any trade
or business with respect to an organization of which the taxpayer is a member
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and which is organized and operated primarily to study and aonalyze govern-
mental affairs (including legislation or proposed legislation) and to publish
and distribute to its members and to the public reports and information per-
taining to such governmental affairs, but only if such organization is not or-
ganized or operated for profit and no part of its net earnings inures to the
benefit of any private shareholder or individual.”

On page 27, line 6, before the period insert the following: ‘“(other than by the
publication and distribution to its members and to the public of reports and
information described in the last sentence of paragraph (1) by an organization

described in such sentence)”.
Respectfully submitted.

CARTER W. ATKINS,

Pregident, Connecticut Public Expenditure Council, Inc.

The above statement is concurred in by the following State taxpayer research

organizations :

Arizona Tax Research Association

Florida Taxpayers Association, Inc.

Georgia Tax Research Foundation, Inc.

Associated Taxpayers of Idaho

Taxpayers Federation of Illinois

Indiana Taxpayers Association

Towa Taxpayers Association

Massachusetts Federation of Taxpay-
ers Associations, Inc.

Minnesota Taxpayers Association

Missouri Public Expenditure Survey

Montana Taxpayers Association

Nebraska Tax Research Council, Inc.

Nevada Taxpayers Association

New Hanmpshire Taxpayers Federation

New Jersey Taxpayers Association,
Ine.

The Taxpayers Association of New
Mexico

Citizens Public Expenditure Survey,
Inc. (N.X.)

North Carolina Citizens Association,
Inc.

North Dakota Taxpayers Association,
Inc.

Ohio Public Expenditure Council

Oklahoma Public Expenditures Coun-
cil

Oregon Tax Research

Rhode Island Public
Council

Greater South Dakota Association

Texas Research League

Utah Taxpayers Association

Washington State Research Council

Public Expenditure Survey of Wiscon-
sin

Wyoming Taxpayers Association

Raymond A. Kimball, executive direc-
tor, Colorado Public Hxpenditure
Council

Expenditure

The Cmatrman. I submit for the record the statement of H. Neil
Mallon, chairman of the executive committee of Dresser Industries,
Inc.,in Heu of his appearance before the committee.

STATEMENT OF H. NEIL MALLON, CHAIRMAN OF EXECUTIVE COMMITTEE, DRESSER
INDUSTRIES, INC.

My purpose in filing this statement is to bring to your attention aspects of the
pending bill on taxation of foreign income which will—
Seriously impair our national interests ;

Reduce domestic employment ;

Aggravate our already serious balance-of-payments difficulties and in-

crease the outflow of gold;

Undermine the administration’s reciprocal trade program ; and
Add to the dislocation of business and of labor which the President has
recognized will result from the trade program.

Indeed, those features of the bill to which I refer will tend to frustrate the ex-
pressed objectives of the administration in proopsing this legislation.

I am convinced that the taxation of income of foreign subsidiaries, as pro-
vided in the bill, would be contrary to our national interest and is of doubtful
constitutionality. Since you will hear much on this subject from others, I will
confine my remarks to the adverse effects of the bill upon the large segment of
industry which has only moderate foreign investment but which contributes
signifieantly to our export trade.
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I, THE PROBLEM

In commenting upon our balance-of-payments difficulties, the President recently
stated :

‘“Above all, we must harness the energies of all our people—in labor and man-
agement as well as government—to the vital task of keeping our industry com-
petitive and expanding our exports.”

The Secretary of the Treasury, in reporting on the balance of payments, stated
that “we must * * * achieve still larger commercial surplus by competing more
vigorously with producers of other countries, both in foreign markets and at
home.”

He added: “Longrun equilibrium will be reached and maintained only if pri-
vate industry * * * actively seeks out and fully exploits its export opportu-
nities * * * (Americans must demonstrate) bold initiative in seizing export
opportunities that the circumstances require.”

In the President’s message on the reciprocal trade agreements program, he
stated: *“To maintain our defense, assistance, and other commitments abroad,
while expanding the free flow of goods and capital, we must achieve a reasonable
equilibrium in our international accounts by offsetting these dollar outlays with
dollar sales.”

He added: “Our efforts to expand our economy will be importantly affected by
our ability to expand our exports—and particularly upon the ability of our
farmers and businessmen to sell to the Common Market.”

“Huropean manufacturers, however, have increased their share of this rapidly
expanding market at a far greater rate than American manufacturers * * * our
efforts to prevent inflation will be enforced by expanded trade * * * The
American businessman, once the authority granted by this (reciproeal trade)
bill is exercised, will have a unique opportunity to compete on a more equal
basis in the rich and expanding market abroad which possesses potentially a
purchasing power as large and as varied as our own.”

In his testimony before this committee on April 2 Secretary Dillon, in urging
adoption of the investment credit features of the pending bill, stated: “It is
essential to our competitive position in markets both here at home and abroad
that American industry be put on the same basis as foreign industry. Unless
this is done increased imports and decreased exports will unnecessarily add te
our balance-of-payments deficit.”

Many indusiry representatives before this committee and before the House
Ways and Means Committee have also emphasized the paramount importance
to our national interests of a vital and expanding export trade. Mr. Stanley
Ruttenberg, director of research for the AFL-CIO, stated in hig testimony before
you on. April 4: “* * # Much can be done—and now is being done by other
governments—to legitimately stimulate exports.”

He suggested that your committee consider various techniques for accomplish-
ing that objective and added: “In our view, this committee would perform a
great service by thoroughly studying the feasibility of these and all other export
stimulating alternatives.”

. Yet,tthe bill now before this committee would sweep into a single tax-gather-
ing net—

Foreign manufacturing subsidiaries ;

Foreign subsidiaries performing an essential function in export trade

stimulation ; and

Foreign subsidiaries whose only function is tax avoidance.
By faili_ng to take into account the special problems of export trade, the bill
Wguld impede export development. It would defeat the vital objective of
stimulating our exports, an objective on which the President, the Secretary of
tl‘reasury, the Secretary of Commerce, and all segments of American private
industry and labor are in common agreement. Should your committee conclude
that fqreign investment in the developed countries should be deterred (and I hope
you will not do so) and that the use of sham tax haven subsidiaries should be
prevented (with which I am in wholehearted sympathy) there remains the
problem of how to accomplish these objectives while, at the same time, stimu-
lating our export trade. ’

I will propose for your consideration a remedy for this problem. This
remedy will convert 'ghe export deterrents of the bill into an export incentive.
A_t the same time, this remedy will provide a s.imple and workable means for
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The bill before you makes a distinction between developed and less-developed
countries and purports to furnish an incentive toward greater participation by
American industry in development of the latter countries. I submit that the
United States is an underdeveloped country in the sense that it has not taken
full advantage of the free world’s burgeoning export markets. As a result,
domestic growth, domestic employment, and our country’s gold reserves have
suffered.

II. DRESSER INDUSTRIES AND U.S. EXPORTS

The problem and its solution can be illustrated by a brief description of the
role which Dresser Industries, typical of a large segment of American industry,
plays in our export economy. To demonstrate how this bill will defeat its
declared objectives I will explain briefly the functions performed by our foreign
subsidiaries, functions which are essential to our export business. I will then
outline the enervating effects which the pending bill will have on our export
business, and the pressure it will exert upon us to increase our foreign investment
and manufacture in the developed countries, reduce our domestic payroll, and
decrease our sales of American-made products.

A. Dresser’s products and facilities

In 16 domestic subsidiaries or divisions, Dresser manufactures a wide variety
of products and supplies, technical services essential to the chemical, petroleum,
natural gas, oil and gas transmission, water and sewerage treatment and distri-
bution, electric power, and other industries. Our products include compressors,
pumps, pipe couplings, drilling rigs, industrial blowers, electronic instruments,
and numerous types of specialized oilfield exploration, drilling, and production
devices and materials. Substantially all of our manufacturing and production
facilities are situated in the United States. We have only one foreign manufac-
turing facility—a British plant for the manufacture of drilling bits. This plant
is jointly owned with British interests and was established only because exchange
controls prevented us from otherwise serving the British Commonwealth markets
and other soft currency areas. Our only other foreign production comes from
the mining and processing of minerals in Nova Scotia, Mexico, Greece, Iran, and
Venezuela, which enable us to obtain a source of supply and to serve remote
areas not otherwise available or accessible. We also have interests in several
small assembly operations in countries which set up insurmountable barriers to
export of the completely assembled product.

B. Dresser’s export organization

Our entire export program (except with respect to Canada) is handled through
what we call the Dresser A.G. group. With headquarters in Switzerland and
Liechtenstein, the Dresser A.G. group serves as the selling and servicing organ-
ization to promote the maximum possible distribution outside the United States
of products manufactured by U.S. subsidiaries and divisions of Dresser Indus-
tries, Inc. In South America, three subsidiaries of Dresser A.G. perform tech-
nical oilfield servicing activities. These utilize a substantial investment in equip-
ment manufactured by us in the United States.

Through its combined operations, Dresser A.G. has 15 different office locations
in 12 different countries. It has 550 employees engaged in sales, service, sales
engineering, and similar services, all of which are essential to the sale of our
equipment and the maintenance of our foreign market position. Employees
located in Europe, Africa, South America, Japan, and India travel extensively
to most other countries of the world in order to promote our products. Dresser
A.G. personnel have arranged about 147 different sales agency agreements with
sales agents in 122 different countries, and its personnel provide continuing con-
tact, encouragement, advice, and assistance to these agents. Dresser A.G.,
through its combined resources, conducts its operations in practically all the non-
Communist bloc countries of the world except the United States and Canada.

Besides direct selling, servicing, and sales engineering activities, Dresser A.G.
conducts market surveys to develop more complete coverage of the foreign mar-
ket ; it seeks out technological developments and new inventions which might be
beneficial to manufacturing processes employed by our domestic factories; and
it assists in working out credit transactions and currency and exchange problems
for foreign purchasers of our products. For all of the varied services and activi-
ties which Dresser A.G. perforins for our U.S. subsidiaries and divisions Dresser
A.G. is paid sales representation commissions.
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The propriety of these commissions has been recognized by the Internal Rev-
enue Service with which, after intensive audit, we have worked out a basis upon
which compensation is payable to Dresser A.G. by the American companies it
serves. Clearly, Dresser A.G. is not a “sham” tax haven company or a ‘“skele-
ton” sales company. It is performing a vital and indispensable function in
developing and maintaining the market for our U.S. products throughout the
world.

C. Dresser’s contribution to exports, domestic employment, and balance of pay-
ments

Dresser Industries is not one of the giants of American business. Yet through
aggressive use of the Dresser A.G. sales organization and facilities we have made
a significant contribution to the country’s favorable balance of trade. In 1952,
when the Dresser A.G. group was formed, our net inflow of funds from abroad
was $295,000. By 1956, this net inflow was increased to more than $30 million.
In 1960, our foreign trade contributed about $43 million to America’s balance of
payments. The total net inflow of funds from the time the Dresser A.G. group
was formed until last October amounted to about $223 million. Our foreign sales
of U.S. manufactured products during the past 3 years have averaged approxi-
mately $38 million per year.

In testimony before this committee on April 24, the spokesman for Interna-
tional Telephone & Telegraph Co. pointed with pride to his company’s contri-
bution to the U.S. export and balance-of-payments postion. In the past 10
years, he stated, ITT had exported $175 million of goods and generated a $400
million inflow of payments. ITT has a net worth of about four times that of
Dresser and net sales of about four times ours. Yet, during the past 10 years,
we have exported approximately $235 million of U.S. productg and generated
about $223 million of net inflow of foreign funds. This is a striking illustration
of the vital role which companies such as ours can play in fulfillment of the
administration’s export and balance-of-payments objectives. It demonstrates
the urgency of my appeal that Congress do nothing which will impair the effi-
cacy of export trading subsidiaries like Dresser A. G.

In addition to the significant contribution which Dresser’s export trade has
made to our country’s balance of payments, during the past 3 years over 5,800,000
man-hours of factory labor have been devoted to the production of exported
products. There is no way to determine how many additional man-hours of
labor are attributable to our export trade as the result of our purchase of ma-
terials, components, supplies, and services from others. If we assume that our
suppliers’ sales require the same number of man-hours per dollar as did ours,
this additional employment due to our exports amounted to 3,405,000 man-hours.

III. ADVERSE EFFECTS OF PENDING BILL

A. Competitive disadvantage

We hope to continue to do our part in improving the balance of payments
and in promoting full employment. We cannot do so unless we will be com-
petitive with foreign manufacturers who already enjoy many advantages not
available to us. Many foreign manufacturers use Swiss or other subsidiaries
to perform substantially the same functions as are performed by our Dresser
A. G. group. No foreign country imposes a tax on the earnings of such subsid-
iaries until repatriated. A recent check by our European counsel has disclosed
no evidence that any European country is contemplating such action and Dr.
Dan Throop Smith has testified that his investigation led to the same conclusion.

The Secretary of the Treasury has stated to you that the tax disadvantage
to American firms under the pending bill is offset by the direct controls on
foreign investment imposed by most Buropean countries and he has cited the
United Kingdom situation as an example. But, notwithstanding the serious
balance-of-payments problems which have confronted the United Kingdem and
which have impelled it to maintain exchange controls even to the present day,
the United Kingdom exempts from current taxation the income of a special
class of oversea trade corporations. As Secretary Dillon has informed you,
the Chancellor of the Exchequer recently proposed a tightening of restrictions
on foreign investment but, at the same time, approved investments which will
produce clear and commensurate benefits to United Kingdom export earnings
and to the balance of payments. Thus, they recognize that, in meeting the
monetary problems which require exchange control, they must avoid any tax
or exchange control deterrent to Britain's international trading position.
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In urging upon you the granting of a tax credit for domestic investment in
depreciable property. the Secretary has stated that—

“American industry must compete in a world of diminishing trade barriers,
in which the advantages of a vast market, so long enjoyed here in the United
States, are now being or are about to be realized by many of our foreign com-
petitors.”

He has cited the ‘“‘tried and proven” domestic investment stimulation tech-
niques presently in use in the United Kingdom, Belgium, and Canada and in
the process of being enacted by the Australian Parliament. If foreign prac-
tices are relevant to the validity of his proposal to grant an investment credit,
are they not also relevant to the validity of his proposals for the taxation of
foreign income? Some typical foreign practices with respect to taxation of for-
eign income are—

The United Kingdom does not tax the earnings of an oversea trade
corporation until repatriated.

Belgium subjects foreign earnings of its citizens to a preferential rate
of tax equal to only one-fifth the general rate.

Australia and the Netherlands exempt most foreign income entirely,
even when repatriated.

France does not apply its corporation tax to profits earned abroad through
a branch or permanent establishment.

Italy does not apply its corporation tax at all to foreign earnings.

Many other countries provide similar exemptions or concessions with re-
spect to earnings of their citizens and domestic corporations.

In all countries where no such concessions exist the income of foreign
subsidiaries is immune from domestic tax at least until repatriated.

Further details of the tax laws governing our principal foreign competitors
will be found in the appendix to the statement filed with this committee on be-
half of the International Economic Poliey Association.

B. Industry’s adjustment to disadvantage

How will American industry react in the face of more favorable tax regimes
enjoyed by our competitors throughout the world and current taxation of our
foreign subsidiaries by the United States? Dresser and many other companies
with established foreign markets for products produced in the United States
will be compelled to take drastic action to meet the new situation. Such ac-
tion may take one or more of the following forms:

1. Establish new foreign manufacturing facilities, or expand existing
ones, particularly in the industrialized countries of Western Europe. If both
manufacturing and selling profit is to be subject to the full burden of U.S. tax
it will be preferable in many instances to maintain full manufacturing and
selling facilities in one or more European countries. The total tax burden on
the enterprise would be roughly the same as if conducted from the United
States, due to the foreign tax credit. Since the tax factor would then be neutral,
the advantages of local identification, lower production costs, easier and more
rapid accommodation to local practices, technologies, and preferences, and a
simpler operating structure would militate in favor of an export of capital and
of jobs. The U.S. Treasury would suffer a loss not only of tax on the foreign
trading subsidiaries’ income but also of tax on the manufacturing profit and
payrolls now generated in the United States. Our balance of payments would
deteriorate and our gold reserves would be further impaired.

2. Carry on foreign operations in the same manner as at present, but with
repatriation of a sufficient portion of the foreign earnings to provide funds to
pay the U.S. tax thereon. The reduction in the resources available to the
foreign selling company would materially impair its capacity to perform exist-
ing sales and service functions and this impairment would be reflected in de-
creased sales and a reduction in U.S. exports. Again the Treasury would suffer
a loss of tax revenues. Domestic employment would decline. Our balance of
payments would deteriorate and the outflow of gold would be accelerated.

3. Carry on foreign operations as at present, with the parent company paying
the U.S. tax on foreign earnings out of its own funds, leaving the subsidiary’s
resources intact. This would reduce the funds available to the parent for
domestic investment and for adaptation of its productive facilities to the chang-
ing needs of foreign markets. In effect, the domestic investment incentives
sought by the administration through the investment credit provisions of the
pending bill would be canceled out to the extent of the tax on foreign earnings
and the upgrading which the administration seeks in order to make us more
competitive would be retarded or stalled.
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4. Divert efforts now exerted to develop or expand foreign markets into in-
creased efforts to expand domestic markets through more intensive promotion,
new product development, etc. While this would be of temporary benefit to
the domestic economy, it would cause our country’s internatiomal economic
position to deteriorate and result in abandonment of many foreign markets to
our foreign competitors.

IV. THE MYTH OF TAX NEUTRALITY

The argument that the pending bill would achieve tax neutrality has confused
the issue. It diverts attention from the central problems of export expan-
sion, employment protection, balance-of-payments improvement, and stemming
the outflow of gold. This confusion results from the fact that the term has
been given different, and irreconcilable, meanings and from the fact that, what-
ever it means, its accomplishment is impossible.

A. Tax neutrality in business decisions

A memorandum submitted by the Treasury to the House Ways and Means
Committee states:

“The Treasury asks that deferral be ended for income earned in the indus-
trialized countries so that future investment decisions cannot be distorted by
tax considerations.”

Perhaps in the theoretically ideal economy investment and other business
decisions could be made as though taxes did not exist. But in the real economic
environment to which we must adapt ourselves taxes, whether imposed or not
imposed, must enter into our decisions. And as I have illustrated above, the
imposition of so-called tax neutrality between foreign and domestic income does
not divorce tax considerations from business decisions since it may then become
more, rather than less, desirable to increase foreign investment, or may become
less, rather than more, desirable to exploit export trade opportunities.

B. Tazx neutrality among American tarpayers

In his statement to this committee, the Secretary of the Treasury stated :

“Neutrality is a fundamental principle of taxXation in the United States * = *,
The burden of proof for not following the general principle should be on those
who wish to continue a departure from that neutrality.

* * & * * * L

“# ¥ * there should be equality in the tax treatment of similar groups of
taxpayers. Applied to corporations, this principle must be interpreted to mean
that the income of any branch or subsidiary of an American corporation operat-
ing overseas should as far as possible be subject to the same corporate income
tax rates as the income of any branch or subsidiary operating at home.”

The Secretary begs the central question by assuming that foreign and domestic
corporations are similar groups of taxpayers. He would place on opponents
to the foreign tax provision of this bill the burden of sustaining departure from
a principle which has never been followed in our entire tax history or in the
tax history of any other nation. Surely the burden of proof should be on those
who would depart from the distinction between taxation of domestic and foreign
corporations which has existed for almost 50 years. The Treasury itself would
give only lipservice to the principle it urges on others for the entire bill is
full of differentiations in the treatment of similar groups of taxpayers. For
example :

(1) Section 13 would discriminate between the tax treatment of foreign
corporations 50 percent or more controlled by Americans and those of which
Americans hold less than 50-percent control.

(2) Bection 13 would discriminate between a controlled foreign corporation
which invests in a business existing on December 81, 1962, and one which invests
in a business established after that date.

(3) Bection 13 would discriminate between a controlled foreign corporation
which invests in one area of the world and one which invests in another.

(4) Section 13 would discriminate between a controlled foreign corporation
which deals with a related person and one which has identical dealings with an
unrelated person.

(.5) Section 13 would discriminate between a controlled foreign corporation
which uses American patents and one which uses foreign patents.
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(6) Section 13 would discriminate between U.S. shareholders of 10 percent or
more of the shares of a controlled foreign corporation and the holders of less
than 10 percent.

(7) Section 2 of the bill would grant the investment credit in respect of invest-
ment in property situated in the United States but not in respect of property
situated abroad.

(8) Section 12 would discriminate between foreign residents and domestic
residents and between foreign residents and foreign sojourners.

Some of these distinctions are valid. Others are not. But the validity or
invalidity of any of these distinctions is not determined by its conformity or
nonconformity to the principle of tax mneutrality. It is determined by con-
siderations of equity. It is determined by fiscal and economic objectives. It
is determined by administrative feasibility. To inject into the discussion the
dubious principle of tax neutrality among taxpayers adds nothing to resolution
of the problem since, even if the principle existed, the ultimate decision to
follow it or depart from it must be made on other grounds.

C. Taz neutrality between American and foreign competitors

I have already discussed the importance of equality of opportunity between
American exporters and their foreign competitors. It is this equality of
opportunity and not tax neutrality which should be our guide. Our concern
is with exports. The market is abroad. Foreign manufacturers and American
manufacturers vie for supremacy in that market. If we wish to maintain or
increase our share we must, insofar as possible, achieve tax neutrality between
our manufacturers and their foreign counterparts. These are the similar groups.
We cannot bring the burden of taxation on foreign competitors up to our level,
but, in some measure at least, we can keep the burden of tax on our exporters
down to theirs.

V. THE ILLUSORY PRIVILEGE OF TAX DEFERRAL

The Treasury and its supporters have made frequent reference in these
hearings to the “privilege of tax deferral.” The issue is clouded by repeated
statement of a condition that does not exist. The result of the proposed legis-
lation is obscured by a semantic twisting of the fact. There is no present
privilege. The Treasury does not seek to end tax deferral but to institute a
system of tax anticipation.

To speak of Congress failure to tax currently the income of foreign cor-
poration as a “privilege” assumes that it has the inherent right to all of a
citizen’s income and gains whether or not realized. It assumes that all in-
come and gains belong to the Government and that, to the extent the Gov-
ernment captures less than all, it confers a privilege. Mere failure to exer-
cise a power to tax is not tantamount to the grant of a privilege. Omne who
pays tax of 20 percent of his income is not the beneficiary of a privilege mere-
ly because the Treasury has left him with 80 percent. By the same token,
the shareholders of a domestic corporation are mot granted a privilege merely
because they are not taxed on the corporation’s undistributed earnings.

To tax income not received, or realized, or enjoyed is not to eliminate de-
ferral but to establish prepayment of tax which may never properly be owing.
The bill would require that a taxpayer anticipate his future income and pay
tax on the amount of income anticipated. If the anticipated income is lost
or not received, or is received in a year when the applicable rate is lower, or
is received in a year when the taxpayer has a domestic loss in excess of the
receipt—the excess anticipated tax will not be refunded. This is pay-as-you-
go carried to an absurdity. .

The bill would not cancel a privilege of tax deferral. It would impose an
unjust regime for tax anticipation.

VI. PROPOSALS TO STIMULATE EXPORTS

A. Reasons underlying the proposal

I respectfully urge that this committee give careful study to tpe facts and
views developed so ably in the testimony on April 25 of Mr. Eldridge Hayqes,
president of Business International. Mr. Haynes has demonstrated the im-
portant contribution of oversea trading subsidiaries to our bala}nce of payments,
to our exports, and to domestic employment, and the damagmg effects which
this bill would have on their ability to continue to contribute to our Nation’s

well-being—
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He revealed that in 1959-60 32 such companies, with aggregate equ.ity
investment of only $10.5 million produced $277 million of inflow of foreign
funds.

He showed that 83 percent of investments of these trading companies
went to the less developed areas of the world. .

His analysis of the pending bill demonstrated that these subsidiaries
would be so hamstrung by its provisions as to make their continued sales
efforts on behalf of U.S8. exports almost useless.

He showed that the bill is in reality an antiexport bill.

He presented information on the tax laws of 13 competing nations which
shows that most of these, even now, provide more favorable treatment of
foreign income than does the United States and that all would be distinetly
more favorable to their exporters if H.R. 10650 should become law.

He showed that our Ruropean competitors use subsidiaries in low-tax
countries more extensively than do U.S. corporations.

Mr. Haynes suggested that “there should be a distinction made between the
sham foreign subsidiary and the legitimate, substantive operating foreign sub-
sidiary” so that the legitimate foreign trading companies will be allowed to
compete on equal terms with our foreign competitors. I wish to propose a
technique whereby this can be done.

Insofar as the foreign taxation provisions of the bill affect foreign subsidiaries
performing substantial functions in the distribution of American-made products
they can, at best, have no beneficial effect whatsoever upon our export trade,
balance-of-payments position, or demestic employment. At worst, their effects
will be detrimental to the Treasury, to industry and to labor. The Joint Com-
mittee on Internal Revenue and the Treasury estimate the revenue effects of
this provision to range only from $50 million to $85 million per year as applied
to all controlled foreign corporations. Thus, it is clear that the yield from
applying these provisions to foreign export trading corporations will be too
small to justify their enactment from revenue considerations alone.

A tax measure which raises little revenue, which cannot possibly contribute
to expansion of our export trade and which is likely to result in its contraction
is not compatible with the President’s injunction to ‘“harness the energies of
all our people * * * to the vital task of * * * expanding our exports.”

If the portions of this bill which subject controlled foreign corporations fo
current taxation are adopted in principle the urgency for an export trade pro-
motion incentive measure will increase. What is needed is a measure which
will effectively stimulate our export trade. I would like to urge just such a
measure upon you. The pending measure contemplates that investment in
less developed countries will be stimulated by exempting from current taxation
earnings which are so invested. I suggest that by this same means export trade
can be stimulated.

B. Proposed amendment to section 13

I suggest that, if section 13 of the bill is to be enacted, it be amended by es-
tablishing a special class of corporation, to be called an “export trade corpora-
tion” the income of which will be exempt from current taxation provided it
meets certain conditions designed to insure that it is actively and aggressively
promoting the export of American goods and products and that it is not a sham.

The amendment I suggest should be carefully tailored to insure accomplish-
ment of its objective to stimulate export trade and to deny its benefits to corpo-
rations not serving that objective. This can be done, in general terms, as
follows :

1. Require that the corporation be primarily engaged in foreign operations
by imposing a condition that substantially all of its income be foreign.

2. Insure that the corporation is engaged in export trading and is responsible
for the export of American products by imposing a condition that a substantial
portion of its income be from the sale or use abroad of exported products and
the performance of services essential to export.

3. Provide a “motive power” to impel the corporation in the direction of in-
creasing our export trade, by requiring that it spend abroad a high proportion
of its income on the promotion or use abroad of exported products.

4. Provide a “brake” against use of a sham corporation as an ostensible export
trade corporation, by the same means—since a corporation which spends sub-
stantial sums abroad on trade promotion could not be a sham.
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If a corporation meets the above tests, its income, to the extent it bears the
requisite relationship to trade promotion expenses (item 8 above), should be
exempt{ from the current taxation provisicns of subpart ¥. Thus, the only
“concession” to an export trade corporation would be that its qualifying income
would be subject to the same tax treatment as under existing law.

C. Proposed amendment to section 6

1. Inequity of the formula.—If this proposal to provide a special incentive
to export trade promotion commends itself to the committee, one important
substantive change must be made in section 6 of the pending bill in order to
make inapplicable what is, in any event, an arbitrary and unrealistic formula
for allocating taxable income from the sale of tangible property between a
domestic and foreign corporation under common control. This formula would
allocate the taxable income arising from the sale of property between the two
corporations on the basis of their respective assets used in the production,
distribution, and sale of the property, plus compensation of officers and employees
attributable thereto, plus sales and other sales promotion expenses attributable
to the property.

Where the sale is between a domestic manufacturing company and a foreign
sales and service company (such as an export trade corporation) the effect of
the formula is to place on one side of the scale the entire aggregation of land,
factory buildings, machinery, and capital equipment accumulated by the manu-
facturer over a period of many years and the payroll of the entire labor force
required to operate these facilities and produce the end product. On the other
side of the scale is placed the payroll of the relatively smaller but, on the
average, more highly skilled and specialized sales and service force of the
foreign company, together with the relatively small amount of assets required
to operate a sales and service organization.

The formula would appear to be unrealistic when applied to any two corpora-
tions engaged in entirely different industrial and commercial activities. But
when applied to a manufacturing concern on the one hand and a sales and
service organization on the other it fails to recognize that the net income of
manufacturing and selling concerns is not proportionate to their respective
assets and expenses. Furthermore, it gives equal weight to assets which
subsist from year to year on the one hand and to compensation and expenses
which must be reintroduced into the economic stream each year (since they
create no asset) on the other. In addition, il treats the asset dollar, the
labor dollar, the sales dollar, the servicing dollar and the advertising dollar
as though each is productive of the same amount of income. Yet it is clear
that even dollars invested in different types of assets, such as land, buildings
and machinery, are not equally productive. If existing section 482 (under
which the burden of proof is even now on the taxpayer) does, as the Treasury
claims, permit unreasonable diversion of income to foreign corporations to the
detriment of the Treasury, the proposed amendment to section 482 would
merely create a new inequity to the detriment of the taxpayer. It hardly seems
more just to permit the Treasury to obtain tax on income which has not been
earned that it is to permit the taxpayer to escape tax on income that has
been earned.

2. Effect of formula on export trade incentive—Application of this formula
to any two companies would allocate their combined incomes between them in
an unrealistic and inequitable manner. If it were applied to a domestic manu-
facturer and its qualified export trade subsidiary it would strip all incentive
from the export trade corporation provisions. More often than not, a qualified
export trade corporation would be unable to establish “an arm’s length price.”
Foreign sales and servicing organizations are usually established by American
manufacturers to deal with products which, because of their specialized nature
or peculiar selling or servicing problems, cannot be distributed effectively by
established independent distributing organizations, and because it is necessary
for the manufacturer to keep closer control over the sales and servicing policies
than does the manufacturer of a standard product who may be in a position to
lose interest in it once it leaves the factory premises.

Furthermore, as applied to the proposed export trade corporation, if an un-
reasonable allocation of profit to that corporation should result, any temporary
loss to the Treasury will be compensated by reciprocal benefits to the Treasury
and to the economy as a whole. For each dollar of “excess” profit diverted to
the export trade corporation it would be required to spend additional sums on
export trade promotion in order to qualify the additional income for the pro-
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posed exemption and make that diversion effective. If it did not make the
expenditure, the income would be included in the gross income of the U.S.
shareholders in any event, and if it did make the expenditure our interests in
stimulating export trade would be served, and on the average, the expenditure
could be expected to produce additional sales of export products and thereby
generate additional income taxable in the United States.

3. Proposal on section 6.—Therefore, I would like to make the following addi-
tional suggestions with respect to amendment to the present bill:

(@) Whether or not the export trade promotion proposal is adopted, section
6 of the bill should be amended to the effect that the formula, when applied,
shall not be effective to reduce the taxable income of the foreign corporation
below 200 percent of its aggregate expenses.

(b) If the export trade promotion proposal is adopted but the committee does
not feel that the above limitation should apply in all cases, the above limitation
should be made applicable only to allocations of income between a domestic
corporation and a controlled foreign corporation which qualifies as an export
trade corporation.

(c) If either of the above suggestions commend themselves to the commit-
tee, the formula approach to allocation of income should be made inapplicable
to sales to a qualified export trade corporation and the principles of existing
section 482 should apply.

(d) If, instead of adopting the proposed export trade corporation amendment,
Congress eliminates from the bill the entire section 13, then the section 6 formula
should be revised to a more realistic and workable basis or it should be
eliminated. Section 6, by itself, would strip oversea trading subsidiaries of any
significant benefits by depriving them of the right to earn a reasonable profit
from their activities and subjecting them to more restrictive treatment than are
the oversea trading subsidiaries of our foreign competitors. If section 6 alone
were enacted, the effects on our export trade would be virtually as destructive
as would section 13. Therefore, if section 13 is not enacted, section 6 should
either provide that the allocable profit shall not be less than a prescribed
realistic proportion of the foreign subsidiary’s expenses or the formula should
be stricken entirely. Actually, with the increased information which will be
available to the Revenue Service under section 6038 of the code, and with more
intelligent and aggressive application of the prineciples of section 482 the Revenue
Service will have ample means to prevent the arbitrary siphoning off of domestic
jncome to oversea trading subsidiaries.

ViI. CONCLUSION

I respectfully urge your committee’s most serious consideration of the sub-
stantial benefits to our economy, our balance-of-payments position, and our
domestic employment which would flow from the export stimulus provided by
the program which I bave outlined. I am sure that this committee is deeply
concerned with the problems of maintaining our international trading position
in the face of rising foreign competition. You share with the administration.
industry, and labor the sense of urgency with which we face any prospect of
rising imports, dwindling gold reserves, and the threat of mounting unemploy-
ment. T am convinced that the proposal which I urge for your earnest consider-
ation would represent a significant force in preserving our position in a world
which is moving forward. If we do not move with it, it will move without us.

The Cramrman. The next witness is Thomas Gardiner Corcoran
of American International Underwriters.

STATEMENT OF THOMAS G. CORCORAN, AMERICAN
INTERNATIONAL UNDERWRITERS

Mr. Corcoran. Mr. Chairman, my associate is Duncan Lee, of
American International Underwriters.

My name is Thomas Gardiner Corcoran. I am a lawyer with
offices in Washington, D.C. I appear on behalf of the American
International group of insurance and insurance agency companies.
For the past 40 years these companies have specialized in applying
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modern American plans and methods in all lines of insurance to
oversea markets on foreign risks; for example, lives and property
located in foreign countries.

These American International companies now do business in most
countries and territories in the free world. Because of the growing
nationalism throughout the world which favors domestic as against
alien insurers, these companies must frequently and increasingly be
foreign corporations. They therefore are subject to the impact of
the bill before you in the provisions relating to controlled foreign
corporations.

U.S. insurance companies doing business abroad are as necessary
as U.S. banks abroad to serve American oversea business. It is ob-
viously important to our international commerce and international
position to have vigorous U.S.-controlled insurance companies operat-
ing overseas, particularly with the increased volume of international
trade we anticipate in the foreign trade bill.

If this increased demand for insurance protection is not met by
U.S.-owned companies, it will be supplied by foreign insurance.

This U.S. insurance of foreign risks which can only be carried on
in foreign countries cannot adversely affect the balance of payments.
Selling insurance in foreign countries does not take jobs away from
Americans in the United States. It is an “invisible” export of Amer-
ican services abroad, the kind of invisible export that has always
constituted one of the chief economic resources of the British Empire
through Lloyd’s and the great British insurance companies. It is
obviously therefore not an activity to be discouraged for the purposes
of this bill.

Moreover, for national policy reasons broader even than the pur-
poses of this bill, these insurance companies should be given affirma-
tive encouragement.

For a nation engaged in a cold war, its external insurance industry
is important for what it adds to our economic and political strength
wherever it reaches, as well as its inflow of ultimate profit.

Like banks abroad, insurance companies abroad, and particularly
life insurance companies, are financial institutions whose investment
practices and policies alone can influence for this Nation’s good will
and benefit the foreign communities in which these companies do
business.

Those ablest practitioners of foreign policy, the British, who have
always understood that for an international power foreign trade,
foreign investment, and foreign policy are all of one piece have for
years deliberately developed the position of their insurance companies
In the international market as one of the deepest sources of their eco-
nomic and political strength. _ ) )

With the expansion of U.S. international business since the war,
U.S. controlled foreign insurance companies have begun to compete
vigorously with other foreign companies for this oversea business.

But H.R. 10650 in its present form will, unintentionally I am con-
vinced, make it practically impossible for such U.S. companies to
compete with foreign companies for business abroad, and in par-
ticular for business written in U.S.-dollar currency.

I say “unintentionally,” because I have had indications that the
members of the House committee with the concurrence of the Treasury
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would probably have removed the problem if there had been time
for further refinement in the House.

I will now discuss briefly the most serious of problems created by
the bill’s present provisions, and changes suggested. Where necessary
the discussion will be amplified in annexes to this statement which
I ask permission to introduce into the committee’s record.

The Cumamruan. Without objection, they will appear in the record
following your oral presentation.

I. INVESTMENT OF INSURANCE COMPANY FUNDS

Mr. Corcoran. The first change which I suggest should be made to
free these U.S.-controlled foreign insurance corporations of unin-
tended disabilities is a change in sections 952 (e) and 953.

Under these sections, in conjunction with section 951(a), there is
“tax-through” of the income from certain passive investments de-
scribed as “foreign base company income.”

And there is further tax-through of the other earnings of a U.S.-
controlled foreign corporation in the amount of its increase in in-
vestments in “nonqualitied property.”

Such nonqualified property includes (among other things) all U.S.
securities and investments other than U.S. Government bonds and bank
deposits.

But these U.S.-controlled foreign insurance companies cannot cover
their commitments without being able to invest without penalties their
reserves in portfolio-type investments including U.S. investments other
than U.S. Government bonds, nor can they compete with non-U.S.-
owned foreign insurance companies which can invest freely in passive
investments and in the U.S. investment market—all to the benefit of
the balance of payments.

In this respect insurance companies are in much the same position
as banks. There is an express exception of U.S.-owned foreign banks
from tax-through on “foreign base company income” in section 952 (&)
but no corresponding exception for insurance companies.

The intent of the draftsman of sections 952(e) and 953 was quite
evidently to influence and control the direction, both as to territory
and as to types of enterprises, of the investment which a U.S.-con-
trolled foreign corporation could make of its profits without sacrific-
ing tax deferral.

However, as the sections are drawn they would similarly restrict the
investment of all the reserves and surplus of these insurance companies,
a very small part of which is profits.

Such investment in the United States both helps the balance of pay-
ments and provides capital for jobs in the United States. There is
therefore no reason to interfere with the prudent investment prac-
tices of insurance companies. Strictly controlled by the various in-
surance departments throughout the world to which the companies are
subject, and having to take into consideration stability, yield, and
diversification, such companies must assure their policy owners maxi-
mum security while obtaining the necessary income in stable curren-
cies to meet their obligations.

British, German, and Swiss competitors competing for the same
business in the same foreign markets are free to invest their reserves
in the stable U.S. economy.

?
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~ Why should not the American-owned company be equally free to
invest foreigners’ money in the United States ?

Since the prime problem is the balance-of-payments position, surely
it is in the interest of our balance-of-payments position to encourage,
not prohibit, the investment of this foreign-owned money in U.S.
securities.

It is urged, therefore, that the reserves and surplus of insurance
companies writing foreign risks be freed of the investment restrictions
of H.R. 10650 by amending sections 953 (e) (5) and 953(b) (2) to pro-
vide additional exceptions for these insurance reserves in accordance
with the recommendations of the Association of Casualty & Surety
Companies and the National Board of Fire Underwriters, filed with
this committee on April 11, 1962.

These points have been discussed with Treasury staff members who
have indicated that they understand the desirability of meeting the
problem. (Seeannex A fora fuller discussion.)

IO. INSURANCE AND REINSURANCE OF U.8. RISKS

The obvious purpose of section 952(b) (1) in H.R. 10650 is to tax
the “reinsurance” of captive U.S. business in paper foreign reinsur-
ance companies set up only for the purpose of accumulating tax free
the profits on controlled U.S. business.

The section is drafted so tightly, however, that U.S.-controlled for-
eign insurance companies doing a bona fide and substantial foreign
risk business in foreign countries are practically precluded from ac-
cepting any normal reinsurance arrangements including U.S. risks
which are not controlled business.

Some such acceptance is practically unavoidable by any foreign in-
surance company in the ordinary course of business in the interna-
tional reinsurance market.

The capacity of modern insurance business to accept almost any
kind and amount of insurance is based on a minute subdivision of risks
which is effected by reinsurance and the reinsurance of reinsurance
in the international reinsurance markets centering in Iturope. The re-
insurance is effected in this market substantially by exchanging pack-
ages of percentages of risks.

Considering how much of world business is U.S. business any pack-
age which another foreign company offers a U.S.-controlled foreign
company is almost statistically certain to include some portion of a
U.S. risk.

1t is impracticable for a U.S. company to pick over each package
of reinsurance to exclude any portions of U.S. risks or to do account-
ing necessary for tax purposes to separate its reinsurance profit on the
portions of U.S. risks from the profits or portions of non-U.S. risks.

Trying to be nontechnical in a highly technical field, I have put
the case in its simplest form only to indicate the problem because
legitimate international reinsurance is one of the most complicated
mechanisms in international commerce as well as being utterly indis-
pensable to the conduct of modern business. ' ' ‘

I suggest the comunittee consider the statement in this connection of
the National Board of Fire Underwriters and the Association of
Casualty & Surety Companies already in your record and previously

82190—62—pt. 9——4
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referred to, and specifically the proposed amendments of section
952(b) (1) and 954 (b) which these associations have offered. ]

These amendments would leave the Internal Revenue Service with
ample scope to proceed against abuse situations without injuring the
position of bona fide insurance companies. ) )

Only in recent years when Europe was temporarily short of capital
have U.S.-owned insurance companies been able to establish a real
foothold in the European market. o

In view of the closer association with Europe which we anticipate,
these companies should be able to stay and expand in the Kuropean
market. But this will be impossible if because of the present restric-
tions in the bill they are unable to do a reinsurance business in ac-
cordance with the rules by which this business is conducted in Europe.
And if they are barred from writing reinsurance these companies
cannot profitably operate even as direct insurers.

II1. DEFINITION OF “CONTROLLED FOREIGN CORPORATION

Another serious difficulty for these controlled foreign insurance
companies arises from the definition of such companies in section 954
and the 10 percent tax-through rule under section 951(b).

As financial institutions and sources of investment capital whose
investment policies are important to the economies of the foreign
countries in which they operate, they are particularly likely to need
or have foreign stockholders pressed upon them.

The American international companies are not a subsidiary opera-
tion. The principal foreign operating companies are owned by indi-
vidual U.S. citizens and foreign partner stockholders. In this respect
they represent beyond themselves a growing type of controlled foreign
corporation in which there is a foreign participation in ownership—a
participation which the State Department urges.

The problem I now describe 1s, therefore, a general problem, not
only of the American international insurance companies, but of all
controlled foreign corporations which have or may have foreign stock-
holders. It arises because during the House deliberation the defini-
tion of controlled corporation was changed from 50 percent U.S.
ownership by five or fewer stockholders (the old personal holding
company test) to simply 50 percent U.S. ownership.

Section 951(b) provides that a stockholder owning 10 percent or
more of a controlled foreign corporation (which is now described only
as 50 percent U.S. owned) is taxed through as if he had received a
dividend on his share of the earnings of the corporation irrespective
of whether he receives the dividend or could control the payment of
the dividend to cover himself.

Lesser U.S. stockholders are not so taxed and any foreign stock-
holder can have up to full 50 percent of ownership of the corporation
without being liable taxwise or being out of pocket if a covering
dividend is not declared or a forbidden reinvestment policy followed.

If the ownership of the U.S. 50 percent is so split among small
or noninterested stockholders, concentrated foreign ownership for
its own reasons can prevent the declaration of the dividend or a
reinvestment policy which would prevent taxthrough.

The 10 percent U.S. owner is vulnerable to the tax but out of
control to protect himself from its consequences. In such case he
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will have to sell down to below 10 percent to protect himself from
taxes on nonexistent dividends—and he cannot sell to other Ameri-
cans so that any of them would have more than 10 percent.

In the familiar foreign personal holding company situation with
which the foreign business community is completely familiar there
has always been applied the reasonable principle that taxthrough
will only occur if the person taxed through is in a position to protect
himself by control of the corporation.

This has become standardized in the test that the corporation must
be owned 50 percent or more by five or fewer U.S. nationals whom
it is reasonably assumed have collectively the power to declare divi-
dends or change the character of the corporation’s income.

At one stage in the deliberations in the House committee it seems
that “controlled foreign corporation” for all purposes in the bill
was so defined. When later this definition was changed to simply
50 percent owned by any number of U.S. nationals it divorced con-
trol from liability to taxthrough. The substantial but noncon-
trolling U.S. stockholder—the more-than-10 percent American who
probably best represents sensitivity to the general policy interests of
the United States and the most active owner-manager of the cor-
poration can now find himself in an intolerable tax exposure which
logically will result in passing to the strongest foreign stockholder
the real control of the enterprise started with American capital.

The strong American will have to sell down under the critical 10
percent but since no other American can have more than 10 percent
the highest and most likely market will be foreign partners who can
with tax impunity accumulate any desired percentage of ownership
and control—even more than 50 percent.

This result is not necessary to the purposes of the bill and there
is nothing to be gained from any point of view—the balance of pay-
ments, U.S. tax revenues, or the overall position of the United States
in the world—to encourage the loss to foreigners, possibly at dis-
couraged or distressed prices, of control of U.S. capital already gone
overseas under a different foreign policy from that implicit in this
bill. Nor is there any need to deny U.S. stockholders in mixed
ownerships situations as large a proportion of individual itnerest as
foreign stockholders may hold.

Several methods have been proposed to cure this situation. The
Treasury understands the need. The remedy most familiar to stock-
holders of foreign corporations would be to change the definition of
a_controlled foreign corporation for all purposes in the bill to the
old personal holding company definition of one owned 50 percent
by five or fewer U.S. persons. ‘

Annex B is a longer discussion of the problem and this proposed

solution.
IV. SECTION 6046 REPORTS

This 10 percent problem ties into a reporting problem. Since it
does not serve the overall national policy of the United States to
create unnecessarily situations where U.S. stock_holder owners have
to step out of controlling ownership of U.S. capital, it likewise does
not serve the overall national policy to create, again unnecessarily,
situations where American officers and directors have to step out of
positions in the management of mixed corporations.
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But this could follow from the provision for reports provided in
the proposed amendment of section 6046, Internal Revenue Code,
made by section 20 of the bill. For reasons more fully developed in
annex ( attached to this statement this reporting provision as how
drawn can create a situation in mixed corporations where American
officers and directors subject to reports of unlimited extent and fre-
quency will be pressed by their foreign partners to resign their officer-
ships ‘and directorships in order to protect these foreign partners
against the consequences of release of information. )

'And the foreign partners will have strong reason to acquire control
of the corporation if necessary and so prevent reporting they may
not want. The result can be that the U.S. Treasury will not get
information but that the American interest in the mixed corporation
will lose its position in the management. Five percent stockholders
who have no real power per se will be put under burdens they cannot
perform.

Section 20 of the bill in its present form is so tight that it puts
an impractical burden upon stockholders, directors, and officers of
foreign corporations, especially when these corporations can be con-
trolled by foreign associates.

The staff of the Treasury again, I believe, understands there is a
problem here. One remedy would be to require reports again only
when there is personal holding company type ownership of the con-
trolled foreign corporation; for example, ownership of 50 percent
or more by five or fewer U.S. persons, and (as explained in annex C)
to incorporate the title of section 6046 in the effective text.

V. GAINS FROM SALES OR EXCHANGES

Loss of U.S. control of U.S. capital in mixed foreign-controlled
corporations will be accelerated if there is retained in the bill the
provisions of section 16 which provide that any 10 percent American
stockholder concerned about the tax consequences of the new legislation
will have to dispose of his holdings before the effective date of this
bill or lose retroactively the benefits of the present capital gains posi-
tion which he holds and has held, possibly for decades.

If this retroactive denial of his present capital gains position—in
effect a capital levy—stays in the bill, stockholders in doubt about
selling will sell immediately to avoid the increase in tax, and it is
quite certain that many arrangements have already been made to sell
contingent upon the imminent passage of the bill. Tt is possibly
for this reason that Secretary Dillon in his appearance before this
committee indicated that he would not press for the retention of this
retroactive levy.

VI. EARNED PERSONAL INCOME ABROAD

One last point which bears deeply upon the preservation as much as
possible of American capital and its competitive position abroad is
the controversy about the withdrawal in section 12 of the bill of the
exemption for earned income of U.S. employees resident abroad.

Properly analyzed this is not a question of these U.S. citizens
avoiding their tax responsibilities or being treated as a privileged
class. It is a question of policy of whether the Nation wants effective

[ R



REVENUE ACT OF 1062 3927

management by U.S. nationals of U.S. private investment abroad,
and is willine to pay the price for it.

The extravagances of a few movie stars obscure the fact that the
safety, productivity, and the profitability of mines and plantations,
of oil wells and factories, of ships, of services like export distribution,
insurance and banking, of intelligence, and of the prestige values of
American engineering and of American medicine in foreign coun-
tries, depend upon the quality and the continual willingness of vigor-
ous and competent Americans and their families to live in the second-
class civilization which by the standards of American men and women
every other civilization now is. There are many exemptions from
taxation in the American tax law for particular ends of public policy.
Exemption for Puerto Rican citizens, as has been pointed out, is a
case i point.

Administratively the compensation of many of these individuals is
made up of many noncash items which now for the first time will be
valued for income tax purposes.

The impositions of the ceilings even now embodied in section 12
(which the Treasury wants to restrict even further), no matter how
they equate with taxes of equivalent amounts of income in the United
States, will result in a sudden diminution of the take-home pay stand-
ard of living of these individuals to a degree that would shock any
U.S. taxpayer faced with an equivalent sudden decrease in his stand-
ard of living.

If you are interested in the able management of American capital
abroad in these particular places you don’t want these people think-
ing for the next 5 years about nothing except how to make out their
first income tax.

The all important fact in the situation is that the great bulk of
these men, particularly from $50,000 down, are indispensable to the
protection and productivity of American capital invested abroad out
of all proportion to their numbers or their compensation. They will
either have to be compensated as they require or they will come home.

By the same tests of “take home” compensation U.S. capital will
be able to nor able to recruit their successors from U.S. citizens. This
is not a matter of fairness. It is a policy judgment as to the economic
value of qualified U.S. citizens supplementing the usefulness of U.S.
capital overseas. )

For a nation which consumes 65 percent of the world’s raw materials
(see Paley report) the considerations involved are not unimportant.

Two practical suggestions are offered. (1) Table 13 offered by the
Treasury to supplement the President’s tax message last year if studied
carefully will show how few abuse situations there really are.

In all the world, as the Treasury tables show, out of 39,482 people
who benefit by this exemption, there are only 246 permanent resi-
dents with earned incomes of over $50,000 and less than 4,000 with
incomes of $20,000 to $50,000.

A top limit would be set at not less than $50,000, below all of the
flagrant cases cited by the Treasury and, if Necessary, t}}e length of
residence necessary to qualify for such $50,000—to eliminate movie
star birds of passage—be raised as the bill now proposes to 3 years.

(2) A phasing-in period for whatever level would make the adjust-
ment to the first income taxes more manageable both for the individ.
uals and the employers.
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May I speak generally. Before the war I was active in the forma-
tion of the Export-Import Bank under Mr. Stanley Reed and Mr.
Jesse Jones. . . .

During the war I was not unacquainted with the operations of the
Board of Economic Warfare and since that time I have participated in
the actual formation and management of many American corporations
abroad. It has been estimated that there is now invested overseas
some 32 billions of U.S. private capital. )

In the postwar period it seemed that official pressure to press
American private capital abroad was an application of the lesson
learned during the war of how important oversea economic assets
and their tentacles were in war, hot or cold.

All of us remember the problem we had with the enormous power
of the German chemical and pharmaceutical business in South Amer-
ica.

Now, since the war, Government policy was pressing American in-
vestors to take immediate advantage of opportunities for a quick
buildup of a capital position abroad while our prewar competitors
in foreign trade and foreign investment temporarily did not have the
capital to renew or augment their capital position abroad. Quick
acquisition of a substantial capital position in producing assets abroad
could compensate for natural advantages our eventual competitors
would later have by way of cheaper labor costs and deeper concern for
foreign trade.

We now have to accept official judgment of the people who have the
responsibility, and a new foreign policy and changed attitude toward
foreign investment is required by present conditions both in respect
of balance of payments and in respect of domestic employment and in
respect of underdeveloped countries.

But it cannot be overlooked that there could be other factors now at
work which might rapidly change the factors determining either for-
eign economic policy or domestic employment prospects. New events
and new ideas might make our burden of payments overseas less oner-
ous; new events and new ideas might go further to create future
employment in the United States than the backhanded effect of the
denial of tax deferral on income of foreign investment.

Also, investment in underdeveloped countries may be doubtfully
accelerated by limiting tax deferral to underdeveloped countries.

The forward-planning businessman who expects to wait 4 or 5 years
before an investment turns into a taxable profit is not unaware that the
present distinction in the bill between developed and underdeveloped
Eoglr}tries can be changed without reference to Congress by an executive

nding.

Possibly unreasonably he feeels that an underdeveloped country
can become rapidly developed for any reasonable reason—possibly even
as an economic sanction. For instance, certain Latin American coun-
tries at present characterize as underdeveloped nations might be ac-
corded such upgrading as a matter of hemispheric discipline.

Under all these potentials while meeting the demands of the new
policy, and the problem of balance of payments, it would seem worth
taking care not to incur unnecessary impairments of capital positions
already achieved and advances already made overseas. My old boss,
Justice Holmes, used to say about the Sherman antitrust law that its
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theory was “Everyone has to compete, but no one is allowed to win
the competition.”

That compassionate policy does not exist in international trade.
There someone does win the competition and the loser loses for keeps.

Again within the imperatives of the balance-of-payments problem
and the domestic employment situation and the inexhaustible de-
mands of underdeveloped countries a tentative change of policy should
not, unnecessary force U.S. capital investment abroad into competitive
conditions in which it has to lose too long.

The CramrmaN. Thank you very much, Mr. Corcoran.

Senator Kerr ?

Senator Kerr. No questions.

The Caamman. Senator Williams?

Senator WiLLiams. No questions.

The CHAIRMAN. Senator Gore?

Senator Gore. No questions.

The CraRMAN. Senator Talmadge?

Senator TaLmapce. No questions.

The CaammaN. Thank you very much.

(The annexes referred to follow :)

ANNEX A TO STATEMENT OF THOMAS G. CORCORAN
INVESTMENT OF INSURANCE COMPANY FUNDS

What concerns me is that the U.S.-owned insurance companies will be unable
to function at all in the international insurance market and make any profit
to be available for any form of taxes unless they are able to invest their re-
serves—not their profits—free of the proposed investment restrictions. It seems
to me that such companies should be particularly favored from a tax standpoint
because (a) they originate dollars abroad to contribute to the dollar inflow
rather than outgo, and (b) their reserves invested in the United States con-
tribute to the pool of capital invested or available for investment in U.8. in-
dustry. If, as Secretary Dillon’s recent statement reiterates, the rationale
behind the proposed changes in the taxation of foreign trade is redress of the
balance of payments and increase of funds available for investment in U.S.
industrial plants, it is affirmatively desirable that the reserves of these companies
can be invested in the United States.

Despite this I am not urging that such companies be given any special favor-
able treatment regarding the taxation of their shareholders on the companies’
true profits; I am only arguing here that ‘“controlled” foreign insurance com-
panies should not be treated any less favorably than any other ‘“controlled for-
eign corporation”-—which means that the new tax impact should fall only
upon their profits. But unless the kind of amendment I am suggesting is made
as to qualified investments, H.R. 10650 goes further than that. Its tax impact
falls not only upon profits of such insurance companies but also upon their
reserves, which has a completely different significance, because insurance com-
pany reserves are completely different from the ordinary commercial company’s
profits. The result is an unjustified and possibly unintended discrimination
against insurance companies.

Sections 951 and 953 of the House bill tax through to the 10-percent stock-
holder, in addition to subpart F income, other income of a controlled foreign
company up to the amount of the stockholder’s pro rata share of the company’s
increase in investment in “nonqualified” property. notably U.S. investments. The
drafters of these sections clearly had in mind the case of a foreign trading or
manufacturing company whose only funds available for investment are its
operating profits. The drafters obviously did not consider the case of an
insurance company, much the greater part of whose funds for investment
are not profits but the reserves of its policyowners.

In respect of these reserves, insurance companies are fiduciaries. Especially
is this true in the case of life insurance, where reserve assets represent the long-
term savings of individuals. This is why these companies are usually subject
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to regulation by their local insurance cominissioner as to what investments they
may make of such funds.

Insurance companies would expect to be treated as to profits like any foreign
controlled company. But a controlled foreign insurance company should not
be subject to restrictions on the investment of its reserves as distinguished from
its profits for at least the following reasons:

1. To restrict the investment of reserves discriminates against ingurance com-
panies. Other foreign controlled corporations are ounly restricted as to reinvest-
ment of profits. You would not limit a manufacturing company as to where it
could purchase its operating assets of manufacturing materials; but the corre-
sponding operating assets of an ingurance company are its investments—an in-
surance company makes its profits substantially out of its inventory of invest-
ments as a manufacturing company makes its profits out of its inventory of
materials.

2. A U.S.-owned company must be free to invest in U.S. securities the re-
serves for its U.S dollar contracts on foreign risk or else be forced to take an
impossible exchange gamnble for its policyholders as well as its stockholders: a
life insurance company in particular cannot gamble.

3. To restrict the investment of the reserves of a U.S.-owned foreign insurance
company is especially unwarranted since the reserves of the company are not
the profits of U.8. stockholders but the property of policyowners who for the
most part are foreign nations.

4. To be competitive with foreign owned companies as to rates, regardless of
the currency of the contract, the U.S.-owned company must have the same in-
vestment freedom with respect to all of its reserves.

5. It cannot be too much emphasized that the companies we are talking about—
writing foreign risks—are not taking any jobs or capital out of the United
States or doing any business which could be done in the United States and that
on the central problem of the balance of payments they are a direct help to the
U.S. international dollar balance because they take dollars out of foreign coun-
tries and bring them to the United States. From the point of view of balance
of payments, it should surely be Treasury policy to encourage the investment of
such reserve assets in the United States.

In speaking of insurance company “reserves” which should be freely invested
I include the normal amount of surplus which an insurance company must main-
tain for the proper protection of its policyowners.

Naturally what has been said here concerning investment restrictions in
section 953 applies equally to the restriction resulting from tax-through of so-
called foreign base company income as defined in section 932(e). Since U.S.-
owned foreign insurance companies as financial institutions are in substantially
the same position as U.S.-owned foreign banks, there should be a specific excep-
tion for them in section 952(e) similar to the banking exception which appears
as section 952 (e) (5).

I have gone into this matter at some length bhecause the present investment
provisions of H.R. 10650 when applied to insurance companies produce anomalous
and unintended results which I feel can injure the ultimate purposes of the
Treasury itself and that this result should be corrected.

ANNEX B T0 STATEMENT OF THOMAS G. CORCORAN
DEFINITION OF ‘‘CONTROLLED FOREIGN CORPORATION”

Section 13 of H.R. 10650 taxes through to any ““United States person” owning
10 percent or more of the stock of a “controlled foreign corporation” (defined
in the bill as being over 50 percent owned by U.S. nationals) his pro rata share
of certain categories of the company’s income regardless of whether or not
such income is in fact received by the stockholder in the form of dividends.

This is the same treatment now accorded under present law to stockholders
of any percentage of a “foreign personal holding company” (50 percent owned
by five or fewer U.S. citizens or residents)—but with two important differences:
(@) operating income as well as the familiar foreign personal holding company
type income, i.e., dividends, interest, rents, royalties, ete., will frequently be
taxed through; (b) the foreign personal holding company ownership test has
been abandoned. The result under the proposed new legislation is that the
tax penalties upon the 10-percent stockholder have become far more severe
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and his capacity to protect himself from these penalties by complying with the
law has been reduced—to the point that he will often and increasingly be
powerless to avert them and his only practical remedy will be to dispose of his
bholdings.

The stockholder of a “foreign personal holding company” can always put
himself in funds to pay the tax-through by declaring dividends. By definition,
a foreign personal holding company is over 50 percent owned by five or fewer
U.8. citizens or residents each of whom, irrespective of his percentage of
ownership, is under the same compulsion to find the money to pay his tax-
through and who collectively, being over 50 percent, have the necessary control
to force the declaration of the required dividends.

Under H.R. 10650 a U.S. person holding 10 percent or more, but less than
effective control, in a foreign corporation is in a very different position. Per-
sonally he has a strong motive either to avert tax-through by avoiding the lines
of business and areas of investment which result in tax-through, or, if he
cannot avert tax-through, to declare the dividend which will cover his tax.
However, his company will often be controlled by fellow stockholders who have
no such motive, and frequently have opposing ones. In recent years, U.S. busi-
ness abroad has come under great and increasing pressure to take in loeal
partners, either to satisfy local legal requirements or from sheer business
necessity. And now the announced policy of the U.S. Department of State is
practically to demand local participation in American enterprises overseas.
Such foreign stockholders cannot be expected to accept the limitations of H.R.
10650 on the company's operations or investments. They cannot be expected
to pay out profits if there are favorable opportunities to reinvest them abroad—
and not just in less developed countries. The foreign businessman is reluctant
enough to pay his own taxes, to say nothing of making money available to pay
the taxes of others. The foreigner, in short, is under no tax compulsion to ob-
serve the rules of H.R. 10650. Nor are the scattered other U.S. stockholders
who hold less than 10 percent.

The substantial but noncontrolling U.S. stockholder thus finds himself in a
severe bind. The extent of this bind is not limited to suffering tax-through
without any assurance of having the dividends to pay the tax. Even if the com-
pany has in fact had no subpart F income and has not increased its nonqualified
investments, he must sustain a most onerous burden of proof to the Internal Reve-
nue Service that this is s0. Without control he may well be unable to force the
production of the corporate records he will need to do so. (Even a U.S. stock-
holder with less than 10 percent may have difficulty in proving that he is below
the 10-percent limit.) Foreign stockholders are not notoriously eager to expose
their financial affairs to the scrutiny of their own governments by way of making
disclosures to the U.S. Government. Furthermore, even if the company's business
and investments do not produce tax-through income today, there is no assurance
that the controlling majority will not change this picture tomorrow.

Obviously, no prudent U.S. businessman will any longer be able to accept the
hazards and uncertainties of a minority position in a “controlled foreign corpo-
ration.” Itis also obvious that he must and will do as a practical matter to avoid
this intolerable squeeze. Unless he controls the corporation, he will inevitably
divest himself of enough of his shares to bring himself below the critical 10-
percent limit.

This divestment is more likely to be made by sale to foreigners than to other
U.S. nationals. Where foreign partners are already in the picture they—and
frequently their governments—will apply strong pressure to give them the first
refusal of any stock the Americans have to sell. Even where at present there are
no foreign partners, there will be such pressure reinforced by announced State
Department policy.

U.S. nationals, on the other hand, will be handicapped as prospective purchasers
from the more than 10-percent stockholders who have to divest. Each of them
must be careful not to reach the 10-percent limit himself. Furthermore, the pnr-
chaser must be unrelated to the seller or any other purchaser, and it will be
inconvenient and difficult to parcel out a large holding among enough unrelated
U.8. purchasers to keep each of them ont of the danger zone.
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Most important of all, because the divested shares will be more valuable to the
foreigner can accumulate the controlling percentage with tax impunity. The
them. A single block of 99 shares which controls the company is worth far more
than the sum of 11 holdings of 9 shares each, none of which gives control. The
foreigner can accumulate the controlling percentage with tax impunity. The
American is compelled to keep his holdings well below the level of possible control.

Once started, the process of divestment is not likely to stop at the 9-percent
level. There will be many U.S. shareholders who will find that such a holding
is not worth the trouble, gince it is wholly insufficient to influence company
policy. The effective U.S. owner-management which developed the company in
past years will have been fragmented and destroyed. As foreign control in-
creases the U.S. stockholders’ reduced investment will be held at the mercy of
alien management. BEven when the company remains over 50 percent U.S.
owned, effective foreign control will be made easier by the fact the foreign
minority holding can and will be concentrated while the U.S. majority must be
atomized among small unrelated stockholders. There can be no doubt that in
many cases under this accelerating pressure of adverse tax and business con-
siderations the U.S. stockholder, even though he is under 10 percent, will drop
out of the picture altogether.

It is not suggested that all UJS. enterprises abroad will follow this process of
fragmentation and divestment. The pattern described above is most probable
in situations which may be the most desirable for the U.S. economy by bringing
into the United States a maximum of return payments for each dollar of out-
going investment, in situations in which there are foreign partners and the
control position of the U.S. stockholder is marginal. At the least it can be said
that at present enough UJS. foreign enterprises will be caught in this process
so that a very substantial segment of U.S. investment already abroad will pass
into foreign control and with it U.S. facilities for earnings abroad and U.S.
instruments of policy abroad. It can also be said that this process will accelerate
as foreign participation inevitably increases and the U.S. interest becomes more
and more a minority interest.

To prevent this result it is urged that the 'Senate Finance Committee return
to the earlier approach of the House Ways and Means Committee, which defined
a controlled foreign corporation as one owned over 50 percent by five or fewer
U.S. persons. This is a modification of the personal holding company test,
modified to include corporate stockholders, but essentially the same test that has
been tried and found workable in the past and one with which American busi-
nessmen feel familiar. The merit of such an ownership test is that it insures
that the tax pressure of the new legislation is brought to bear only upon stock-
holders who are in a position to respond to the pressure in the ways the Treasury
intends. Under H.R. 10650 as it now stands many U.S. holders of foreign stocks
will have no alternative to getting out. Presumably, the Treasury does not in-
tend to drive the U.8. investor out of the foreign field. In any case it is certain
that no responsible Congress would want such a result.

ANNEX C TO STATEMENT OF THOMAS G. CORCORAN

AMENDMENT PROPOSED BY SECTION 20(b) OF H.R. 10650 TO SECTION 6046,
INTERNAL REVENUE CODE

. The proposed amendment to section 6046, Internal Revenue Code, in H.R. 10650
is regretfully impractical and should be modified as suggested herein to insure
the maximum usefulness of the section.

As the amendment now appears it would completely rewrite section 6046 with
respect to (e¢) those who have to make returns, (b) the frequency with which
they have to make returns, and (¢) the contents of the returns.
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(a) tmd. (b). Who must report and how often.—Section 6046 in its present
form requires reports to be made by any U.S. citizen or resident who within
60 da_ys after the creation or organization or reorganization of a foreign cor-
poration becomes an officer, director, or 5-percent stockholder of the company.
Such report must be made within 90 days after such creation, organization, or
reorganization of the company.

The H.R. 10650 amendment would require reports of any such person who
was such officer, director, or stockholder on January 1, 1963, or who becomes
such thereafter, imposing in the case of a stockholder liability to report whenever
he acquires an additional § percent. The report must be made within 90 days
after the individual acquires the relationship to the foreign company which
makes him liable to report.

(¢) Content of report.—In its present form the language of section 6046 is
clear that the report relates to the creation or organization or reorganization of
a foreign corporation.

But there is no such tie-in in the proposed amendment in H.R. 10650 except
for the heading of the section, which of course has no legal effect. Except for
the ineffective heading the report can call for any information which “the
Secretary or his delegate prescribes * * * ag necessary for carrying out the
provisions of the income tax laws.”

Except for a foreign corporation that is effectively controlled by U.S. citizens
or residents, these broadened requirements now impose an unfair and imprac-
tieal burden.

Foreign corporation managements are going to assume section 6046 is going
to “fish” for approximately the same information as section 6038 for retrans-
mission to their own tax authorities whom they do not cherish.

A mere 5 percent U.S. stockholder, not a controlling stockholder, simply will
have no power to compel those who do control a foreign corporation to give him
information to comply with the Secretary's requirements which the foreign cor-
poration itself does not want made public. And for the same reasons the same
non-U.8. controlling stockholders simply will not tolerate U.S. officers and direc-
tors in their foreign corporations.

To restore the section to maximum usefulness it is therefore recommended :

1. The requirement to report be limited to situations where there is effective
control by U.S. stockholders, control according to the familiar personal holding
company ownership test; i.e, ownership of 50 percent or more by five or fewer
U.S. stockholders. Reports should only be required from stockholders within
this control group of five or fewer and from officers and directors where such
ownership exists.

2. The fact that the reports are intended only with respect to the organiza-
tion, reorganization, or acquisition of stock in a foreign corporation should be
made entirely clear by inserting such language, the language of the heading,
into the text of the section. This might most conveniently be done by making
the insert after the word “return” in the first line of subsection (a).

3. To avoid the present unnecessarily burdensome multiplicity of reports from
many individuals a single report should be sufficient to discharge the obligations
of all officers, directors, and stockholders who are liable to report.

4. In simple fairness to an individual liable to report, but without control of
the information, his personal liability should be limited to reporting informa-
tion within his possession or knowledge or under his control.

With these changes the legitimate requirements of the Treasury for necessary
information should be satisfied within the practical limits of what can be
obtained.
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Income excluded under sec. 911 of the code on returns filed in 1960 as disclosed on forms 2555, by size of excluded income and continent

Residence Physical presence Total
Continent and size of excluded
income Number | Percent Amount Percent | Number | Percent Amount Percent | Number | Percent Amount Percent
()] @ @®) (€3] 5 ®) ) @® © (10) an (12)

ALL CONTINENTS
Total. oo 39, 482 100 0 $418. 906, 940 100.0 11,232 100 0 $92, 175, 510 100.0 50, 714 100.0 $511, 082, 450 100.0
Not stated_______________________ 1,458 E: i IR (R, 73 8 8 |omo oo 1,831 b 2 I A,
Under $5,000. .. _________ 11,785 26.8 32,780, 427 7.8 2,451 21.8 6, 402, 207 69 14,236 28.1 39,152, 634 7.7
$5,000 under $10,000__ . __________ 9,076 23.0 62, 650, 725 150 4,376 39.0 32,014, 862 34.7 13, 452 26.5 94, 665, 587 18.5
$10,000 under $20,000_ _ ... __ 13,149 333 186, 718, 941 44 6 3,806 347 50, 538, 567 54 8 17,045 336 237, 257, 508 46. 4
$20,000 under $30,000_ __._._______ 3, 768 95 100, 000, 678 23.9 130 1.2 2,794, 622 30 3, 808 7.7 102, 795, 300 20.1
$50,000 under $100,000. _ 204 5 12, 991, 339 3.1 302, 945 .3 209 .4 13, 294, 284 26
$100,000 under $500,000- 35 .1 5, 835, 576 14 122,307 .1 36 .1 5,957, 883 12
$500,000 and overo ..o ) 17,959, 254 43 | e N IR 17, 959, 254 3.5

NORTH AMERICA
Total. o ool 11,199 100.0 109, 420, 551 100.0 1,166 100.0 8,398,037 100.0 12, 385 100.0 117, 818, 588 100.0
Not stated_ ... 510 b J (S, 92 (5 .7 IS F 602 4.9 |l
Under $5,000..___- 3,299 29.5 10, 894, 623 10.0 289 24.8 828,079 9.9 3, 588 29.0 11, 722,702 9.9
$5,000 under $10,000_ 3,068 27. 4 21, 447,700 19 6 464 39.8 3,171,618 37.8 3, 532 2% 6 24, 619, 318 20.9
$10,000 under $20,000_ - - 3 309 20.5 45,767,243 41 8 306 26,2 3,997, 446 47.6 3,615 29 2 49, 764, 639 42.2
$20,000 under $50,000_ - 935 8.3 25, 368, 822 23 2 13 1.1 275,266 33 948 7.7 25, 644, 088 21.8
50,000 under $100,000. 73 7 4, 603, 566 42 2 2 125, 628 168 75 .6 4,729,194 40
$100,000 under $500,000 - [ 3 755, 510 P USRSy )OS (ES 4 755, 510 .6
$500,000 and over oo ooeeeoo__ 1 583,087 : J0 ORRPRRY FEOU USSR RS USOUOVO SOV S 1 583, 087 .5

SOUTH AMERICA
Total. .. ool 9,238 100 0 121, 937, 893 100.0 1,398 100 0 13, 382, 853 100 0 10, 636 100 0 135, 320, 746 100.0
Not stated . ocomeo 226 P2 J () F 37 L N PP, 263 b2 T (OO [
Under $5,000. .- _____ - 1,761 19.1 4,786, 298 39 230 16.5 692, 055 5.2 1,991 18 7 5,478, 353 4.0
$5,000 under $10,000.___. - 1, 660 18.0 12, 697, 092 10.4 502 359 3,014,723 29.3 2,162 20.3 16, 611, 815 12.3
$10,000 under $20,000. . __ - 4,004 43 3 58, 408, 618 47.9 604 43.2 8, 044, 366 60 1 4, 608 43.3 66, 450, 984 49.1
$20,000 under $50,000_ . __ - 1, 522 16 & 39, 804, 562 32.6 23 1.6 536, 805 4.0 1, 545 14.5 40, 341, 367 29.8
$50,000 under $100,000. _ . - 51 .6 3,238, 838 2.7 1 .1 72, 597 N 52 .5 3,311,435 2.4
$100,000 under $500,000_ . - 13 .1 2, 204, 485 18 1 1 122, 307 .9 14 .1 2, 326, 792 L7
$500,000 and over._......ooo-o_-__ ) U - 800, 000 ey A PR 800, 000 .6
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WESTERN EUROPE

....................... 5,249 100 0 61, 484, 793 100.0 3,216 100 © 25, 622, 333 100. 0 8, 465 100 0 87,107,126 100 0
........................ 263 50 |ooeoo e 117 306 ooeo 380 L9 T I, I
R 1,429 27 2 3, 645, 129 5.9 843 26.2 2,067, 621 81 2,972 26.8 5,712, 750 6.6
$5,000 under $10,000. . __ R 1,195 22 8 8,971, 965 146 1,125 350 8, 643, 243 33 7 2,320 27.4 17, 615, 208 20.2
$10,000 under $20,000. R 1,746 333 24, 132, 851 30.3 1,009 31.2 14 228, 547 55.5 2,845 33.6 38, 361, 398 44 0
$20,000 under $50,000. _ 559 10.6 15, 406, 084 25.1 32 1.0 682, 922 27 501 7.0 16, 089, 006 18.5
$50,000 under $100,000. _ . __ _ 46 9 3,022, 909 4. 46 .6 3,022, 909 3.5
$100,000 under $500,000. . _ . R 1] .2 1, 375, 655 2 9 .1 1,375, 655 1.6
$500,000 and OVer. oo omooo oo 2o 4, 930, 200 8 b2 4, 930, 200 5.7
EASTERN EUROPE
Total.ooooooooo 22 100 0 152, 781 100 0 9 100.0 42, 689 100. 0 31 100 0 195,479 100 0
Notstated_______________.________ 5 b7 S R SN 1 )3 O A ) P, 6 1904 (oL
Under $5,000__________ B 5 22 7 12,378 b 55.6 18, 837 441 10 323 31,215 16 0
$5,000 under $10,000_ __ 2 2 22 2 13, 468 31.5 6 19 4 44, 326 227
$10,000 under $20,000. _ 1 10, 393 24.3 9 29 0 119, 938 61.4

$20,000 under $50,000_ _
$50,000 under $100,000_
$100,000 under $500,000
$500,000 and over__________________

Not stated. oo o

Under $5,000________ _ 2,754 28 2 7,343,036 7.0 548 16 2 1, 389, 009 4.8 3,302 251 8,732,045 6.5
$5,000 under $10,000. R 2, 529 259 15,025, 362 142 1,416 41 8 9, 685, 763 33.4 3,945 30.0 24,711,125 18.4
$10,000 under $20,000_ _ R 3, 549 36 3 51, 046, 367 48 4 1,307 38 6 17,002, 372 58 7 4, 856 369 68, 048, 739 50.6
$20,000 under $50,000__ R 665 68 17,141,256 16 3 4 1.2 830, 628 2.9 705 54 17,971,884 13.4
$50,000 under $100,000_____________ 30 .3 1,882,159 1.8 .2 31 .2 1,936,274 14
$100,000 under $500,000. . ..________ 8 1 1,394,219 13 8 .1 1,394,219 1.0
$500,000 and over-_________________ £ 3 SO 11, 645, 967 11.0 : 20 I 11, 645, 967 8.7
AFRICA

Total_.________________.__. 3,436 100 0 16, 789, 515 4,278,191 100.0 3,997 100.0 21, 067, 706 100.0
Notstated.____________.__________ 184 [S3%: 30 PRSI [V R £ (. 2" S (N I 203 {2 O
Under $5,000_ . ______ B 2,216 64 5 5,383,142 ) 492,170 99 2,378 59.5 5,805,312 27.6
$5,000 under $10,000___ _ 550 16.0 3, 969, 610 1,700, 307 39 7 773 19.3 5,669, 917 26 9
$10,000 under $20,000. _ 422 12.3 5,690,345 1,963, 515 45.9 570 14.3 7,853, 860 36.3
$20,000 under $50,000. _ 62 1.8 1,617,618 192,199 4.5 71 1.8 1,809, 817 8.6
$50,000 under $100,000. 2 .1 128, 800 . 128, 800 -6
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Income excluded under sec. 911 of the code on returns filed in 1960 as disclosed on forms 2665, by size of excluded income and continent—Con.

Residence Physical presence Total
Continent and size of excluded
i Number | Percent Amount Percent | Number | Percent Amount Percent | Number | Percent Amount Percent
1) 2 ®) [¢Y) ®) ) )] ®) ()] (10 an (12)
OCEANIA
Total oo 413 100.0 $3, 106, 696 100.0 563 100.0 $4, 480, 067 100.0 976 100 0 $7, 586, 763 100.0
Notstated_ ... oo 22 5.3 . 13 P2 N SRR FU 35 (2 PR K
Under $5,000_ . _______......____ 208 50. 4 471, 305 126 22.4 365, 556 8.2 334 34.2 836, 861 11.0
$5,000 under $10,000_ ._______._____ 60 14. 5 443,778 231 41.0 1,748, 212 39.0 291 29.8 2, 192, 990 28 9
$10,000 under $20,000_ ___.___._____ 97 23.5 1,352, 447 190 33.7 2,301, 649 51.4 287 29.4 3, 654, 096 48 2
$20,000 under $50,000. . _____._____ 23 5.6 618,392 3 . 63,6 1.4 2.7 682, 042 9.0
$50,000 undcr $100,000_ .. __________ 2 .5 115, 067 .2 115,067 1.5
$100,000 under $500,000. ... _______ 1 .2 105, 707 .1 105, 707 1.4
$500,000 and over-_ e e e i e e
COUNTRY NOT REPORTED
Total oo 149 100.0 536,345 100.0 934 100.0 7,009, 444
Not stated_ o ... [0 O [ 21 2.2 |
Under $5,000_.____ . 8 214, 516 40.0 248 26.6 61R, 880
$5,000 under $10,000. 7 64, 360 12.0 413 44,2 3,136, 528
$10,000 under $20,000. _ . 4 213, 525 39.8 241 25.8 2,990,279
20,000 under $50,000_ _ .3 43,944 8.2 10 1.1 213,152
50,000 under $100,000__ . 1 . 50, 605
100,000 under $500,000- - oo oo foooa o |ecamaoaoo .
$500,000 and 0Ver o e e e m e | e e e e
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The Cuarraan. The next witness is Mr. Warren S. Adams of the
Corn Products Co.
Mr. Adams, take a seat, sir.

STATEMENT OF WARREN S. ADAMS II, GENERAL COUNSEL, CORN
PRODUCTS CO.

Mr. Apams. My name is Warren S. Adams II. T am general
counsel of Corn Products Co. On behalf of this company, I submit
this statement in opposition to the proposals contained in section 13
(concerning controlled foreign corporation income) of H.R. 10650.
These proposals will hereinafter be referred to as the “Treasury's
lzroposals.;’ There will also be disapproving mention of section 11

gross-up).

Corn Products Co. is a U.S. corporation, the preponderantly great
majority of whose shareholders are U.S. citizens.

The company is engaged in the manufacture of food and industrial
products made from corn and other agricultural commodities. It
exports throughout the world where it can and there is demand for
its products, and, where it cannot but there is demand, it manufac-
tures and distributes locally.

The company is truly international, with subsidiaries in Europe,
Asia, Africa, Canada, Central America, and South America. As
such, it firmly believes in the freest practicable international trade,
and supports the objectives of the President’s trade expansion bill,
H.R. 9900, the principles of which, however, it believes, and here
states, are controverted by the Treasury’s proposals.

A. THE CORN PRODUCTS SITUATION

In March of this year, I had occasion to write to one of the Treas-
ury’s officials with reference to its proposals and their impact on Corn
Products Co. With apologies to my correspondent for any breach
of the proprieties—and none is intended—in revealing the contents
of a personal letter, I think I cannot better set forth this company’s
situation than to record here excerpts from that letter as follows:

#* % = Pirgt: I might start by quoting from the March 1962 Fortune article
about this company :

% % & Byt far from compounding present U.S. balance-of-payment difficul-
ties, the foreign operations of Corn Products have eased them. In the past 10
years the company has earned some $100 million overseas, of which about 70
percent has been remitted back to this country to the benefit of the U.S. inter-
unational position no less than of the shareholders.

“But Corn Products has been grinding out more than dollars abroad. It has
also been using its foreign operations as the source of ideas for expanding its
business at home.”

The article is an interesting one, and presents a pretty fair picture of the
company’s operations. We supplied basic isolated facts for the article as re-
quested, but, as you no doubt know, we would have had nothing to do with their
arrangement nor the theme of the piece.

Second : The Treasury’s tax proposals will bite this company to the tune of
%2 million a year. And, yet, I know of nothing reprehensible that we are doing
in the foreign field by way of playing games with the U.S. Treasury. We do
have a Swiss holding company stup, and it is also the repository of royalties and
fees. Here, though, let me say that: (a) The setup was not organized by us,
it was acquired in the process of our acquisition of a Swiss-Germ soup business,
which incidentally, we have brought to this country (and it is contributing to the
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expansion of the U.S. economy) ; and (b) the royalties and fees referred to are
not connected with U.S. owned or generated trademarks and services, but with
Huropean marks and services. These royalties and fees come out of high-tax
countries into Switzerland and are used to finance our total foreign operation
in developed and underdeveloped countries. Being scrutinized by the fiscs of the
foreign countries involved, these royalties and fees are only a reasonable per-
centage of the earnings of the paying companies.

We tried at one time to unwind the holding company setup, but the amount
of the Swiss tax involved gagged us. Except for this holding company situation,
our subsidiaries are, by and large, held directly by Corn Products, whose policy
with respect to its overall foreign earnings is to remit about 70 percent and plow
back the balance as “seed corn.”

Third: We are a food company primarily. This means we operate on a low
margin of profit. The $2 million added tithe referred to ahove is, as a conse-
quence, important to us, moreover, there is in Europe tremendous competition in
the food industry. We have to meet this competition and we have to invest money
in Europe in the process. For us the Treasury’s proposals mean not that we
shall no longer invest money in Europe, but that a significant part of the invest-
ments we will have to make to protect our present investment there will be more
costly than heretofore, and, thus, return less profit for remission to the United
States. To this I add that our present investment in Europe was built up on
the long established U.S. tax theory of what the Treasury’s propagandists are
calling tax deferral—which, of course, it is not. Is this tax equity?

TFourth: We have become quite disturbed about the kind of publicity that has
attended the Treasury’s proposals.

TFor example, the New York Daily News published a series of articles entitled
“Loopholes, Inc.” The articies were well publicized. Their main theme, which
was luridly embellished, was that the United States was being bilked out of
hundreds of millions of dollars yearly by American corporations who needed only
two things—“gall” (which we prefer to call courage and vision) “plus a little
thing called a foreign subsidiary.”

Having spent some 15 years of my lecal life operating in the foreign field, I can
tell you the articles provided agonizing reading. Just who inspired the articles,
is something I do not know. I do know, though, that they were monstrously
untrue as far as this company and such few others with whose foreign operations
I am familiar are concerned.

Please understand * * * that I am not mad at you or any one else. I am,
however, deeply concerned about the unfair, it seems to me, bind in which
the Treasury’s proposals will put this company. I am distressed, as a lawyer,
that a large step is being taken in the direction of taxing income that has not
been received and breaking down the theory of the separate identity of the
corporate entity. And I am disappointed at the unwillingness of the Treasury
to delineate abuses specifically and strike only at them.

B. THE INVALIDITY OF THE NEUTRALITY AND EQUITY CONCEPTS

The rationale of the Treasury’s proposals is based on the high-
sounding, but, in present context, more than dubious, concepts of
neutrality and equity. The transparency of the neutrality concept
is quite clear.

In one breath it is stated that “neutrality is a fundamental prin-
ciple of taxation in the United States.” In the very next breath the
same spokesman says “historically we have not adhered to the tax
neutrality concept as it relates to domestic and foreign corporate
mcome” (nor in other areas of taxation).

And in still another breath we are told that this fundamental prin-
ciple, which is honored far more in the breach than in the observance,
should be followed as far as investments in developed countries are
concerned, but should be disregarded as far as investments in under-
developed countries are concerned—someone in the executive depart-
ment making the determination from time to time as to which country
falls into which category—thereby determining tax rates, normally
a function of the Congress.
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. Thus, we find that neutrality is a guiding principle when one result
1s desired, but is not a guiding principle when another result is de-
sired. As a consequence, it becomes clear that the real question is
not neutrality, but, as was said in “Alice in Wonderland,” “Who is
going to be the master ?” It is clear that neutrality is not.

One is reminded of the story of the Irishman, who, during World
War 11, said, “I know we are neutral, but who are we neutral
against ¢”

In this case, it would appear to be the legitimate businessman op-
erating abroad-—who has been the best friend that the United States
has had as far as international trade and balance of payments are
concerned.

Now, this concept of equity—or its twin, equality. It is stated:

One of the most fundamental of the guiding principles in American taxation
is that there should be equality in the tax treatment of similar groups of
taxpayers.

1t seems almost monstrous pedantry to talk about equity or equality
in the tax area. The business of branches, foreign or domestic, is
taxed totally differently than the business of subsidiaries, foreign or
domestic (and the Treasury’s proposals would not attempt to treat
them the same).

And yet the same kind of business is being done by all. We do not
complain of this situation, we merely point out that it exists. Pre-
sumably they are not considered “similar groups of taxpayers.”

To seek to achieve tax equality between two taxpayers, it would
seem indisputable that the total taxes to which the two taxpayers
are subject should be examined and equated. Otherwise, it 1s like
trying to create two men equal physically by cutting off the right
arm of each to the same length. They will then be equal physically
in respect of their right arm but only in that respect.

Foreign subsidiaries have totally different tax problems than do-
mestic corporations. We do not think that equality of tax treatment
as between the U.S. corporation that operates a foreign subsidiary
and a U.S. corporation that does not is achieved by ignoring the
numerous taxes to which the foreign subsidiary is subject and for
which there is no equivalent counterpart in the United States.

In addition to differing tax problems, foreign subsidiaries face
totally different risks than domestic corporations. The two have
totally different competitive problems. In short, the two simply can’t
be equated realistically. Nor can the U.S. corporation which operates
a foreign subsidiary be equated with the U.S. corporation that does
not—and look at the hodgepodge that is created when the U.S. cor-
poration that does not operate a foreign subsidiary does operate a
domestic subsidiary and pays an intercorporate divident tax, or is
enabled to forgo paying the same by not declaring a dividend.

They are not “similar groups of taxpayers.” Tt is submitted that
proper comparisons for equality of tax treatment can be made only be-
tween the foreign subsidiary and companies competing with it abroad.
These are “similar groups of taxpayers.”

We might restate the foregoing this way. The Treasury argues
that the fact that the earnings of a foreign subsidiary of a U.S. cor-
poration are not taxed to the U.S. corporation as they are made, but
only as they are paid, whereas all the earnings of a U.S. corporation

82190—62—pt. 9——5



3940 REVENUE ACT OF 1962

that does not have a foreign subsidiary are taxed to it as they are made,
acts as an incentive to a U.S. corporation to invest in foreign opera-
tions via a foreign subsidiary rather than in domestic operations, and
presents an inequity in tax treatment to the U.S. corporation that does
not have a foreign subsidiary.

Looked at strictly from the point of view of equity between the two
corporations, the infirmity of the argument is clear. Each corpora-
tion had an equal opportunity (and would equally have had to stand
the risks thereof) of investing in foreign operations via a foreign
subsidiary.

The tax consequences to both would have been the same. Can
the corporation that chose not to take the opportunity—and the
risk—to operate abroad complain of inequity in tax treatment? Of
course not. Looked at from the point of view of investment incen-
tive, it would seem clear that all the necessary facts are not before us.
Taxation is merely one factor to be considered in making an invest-
ment. Projections of rate of return, which is the key, will not only
take into consideration U.S. taxation, but also foreign taxation, politi-
cal and other risks, competition, et cetera. All must be considered.
To operate, as the Treasury would, on one factor, U.S. taxation—in
the name of achieving equity—does not equalize, it distorts. It does
not effect equity ; it merely affects.

There is a further facet to this “equity” proposition that should not
become lost in the welter of words on this subject, and that is that most
foreign subsidiaries have been built up and investments in them made
on the basis of the long-standing and well-established principle of
taxation—referred to by the Treasury’s propagandists as the “tax
deferral privilege,” which, of course, it is not; see infra page 3718—
which has been universally applied, that no tax is due from a share-
holder in respect of the earnings of a corporation until a dividend has
been paid by the corporation. This rule is applicable as between a
domestic subsidiary and a domestic corporation, as well as between a
foreign subsidiary and a domestic corporation.

Under such circumstances, it seems the very antithesis of equity to
change this rule this late in the game. Indeed, Professor Surrey,
who is reputed to be the chief tax architect of the Treasury’s pro-
posals, said in 1959 in a burst of foregotten virtue:

* # % Should the rule that our tax may be deferred by use of a foreign sub-
sidiary be continued? On this question, tax history, the fact that the organiza-
tion of so much of our foreign investment is built on this rule, and the desirable
accommodation to international relationships which it produces, all favor con-
tinuance of the rule.

This, we would say, is a remarkably clear statement with respect to
the lack of equity of the present proposals.

C. BALANCE OF PAYMENTS AND EXPORT OF JOBS

] lI)Jet us now turn to the matters of balance of payments and export of
jobs.

As far as the balance-of-payments problem is concerned, we believe
that the many figures produced only add up to enmeshment in a gigan-
tic numbers game, and where the absolute truth lies is difficult, if not
impossible, to determine.
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The incontrovertible fact, however, and the one that should light the
way through the confusion that the mass of figures has produced, is
that the only reason that U.S. investments are made abroad is to bring
money back to the United States. And this money will be brought
back just as soon as it reasonably and intelligently can be brought
back. A Swiss franc in Switzerland fundamentally has no value to a
U.S. corporation unless that franc can be translated, in the reasonably
foreseeable future, into dollars. ’

The reason why foreign earnings are in some instances not brought
back immediately to the United States is because vision and intelli-
gence indicate that if they, too, are invested in more plant abroad they
will, in the foreseeable future, produce even more earnings to be
brought back to the United States. It seems completely anomalous in
these days and times of talk of dynamic growth and expansion that
roadblocks should be placed in the way of such growth and expansion.

In any event, and looking this situation right straight in the eye,
we would say that the Treasury’s proposals are going to have nothing
but an unfavorable impact on the balance-of-payments problem,

Doing business by U.S. corporations in Europe will be more costly,
less profitable, and then just plain less as a result of these proposals.
That does not bode well for the balance-of-payments problem. More-
over, there will be less for U.S. investment.

As for the statement that to continue to permit investments freely
abroad is tantamount to exporting U.S. jobs, we believe this to be a
false proposition and myopic in the extreme.

In our view, foreign investments create many U.S. jobs. In the
wake of operations established abroad follow U.S. made plant
and equipment, U.S. fabricated goods semifinished goods and in-
termediates, and U.S. extracted raw materials, all giving jobs to U.S.
citizens in the United States, and, incidentally, all bringing money
(U.S. tax and job generating) into the United States.

In this connection, it should be remembered that those countries
where we have our 1argest investment are our best customers. In
addition, in the wake of operations established abroad follow U.S.
scientists, U.S. technicians and other U.S. workers. This, too, means
jobs for U.S. citizens and money brought into the United States.

If concern is felt for the dearth of jobs in the United States, it is
not at all clear how obstructing the creation by a U.S. entrepeneur of
a job abroad will solve that situation. As Abraham Lincoln once
said, “You cannot make a poor man rich by making a rich man poor.”

It the climate is not right for creating a job in the United States,
the job won’t be created. If the climate is right for creating a job
abroad, the job will be created. If, however, the U.S. entrepreneur
is hindered or prevented from creating that job, the national of another
country will create it, and the money flowing from that job will flow
into the country of the other national and strengthen its economic
sinews for the increasing, intense economic competition with the
United States.

The same point can be made with respect to the theory of the present
proposals that investment money should and will, as a consequence of
these proposals, be channeled to the underdeveloped countries of the
world. Investment money will not go to underdeveloped countries
because of hampering investments in the developed countries.
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The underdeveloped countries today have many inducements for
Investment money. The reason investment money is not going there is
not because of the so-called tax deferral privilege available in respect
of earnings from the industrialized countries of Western Europe, but,
because, even with the very real tax and other incentives existing in
tthe umderdeveloped countries, total conditions for investment there are
not right.

Investment money is both timid and wary. It will not be lured to
o where total conditions for investment are not appropriate. This
:seems to be a fact of investment money life.

Moreover, if investment conditions are right in industrialized
"Western Europe, and a U.S. businessman is hindered from making an
investment there, the investment will be made by nationals of another
«comntry, who will reap the rewards of their investment for themselves
and their country.

‘D. THE PRIMARY CONSIDERATION SHOULD BE THE FOREIGN TRADE OF THE
UNITED STATES

The foreign trade of the United States, wherever it can profitably
go, should be considered of primary importance, and should not in
any way be hampered or hindered. We believe, and feel that all en-
lightened people believe, that foreign trade is the way to peace. We
believe that the standard of living and the economic strength of the
peoples of the free world are dependent upon, and enhanced by, ever-
increasing foreign trade and competition in the foreign trade field.
If an expanding and flourishing foreign trade is the ideal, and we
firmly believe it to be, this country should not even remotely be think-
ing in terms of the present proposals, which would operate as a clear
detriment to it.

The great trading countries of the world, such as Britain, Holland,
Japan, and France, recognize these facts, and all accord very real sub-
sidies to their nationals who operate in the foreign trade field. In-
deed, in certain instances these subsidies are conditioned upon earn-
ings in the foreign field not being repatriated.

It is against subsidized competitors such as these that U.S. foreign
traders must compete. The U.S. foreign trader needs understanding
of his special problem in this regard, and not the present proposals,
which, n this area, would distort even more competitive market con-
ditions already distorted by the subsidies available to competitors,

The U.8. foreign trader is not asking for a subsidy. He does, how-
ever, want, and we think he should be entitled to, all the flexibility that
the present laws give him to adapt, as his judgment dictates, to the
changing competitive conditions in his market, foreign taxes—not
United States, for they are inevitable—being one of the important
ones, subsidies to competitors being another.

It seems utterly and unspeakably wrong for this country to pursue
a policy that is opposed to the freest possible use of the money, ef-
forts, and ingenuity of U.S. entrepreneurs who have had the courage
and vision to devote their efforts to, and undertake the risks of, trad-
ing beyond the snug and secure walls of this country, and who have
produced so mightily for the United States—taxwise and every other-
wise. Isnot the free movement of goods, labor, and capital the ideal
of the Trade Expansion Act—H.R. 9900—and of a rising competitive
force, the Common Market ?
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E. COMPLEXITIES, CONSTITUTIONALITY, INEQUITIES, TREATIES, AND
LOOSE LANGUAGE

If the Treasury’s proposals are enacted, we are of the opinion that
the complexities of tax reporting in the foreign field, already aggra-
vatingly complex, would be compounded manyfold.

Today we are seeking desperately for an answer and an end to the
fantastic intricacies of the income law as it is presently constituted,
and the overwhelming blizzard of paperwork which it entails. The
proposals are more than a backward step in this regard. There must
be a better and simpler way.

In addition, there is the problem of the constitutionality of the
proposals. To tax one on income that has not been received, and, in-
deed, may never be received, as for instance, if subsequent losses wiped
out dividend paying ability, would seem to deny due process.

Morover, the problem of tax treaties is not an easy one. Certainly
the proposals would accomplish by indirection what the tax treaties
were designed to eliminate, and are, consequently, in violation of the
spirit of the treaties. These problems and the many inequities that
the proposals themselves generate—it is our understanding that there:
are many, and that the Treasury will concede this as a fact—others
have presented, or will present, to this committee.

The mention of tax treaties, however, does prompt us to call to the
attention of this committee the possibility that those countries of West-
ern Europe that have a lower tax rate than the United States may, if
the Treasury’s proposals are adopted, raise their tax rates on U.S. busi-
nesses to 52 percent. Then there will be nothing for the United States.
to tax, and no compulsion, which the proposals were to supply, on the
U.S. businessman to bring anything back to the United States.

The Treasury has countered to the effect that no government would
do this because it would hurt the businesses of their own citizens as
well, and if a special tax were levied only with respect to U.S. busi-
nesses this would be a tax treaty violation.

We think complete answer to the Treasury’s counter is found in
section 21 of the proposed legislation. This section provides that
if any provision contained in the proposed legislation contravenes
any tax treaty, then the proposed legislation shall have precedence
over the treaty. If the United States can abrogate its treaty obliga-
tions thus cavalierly—an iniquitous thing on its face—why cannot a
foreign government do the same?

We feel that the Treasury has used reprehensibly loose language in
its approach to this problem. More illustrative than anything else
of this 1s the reference to the application of the long-established rule
that no tax is due from a shareholder in respect of the earnings of a
corporation, be the corporation a foreign or a domestic corporation,
until a dividend has been paid by the corporation as tax deferral and
a special privilege. Itis not a deferral, for no tax was due. It is not
a special privilege, for it is the general taxation scheme, and has been
so since the beginning of the income taxlaw.

Coupled with talk about a tax deferral privilege is the statement
that to the extent that U.S. business abroad enjoys this so-called tax
deferral privilege, it is operating on an interest free loan from the
U.S. Government. .

What a perversion of the simple truth.
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There is no tax deferral, and there is no interest-free loan from
the U.S. Government in any proper sense of the words.

It might just as well be said that every one of us is operating on an
interest-free loan from the U.S. Government because the Government
does not take all of our income in taxes as it might well do—or most of
it if the power to tax is not quite the power to destroy—and thus, to the
extent the Government does not do so, it is loaning us money interest
free.

The simple answer is, it isn’t so—except perhaps in Russia or in
some other totally communized society.

F. GROSS-UP

A word about gross-up. This is simply another step in the
Treasury’s apparently calculated design to break down the time-
honored separate identity of the corporation, and tax that which has
not been received.

It is interesting to note that the House Ways and Means Com-
mittee states as its only reason for the gross-up provision that it is
necessary so that the taxation of a foreign branch may be equalized
with that of a foreign subsidiary. The actual fact is that this does
not accomplish equalization between the two at all. The U.S. cor-
poration operating a foreign branch enjoys many advantages not
available to the U.S. corporation owning a foreign subsidiary; for
example, the depletion allowances, loss deduction, et cetera, and will
continue to do so.

Even in this area, the Treasury propagandists have come up with
a fine shibboleth: “Eliminate the double allowance. Do not permit
both a tax deduction and a tax credit.” There is, of course, no deduc-
tion. Credit, yes; deduction, no.

G. SUGGESTIONS

We have three suggestions to make with respect to appropriate legis-
lation in this area where, unquestionably, abuses do exist. In conced-
ing the existence of abuses, however, we think it only fair and honest
that it be conceded that sufficient law exists today to meet most of
such abuses—as the shell corporation or the intercompany loan that,
in fact, is not a loan—or downright dishonesty in the failure to report
transactions.

First suggestion : Most of the abuses, we feel, are committed by, and
are only of any real value to, closely held corporations. We would sug-
gest, therefore, that the Treasury’s proposals, as substantially
amended, be confined to such corporations.

The publicly held corporations have an obligation and a desire to
pay dividends, and, for this purpose, require the remission of profits
from abroad. This should be a sufficient guarantee of their per-
formance in this regard.

_Second suggestion : This is totally unrelated to the one above men-
tioned, and is directed toward giving the U.S. corporation, with a
number of operating subsidiaries in the various countries of Kurope
flexibility in the kind of investment operations permitted in the
Treasury’s proposals.
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To accomplish this, it is suggested that the earnings of one European
subsidiary be usable in the business of another European subsidiary.
Thus, all the subsidiaries would be treated as one mutually supporting
complex.

In addition, and as a refinement, if there is a holding company in-
tervening between the U.S. corporation and the operating subsidiaries,
that it have the same privilege, any income not being used in the trade
or business of one or more of the operating subsidiaries, without re-
gard to whose earnings they are, being considered as received by the
parent U.S. corporation.

Commercially and realistically, an investment in several countries of
Europe by a U.S. corporation is a unity ; the fact of seperate incorpo-
rations being merely a convenience and a necessity as the require-
ments or provisions of local laws indicate.

As a further refinement, we might suggest that there be a 5-year
period of reckoning, inasmuch as investment moves on an annual basis
may not be wholly realistic. This total suggestion may, in final
analysis, come down to something like absolving a U.S. corporation
from the application of these proposals, which import a nightmare of
administrative complexities and financial inflexibilities, if, of its
total European subsidiaries’ earnings, say, 60 percent, are repatriated,
leaving the balance for reinvestment—the seed corn of the future.

Third suggestion: More study.

H. CONCLUSION

We ask this committee to keep in mind the fact that——

Senator Gore. What do you mean “more study”? You ought to
give us a little duration. Youmean indefinitely?

Mr. Apams. The more T read on this subject, the more my own
eyes are opened to that and I thought I had a long experience with it,
Senator.

Senator Gore. Well, you haven’t answered my question yet. What
do you mean by “more study” ¢

Mr. Apams. I think such a great deal more study is necessary that
I wouldn’t dare put a time limit on it.

Senator (Gore. Thank you very much. I didn’t think you would.

Mr. Apams. We ask this committee to keep in mind the fact that—

(1) The foreign trade of the United States—wherever that trade
can profitably go—is of paramount importance to the economic health
of this country. . )

(2) Foreign trade is highly competitive and the U.S. foreign trader
should not be hindered in the competition, nor should his maneuvera-
bility be limited, particularly when his competitors are being sub-
sidized.

(3) The main interest of the U.S. businessman in earning money
abroad is to be able to translate that money into as much U.S. money
as possible. Sometimes this is done by an immediate remittance of
earnings, and sometimes, in the judgment of the U.S. businessman,
who is best qualified to judge, it can be done better by further invest-
ment and a later remittance of earnings. But remittance is inevitable
{as is the day of reckoning with the U.S. tax gatherer).
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(4) A big thing for the U.S. foreign trader is involved in the sub-
ject proposals. (%n the other hand, a proper appraisal of the real
figures involved will show, we feel certain, that there is very little,
if anything, in the proposals as far as the U.S. balance-of-payments
problem or U.S. taxes are concerned. .

(5) Where abuses do exist—and they always will in the tax area
with rates as high as they are—these should be corrected. This should
be done on a selective basis, though, the abuses being clearly spelled
out, and not on the Herodian principle contained in the present pro-
posals. It is believed that there are adequate provisions in the law
to cope with most abuses, particularly with the advent of I.R.C. section
6038 which will bring to light many type situations heretofore undis-
closed and unknown. )

We respectfully submit that the best interests of the United States
clearly lie in more foreign trade every place, not less, and any legisla-
tion which hobbles such trade is surely bad iegislation. We urge the
committee to view these proposals with disfavor.

A perceptivity of the great destiny of the United States in the
foreign trade field, which is only possible, not inevitable, dictates
that course.

Thank you.

The Caarman. Thank you very much, Mr. Adams.

You mention that American business abroad, that the competitors
are being subsidized ; would you elaborate on that?

Mr. Apams. I beg your pardon, sir?

The Cramman. Would you elaborate on that? You state that the
competitors of American competitors abroad are being subsidized.

Mr. Apams. I had reference, sir, there to the tax treatment which a
British business, let us say, operating outside of Britain receives. It
is not subject——

The CuarrmaN. You mean subsidized by other countries, not by
this country; is that it?

Mr. Apams. That is correct; yes, sir.

The CrarmaN. Senator Gore?

Senator Gore. You stated that under the provisions of the pending
bill your company would be required to pay approximately an addi-
tional $2 million in taxes.

Mzr. Apams. That is correct.

Senator Gore. Standing alone, that figure might appear shocking.
But when viewed against the fact which appears from your 10-K
form, it is not so shocking. Your company showed 2 net income of
$80 million in 1960.

Now, as I have examined numbers of financial statements, con-
solidated and otherwise, there appear to be a few clearly identifiable
earmarks of tax avoidance schemes,

I have not detected a single one on your statement. In fact, your
consolidated statement of your operations, both foreign and domestic,
showed you paid a tax rate of almost 50 percent in 1960.

Isn’t that correct?

Mr. Apams. I believe that is; yes, sir. Of course, the $80 million
you refer to was before tax, and so far as I am concerned we are not
engaged in tax evasion or tax avoidance or any games at all.

Senator Gore. I have not alleged that you are. I think some people
are, but I have not seen anything to indicate that your company is.
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Now, in view of this fact, I wonder if you would explain to the
committee the sources of the $2 million additional tax hability.

Would it come from the gross-up or where ¢

Mr. Apams. It comes half and half. Half from the gross-up, and
half from the imputing of earnings abroad to the domestic parent.

Senator Gore. Which subsidiary ?
~ Mr. Apams. It is this Swiss holding company setup that we bought
into. We did not set it up ourselves.

Senator Gore. So, then one-half would come, if I understand you
correctly, from the gross-up provisions, and one-half from increased
tax liability due to the activities of your Swiss subsidiary?

Mr. Apsms. Right.

Senator Gore. If your company did not have so many other sub-
sidiaries, if its operations were not so great and profitable, if you had
only one subsidiary, and that was the Swiss subsidiary, and you had
only an income of $2 million, one of which remained in Switzerland,
then you would have an identifiable earmark. But since this Swiss
subsidiary is such a small part of your overall operation your overall
tax rate is approximately 50 percent. That raises an interesting ques-
tion about your Swiss subsidiary.

How long have you owned it?

Mr. Apams. About—well, when you say how long have we owned
it. Actually, it was an investment made 20 years ago, but it didn’t
become a controlled situation until 5 years ago, and even then we
didn’t take control over it until we acquired even more shares and
so I should say it become—we exercised control for the first time
about about 3 years ago.

Senator Gore. Would you identify the Swiss subsidiary ?

Mzr. Apaass. It is Knorr.

Senator Gore. What were its total assets, what was the total of
its assets, at the time you acquired control and started using it in
your management 3 years ago?

Mr. Apams. I couldn’t tell you that, Senator; actually expertises
are being made to determine how much should be paid for the last
bit of shares that we are acquiring, and those figures have run all
over the lot. Tam not familiar with them right now.

Senator Gore. Could you give me an estimate, an order of magni-
tude?

Mr. Apams. T just would be guessing right now,if I did.

Senator Gore. Would you give me an estimate of its profit accumu-
lation in the past 3 years.

Mr. Apams. Let me say that these Swiss, these subsidiaries of this
Swiss holding company were postwar enterprises engaged in by this
Swiss company, so that there hasn’t been very much accumulation
because they have all just been starting up since the war, and there
have been rather large losses.

It has only been within the last 2 or 3 years that they have become
profitable situations, and exactly what their profit is, I don’t know.

Senator Gore. Well now, if T may make a deduction from the
fact that this bill would require you to pay an additional $1 million
taxes on your Swiss subsidiary, I must conclude that it has been
substantially profitable in the last

Mr. Apams. It has, yes, indeed.
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Senator Gore. Would it be reasonable to conclude that you are
just a little late in moving in on the tax haven operation ? o

Mr. Apams. I thought I had explained we bought into this situa-
tion. Wedidnot setit up. Wedon’t even consider this—

Senator Gore. Whether you set it up or bought it, it is there, and
you have been using it for 3 years, and you have accumulated some
millions of dollars in profit. )

Have you remitted anything to the United States from the Swiss
subsidiary ?

Mr. Apams. In 1961, we had total foreign earnings of some $22
million, and I believe we remitted $21 million to the United States,
so I assume that the Swiss subsidiary must have paid a substantial
part of its earnings, too.

Senator Gore. I am not asking you for assumptions.

Do you know whether or not any of the profits, the profits of the
Swiss subsidiary, have been remitted to the United States?

Mr. Apams, T'don’t know as a fact, but I believe it is so.

Senator Gore. Would you supply this for the record ?

Mr. Apams. I would.

(Mr. Adams subsequently submitted the following information:)

Barnings since 1957 (the year in which we received control of the Swiss sub-
sidiary) was $6,800,000. The dividends to us were $5,300,000.

Senator Gore. Overall, your consolidated statement looks very good,
I congratulate you, sir. You have a successful business. You have
made enormous profits and by and large you have paid your taxes on
those profits.

But this one isolated tax haven operation, which is a comparatively
new venture for you, has not, according to your own statement, been
paying, I think, the taxes which it should pay, and it is for the pur-
new venture for you, has not, according to your own statement, been
laboring.

Now, the tax consequences of this bill to your company would not
appear to be of severe consequence. You paid the tax of many
millions of dollars at the rate of approximately 50 percent, and this
bill would perhaps bring you to around the 52 percent mark, so
I don’t really think you present a picture here of disastrous tax
consequences. You understand perfectly well, from your operations
in the high tax countries, the tax consequences would be very small
indeed. It is in the third country operation when this bill would
be effective, and you have a classical setup now, although you have
just recently started using it, perhaps with some vigor. You have a
Swiss holding company with subsidiaries in various other countries.

It is a combination of the tax deferral privilege—though you don’t
accept that term, we understand what we are speaking about; you
understand what I am speaking about when I use the term.

Mr. Apams. Ido,yes,indeed.

Senator Gore. It is a combination of the tax deferral, and the tax
haven where the abuses arise. I am glad that this is only a small
part of your operation, but I am afraid you might be tempted to
enlarge the operations of your Swiss subsidiary unless the law is
changed, as many other companies are already doing.

Mr. Apams. I can only comment to that, Senator, that $2 million is
a lot of money to us. It is a great deal of money to us.
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Senator Gore. Well, it is a great deal of money, but when measured
against $80 million income it 1s not as large as it would be for some
of the smaller companies.

Mr. Apams. Well, I just repeat, the $80 million figure you refer
to is before tax, and $2 million looms large in this company’s cal-
culations and in the minds of the many small stockholders (one-half
the shareholders of this company own less than 50 shares of stock)
to whom this company belongs. Furthermore, so far as I am con-
cerned, there is absolutely nothing reprehensible about the operations
of our Swiss holding company. I have already told you that of
$22 million of foreign income that we earned last year we have brought
back $21 million. I think in the preceding year we earned $18 million
and brought back $14 million. It just seems to me economically
wrong, where we have been able in connection with this Swiss sub-
sidiary to take money out of a high tax foreign country into low
tax Switzerland, and use that money in developing our business, that
we should not be permitted to do that.

That is the economic way to do it because all it does is make more
money available in the long run to bring back to this country.

Senator Gore. Well, it also lessens the amount of tax you pay to
this country, if the profit winds up in Switzerland. It means—iell,
this is what we are after.

You say there is nothing reprehensible; I say there is nothing ille-
gal. The party which is guilty of being remiss is, it seems to me, the
Government of the United States, in permitting this kind of law of
law to remain on the books.

Thank you very much.

The CraRMAN. Senator Bennett ?

Senator Bexnnerr. No questions.

The CramrMaN. Thank you very much, Mr. Adams.

The next witness is Mark H. Berens of the Brunswick Corp.

Is Mr. Berens here?

Take a seat, sir, and proceed.

STATEMENT OF MARK H. BERENS, ATTORNEY, REPRESENTING
THE BRUNSWICK CORP.

Mr. Berens. Mr. Chairman, I am Mark H. Berens, a partner in
the Chicago law firm of Mayer, Friedlich, Spiess, Tierney, Brown &
Platt.

My testimony today is in a dual status. First of all, generally from
the viewpoint of an attorney with experience in international invest-
ments and operations in advising a number of clients, and in particu-
lar on behalf of Brunswick Corp., which through foreign subsidiaries,
conducts manufacturing, trading, and operates bowling centers in 21
foreign countries. ) ]

My testimony constitutes the first portion entitled the summary,
and highlights a more complete statement which, with your permis-
sion, I request be inserted in the record. )

The CmarrMan. Without objection your detailed statement will
appear in the record following your oral presentation. )

Mr. Berexs. My presentation is confined to the controlled foreign
corporation provisions of proposed section 13 of the House bill, with
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some commentary on the proposed amendment to section 482, which
I think is mechanically impracticable and will bear most adversely
on enterprise that assembles abroad, thereby encouraging them to
manufacture or procure abroad. ] . )

I favor in principle the other foreign income provisions of the bill,
including grossup provision, except that I believe that the scope of
section 16 is too broad. i

The Treasury Department supports section 13 for four reasons:

1. To help improve for the next several years our balance of
payments; . .

2. To make the income tax burden neutral between investment in
the United States and investment in other developed countries;

3. Through such neutrality, to relatively encourage additional do-
mestic investment; and

4. To increase Federal income tax revenues, at least for the next
several years. .

In my judgment it is improbable that the proposed legislation will
appreciably achieve any of these commendable objects sought by the
Treasury, but rather is likely to create unintended adverse effects that
will counterbalance the desired benefits should they, contrary to my
expectations, be fulfilled.

Balance of payments effect: Tables A—6 and A-7, of exhibits
presented by the Treasury to this committee estimate that the legisla-
tion will favorably affect our balance of payments by an annual
average of $125 million lasting only 8 years, an extremely modest
result for legislation which is so complex and controversial and such
a departure from onr existing law and the tax laws of all other prin-
cipal commerecial countries.

However, it seems to me unlikely that the legislation will affect the
balance of payments even that much. The basic attractiveness of
investment opportunities in the developed countries will not be
changed by the legislation, so that American capital will continue to
flow to such opportunities unless the legislation effectively deflects it.

But the legislation does not affect investment in foreign branch
operations; nor in countries where the effective income tax rates
normally are about 52 percent, which include most corporate activi-
ties in Canada, the United Kingdom, France, and Japan, and to a
lesser extent, Germany; nor does it affect foreign investments in
which American interests do not hold voting control. Most signif-
icantly, it does not inhibit portfolio investments which, over the last 5
years, have averaged almost $1.4 billion per year, on a sharply rising
trend, of about 15 percent per year.

Thus, the Jegislation does not create neutrality between domestic
and foreign investment, but inhibits only American controlled invest-
ments in the developed countries. The result to be expected is no
significant decline in foreign investment, but a substitution of joint
venture with foreign investors and portfolio investments for American
controlled investment,

For analogous reasons I believe the legislation would have less effect
than expected in inducing dividends by controlled foreign subsidiaries.

Neutrality: Under the conditions just described, the attempt to
make our income tax neutral between domestic investment and invest-
ment in developed foreign countries cannot succeed—even if
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neutrality at the source of investment is to be preferred to neutrality
at the market where the capital is employed.

So long as income tax rates affect the availability of capital to an
enterprise, and thus indirectly constitute a genuine cost of doing busi-
ness, the competitor with a higher effective income tax rate will obtain
less of the market than he would were he paying the same income tax
rate as do his competitors in the same market.

For the most part the legislation will not create effective neutrality
between domestic and foreign investment, because American capital
can readily be invested in developed foreign areas without substantial
interference by the legislation, in such form as to actually achieve
marketplace neutrality. On the other hand it will have an unfair and
adverse affect on small concerns, exporting businesses, and established
offshore enterprises who are not so readily in a position to participate
in attractive foreign markets by entering joint ventures.

Moreover, I find it disturbing that the proposed legislation is not
truly neutral between domestic and foreign investment, but in several
major respects will subject the income of controlled foreign corpora-
tions to higher effective rates of tax than domestic income.

An inexplicable burden upon such foreign income under the bill is
the failure to attribute a loss of a controlled foreign corporation to the
domestic shareholders, just as income is attributed. This means that
a domestic shareholder could pay at an effective rate of substantially
greater than 52 percent in a given year if one foreign subsidiary has a
Ioss and another has attributable subpart F income. The same thing
can happen over a period of years with a single foreign subsidiary be-
cause of the absence of any loss carryovers or carrybacks in computing
subpart F income.

econdly, the numerous and valuable elections permitted under the
code to domestic corporations, including their foreign branches, would
be unavailable to controlled foreign corporations or their shareholders.
This, of course, includes LIFO inventory accounting, a very important
election.

Thirdly, and of particular significance is the absence of any deferral
of income of controlled foreign corporations which could not be re-
mitted because of exchange control limitations or corporate law restric-
tions that exist in many civil law countries.

Let me interpolate an example of this latter type of restriction. In
most of the civil law countries a corporation is not permitted to pay
any dividend even though it has earnings until it has accumulated
an earned surplus equal to 50 percent of its paid-in capital.

Tt is not a valid justification for this lack of neutrality, contrary to
the bill’s own premises, to contend that foreign operations can be con-
ducted through branches of domestic corporations. Nontax reasons
often require operations be by a local corporation, examples being
pharmaceutical production, food processing, and others which need
special licenses. Another nontax reason is the subsidies that are given
by foreign governments, such as Japan, to investments in that country,
which must be through a domestic corporation of the particular
country.
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DOMESTIC INVESTMENT

Even if the legislation would deter investment in developed areas,
which seems doubtful, it does not follow that funds not so invested
offshore will be invested domestically, as hoped by the Treasury.

An investment anywhere depends on the investors’ appraisal, in
light of risks, of whether the profit prospects justify the use of capital
In one way in preference to other alternatives. The low rate of do-
mestic growth in recent years under conditions of inadequate employ-
ment and relatively low interest rates is a telling reflection of investor
opinion on domestic opportunity.

1f this is compared to the situation in most of the developed coun-
tries where there has been a high rate of economic growth coincident
‘with full employment and high interest rates, it does not seem likely
that a limited measure like this will overcome fundamental domestic
investment sluggishness.

Incidentally, the Treasury’s estimate of additional domestic capital
-of $125 million per year to be made available by the bill represents
less than four-tenths of 1 percent of the average domestic private
(nonresidential) investment for the last 5 years.

Thus, for a doubtful and small domestic investment stimulation,
the legislation, if effective in deterring foreign investment, simply
would mean an abandonment of what otherwise would be the Ameri-
can investors’ share of valuable foreign markets, which now, par-
ticularly in the European Common Market area, give the greatest
opportunity for long-range achievement.

REVENUE EFFECT

If the foregoing analysis is correct, the Treasury estimate of in-
creased tax revenues from the proposed legislation is unduly opti-
mistic, especially because American-controlled enterprises will not
be stimulated, as they now are, to avoid foreign income taxes through
so-called tax haven operations.

It also seems likely that foreign countries will utilize their primary
ability to tax income at its source; the consequence of this will be
that a portion of the tentatively increased U.S. tax revenues will be
sopped up by greater foreign tax liability eligible for the U.S. for-
eign tax credit. Consider the example here of the State pickup
estate taxes to fully use the Federal estate tax credit.

Even if the intended benefits of the legislation are achieved, they
will be accompanied by a number of inherent adverse effects which I
believe are serious enough to question whether the legislation is in the
overall national interest.

1. As has been pointed out by many witnesses, the legislation will
make American-controlled investment in foreign areas less competi-
tive than foreign-controlled investment. A detriment of about 5 to
25 percentage points of tax rate will exist for any American-con-
trolled corporation operating in all but about a half dozen of the
developed countries.

Much more acute will be the competitive detriment to American-
controlled international trading, leasing, and servicing companies,
and international exploiters of intangible rights, who will be com-
peting with foreign-controlled counterparts subject to income tax at
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rates seldom over 15 percent. It is these so-called tax haven com-
panies which are the principal developers of U.S. export trade.

_1 do not understand the reason for creating this serlous competitive
disadvantage, particularly when virtually all foreign service activi-
ties, including utilities, and most foreign manufacturing, leasing, and
trading operations, do not supplant domestic enterprise, facts which
are partially demonstrated by the Treasury statistics presented to
this committee, which disclose that oversea investment increases net
exports from the United States.

I also find it difficult to understand why we would promote
minority American investment abroad inasmuch as American-
controlled foreign corporations have assisted our foreign policy, such
as by inducing cooperation in foreign areas with strategic goods em-
bargoes against the Soviet-Sino bloc.

American-controlled corporations also mean American manage-
ment controls, and an opportunity to demonstrate the actual working
of our economic system in foreign areas.

2. Correlatively, the bill severely limits the operational flexibility
by American enterprise abroad by compelling it to arrange its affairs
in such a way as to mitigate its tax impact.

Such inflexibility, which is primarily directed to multicompany
operations, will circumscribe the ability of American enterprise to
solve foreign currency exchange, customs, import licenses, turnover
taxes, and foreign income tax problems, and will thereby increase the
operating cost (as well as the income tax cost) of doing business, and
thus itself will make American enterprise additionally less competi-
tive. Here again it is the smaller enterprise abroad that will have the
least flexibility, especially those who are attempting to establish a toe-
hold abroad.

3. If the legislation is effective, the Treasury concedes that it will
damage our longrun balance of payments, and unless this detriment
is not to become permanent, this legislation must be viewed as tem-
porary, an almost unique approach under our income tax law in recent

ears.

Y Moreover, its estimated short-term advantage on the balance of pay-
wents of $125 million for 8 years is a fraction of the Treasury’s own
estimate of the long-term detriment.

4. Although the legislation surely is not likely to be very objection-
able to major competing countries such as Germany, Japan, the United
Kingdom, and France, it is likely to raise questions in Italy and Bel-
gium, where it limits American participation in their tax holiday in-
vestment programs, as to why their less developed areas are less de-
serving of assistance than those of other nations.

5. The immense complexities of the legislation will introduce un-
paralleled difficulties and costs of administration. Determinations
concerning control, source, and destination of goods; whether intan-
gible rights were “substantially” developed in the United States;
whether earnings were invested in “substantially” the same trade or
business; and whether investments in qualified property are “ordinary
and necessary,” will usually be difficult and frequently be virtually
impossible.

To this must be added the staggering problems of annually calcu-
lating subpart F income and the earnings and profits invested in quali-
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fied property of a foreign corporation under concepts of U.S. income
tax law. Compounding these are the choice of the correct exchange
rate to use for converting foreign funds to U.S. dollars when multiple
exchange rates exist. o .

Our exhibit A is a detailed compilation of administrative and tech-
nical difficulties of section 18, many of which appear to be inherent
in any approach similar to this section. ) ]

If, as the Revenue Service has publicly asserted, it has difficulty
effectively administering the present law, it is hard to see how it can
hope to uniformly administer this legislation to the end that all tax-
payers affected by it are treated equally. But, unless there is equal
treatment, there 1s not equity nor neutrality. This equity problem is
acute because of the difficulties of offshore auditing.

6. Extensive and otherwise necessary litigation would be caused by
the legislation because of serious constitutional doubts already pointed
out by others, because of the immense difficulties of factual ap%)lication,
and because of probable conflicts with some provisions of our tax
treaties.

7. The legislation would have the unusual effect of causing greater
hardship to established foreign investment, created under a long-con-
tinued tax system, than future foreign investment, which can more
easily be arranged to avoid its impact.

8. The legislation would limit the ability of funds earned in de-
veloped areas to be reinvested, without income tax, in less developed
areas. Similarly, the imputed royalty provisions for U.S. source
know-how will hit hardest in the less developed areas.

9. The provisions imputing income for the exploitation abroad of
U.S. source inventions and know-how will perversely induce a greater
amount of research abroad.

10. The requiremetns (to avoid subpart F income) that merchan-
dise not be traded betwen controlled affiliates and that it be substan-
tially produced in the country in which it is sold for ultimate con-
sumption will inevitably induce more procurement and manufacture
from local foreign sources.

It seems relevant in judging the wisdom of the proposed legislation
to compare it with how other major commercial nations tax income
from foreign sources. As shown in detail in part XVII of my de-
tailed statement and exhibit B, no other major commercial nation
taxes unremitted dividend income to domestic shareholders (other than
in personal holding company situations), nor do any have any
legislation inhibiting the use of international trading, leasing, servic-
ing, and licensing companies.

Many give special tax preferences to foreign business income. Al-
most all of these nations have much larger per capita external invest-
ment and per capita export trade than does the United States. More-
over, their tax systems persisted through balance-of-payments crises
far worse than we are now experiencing.

I should like to now point out several specific problems this bill
creates for Brunswick Corp., which problems are not unique and
which we believe are unintended.

Because of exchange control, customs, and turnover tax roblems,
the Brunswick organization is forced to lease rather than seﬁ)its auto-
matic pinsetter in certain countries, which leasing is most effectively
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done by a single entity serving a number of countries. The bill makes
such rentals subpart F income even though the leases are not to af-
filiates. We think such rental income should be treated no differently
than income from sales to unafiiliated persons, or, for that matter,
from sales to affiliated persons.

To develop the European market for American style tenpin bowling
Brunswick has commenced financing customers’ purchases of equip-
ment from it, and to this end, has established an international finance
company similar to that of domestic customer finance companies. As
such, it will be competing with commercial banks, both foreign and
domestic, whose income under the bill will not be subpart F income.
We are unable to see why the income of financing organizations, which
directly promote U.S. exports, should be treated adversely to that
of competing banks.

Although Brunswick does not operate any bowling centers in this
country or Canada, as part of its attempt to promote bowling in
Europe, it will operate numerous bowling centers there through Iocal
subsidiaries. Under Secretary Dillon’s proposal to this committee to
extend the application of section 13 to all income earned by controlled
corporations in developed countries, such income would be classified as
subpart F income and will be immediately taxable to Brunswick Corp.,
even though the operation of such bowling centers cannot compete in
any sense with economic activity in the United States. We find it
difficult to understand the wisdom of accelerating tax liability in any
situation such as this, involving the rendering of services in foreign
areas.

Most of Brunswick’s exports are in the form of finished goods for
sale to foreign customers. However, because of foreign import li-
censes, exchange control, and customs problems, it ships automatic
pinsetter components and bowling lane bedstock for assembly and
installation abroad. The application of proposed section 482(b) to
Brunswick will necessitate extraordinarily difficult and burdensome
calculations.

I do not mean to indicate opposition to the principle of 482(b),
which would substitute a pricing formula instead of an income formula
asisnow in that section. I think, however, that it will be a much more
workable approach if the pricing formula were based on a ratio of
domestic costs to foreign costs related to the particular export, rather
than based on domestic assets to foreign assets.

With three exceptions, none of the foregoing conclusions will be
changed should all income of controlled foreign corporations in de-
veloped nations be subject to immediate U.S. income tax as proposed by
Secretary Dillon. If that should be enacted, there will be slightly less
complication in administering the legislation, but the competitive
position of controlled American business abroad will be much more
seriously affected, as would our longrun balance of payments.

It seems to me that there exists an exceptionally strong case for
caution in taxing unremitted earnings of controlled foreign corpora-
tions, which are genuine operating entities. The bill would overturn
a 40-year-old system of taxation, under which considerable foreign
investment has been made, and would be unique among nations. The
Treasury states in its presentation to this committee that important
economic data pertinent to the legislation is rudimentary or not avail-

82190—62—pt. 9——=86
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able. Experienced international investors, businessmen, and advisers,
including accountants and lawyers, unanimously, so far as I know,
believe that the legislation will not achieve the benefits it seeks, but
on the contrary will severely hamper the ability of American-con-
trolled investment to compete in most of the developed nations, which
are and for the near future will be the best foreign markets. I do not
think legislation should ignore such qualified opinion.

I strongly urge that section 13 be deleted from the bill except for
the problem of offshore insuring of American risks. )

In part XX of my statement I recommend a series of alternative
solutions to some of the problems toward which section 13 is directed—
if legislation is in the opinion of this committee to be immediately
adopted concerning these problems. Underlying each recommenda-
tion is the object of preserving the ability of American business to
fully participate in foreign markets, which section 13 as now drafted
would not do.

Let me add that one of my proposals is quite similar, in fact almost
identical, to that made by Senator Javits earlier this morning, and
that is to delete all of section 138 in favor of an extension of the
provisions of 531 to foreign income.

In fact by chance, I agree with all his provisions subject to one
additional suggestion: under section 531 there now is a presumption
that a holding company is unreasonably accumulating surplus. This
applied to a foreign holding company, I think, would create an
unintended effect, because the intermediate foreign holding company
misnamed, I believe, a tax haven company and misidentified as a
sham tax avoidance operation, performs a function in permitting a
great deal of flexibility in conducting foreign operations, such as
to avoid exchange control problems of foreign countries. Thus, with
that one exception, I would wholeheartedly agree with Senator Javits’
proposal as a way of selectively curing a problem that exists today
without hurting American competition abroad.

Thank you.

Senator Gore (presiding). Thank you very much, the committee
appreciates your presence.

The detailed statement referred to follows:)

DETATLED STATEMENT

I

The Treasury Department has given four principal reasons in support of its
proposal to tax U.S. shareholders on unremitted income of controlled foreign
corporations derived from developed countries :

(1) To help impr(_)ve for the next several years our balance-of-payments ;

(2) To make the income tax burden neutral between investment in the United
States and investment in other developed countries ;

(8) Through such neutrality, to relatively encourage additional domestic
investment; and

(4) To increase Federal income tax revenues, at least for the next several
years.

. To these might be added the purpose of relatively encouraging investment
in 1es_s developed nations through continuing most of the existing system of
taxation tp the income earned in such areas.

In my judgment it is improbable that the proposed legislation will appreci-
ably achieve any of these commendable objects. Rather, I believe there is
st.rﬁng ev1tdegc<le thatttl;lhe éegislation will create unintended adverse effects that
will counterbalance the desired benefits should they, cont y -
tions, be realized. v TATY to my expecta
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IT

The Treasury concedes, and the statistical materials it has presented to this
committee demonstrate, that its proposals will adversely affect our balance of
payments in the long run. Tables A-6 and A-7 show that a favorable balance
of payments will only exist during the first 8 years. During these 8 years the
Treasury estimates the average favorable balance to be about $125 million
annually. This estimate is a net calculation of a decrease in foreign investment,
an increase in dividend payments to meet accelerated tax liabilities of share-
holders of controlled foreign corporations, and a decline in net exports due to
curtailed foreign investment.

It is difficult for me to understand why the Treasury so vigorously seeks
legislation which it estimates would improve the balance of payments by such
a small amount.

There are convincing indications that the legislation will not affect the balance
of payments at all. The attractiveness of investment opportunities in the de-
veloped countries, apart from U.S. income taxes on such investment, remain
unchanged. Therefore, capital will continue to flow to such opportunities unless
the legislation effectively limits it. But the legislation does not affect invest-
ment in foreign branch operations; nor in countries where the effective income
tax rates normally are about 52 percent, which for most activities includes
Canada, the United Kingdom, France, and Japan, and to a lesser extent
Germany ; nor does it affect foreign investments in which American interests
do not hold voting control. Most significantly, it does not inhibit portfolio
investments which, over the last 5 years, have averaged almost $1.4 billion
per year, on a sharply rising trend. Thus, the legislation does not create
neutrality between domestic and foreign investment, but inhibits only American
controlled investments in the developed countries. The result to be expected
is no decline in foreign investment, but a substitution of joint ventures with
foreign investors and portfolio investments for American controlled investment.

Moreover, there will be an introduction of serious but nebulous antitrust
problems because of the use of such joint ventures.

To the extent that future investments are not affected by the legislation,
there will be no pressure to remit dividends from such investments. As to
existing investments which fall within the scope of the legislation, there will
be pressure toward increased dividends, but the extent to which this will actually
result in inereased dividends depends on the appraisal by U.S. shareholders
of whether it is preferable to pay the U.S. income taxes on income of a foreign
subsidiary with funds from the subsidiary, or to pay such tax liability with
domestic funds and leave the funds abroad as retained earnings to capitalize
on investment opportunities.

111

The proposition that U.S. income tax should be neutral between domestic
investment and investment in developed foreign areas raises a pair of funda-
mental questions. The first is whether the income tax should be neutral in the
place of the source of the capital, or should it be neutral at the place where
the capital is employed.

Although arguments can be made on both sides of this question, actually it is
almost wholly theoretical. So long as income tax rates affect the availability of
capital to an enterprise, and thus indirectly constitute a genuine cost of doing
business, the competitor with a higher effective income tax rate will obtain less
of the market than he would were he paying the same income tax rate as do his
competitors in the same market. But if American capital can readily be in-
vested in developed foreign areas without substantial interference by the legis-
lation, in such form as to achieve marketplace tax neutrality, the legislation will
not create effective neutrality between domestic and foreign investment, except
to the extent that it inhibits American enterprise, particularly smaller concerns,
export operations, and established enterprises, which are not in a position to
readily enter joint ventures, from participating in an attractive foreign market.

Expressed differently, if we assume (which we must for analytical purposes)
that all other costs are equal, if one competitor in a particular market has a
higher income tax cost, he will be less competitive, and thus the American enter-
prise subject to a 52-percent rate will, in the long run, obtain less of the market
than he would were he paying say 40 percent as do his competitors. American
capital then has only the choice of giving up part of a foreign market which it
otherwise could capture, or to invest in a form unaffected by the proposed legis-
lation. Accordingly, the neutrality of the legislation is illusory.
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The second question is whether the proposed legislation is actually n.eutral
between domestic and foreign investment. As now drafted, it most surely is n_ot,
but subjects foreign income of controlled foreign corporations in several signifi-
cant ways to higher effective rates of tax than domestic income.

The most serious and inexplicable discrimination against such foreign income
under the proposed legislation is the failure to attribute a loss of a controlled
foreign corporation to its domestic shareholders. This means that a particular
shareholder can pay at an effective rate of greater than 52 percent in a given
year if one foreign subsidiary has a loss and one has attributable subpart F in-
come. The same thing can happen over a period of years with a single foreign
subsidiary because of the absence of any loss carryovers or carrybacks in com-
puting subpart F income.

Secondly, the numerous and valuable elections permitted under the code to
domestic corporations will be unavailable to the controlled foreign corporation
or to its shareholders. These include the investment credit proposed in this bill.

Thirdly, and of particular significance is the absence of any deferral of
income of controlled foreign corporations which could not be remitted because
of exchange control limitations of many countries, or corporate law restrictions,
such as mandatory surplus reserves of a proportion (usually half) of paid-in
capital, common in most civil law countries.

The failure of the proposed legislation to provide true neutrality, consistent
with its own premises, is not exonerated by the fact that foreign operations can
be conducted through branches of domestic corporations, because nontax reasons
often demand that an operation be conducted by a local corporation. This is par-
ticularly true for pharmaceutical manufacturing, food processing, and other in-
dustries which either require special regulation or which are entitled to local
subsidies. It is also true that local corporations, even though foreign owned,
sometimes are more readily acceptable to their potential customers.

Iv

The object of the legislation least likely to be realized, in my opinion, is that
the deterring of controlled foreign investment will increase domestic investment
by a significant amount. Even if the legislation would deter investment in
developed areas, which is doubtful, it does not follow that funds not invested
offshore will be invested domestically, as hoped by the Treasury. All invest-
ment, no matter where made, depends on the investors’ appraisal, in light of
risks, of whether the profit prospects, after income taxes, justify the use of
capital in one way in preference to other alternative investments. The low rate
of domestic growth in recent years under conditions of inadequate employment
and relatively low interest rates has been a telling reflection of investor opinion
on domestic opportunity. If this is compared to the situation in most of the
developed countries, where there has been a high rate of economic growth
coincident with full employment and high interest rates, it does not seem likely
that a limited measure like this would overcome fundamental domestic invest-
ment reluctance.

Incidentally, the Treasury’s estimate of additional domestic capital of $125
million per year to be made available by the legislation represents less than four-
tenths of 1 percent of the average domestic private nonresidential investment
for the last 5 years.

It is also noteworthy that the average corporate return, after foreign income
taxes, on all investment in Western Europe and Canada has been 10.7 percent
for the period 1953 through 1960, while domestic corporate return, after U.S.
income taxes, has averaged less than 7 percent in recent years.

v

If we are correct in our analysis that most future American foreign invest-
ment will not be affected by the legislation, it follows that the increase in tax
revenues from the legislation estimated by the Treasury is overly optimistic.
Also, it appears that the Treasury’s calculations on revenue effects have ignored
the probability that if earnings in developed areas are subject to immediate
American taxation, American controlled enterprises will no longer seek to avoid
foreign income taxes through tax haven operations, the result of which will
be that a portion of the tentative increased U.S. tax revenues will be sopped
up py greqter foreign tax liability eligible for the U.S. foreign tax credit.
Similarly, it seems that the Treasury has ignored the likelihood that some
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foreign countries will take advantage of the situation by canceling tax holiday
agreements with American controlled companies, or will increase dividend with-
holding taxes on remittances to American shareholders, which for some coun-
tries would require tax treaty renegotiation or unilateral amendment. We have
heard that some Swiss cantons are looking at the proposed legislation as a
windfall.

VI

Even if the intended benefits of the legislation are entirely fulfilled it will
cause a number of adverse effects which are serious enough, in my opinion, for
this committee to hesitate in recommending enactment of such drastic and con-
troversial legislation. The adverse effects, all but one of which will occur
whether or not the hoped for benefits are achieved, include the following:

(1) Make American-controlled investment in foreign areas less profitable than
foreign-controlled investment ;

(2) Impose inflexibility in the structure and operation of American-controlled
enterprise abroad, which means less ability to effectively compete;

(3) Create serious long-run balance-of-payment problems;

(4) Risk adverse reactions in some foreign countries;

(5) Introduce unparalleled difficulties in administration and compliance with
the new legislation ;

(6) Induce much litigation, factual, constitutional, and treaty interpretation:

(7) Affect existing controlled foreign corporations more severely than new
investment;

(8) Indirectly suppress investment in less developed countries;

(9) Encourage offshore research and development to avoid the impact of the
royalty imputation provisions on the offshore exploitation of U.S. source patents,
copyrights, and exclusive formulas ; and

(10) Encourage more foreign procurement and manufacture to avoid incurring
subpart F income when merchandise is traded between affiliates and is not sold
for ultimate consumption in the country where it is deemed to be manufactured.

VII

Economists, businessmen, and investors now generally gree that income taxes
directly affect the ability of an enterprise to retain earnings and attract outside
capital, and, therefore, profoundly affect in the long run its share of a particular
market. In an indirect sense, income taxes become a true cost of doing busi-
ness. This is particularly evident when enterprises competing in the same mar-
ket with the same product or service are subject to differing rates of tax on their
incomes. For analytical purposes, it must be assumed that all nontax costs are
equal, in which event it follows that the enterprise with the lower effective
income tax rate will have at least a longrun competitive advantage, through
which it can increase its share of the market by greater ability to retain earn-
ings and attract outside capital for expansion of working capital or facilities
and for research. In some circumstances it can exploit its tax advantage
through lower prices. In most of the developed countries, the effective tax
rates (for domestic income) are from about 5 to 25 percentage points below the
American corporate rate, which means that if this legislation is adopted, Ameri-
can investors in the long run must either divest themselves of their majority
position in foreign corporations operating in developed areas or retain a smaller
portion of the market than they would if their tax cost were equal to com-
petitors in the same markets.

This choice is even more acute to the extent that the legislation inhibits use
of international trading, leasing, and service companies, or of companies ex-
ploiting intangible rights on an international basis. Such so-called tax haven
companies must compete with foreign-financed enterprises performing the
same type of activities at rates seldom exceeding 15 percent. It is these types
of international companies that most effectively have developed U.S. exports
in competition with foreign-made products.

One of the subordinate justifications of the Treasury for the legislation is
that the curtailment of foreign investment might reduce displacement of
American exports which otherwise would be made if it were not for such
foreign investments. This argument cannot apply to services, including utilities,
which cannot be exported from the United States, but must be performed
locally. Likewise, as has been demonstrated by many examples and by common-
sense, it does not apply to many manufactured goods, which, because of such
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basic factors as labor costs, customs duties, transportation costs, import restrie-
tions, must be manufactured locally for local sale. The choice then is not
whether American exports will be displaced, but the proportion of the market
that American-controlled capital will occupy in developed foreign countries.

I cannot see that it is in our national interest to induce American investment
operating in developed areas to be customarily in a minority position. Ameri-
can-controlled foreign investment has meant greater cooperation of foreign
enterprise with American policies, as for example the very noticeable pressure
in other countries to cooperate with the U.S. embargo of certain trade with the
Soviet-Sino bloe.

Equally important is that American shareholder control of foreign enterprise
means American management control. If we believe that our form of capitalistic
enterprise is superior not only to the Communist system, but to the old line
capitalism still rather prevalent in many Western nations, we ought to be will-
ing to let it display its effectiveness and dignity abroad. This has important
value in developed as well as less developed nations.

VIII

The corollary to the preceding adverse effect is the creation of inflexibility
of American enterprise abroad. We have mentioned that the legislation en-
courages minority participation or portfolio investment abroad. Similarly, the
numerous provisions of the legislation, particularly those directed against inter-
national trading, leasing, and servicing companies, and international exploiters
of intangible rights, means that American businessmen must structure their
international corporate organization and arrange their foreign operations so as
to avoid, to remain as competitive as possible, the higher tax rates imposed by
the legislation. Such artificial arrangements are both inevitable and costly,
and themselves make American enterprise abroad less competitive. Here again,
it will be the smaller enterprises that will be hurt most by such inflexibility.

This compelled inflexibility will not only inhibit competition with foreign
controlled enterprise, but will also make it more difficult for American enter-
prise in foreign areas to meet, without direct Government assistance, Commu-
nist economic challenges which portend to become more widespread and dis-
ruptive.

X

Possibly the most obvious adverse effect of this legislation is the long-run
constrictions in the balance of payments, an effect which the Treasury’s pres-
entation to this committee shows will occur after 8 years. How is it advanta-
geous to solve a short-run balance-of-payments problem in a manner which ad-
mittedly will aggravate the same problem in the long run? Such a solution
will be particularly detrimental if the curtailment of foreign investment should
reduce exports more than the very modest figure estimated by the Treasury.

The dubiousness of this solution becomes more pronounced from the view-
point of the sources of our balance-of-payments deficit. Department of Com-
merce sources show that during the period of 1950 through 1960 our total pay-
ments deficit has been $25,780 million, classifiable as follows :

[In millions of dollars]

Government :
Economic grants (including pensions and other transfers) _______ (26, 397)
Military expenditures._________________________ . __ (27, 420)
Net Government capital outflow_______________ 1 (6, 564)
Income on foreign investments________________ 2, 707

Net capital defieit____________________ _________________ (3, 857)

Net Government defieit_________________________________ (57, 674)

1 Including subscription of $1,375,000,000 to IMF.
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Private:
Exports of goods and services, and domestic travel__ 206, 378
Imports of goods and services, and foreign travel___ (174, 917)
Net trade surplus_—__________ e 31, 461
Direct private investment________________________ (12, 025)
Income on direct private investment_.______________ 20, 545
Surplus from direct investment.. ___________________________ 8, 520
Private portfolio investment______________________ (9, 497)
Income on portfolio private investment____________ 3, 352
Deficit from portfolio investment____________________________ (6, 145Y)
Net private remittances___ o (5,445)
Net private surplus__._____________________________________. 28, 391
Unrecorded transactions (surplus)___.____________________________ 3, 503
Total defieit__ - (25, 780)

If the solution of this payments deficit is to be confined to the private sector,
the curtailment through tax legislation of direct (or controlled) private foreign
investment does not seem the best choice, inasmuch as it is the only category of
capital transactions, governmental or private, which, with the income from it, has
produced a favorable payments balance in the last decade.

In appraising the value of American direct investment abroad, it is noteworthy
that the Treasury table No. 2 discloses in the period of 1953 through 1960,
earnings, after foreign income taxes, on direct investment in all industries in
Canada and Western Europe averaged 10.7 percent, and earnings on manufac-
turing investment in those areas averaged 13 percent. This manufacturing
return of 13 percent is higher than the return of 12.5 percent for the same period
for the less developed areas of the world. Although we do not have entirely
satisfactory figures, this appears to be substantially higher than the average
return on foreign portfolio investment.

X

A nebulous but important effect, will be the reaction of foreign nations to the
legislation. These will be based on the interaction of the legislation with tax
treaty obligations: with other treaty obligations, including OECD and GATT;
with international concepts of extraterritorial jurisdiction to tax; and with
tax holiday programs in developed countries ; the consequence of being classified
as ‘“‘developed” or ‘“less developed” economically; the gradual decline in the
foreign scene of American controlled enterprise: and in general the neomer-
cantilism of the legislation and its conflict with long established and well pub-
licized policies of our Government.

So far as our research can determine, the only conflicts of section 13 with
the letter of existing tax treaties between United States and any of the de-
veloped countries are situations where an individual or corporation has dual
residence status or the nationality of a partnership is doubtful. These con-
flicts will create no serious problem if the rule of section 7852(d) of the code is
retained, as asked by Secretary Dillon, whereby treaties override conflicting
provisions of the code, although if our Revenue Service is going to litigate
these apparent conflicts, as Secretary Dillon indicates, there may be some
adverse reaction.

The legislation, we believe, however, putatively is contrary to the spirit of
bilateral tax treaties; to the principles set forth in paragraph 5 of article XX
of the fourth report of the Fiscal Committee of the Organization for Economic
Cooperation and Development, of which the United States is a member and
Committee participant; and to concepts limiting jurisdiction to tax recognized
by most nations, all of which assume that no nation has jurisdiction to tax in-
come of a foreign corporation that was not derived from sources of the taxing
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state. Although the taxation of U.S. citizens, corporations, or residents on
unremitted income of foreign corporations is not a tax legally and directly on
the foreign corporation itself, nonetheless in substance it is a tax measured
by the income of an entity, created under the laws of another nation, over which
the United States has no taxing jurisdiction. The Treasury has stated to this
committee that such a tax will likely induce the payment of dividends by the
foreign corporation which otherwise would not have been paid, and, therefore,
the measure is explicitly intended to affect the activities of a foreign entity.
Such taxation by indirection does not seem. consistent with our treaty obliga-
tions or with our national policy of promoting the international “rule of law.”

This country has been one of the world leaders in the promotion of free trade
epitomized in GATT and by the current tariff legislation sponsored by the
administration. Similarly, since World War II it has promoted in numerous
ways the free flow of capital among nations by its support of such things as the
International Monetary Fund, the European Payments Union, the Organization
for Buropean Economic Cooperation, the Common Market, and the Organization
for Economic Cooperation and Deveopment. The OECD Treaty, of which the
United States is a member, states in article 2(d) some of its principal objects
to include:

“pursue their (members) to efforts to reduce or abolish obstacles to the ex-
change of goods and services and current payments and mainiein end extend
the liberalization of capital movements.” [Emphasis supplied.]

It does not seem comsistent to simultaneously promote the free movement of
goods while inhibiting the free movement of capital, or of encouraging other
nations to eliminate as soon as feasible exchange control restrictions, while si-
multaneously enacting tax legislation which is explicitly an attempt to curtail
important capital flows. Such inconsistency seems likely to jeopardize the con-
fidence of other nations in our leadership toward greater economic integration
of the Western nations.

Closely related to the foregoing is the tacit proposition in this legislation
that certain countries have become sufficiently developed so that we will be
justified in curtailing further American investment in them. This is hard to
explain when the highest per capita income of any of the developed nations is
about 55 percent of our per capita income, and the average per capita income
of the developed nations is only about 40 percent of our per capita income. It
is also difficult to justify in light of the most economic allocation of the Western
‘World’s resources, when interest rates of the developed countries generally are
substantially higher than American interest rates, indicating a surplus of
capital in this country relative to the remainder of the Western World. Thus,
the legislation is calculated to slow the further economic development of cer-
tain countries, all our close allies, even though their economic living standards
remain far below, and capital needs are much greater than ours.

As we previously mentioned in a different context the curtailment of
American-controlled enterprise in the developed countries will reduce op-
portunities for such enterprise to demonstrate its inherent capabilities and
value to people of other nations. American enterprise in the developed nations,
as well as in the less developed nations, has done much to build genuine respect
and friendship toward our business institutions and methods of operation.
Such enterprises have greatly inhibted the ability of Communists and others
to misrepresent the actual workings of American enterprise.

It would be an exaggeration to contend that the aforementioned effects
of the legislation in foreign nations are going to create unmitigated criticism
of our policy. In most countries some of these irritants may be counterbalanced
by the approval of the legislation by foreign entrepreneurs, who will signifi-
cantly benefit by a relatively improved competitive position. This is par-
ticularly true of such nations as the United Kingdom, Germany, and to a lesser
extent France, Sweden, and the Netherlands, which compete internationally with
our industry. Switzerland, and other tax haven countries which have numerous
genuine international headquarters, are most likely to view the legislation as a
windfall because they will be able to readily renegotiate tax agreements with
American-controlled enterprise to increase the local income tax take. Possibly
the only countries that will have a serious reaction are Italy and Belgium, whose
tax holiday programs for certain depressed areas will be hampered by the
reduction of American-controlled capital available. Other countries that might
object are ones like Australia and New Zealand which generally welcome all
American capital.
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XI

The immense complexity of the proposed legislation can only occasion immense
and unprecedented difficulty and cost of administration and compliance. The
administration of section 18, as now drafted, would require, to mention a few of
the worst, regular determinations: whether a foreign corporation is “controlled”
at any time during the year; whether a taxpayer directly or indirectly owns
10 percent of the voting power or total value of the shares of a controlled foreign
corporation ; whether patents, copyrights, and exclusive formulas and processes
were ‘“‘substantially developed, created, or produced in the United States”:
amounts of royalties to be imputed to exploitations of such U.8. source intangible
rights; whether fees are for services or for the exploitation of intangible prop-
erty rights; where the ultimate destination of goods is; where certain goods
are deemed to have been manufactured; whether earnings are reinvested in
“substantially the same trade or business”; and whether investments in prop-
erty are “ordinary and necessary” to the active conduct of a trade or business
S0 as to be “qualified property.” Xach of these determinations normally will be
difficult and costly, and frequently will be virtually impossible.

To these complications must be added the staggering problems of calculating
“subpart F income” and “earnings and profits invested in qualified property”
of a foreign corporation within the meaning of U.S. income tax law. Even on
an annual basis and with books kept under American accounting practices, this
is a most difficult job. It can become unsolvable when it involves determina-
tions of many years and is based on books kept under foreign accounting concepts
and practices. If subpart F income and earnings and profits are to he computed
under standards of American Federal tax accounting, as a practical matter
it requires a separate set of books, but these will not have been kept by a foreign
enterprise during the period prior to when it becomes American controlled.

Attached to this statement as exhibit A is a detailed list of technical and
administrative difficulties which are a part of section 13 as now drafted, some
of which appear to be inherent in any approach such as that of the proposed
legislation.

Compounding these practical difficulties is one seldom mentioned, which is
the rate for converting earnings and profits in foreign currency to the equivalent
in U.S. dollars. This is not the problem of changes in exchange rates from the
time the income is earned to the date it is converted; rather, it is the problem
of multiple exchange rates. Is the official rate to be used, or the officially
approved free rate, or the officially ignored black market rate, or the switch
rate?

Apart from the difficulty and costs that these complexities will cause both
to the Revenue Service and to taxpayers, the complexity of itself will inevitably
preclude uniform enforcement of the provisions. TUneven application or en-
forcement of tax laws is not tax neutrality nor is it just. This is not a theoreti-
cal danger, because the Revenue Service has indicated that it is now having
difficulties enforcing the relatively uncomplex existing tax provisions relating to
foreign income.

The goal of uniform enforcement is likely to be further frustrated by the
difficulties of auditing records located in foreign countries, and this stituation
is going to create severe temptations to report a minimal amount of income
of controlled foreign corporations through such typical and easy means as
expensing capital expenditures, accelerating depreciation, deferring income,
and excessively conservative inventory accounting. Such ease of deception is
going to give an additional advantage to the unscrupulous, again hardly a gain
in true tax neutrality. <

XI11

Another undesirable effect of the legislation will be extensive and otherwise
unnecessary litigation which will follow from the administration of such
complex legislation, from the serious doubts as to its constitutionality, and from
probable conflicts mentioned in part X with some tax treaty provisions.

It seems quite likely that cases will test the guestion whether unremitted
income of foreign corporations is income within the 16th amendment, as interpret-
ed in Fisener v. Macomber, 252 U.S. 189, 217, 219 (1920), or collelatively, whether
it constitutes an unapportioned tax on property contrary to article I, section
9, clause iv of the Constitution. The fact that losses of controlled foreign
corporations will not be attributable to the shareholders will also raise issues
under the due process clause of the fifth amendment, and this and the multiple-
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tax treatment of shareholders of foreign corporations in developed areas, of
domestic corporations, and of foregn corporations in less developed areas, will
likely raise issues under equal protection concepts which have been incorporated
into the due process clause of the fifth amendment.

XIII

This legislation has the unusual effect of causing greater hardship to estab-
lished foreign investment than future investment simply for the reason that,
with section 367 of the code and section 16 of the bill, it will be much more
difficult for an established foreign enterprise to convert its structure and
operations to reduce the impact of the legislation. As a practical business
matter, an existing enterprise may be very reluctant to divest its holding to a
minority position.

X1V

The bill inadvertently also curtails investment in less developed areas. It
does this by partially limiting the use of funds from developed areas without
first paying full U.S. income taxes. Moreover, in his testimony to this committee,
Secretary Dillon has proposed that no funds from developed areas should be
available for less developed without payment of U.S. income tax. The provi-
sions prohibiting the international exploitation of intangible rights applies most
severely to the less developed countries. Finally, the imputation of income from
the exploitation of U.S. source patents, copyrights, and exclusive formulas and
processes is going to have the most serious impact on operations in the less
developed countries, which must rely heavily on U.S. source invention and
know-how.

XV

It should also be appreciated that the subjecting to immediate U.S. income
tax imputed income from the foreign exploitation of U.S. source patents, copy-
rights, and exclusive formulas and processes, pursuant to proposed code sec-
tion 952(a) (1) (B) and 952(c), will create definite pressures for American
enterprise to conduct research offshore.

XVI

Similarly, it should be understood that the provisions in the proposed legisla-
tion regarding international trading encourage more foreigm procurement and
manufacturing abroad so that American controlled enterprise can avoid in-
curring subpart F income when merchandise is traded between affiliates and
is not sold for ultimate consumption in the country where it is deemed to be
manufactured. See proposed sections 952(a) (1) (C) and 952(e) (2).

XVII

In adjudging the wisdom of the proposed legislation, it seems relevant to in-
quire how other major commercial nations tax income from foreign sources. To
this end we have done research and have consulted with tax specialists in Bel-
gium, Canada, France, Germany, Italy, Japan, the Netherlands, Sweden, Switzer-
land, and the United Kingdom. Although several of these countries have provi-
sions equivalent to our foreign personal holding company sections, none taxes
unremitted profits of foreign subsidiaries controlled by citizens, residents, or
domestic corporations. None has legislation inhibiting in any way the use of
so-called tax haven companies. A number of countries grant additional and
important tax advantages to foreign source income. For example, Sweden and
the Netherlands exempt income of a domestic corporation earned through an
autonomous foreign branch, and Germany, Belgium, Italy, and Sweden tax such
foreign branch income at reduced rates. Asis well known, the United Kingdom,
through its oversea trading company legislation, allows a domestic corporation
to be free of tax from foreign source income. Germany permits tax reduction
for domestic corporations operating in less developed areas even though such
income is not earned through an autonomous foreign branch ; it also may reduce
the usual tax on dividends from subsidiaries operating in such areas. Japan
allows up to an 80-percent exemption for export income. Canada, the Nether-
lands, and Switzerland exempt dividends from controlled foreign corporations
from any corporate income tax liability, and Belgium, Germany and Italy tax
such dividend income at reduced rates. In addition, by recent legislation, Ger-
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many grants a domestic corporation a deduetion in computing its income in an
amount equal to one-third of certain foreign investments in less developed areas,
which deduction, however, must be returned to income over a 5-year period
commencing the third year after the deduction was taken.

Attached as exhibit B is a chart summarizing the taxation of foreign source
income, and income tax benefits accorded by other major commercial nations to
foreign investment.

The practices of these nations seem particularly significant in light of the
fact that the per capita export trade and per capita external investment of each
of them (except foreign investment of Japan) is respectively larger than, in most
cases several times, our per capita export trade and investment. Moreover, these
nations have permitted these tax advantages for foreign investment during pe-
riods in which their balance of payments was relatively far worse than is ours
now.

In this context, Secretary Dillon has vigorously argued that the proposed tax
legislation is no more onerous than the currency exchange controls which limit
foreign investment of many of the other developed nations. We believe that the
Secretary’s sources have failed to distinguish between the letter of the exchange
control law and regulations and actual practices under them. While it is difficult
to accurately generalize on this point, it is probably fair to say that, except at
times of great crisis, the principal commercial nations (with the exception of
Japan) have rather liberally permitted external business investment, particu-
larly controlled investment, although they have been very rigorous in curtailing
foreign portfolio investment. The pending tax legislation aims in the opposite
direction.

XVII

An interesting standard for judging the legislation is whether it would be
constitutional under the commerce clause or either the equal protection or due
process clauses of the 14th amendment for a State to attempt to tax its resi-
dents or domestic corporations on unremitted income from a foreign corporation
(i.e.,, of another State). Although we are unable to find anything closely in
point, reference to the principles enunciated in several lines of Supreme Court
decisions regarding both State taxing jurisdiction and State regulation of bank-
ing raises some doubts whether a State would be permitted to enact legisla-
tion such as this. If the practical principles embodied in the commerce clause
and the equitable principles embodied in the due process and equal protection
clauses have a validity that transcends the geographical area of the United
States, we think that legislation which might contravene such principles should
be adopted only with the greatest circumspection.

XIX

It the benefits sought by the Treasury in section 13 are achieved as it ex-
pects, they will be accompanied by the adverse effects that we have described.
In this event, it is not clear at all that the legislation is beneficial. If, in ad-
dition, the legislation fails, as I expect it will, to achieve its intended pur-
poses. the result will be wholly detrimental.

Such possibilities suggest caution in passing legislation as this. Also sug-
gesting caution is the fact acknowledged by the Treasury in its presentation
that crucial data regarding the economic effect of American direct private
investment abroad is not reliable, particularly as to the net export effect
of investment abroad. Also suggesting caution is the fact that the proposed
legislation would overturn a 40-year-old system for taxing the income of foreign
corporation only when it is remitted, in reliance of which billions of dol-
lars have been invested by American enterprise abroad. Also suggesting cau-
tion is that no other nation has seen fit to enact legislation similar to this.

XX

A eritique such as this ought to conclude with some positive recommendations.

(@) Until more pertinent economic data are available, and some sort of con-
sensus has been reached concerning the effects of the legislation, it would seem
wise to delete section 18 from the legislation, except to the extent that it is
deemed necessary to retain its provisions pertaining to offshore insurance and
reinsurance of U.S. risks, and possibly the exploitation by controlled American
corporations of intangible rights, such as patents, copyrights and know-how,
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actually owned by a citizen, resident, or domestic corporation. Provisions in-
hibiting these types of tax avoidance should be approached under section 482,
although the offshore insurance problem could alternatively be solved by sub-
jecting premiums to a withholding tax at an appropriate rate on the theory that
such premium is gross income of a determinable nature.

(b) If more stringent legislation is deemed necessary, the tax acceleration
provisions of section 13 should not be applicable to international trading, leas-
ing, and servicing activities, because to do so simply means less American con-
trolled international trade, and an inducement to offshore procurement and
manufacture of goods destined for foreign markets.

In all events, the legislation should exclude the operations of controlled for-
eign commercial financing companies, and similar lending institutions, just as it
exempts commercial banking.

The legislation also should provide a greater certitude concerning the classifi-
cation of less developed nations, particularly as to when the removal of a na-
tion from such classification might oecur. We would suggest an approach in
terms of the relationship of the per capita national income, or similar standard,
either relative to the United States or to other nations. We would couple this
with at least a 3-year, but preferably a §-year, period from the date of an
announcement to the effective date that a country was removed from less
developed status.

(¢) A much less desirable alternative approach would be to couple the con-
cepts of section 13 with the enactment of legislation providing for an oversea
trading corporation (or group of corporations) with exemption from U.S. tax,
so long as substantially all of its earnings were from sources outside the United
States, or from the export of goods and services from the United States. Such
corporation (or group) would have freedom to reinvest such earnings itself (or
themselves) or through controlled subsidiaries or affiliates without payment of
U.S. taxes so long as the reinvestment was used offshore in any active trade
or business or for the promotion of the export of goods and services from the
United States. Protection against excessive deferral of dividends could be
provided through an undistributed profits tax along the lines of existing section
531.

The principal advantages of this approach are the granting of adequate juris-
diction to the Internal Revenue Service over foreign business activities, while
simultaneously permitting controlled American enterprise to compete on equal
terms with foreign controlled enterprise in foreign markets. This approach
readily could eliminate the distinction between developed and less developed
nations.

ExXHIBIT A

ANALYSIS OF SUBSTANTIVE AND TECHNICAL PROBLEMS UNDER SECTION 13 OF
H.R. 10650

Section 13 of H.R. 10650 would amend the Internal Revenue Code to provide
that certain undistributed income of controlled foreign corporations shall be in-
cluded in the income of U.S. shareholders in the year the income is earned
by the foreign corporation, whether or not it is distributed. The amounts on
which U.S. shareholders are taxed may be classified as (1) Subpart F income,
and (2) profits considered as being distributed. Subpart F income is, in gen-
eral, certain reinsurance income, certain patent, etc., income, and certain
passive income (dividends, ete.) and sales income unless reinvested in less de-
veloped countries. Profits considered as being distributed are the profits of
foreign corporations, including foreign manufacturing corporations, except to
the extent that such profits are invested in qualified property. Qualified prop-
erty is limited to property which is ordinary and necessary for the operation
of present (but not new) foreign business, or property reinvested in less de-
veloped countries.

Section 13 of the bill introduces into the code a body of new taxing provi-
sions (revolving around the concepts of subpart T income and profits considered
ag being distributed) which are extremely complex and in some respects novel.
The provisions contain a substantial number of defects, ambiguities and in-
equities which will cause taxpayers and the Internal Revenue Service serious
difficulties and lead to extensive litigation. While some of the defects can be
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cured by improved drafting, others appear to be inherent in any such complex
taxing concept.

Some of the problems created by the proposed amendments are described
below.

SUBSTANTIVE DEFECTS WHICH MAY CREATE INEQUITIES, HAVE ADVERSE ECONOMIC
EFFECTS, OR CREATE ADMINISTRATIVE PROBLEMS

(1) Section 951(a) imposes tax on U.S. persons who own 10 percent or more
of the stock of a controlled foreign corporation. Thus, tax would be imposed on
persons who may, in fact, have no control over the policies of a foreign corpora-
tion because they own a relatively small percentage of the stock of such corpora-
tion.

(2) Section 951 (c) provides that a U.S. person who is a qualified shareholder in
an electing foreign investment company (a company which has elected to dis-
tribute 90 percent or more of its income) shall not be required to include in his
gross income for such taxable year the subpart ¥ income of such company.
However, it would seem that such a shareholder would be taxed under section
951(a) (1) (B) on any increase in earnings invested in nonqualified property for
such year. Since section 1247 provides that an electing foreign investment
company must distribute at least 90 percent of its earnings, which would there-
fore be taxable to the shareholders, it seems inequitable that the shareholders
should, in addition, be subject to taxation under section 951(a) (1) (B) on any
retained amounts which are invested in nonqualified property. This would be
particularly true as to any year in which the foreign investment company
liquidates qualified property.

(3) Sections 952(a) (1) (B) and 952(c) create a distinction between patents,
copyrights, and exclusive formulas and processes having a U.S. source and
those which do not have a U.S. source. Income from U.S. source patents, copy-
rights, and exclusive formulas and processes is treated as subpart F income and
subjected to tax. This distinction would have the effect of encouraging re-
search abroad in order to avoid the punitive provisions of this act as respects
patents, etc., of U.S. origin. We do not believe it is desirable to create a tax
climate which encourages business to do its research work outside the United
States.

(4) Section 952(a) (3) provides that the subpart F income ‘“shall not ex-
ceed the earnings and profits of such corporation for such year.” While help-
ful, this provision is not sufficiently broad to avoid inequities and double taxa-
tion, as shown by the following examples :

Example 1
Subpart F income (before taking into account section 952(a) (3) ——-—__- $5, 000
Corporate losses from other foreign activities (6,000)
U.S. source income O 4, 000
Total earnings and profits for the year___ —_ 3, 000
Amount taxed to corporations because of its U.S. source income________ 4, 000

Amount taxed to U.S. shareholders (assuming section 951(b) is

inapplicable) _ 3,000
Total amount subject to U.S. tax - 7,000

Ezxample 2

Corporation A (a U.8. person) owns 100 percent of corporation X, which in
turn owns 100 percent of corporation Y, both X and Y therefore being controlled
foreign corporations. In 1963, Y has $1,000 of subpart F income which is taxed
directly to A. In 1964, X has subpart F income of $2,000, other types of losses
of $1,000, and a dividend from Y of $1,000. It is clear under section 956(b) that
X’s subpart F income does not include the dividend from Y. However, except
for this dividend, Y’s earnings and profits for the year would have been $1,000,
and the amount of subpart F income taxable to A would have been limited to
this amount. However, because of the $1,000 dividend from Y (which has
previously been taxed to A), X’s earnings and profits for the year would be
$2,000, and thus the entire subpart F income would be taXed to A. In other
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words, for the 2 years A would be taXed on $3,000, even though the consolidated
earnings of both X and Y were only $2,000.

(5) No adjustment appears to be made in connection with the subpart. F
income calculation under proposed code section 952(c) for rentals or royalties.
actually paid by the controlled foreign corporation to its U.S. parent as a result
of “use or other means of exploitation by the controlled foreign corporation’™
under section 952(c) (8). The effect appears to be that even though the con-
trolled foreign corporation has paid a completely fair rental or royalty for the
use of a U.S. patent, its U.S. parent corporation which has received such royalty
or rental income will also have subpart F income equal to the fair royalty or-
rental income for such patent, thus resulting in double U.S. taxation to the
U.S. parent. In this connection, it should be pointed out that proposed code
section 952(c) (2), which provides an adjustment for expenses, does not appear
to provide relief from such double taxation. Proposed code section 952(c) (2)
provides that such expenses shall not include “any production, manufacturing,
or similar expenses incurred in the use or other means of exploitation of snch
property or rights” and royalty or rental payments by the controlled foreign.
corporation to its U.S. parent would seem to be within this exception.

(6) The definition of ‘“foreign base company sales income” contained in pro-
posed code section 952(e)(2) would appear to be deficient in the following-
respects:

(@) In order to meet the less than 20 percent test of sections 952(e) (2)
and (6), with resulting exemption from tax, or to avoid the exceeds 80 percent
test of section 952(e) (6), which results in full taxation, foreign companies.
would be encouraged either to (i) curtail their purchases from their U.S.
parent, or (ii) expand their foreign production operations. Either alternative
would tend to decrease U.S. exports. The second would also tend to move
additional capital abroad in order to finance the production of items previously
produced in the United States. Thus, it would seem that the bill might have
an adverse effect on both our balance of payments and our domestic employ-
ment.

(b) The accounting problems involved in determining the amount of income
derived from sales of those items which give rise to foreign base company
sales income would be unduly burdensome and, in many cases, impossible. In
this connection, it should be noted that a given product (which does not, in
itself, constitute a product manufactured by the controlled foreign corporationy
might contain some components purchased from a related entity and others
purchased from outside sources. Furthermore, a given component might be
purchased from both sources and identification might be impossible.

(¢) The “use, consumption, or disposition” test contained in section 952(e)
(2) (B) would present considerable difficulties and, for many companies, would
be virtually impossible to apply. The test would seem to apply if, at any time,
any use, consumption, or disposition of the property takes place outside the
country in which the foreign subsidiary is created or organized. A given article
might be used in several different ways in several different places during its
life. For instance, a piece of luggage sold by a foreign subsidiary organized in
country X to a resident of country X might be used on a vacation in country Y.
Similarly, a piece of construction equipment might also be used in many differ-
ent countries. A component part sold by a controlled foreign corporation to
another company for incorporation into a completed product and resale, would
appear to be used by the second company and also by the ultimate consumer of
the completed product. By the same token, any given article might be sold (i.e.,
disposed of) several different times and in several different countries in the
chain of distribution from the controlled foreign corporation to the ultimate
consumer. It would seem to be impossible for a controlled foreign corporation
(let alone, the U.S. shareholders) to make the required determination. In this
connection, it should be noted that the required information must be known at
the end of the corporation’s taxable year.

(7) Under section 952(e) (8), the income of a foreign corporation whose
principal activity consists of owning and leasing a plant to a related foreign
corporation would be considered foreign base company income. For local
property tax reasons, separate foreign corporations frequently own plants
operated by related foreign manufacturing companies. Under this section,
the income of the real estate company will be taxed to U.S. shareholders, whereas
?his would not have been the case if the foreign manufacturing company owned
its own plant. Here again, this bill places foreign corporations owned by
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U.S. interests at a disadvantage, since they cannot operate and finance foreign
plant expansion in the same method as other foreign concerns.

(8) Proposed code section 952(e) (5) provides that the income of banks and
corporations controlled by banks is excluded from the term “foreign base com-
pany income.” It does not seem equitable to deny this treatment to other
lending institutions and loan companies, including finance companies established
by manufacturing companies to finance the purchase of their products.

(9) Proposed code section 953(b) (2) (A) provides that the term ‘“qualified
property” includes money or property located outside the United States which
is ordinary and necessary for the active conduct of a qualified trade or business.
Innumerable difficulties will be experienced in determining what is “ordinary
and necessary” for a particular business on a property-by-property basis. In
this connection, it should be noted that withdrawal of any money or other
property, particularly from less developed countries, may be blocked. Since
proposed code section 953(b) (2) (A) relates to property located outside the
United States, it will give rise to numerous troublesome questions as to the
“location” of property, particularly intangibles.

(10) Subsections 953(b) (2)(C) (i) and (3) (A) (ii) refer to corporations
engaging in business “almost wholly” within a less-developed country. This
concept of “almost wholly” appears to be new to tax legislation and undoubtedly
would give rise to considerable litigation to determine what it means. Also, the
requirement that a foreign corporation operate almost wholly within a less-
developed country or countries would, as a practical matter, seem to preclude the
use of branch offices outside less-developed countries, and thus restrict their
operations. A similar problem exists with respect to the use of ‘“substantially
the same trade or business” and ‘“substantially the same U.S. persons” in sec-
tion 953(b) (3) (A). The House report (p. A-98) indicates the first term is
intended to prevent the use of untaxed earnings to “diversify” the business.
This could result in unreasonable interpretations, since it might, for example,
mean that if a foreign electronic manufacturer diversified its line of products,
it would not be engaged in substantially the same business. As to the second
term, the House report says that the “substantially the same U.S. persons” test
will be satisfied if the new shareholders are “other U.S. persons whose relation-
ship indicates that there has been no substantial change in interest,” citing as an
example stock acquired by an heir of a deceased owner. This again appears to
be an unnecessarily restrictive interpretation. It would seem to indicate that
even if 50 percent of a corporation is owned by the identical U.S. shareholders
during the 5-year period, the corporation would not be controlled by substantially
the same U/S. persons if there was a change in ownership of the remaining U.S.
shares.

(11) Because of section 953(b) (5), a controlled foreign subsidiary operating
in a less-developed country would have an economic interest in having such
country remain economically less developed. Such a contrelled foreign sub-
sidiary should receive the benefits of operating in a less-developed country, at
least for some definite and substantial period of time. Such an assurance would
be consistent with our present foreign policy.

(12) Proposed code section 953(b) (5) purports to give the President the power
to effect tax results by means of Executive order. This hardly seems appro-
priate. The making of laws, as well as the rates and provisions included in
that process, are a prerogative of Congress, not the President. This might
raise constitutional problems.

(13) Proposed code section 954 defines a controlled foreign corporation as a
corporation which is more than 50-percent owned by U.S. persons on any day
during its taxable year. This is in contrast to section 951(a), which imposes
tax upon the person owning stock of a controlled foreign corporation on the last
day of the taxable year. The “any day” provision easily could become a trap,
particularly in view of the presence of complex constructive ownership rules.
Furthermore, once determined, it would seem that there is no real assurance that
such control would continue in future periods. Newly organized corporations
may be particularly vulnerable to the “any day” requirement. The “any day™
provision also appears in sections 951(b), 954(a), 954 (b), and, in certain situa-
tions, might impose impossible tracing and administrative burdens.

(14) Proposed code section 954(c) permits a reduction in the percentage
ownership in a foreign corporation to which proposed code section 953 (b) (2) (C)
applies below 50 percent where a lesser percentage is required under the laws
of a less-developed country. In many foreign countries, the percentage owner-
ship permitted to foreigners will vary from industry to industry and with the
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particular needs of the country at the time the required permits and authoriza-
tions to do business are requested. In most instances, there is no specific leg-
islation which determines the ownership which foreign interests will be per-
mitted to acquire, and the extent of ownership is a matter of negotiation with
the officials of the foreign government in question. Thus this provision will be
extremely difficult to administer.

(15) Proposed code section 955(b) (4), relating to attribution rules, could
cause considerable difficulty since, in many cases, it could make it virtually im-
possible to tell whether or not a given foreign corporation was a controlled
foreign corporation within the meaning of proposed code section 954. For exam-
ple, a foreign corporation X is owned by U.S8. corporation A and a foreign cor-
poration Y, each owning precisely 50 percent. This is a very common arrange-
ment in foreign operations and is specifically designed so that neither A nor Y
will have absolute control over the operations of X. Yet, X will be deemed
to be a controlled foreign corporation if a U.S. person, perhaps a competitor
of A, acquires one share in Y directly, or perhaps one share in a company
which owng one or more shares of Y. It would seem that unless Y is very
closely held, there could be serious risk that X might be a controlled foreign
corporation. As a practical matter, U.S. corporation A will have no way of
ever knowing whether or not X is a controlled foreign corporation unless, of
course, its competitor buys one such share and sees fit to advise it in order to
make certain that it has all the disadvantages of subpart F. In this connec-
tion, it should be noted that the competitor would suffer no disadvantage since
it will own less than 10 percent.

(16) In proposed code section 957 the foreign tax credit allowed in relation
to earnings of a controlled foreign corporation included in the gross income of
a U.S. person is limited to a U.S. person which is a domestie corporation. While
this is consistent with the existing rule of section 902 it does not seem to be
congistent with the operation of proposed section 951 wherein other U.S. persons
such as individuals, estates, trusts, and partnerships, could also have included
in their gross income income of a controlled foreign corporation.

(17) Subpart F purports to tax certain of the income of a controlled foreign
corporation, but it makes no provision for losses of such a corporation. This
seems highly inequitable. If the U.S. persons are to be taxed on income, they
ought to be entitled to deduct corresponding losses. Certainly any losses sus-
tained should be carried forward and used to offset any income in subsequent
years before any amounts are taxed to U.S. persons. This is particularly im-
portant in foreign operations, for losses can greatly exceed those in the United
States. The recent expropriation, without adequate compensation, of assets
in Cuba is a good example.

18. The Internal Revenue Code imposes a series of limitations, such as section
367, on the reorganization of foreign structures. It would seem that in view of
the vast changes made by the present bill, and the need to reorganize foreign
operations as a result thereof, section 367 should be amended to permit, as a
minimum, a tax-free liquidation under section 332 of existing foreign corpora-
tions.

TECHNICAL DEFECTS WHICH MAY CREATE INEQUITIES, HAVE ADVERSE ECONOMIC EF-
FECTS OR CREATE ADMINISTRATIVE PROBLEMS

(1) Section 952(a) (1) (C) provides that “net foreign base company income”
will not be taxed to the shareholders unless five or less U.S. persons own more
than 50 percent of the foreign corporation’s stock. It is not clear when this
ownership test is to be applied, nor is there any provision for proration of in-
come in the event the relationship should exist for less than the full year.

(2) Proposed code section 952(c) (1) (B) refers to “any U.S. person which
* % * owns or controls, or is owned or controlled by, or is under common owner-
ship or control with, the controlled foreign corporation.” Control does not seem
to be defined for this purpose. A similar problem appears in proposed code
section 952 (e) (2).

(8) The definition of “foreign base company sales income” contained in pro-
posed code section 952 (e) (2) does not make it clear (as it is in the committee
report, p. A-94) that it does not apply to the purchase and resale of materials
or parts which are incorporated by a controlled foreign corporation into a
manufactured product (including certain assembled products). The committee
report indicates that this is not deemed to be a purchase and a sale of the same
property within the meaning of proposed code section 952 (e) (2).
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(4) Section 952(e) (4) provides that foreign base cox'npany incomeé does not
include any income derived from insurance of U.S8. risks or income from U.S.
patents, copyrights, ete. However, section 952(e) (6) (B) provides that if the
foreign base company income (before any deductions) exceeds 80 percent of the
corporation’s gross income, ‘“‘the entire gross income shall be taken into account
in determining foreign base company income.” Thus, it would dppear that such
insurance or patent income could be included in subpart I income twice—once by
reasons of sections 952(a) (1) (A) or (B), and again by reason of sections
952(a) (1) (C) and 952 (e) (6) (B).

(5) It is not clear under section 953 (a) (2) whether a shareholder’s pro rata
share of the corporate earnings invested in nonqualified property at the close
of the preceding taxable year is to be prorated on the basis of his stock owner-
ship at the close of the current year or the preceding year. If the latter is the
case, 2 shareholder could be subject to tax under this section merely because he
increased his stock interest during the year.

(6) It is not clear under section 953(a) (2) (A) whether the earnings invested
in nonqualified property at the close of the preceding year could be reduced
below zero by reason of distributions during the year to which section 956 (c)
applies.

(7) Section 953(b) (2) (C) provides that certain investments by controlled
foreign corporations in other foreign corporations constitute “qualified property.”
One of the requirements is that the controlled foreign corporation own 10 percent
in its own right and, together with four or fewer U.S. persons, own more than
50 percent of such other corporation. However, the attribution rules of section
9535 for determining stock ownership are not made applicable for this purpose.
It would seem that this should be done.

(8) Section 954(a) applies where more than 50 percent of voting power rests
with U.S. persons. Thus, by its basic terms, ownership of all U.S. persons is
aggregated. Assuming a need for constructive ownership of some type, the con-
structive ownership rules of section 955(a) seem to be more appropriate than
the constructive ownership rules of section 955(b). Under section 955(a), the
U.S8. person is deemed to own any stock held in the name of a foreign entity,
and this would appear to be a sufficient safeguard. Section 955(b) contem-
plates attribution between U.S. persons and therefore logically should not be
applicable to section 954, since the five-person rule is inapplicable.

(9) In line 9 of proposed code section 954(b), on page 123, the word “indi-
vidual” should be inserted in front of the word “residents” in order that resi-
dent foreign corporations’ property outside of the United States is not included.

(10) Proposed code section 955(b) (1) appears to contain a drafting error in
connection with the removal of nonresident alien individuals from the construc-
tive ownership provisions. Section 955(b) (1) provides that stock owned by
nonresident alien individuals shall not be attributed under section 318(a) (1) (A).
It is significant that section 318(a) (1) (B) deals with adopted children. Thus,
under section 955(b) (1), stock owned by a nonresident alien adopted child may
be attributed to his U.S. father, whereas stock owned by a nonresident alien
child is not. Such an interpretation would be supported by section 318(a) (4)
where the reference is made to section 318(a) (1) instead of gection
318(a) (1) (A).

(11) Proposed code section 955(b) (3) purports to do away with downward
attribution after there has been an upward attribution from a partner, bene-
ficiary or stockholder to the partnership, estate, trust or corporation. Thus,
what is meant by “indirectly”? Conceivably, it means atiribution from an
entity which is owned by the partnership, estate, trust, or corporation in ques-
tion. If this is the case, this should be clarified so that section 955(b) (3) is
not circumvented through the term “indirectly” in sections 955(b) (2) (A) and
955(b) (2) (B).

82190—62—pt. 9——7



ExHIBIT

B

Pazation of foreign income to domestic corporations by selected foreign nations

Taxation of undis-
tributed profits of

foreign corporations|

(not a personal
holding company)

Foreign personal
holding company

Taxation of dividends of
foreign corporations to
domestic corporations

Credit or deduction
for foreign taxes

Taxation of business in-
come earned abroad
by domestic corpora-
tions

Special provisions

cent or more corporate
shareholder.

duced rates.

2 4 ()] 6) ()]

No. oo Yes; of very limi- | Rate reduced from 31.5 to | Credit proposed...[ Reduced to 5 to 8 per-

12 percent. cent, which is 3% of
normal rates.

NO oo Exempt, if paid to 25 per- | Direct credit______ Yes; except for wholly | Earnings outside Canada by foreign
cent or more corporate exempt foreign busi- business corporation exempt. Not
shareholder. ness corporation in- available for new corporations.

come.

No___ - Same as for domestic divi- J___._ & (¢ I Yes; if through autono- | Agreement with taxing authorities
dends, which is fuoll 50- meous foreign branch, possible to reduce or rehieve tax on
percent rate, unless 20 per- but see column 7. foreign income not through autono-
cent of shares are held, mous branch.
whereupon rate is 121s
percent.

Germany (West) 1 NOo e Taxable at full corporate [-___. [ 1o . Generally no; but see | See below,
rates, but see below. below.

__________________ NOweceoaoreaaaa--| Yes; of very lim- | Same as domestfec dividend, | Deduction.._.____| Reduced rate of from 0
which is from 0 to 15 per- to 15 percent as com-
cent under the excess pared to approximate
profits tax, usual rates of 28 to 43

percent.

_________________ NO e ceaccccaee Same as domestic dividends, | Direct and indi- Yes; but see col. 7..__.._| Up to 80 percent of income from
which generally are free rect credit. exports, foreign royalties, and
of tax on intercorporate service fees is exempt.
dividends.

NO- e occmicaee Exempt, if paid to 25 per- | Not necessary Exempt oo, Foreign source dividends, interest,
cent or more corporate under exemp- and royalties allowed a deduction
shareholder (proposed to tion system, of any foreign tax withheld. -
apply to 5 pereent or more but see col. 7,
shareholder). -

NO oo Exempt, if paid to 25 per- | Deduction________ Exempt if through au- | Income from foreign real estate ex-
cent or more corporate tonomous branch. empt. .
shareholder.

No.o.____ Exempt, if paid to 20 per- |...__ (i 1< N Exempt or greatly re- | Income from foreign real estage gen-

erally exempt.
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ni 7 . N N . s
United Kmgdom__..__ NOo o Yes_ ... _____ Subject to income tax at | Direct and ndi- | Generally yes; but only | Oversea trading company legislation,
standard rate and to prof- rect credit. when remitted, but which permits domestic company

its tax. see col, 7. to be exempt from Britjsh income

and profits tax on income earned
abroad until it 1s paid as a dividend
to resident corporate or individual
shareholders.

! Special provisions: Tax authorities may waive partly or wholly German cor X i ivi i idiaries, i

g A s 3 g porate income tax earned through foreign branches or dividends from foreign subsidiaries, if it is

?seiap?elclla%rt igo(‘gl%ral G‘Ct(l’]gOIElc fesaisons. '{‘ax authorities are authorized to levy a flat 25-percent corporate tax on a German company principally involved 1n foreign investments, which

which the i ré)m n .muad -ercent rate. Corporations who invest in less devcloped countries are entitled to deduct 14 of the investment computing income tax for the year in
¢ e investment is made, but such deduction must be returned to income over a 5-year period commencing the 3d year after the deduction.
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Senator Gore. The committee stands in recess until 2 :30.
(Whereupon, at 12:20 p.m., the committee stood in recess until 2:30
p-m., the same day.)
AFTERNOON SESSION

Senator Gore (presiding). The committee will come to order.

The first witness is Mr. J. D. A, Morrow, representative of Joy
Manufacturing Co.

Mzr. Morrow, we will be pleased to hear you.

STATEMENT OF J. D. A. MORROW, CHAIRMAN, FINANCE
COMMITTEE, JOY MANUFACTURING CO.

Mr. Morrow. Let me thank the committee for this opportunity to be
here.

I appear for Joy Manufacturing Co., Pittsburgh, which manufac-
tures mining machinery, construction machinery, oilfield equipment,
compressors, both lubricated and nonlubricated for compression of
air and gases; a full line of fans and blowers and electrical connectors.

Joy has manufacturing subsidiaries in Canada, Scotland, England,
France, South Africa, Australia, and Mexico.

The administration is telling U.S. industry over and over again,
“Every effort must be made to expand U.S. foreign trade.” That is a
statement of public policy. The reasons for that policy are too well
understood to need restatement here. That policy should apply to the
U.S. Government, as well as to U.S. business. It means that our
Government should not place American corporations engaging  in
foreign trade in a position of disadvantage in competing with their
opposite numbers abroad.

This bill before you, HLR. 10650, is inconsistent with that basic
principle. Under this bill, the foreign subsidiaries of American cor-
porations that must carry the burden of competing for foreign trade
with oversea companies are placed taxwise at a disadvantage com-
pared to British, West German, French, and Italian companies, as
well as those of smaller Western European nations, The general rule
in these four commercial nations is that income of their foreign sub-
sidiaries is taxed only as to income actually paid to the parent corpora-
tion at home. All four of these foreign governments reserve the
necessary powers to deal with tax evasions. Our study shows that
such powers are exercised. But Congress has already given similar
power to our own Internal Revenue Bureau. .

H.R. 10650 disregards the requirement that we be kept on an equality
with our foreign competitors and aims at equating American foreign
subsidiaries with U.g. domestic companies with which they do not
compete and which do not make the effort or run the risks of trying
to increase U.S. business overseas.

_The Treasury attempts to give the impression that foreign sub-
sidiaries of American manufacturing companies are set up largely,
or even mainly, for tax reasons. This just is not true. They are set
up for sound, practical business reasons, because they see and pursue
an opportunity to make money manufacturing and selling abroad.

Let us illustrate the basis for our opposition to this measure by
specific references to Joy Manufacturing Co.s own expenditures and
experience in foreign sales and manufacturing.
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All export sales of the parent and of its foreign subsidiaries are
handled by or through Joy International, S.A., a Panama company
with its headquarters in Monaco. Since it pays no corporate income
taxes in Panama and no taxes of any moment in Monaco, Joy Inter-
national is a so-called tax haven company. Ultimately, dividends from
Joy International will be paid to the American parent and then will
become taxable. In the meantime, Joy International’s earnings are
put to effective use in expanding Joy’s foreign trade and in creating
larger future return payments to the United States, to the continuing
improvement of our balance of payments.

Our Government is spending annually enormous sums to increase
American business with all the free world, but not $1 so expended can
equal the results obtained from the expenditure of the earnings of
foreign subsidiaries by hardheaded, American businessmen, who must
account to their stockholders for profitable results from such expendi-
tures.

Let me add that this is said in no derogation of the capability, and
sincerity of the representatives of the Commerce Department abroad,
but they are forbidden to sell the product of any single American
company. They can only talk in generalities.

You do not sell anything in that manner. You cannot even sell
legislation to this committee when you talk in generalities. The com-
mittee insists on setting out the specific details.

Sales abroad are made when you talk about a specific machine or
installation, which means you name a company. That those repre-
gentatives of the Government are forbidden to do. To give out in-
formation, yes, understanding and help to small companies; but, in
general, larger companies engaged in foreign trade know about the
trade opportunities they advertise long before the Department of
Commerce men can know about it.

Permit us to present some of the business reasons for setting up Joy
International:

First, to escape legal liability on the part of the parent company, its
officers, and directors for operations abroad if conducted by its own
employees. This is a more serious hazard than most American com-
panies realize. It is covered in detail in the appendix hereto.

Another business reason was the financing of our foreign operations.
The restrictions of the indenture underlying Joy’s $20 million deben-
ture issue preclude the creation of additional indebtedness by the
parent company to finance the growth of our foreign subsidiaries.
However, those restrictions do not apply to an unrestricted subsidiary.

That is defined as a subsidiary doing business outside the United
States and Canada, and doing no substantial part of its business and
owning no substantial part of its property within the United States or
Canada. Joy International was organized as such an unrestricted
subsidiary and, therefore, could incur indebtedness for the purpose of
promoting Joy’s foreign business activity without transgressing the
restrictions of parent Joy’s debenture agreement.

To increase the amount of earnings available for such financing by
Joy International, that company in 1958 was incorporated in Panama,
which levies no corporate income tax, rather than in France or Eng-
land, so that all its earnings would be available for financing Joy’s
foreign subsidiaries. The profits have been so used. In addition,
Joy International has borrowed substantial sums on its own credit,
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which in turn it has loaned to some of Joy’s foreign manufacturing
subsidiaries to expand their facilities and trade.

It was also clear that because of the differences in the conditions of
doing business abroad Joy International should be designed and
staffed by experts in that field, with a large degree of independence
from the parent company’s officers, who are not familiar with the vast
and complex conditions of foreign trade. This is spelled out, like-
wise, in more detail in the appendix.

The. fact that these were good business reasons is revealed by the
results of Joy International’s conduct of Joy’s foreign business, as
shown by the following exhibit :

STATEMENT OF OVERSEA SALES AND REVENUES FROM OVERSEA SUBSIDIARIES AND
INDEPENDENT LICENSES

Ten-year average 1949-58 and fiscal year 1959-61
[Thousands of dollars]

Under Joy International
Oversea sales Prior 10-year
average
1949-58 Fiscal year | Fiscal year Fiscal year
1959 1960 1961
Parent export sales_ .. oo $10, 978 $14, 152 $15, 717 $16, 417
Oversea subsidiaries’ sales to customers less
parent exports to subsidiaries____.____________ 8, 969 13, 507 16,243 21, 389
Total global foreign sales__ .. __._.._____ 19,947 27,659 31, 960 37, 806
Engineering fees, dividends, and interest from
oversea subsidiories and independent licensees
remitted and i1ncluded in parent’s stated
incomp _______________________________________ 363+ 847 1,018 1,448

This exhibit indicates that Joy International, organized and staffed
for the specific purpose of handling and promoting the expansion of
oversea sales and profitable operations by Joy’s subsidiaries, is emi-
nently successful in achieving that objective. This is no mere shadow
or dummy or tax dodge. Here is a carefully organized, expertly
staffed, effectively working, international trade organization. Such
organizations would be eliminated by the bill before you. We sub-
mit that instead, they should be supported and encouraged.

It is charged that investments by American manufacturers in for-
eign subsidiaries to make their products abroad produce an unfavor-
able effect on.the balance of payments. The facts contradict these
statements. Table 1168, page 868, “Statistical Abstract of the United
States, 1960,” reports direct investments abroad by American com-
panies and the income received here from those investments from 1940
to 1958, inclusive. To 1958, the total of such investments is given as
$27,075 million and the income thereon for 1958 as $2,193 million.
That table shows the cumulative long-term private investment abroad
in productive enterprises, exclusive of U.S. Government investment
overseas, together with the favorable annual income from those invest-
ments.

But this is only part of the story. The exports generated by these
foreign manufacturing subsidiaries are of outstanding importance to
the U.S. balance of payments.

The following ta%le gives you an 1l-year picture of the operations
of Joy, of Joy International, and of Joy’s manufacturing subsidiaries
abroad.

(The table referred to follows:)
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Joy Manufacturing Co. transactions affecting U.S. balance of payments for 11 years ended Sept. 30, 1961

[Thoysands of dollars}
1951 1952 1953 1954 1955 5-year 1956 1957 1958 1959 1960 (2d 5-year) 1961 |1l-year
subtotal subtotal total
DOLLAR OUTFLOW
Investments and advances to foreign subsidiaries______ 368 478 65 (270)| 2, M7 3,588 | 1,608 (13) 147 513 | 1,045 3,096 685 7,369
Foreign dolar expenses (commissions, sales promotion,
engineering services, ete. salaries and oxpenses) 460 R55 658 759 216 3,348 982 | 1,026 | 1,145 | 1,439 | 1,407 5999 | 1,507 | 10,854
Forelgn licenses and royvalty payments. oo oo oo e e | me e e e 58 58 135 193
Total . e 828 1,133 723 489 | 3,763 6,936 | 2,680 1,013 998 | 1,952 | 2,510 9,153 | 2,327 | 18,416
DOLLAR INFLOW
Export sales:
To and through subsidiaries. ... ______.___.__ 3,224 1 6,752 | 6,331 | 5827 | 6, 069 29,103 | 12,739 | 16,597 | 11,626 | 10,731 | 12,044 63,737 | 10,430 { 103,270
To Others o e 4, 885 6.274 5, 480 4,976 4,108 25, 783 7,218 7, 551 6, 316 5,785 6,317 33,187 8,088 67, 058
Total s 8,109 | 13,026 | 11,811 | 10,803 | 11,137 54,886 | 19,957 | 24,148 | 17,942 | 16,516 | 18,361 96,924 | 18,518 | 170,328
Enguneering fees and royalties from foreign sources:
Foreign subsidiaries 36 8 181 236 237 698 341 850 457 411 740 2,409 | 1,179 4,376
Foreign Heensees. oo ool E 1 0 D U, 65 36 131 137 277 349 283 285 1,331 385 1,847
Total . oot ecaae 66 8 181 301 273 829 478 827 806 A04 1,025 3,830 | 1,564 6,223
Dividends and interest from foreign subsidiaries_______|___.____ 20 17 74 92 203 172 343 174 221 168 1,078 69 1,350
otal it 8,175 | 13,054 | 12,009 | 11,178 | 11, 502 55,918 | 20,607 | 25,318 | 18,922 | 17,431 | 19,554 | 101,832 | 20,151 | 177,901
Net favorable balance of payments__.____________ 7,347 | 11,921 | 11,286 | 10,689 | 7,739 48,082 | 17,927 | 24,305 { 17,924 | 15,479 | 17,044 92,679 | 17,824 | 159,485
Approximate U.S. tax_ o . 673 | 1,166 | 1,135 | 1,037 [ 1,059 5,070 | 1,895 | 2,492 | 1,909 | 1,764 | 2,052 10,112 | 2,204 | 17,476
Less foreign taxeredit.________________________________|._______ 6 10 38 39 93 73 220 63 140 233 729 265 1,087
Net tax paid. .- 673 1,160 1,125 999 1, 020 4,977 | 1,822 | 2,272 | 1,846 | 1,624 1,819 9,383 | 2,029 | 16,389
Retained earuings of foreign subsidiaries. ___._.__._____ 381 807 729 544 676 3,137 | 1,582 | 1,731 1,435 1,233 6, 798 789 | 10,724
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Mr. Mogrrow. This table shows total 11-year parent company in-
vestment and advances to foreign subsidiaries of about $7.4 million,
and 'dollar expenses of operating abroad of $11 million, a total dollar
outflow of, roughly, $18.4 million. Please note that these outlays
brought $170 million of exports in those 11 years, 60 percent of which
went to or through our manufacturing subsidiaries abroad. In addi-
tion, payments of $7 to $8 million of engineering fees, royalties, divi-
dends, and interest make a total net favorable balance of payments
of $159 million, and the U.S. Treasury collected more than $16 million
of income tax from these operations. ‘

Is that showing unfavorable to the U.S. balance of payments? Gen-
tleman, hundreds of other American foreign subsidiaries would pre-
sent similar results if you had their figures before you.

The business reasons for the establishment of our foreign manu-
facturing corporations are further illustrated by the next exhibit
No. 2.

(The document referved to follows:)

ExHisiT No. 2

Joy Manufacturing Co.—Comparative prices f.0.b. factories, certain mining and
construction products

Product USA ‘Weéstern European plants

plants
18-HRloader . ________ ... $65,300 | $65,000, Joy France.!
14-BU-81080€F oo 36,700 |{$37,000, Joy France.!

{%02’(5)80',1 AN}]‘? France.?
> . $2,200, Joy France.!
FF-21Lhoist oo 3, 500 { 1,600, Samia Brasseur France,
{ 11,816, Joy Britain.

511,900, Pickrose Britain,
{$6,300, Joy France.!

$5,100, Craelius France.

10,118 | $7,283, Joy Britain.

{$8,064, Joy Britamn.

R-221 hoist o e 18, 591

No. 12-BF drill s 6, 900
No. 22 drill. L

$8,876, Atlas Sweden,
$7,602, Broomwade Britain.
$7,883, CPT Britam,
$8,428, Holman Britain,
{35193, Joy Britain,

RP-365 portable compressor_ oo oo ... 14,775

K-81 paving breaker_ . . ... 565 (1$195, Holman Britain.
$190, Ing: Rand Britain.
$187, Joy Britain.
$190, Broomwade Britain.
$186, CP'T Britain,
$185, Holman Britain,

L-87rock drll. o ool 54

=3

tol Joy’s French plant 1s just getting started on making these machines, and costs are not yet shaken down
norm

2 Ateliers du Nord de la France. New design, manufacturing routines not yet established.

NoTE,—These are the list prices of these machines, but under the stress of international competition, they
frequently are sold at prices below those listed above, These prices may not agree with previously sub-
mmutted exibits as no freight, export packing, ete., are included 1n above list prices. They are £.0.1. plant
of origin Mar. 1, 1962, Furthermore, previously quoted prices were as of 1960 dates.
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Mr. Morrow. The Joy machines made abroad listed in this table
are identical with similar machines made in the United States, even to
interchangeability of parts. You will note that, made abroad, they
are sold at prices anywhere from 10 to 60 percent below our American
prices. From this exhibit, it is clear that many American machines
cannot be sold against competing European machines, even if there
were no tariffs against them, If we are to sell such machines abroad,
we must make them there at costs that match those of foreign com-
petitors. ‘

As soon as an American machine establishes a market in some for-
eign country, a local manufacturer will quickly copy that machine,
knowing that he can sell it for much less than the imported delivered
price, unless it is protected by a foreign patent. But American patents
in most foreign jurisdictions are good for only 3 years, unless manu-
facture is begun under those patents. Certain countries will refuse
import licenses to any product that is made or can be made within
their own territories. Consequently, it has been mandatory upon Joy
and other American manufacturers, if they are to hold their foreign
business, to manufacture abroad where such conditions obtain.

It is a misstatement to say that this is done to export jobs from the
United States, or even that it has that effect. The jobs are already
leaving our shores, or are already gone, for the above reasons, before
such manufacture is started by an American corporation in a foreign
domicile.

On the other hand, every American manufacturer that I know with
manufacturing subsidiaries abroad exports a substantial volume of
components and materials to those foreign factories for incorporation
in their machines and products when made abroad. This is necessary
to maintain standardization and quality, so that parts will be inter-
changeable anywhere in the world and quality reputation can be main-
tained.

Here is an exhibit, that shows the effect of exports from Joy Manu-
facturing Co.’s Franklin, Pa., plant, chiefly to its oversea manufac-
turing subsidiaries, of components of Joy machines made abroad.
You will note that in 1961, nearly one-third of the employment at
Franklin was derived from such exports. The Treasury asserts that
such cases are exceptional and not representative and should be dis-
regarded.

ere again the Treasury ignores the facts published by the Depart-
ment of Commerce, which show that in 1960, out of $18.9 billion of
exports, $2.695 billion went to or through foreign manufacturing
subsidiaries of American corporations. These are not the statements
of private industry ; these are the Federal Government’s own official
figures.
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(The document referred to follows:)

ExnisiT 3

FRANKLIN PLANT

DOMESTIC SHIPMENTS

MII.LTSNS OF DOLLARS FOR FISCAL YEARS .
40 10

® ')i;‘.,' 3%
L 30

25

5 l

95 52 53 54 5 56 57 58 60 6l

EXPORT SHIPMENTS

MII.LIl%NS OF DOLLARS
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Mr. Morrow. The proposed repeal of section 902(d) of the present
act should be rejected. This section permits engineering fees and
royalties received by a U.S. parent of a foreign subsidiary to be given
credit in lieu of dividends for taxes paid abroad, when the parent has
an agreement with the subsidiary that for some period of time, it will
require no dividends from such subsidiary. This is a valuable provi-
sion where manufacturing subsidiaries are established in countries
short of dollar exchange, but where prospects of excellent future
growth make it advisable to expand plant facilities and working capi-
tal. An agreement with the local authorities to plow back all earn-
ings into such foreign subsidiary meets the need of the local country,
and, at the same time, the remission of engineering fees and royalties
satisfies to some degree the natural and persistent desire of American
stockholders for some tangible return from the investment.

The present section 902(d) meets this sitnation and is particularly
helpful in expanding American trade in underdeveloped countries, one
of the President’s announced objectives.

The so-called gross-up provision of the present bill should likewise
be rejected. No foreign industrial country applies such a tax princi-
ple to its foreign subsidiaries, so it violates the principle of equality
of treatment for American foreign subsidiaries compared with their
oversea competitors.

The provision in this bill that parent U.S. companies owning manu-
facturing subsidiaries abroad must pay annually a tax on the profit
earned by such companies should likewise be rejected. No such prin-
ciple has ever been employed in the United States since the corporate
income tax was first established. It is inequitable and a direct attack
on the ability of American corporations to expand their oversea
operations and foreign trade. Since foreign subsidiaries cannot be
taxed by the U.S. Treasury direct, the parent will have to pay the
taxes under this provision. But if the foreign subsidiaries are grow-
ing and require a large part of their earnings for their own expansion
and development, they are in no position to remit funds to the parent
to pay corporate income taxes that would be levied under this proposal.
Consequently, the burden would fall on the parent companies here,
leaving them less money for investment here at home or abroad.

The provisions of H.R. 10650 that are adverse to the employment of
American nationals abroad would likewise render it more difficult for
American companies to compete in international trade. Employees
of British, West German, Dutch, Belgian, French, and Italian com-
panies resident abroad, engaged in selling the products of their re-
spective nations, do not pay their country’s personal income taxes on
their salaries, though they do, just as Joy International employees
do, pay such local income taxes as are levied by the countries in which
they are residents. If those provisions of the bill are enacted as
written, Joy and other American companies will suffer a disrupting
return to the United States of employees now abroad, which could be
disastrous to the continuance of their business overseas.

For these reasons, we respectfully urge your committee to reject
the provisions of H.R. 10650 that apply to foreign subsidiaries of
American companies.
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(The attachments to Mr. Morrow’s statement with respect to legal
liability and independent organization follow :)

LegaL LiaBmiry

A most important business reason for the establishment of Joy International
was the serious concern of the parent’s directors and officers with regard to sub-
stantial legal liability on the part of Joy Manufacturing Co., its directors and
officers arising out of its foreign business activities. In 1957, just prior to the
formation of Joy International, when Joy had a branch office in Paris, France,
the French tax authorities were planning to levy a tax assessment on American
Joy Manufacturing Co. on the ground that Joy was “doing business” in France.

There was uncertainty as to what percentage of the parent’s total income would
be held to be taxable in France, but there was definite fear that such percentage
would be unreasonably high in relation to the amount of Joy Manufacturing
Co. business in France. Both Joy’s United States and French attorneys advised
that in view of the increased activities of the branch office in Paris, Joy would
be held to be “doing business” in France and, therefore, liable to service of legal
process in France and to taxation by the French Government. That branch
office and all Joy Manufacturing Co. employees were promptly moved out of
Paris and reestablished in Monte Carlo, Monaco, which did not levy corporate
income taxes.

This potential French taxation caused Joy Manufacturing Co. to have inde-
pendent legal counsel review in detail the future legal risks to the company
if it continued to engage, through its own employees, in business activities
throughout the world. It was the opinion of counsel that the increasing foreign
business activity of Joy would render the U.S. company subject to the legal and
tax jurisdiction of many counties where Joy's employees lived and worked.
Counsel concluded that the exposure to the legal and tax jurisdiction of so many
foreign countries created a substantial financial hazard. Some of the considera-
tions underlying the opinion of counsel were—

(1) Joy’s directors and officers could be required to defend legal actions
brought in distant foreign jurisdictions. Thus, the president could be
required to appear as a witness in a legal action brought against Joy in a
foreign country.

(2) In certain foreign jurisdictions, Joy’s directors and officers could be
held personally liable for alleged acts of such directors or officers, or for
alleged acts and obligations of Joy or its employees.

(3) Joy, its directors and officers, would be subject to the possibility of
adverse foreign judgments rendered without the benefit of American due
process of law.

(4) Joy, its directors and officers, would be subject to the regulations of
many foreign countries, some of whose laws are quite contrary to American
constitutional principles.

(5) Joy Manufacturing Co., U.S.A., would be subject to tax levies in many
countries, some of which might be based, directly or indirectly, on an arbi-
trary and unreasonably high percentage of the parent’s total income.

For example, the parent’s mining machinery and equipment is used through-
out the world. If a foreign court were to reach the conclusion, based on strong
local emotion, that a defective mining machine had caused a mine disaster, Joy,
U.8.A,, if subject to the legal jurisdiction of that country, could be held liable for
a staggering amount of damages. A judgment for such damages might be
enforcible in the United States or in countries where the parent has subsidiaries
with considerable net worth.

After careful consideration, Joy’s directors and officers concluded that busi-
ness grudence required the legal insulation of the parent company from the
ﬁnancu«_zl risks of extensive foreign operations and that failure to effectuate such
protection could constitute a neglect of the interests of the parent’s stockholders.

INDEPENDENT ORGANIZATION

In 1957, when the great growth potential of the parent's foreign business
becan}e apparent, Joy’s directors and officers decided that the organization re-
sponsible for sppe_rv_ising the foreign business would have to differ significantly
from a domestic division of Joy, U.S.A,, in order to realize the potential volume
and profit of the foreign market. That organization must—
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(1) Have an intimate, up-to-the-minute, accurate and current knowledge
of the constantly changing market potential of each country in the world,
including its political, social, and economic aspects.

(2) Determine whether the market potential of each country can best be
realized by U.S. exports sold through an independent distributor or through
a sales and service subsidiary, or by licensing a local manufacturer, or by
establishing a local manufacturing subsidiary, or by exports from a foreign
manufacturing subsidiary domiciled in a third country.

(3) Obtain and make the most profitable use of local financing or financing
from other sources outside Joy Manufacturing Co.

(4) Communicate with customers, public officials and banking authorities
all over the world, preferably in their native tongues, and with full knowl-
edge of the local mores.

(5) Have a thorough technical knowledge of all parent Joy products and
competitive products, both American and foreign, together with the sales
and engineering skill necessary to promote the sale of and supervise the
installation, use, maintenance and repair of all parent products.

(6) Provide high quality managerial supervision and business counseling
to Joy’s foreign subsidiaries, licensees, and distributors.

(7) Protect the business interests of Joy by assuring proper remittance
of royalties, engineering fees, and by guarding against the improper use
and infringement overseas of Joy’s patents, trademarks, trade names,
manufacturing drawings, secret technical information, and other pro-
prietary data.

(8) Secure competent key personnel of various nationalities to staff
Joy’s foreign subsidiaries.

(9) Coordinate the activities of the oversea subsidiaries, licensees, and
distributors with the interests of the parent, having due regard to the
legitimate interests of the United States and of foreign nations.

Prior to the establishment of Joy International, Joy’s foreign business was
initially supervised by a vice president with New York offices. As the impor-
tance of foreign markets grew, this operational setup proved ineffective because
the control was too distant from the factories and customers. The offices were
moved to Paris, and the experience of the parent has demonstrated that its
foreign operations can best be supervised by personnel working and living
abroad.

It was quite evident that the executive officer in charge of the international
business organization would have to possess much broader authority and a
great deal more discretion than is given a vice president or divisional general
manager of the parent and would require the counsel and advice of a separate
board of directors with members who were especially familiar and experienced
with oversea business. It was wisely decided that such executive officer should
be granted, with regard to the oversea business organization, authority, and
discretion similar to that possessed by the parent’s president with regard to
domestic business activities.

These practical business considerations resulted in the formulation of Joy
International, a separate Panamanian corporate entity, and the granting to it
of a high degree of autonomy.

Without question, most of these same considerations have been convincingly
persuasive in leading to the formation of oversea companies by other American
corporations, not for the evasion of taxes, but for sound business reasons that
cannot properly be ignored in the consideration of this tax program.

Senator Gore. Mr. Morrow, in examining your statement you filed
with the SEC, I find you have filed a statement entitled “Totally Held
Unconsolidated Subsidiaries,” and another one entitled “Joy Manu-
tacturing Co. and Consolidated Subsidiaries.”

Now, in your statement with respect to the unconsolidated sub-
sidiaries, you show a profit before taxes of only $1,169,000, and profit
after taxes of only $564,000, whereas on the other statement you show
income before taxes of $6,341,000, and a net income after taxes of
$4.993,000. _

Would you explain the disparity b@tween these statements, the
reason for the disparity of the profit position of these two operations ?
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Mr. Morrow. It has been a long time since I looked at that 10-K
statement, Senator Gore.

I think the difference there is due to the fact that the parent com-
pany is included in one set of figures and is not included in the other.

Senator Gore. Well, I had thought there was another explanation
for it, and I suppose I may as well ask you specifically.

The first statement, which shows a very small profit indeed com-
pared with net sales, net sales being in excess of $28 million, and net
mcome being only $564,000, is composed, generally speaking, of sub-
sidiaries in high-tax countries.

Mzr. Morrow. That is correct.

Senator Gore. Whereas the statement involving the large profit
rather generally includes the subsidiaries located in so-called tax
haven countries.

Mr. Morrow. It includes not only Joy International, Canada and
Mexico, but it also includes the parent company. None of the four
above are in what you call statement No. 1 which includes only the
oversea manufacturing subsidiaries.

Senator Gore. Well, the parent company—what was the tax of
your parent company ?

Mr. Morrow. 1961—the parent company tax, I am thinking of a

consolidated figure now—swas about $2,200,000, as I recall it, 3314
ercent.
: You are surprised at that low figure? That is due to credits for
foreign taxes paid on income recelved from manufacturing subsidi-
aries abroad, also from the fact that the income reported included
some capital gains on which the tax was only 25 percent, so that in
the aggregate it was down to about 33 percent, as a consequence.

Senator Gore. The picture apparently emerging from these state-
ments and your testimony is that the affairs of your company with
respect to its oversea holdings has been managed so as to make the
operations in high-tax countries show a bare profit, whereas the profit
in the tax haven countries is maximized.

Mr. Morrow. No. There is only one tax haven company, and that
is Joy International, and that sells the exports of all of these com-
panies, the parent company and the exports from the foreign sub-
sidiaries, the exports of the British company, the French company,
south African company

Senator Gore. That is your Panamanian

Mr. Morrow. That is right.

Senator Gore. You call that Joy International ¢

Mr. Morrow. That is right.

Senator Gore. How long has it been established ?

Mr. Morrow. Since 1958,

Senator Gore. How much did you invest in this subsidiary ?

Mr. Morrow. At the time of incorporation $50,000 was paid in, but
we kept the earnings in the company.

The net worth of that company today is about $3.5 million, and it
has borrowed about $2 million on its own credit which, in turn, it
has loaned to various foreign manufacturing subsidiaries, together
with loans from its retained earnings, making total loans by Joy
International of about $4,700,000 to Joy’s manufacturing subsidiaries.

Senator Gore. From what source did it borrow the funds?
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Mr. Mogrrow. It borrowed them here in the United States.

Senator Gore. From your company ?

Mr. Morrow. No, from American banks, but on its own credit, no
guarantee by the parent.

So it does not transgress any of the requirements of the indenture
underlying our debenture issue.

While we are on that subject of borrowed money, let me say that
these foreign subsidiaries have borrowed about $5.5 million of local
currency, which is in their business.

Senator Gore. Insofar as the balance of payments is concerned, a
borrowing in the United States by Joy International which money,
in turn, is invested in third country subsidiaries, amounts to the same
thing as if you had made a direct foreign investment.

Mr. Morrow. That loan, Senator, is being repaid at the rate of
$80,000 a month or nearly $1 million per year so it is all coming back
fairly rapidly.

Senator Gore. Then, to that extent, my statement would necessarily
be modified.

Mr. Morrow. Yes,it would to that extent.

Senator Gore. Then, according to your testimony, Joy Internma-
tional has assets now of some $3.5 million.

Mr. Morrow. Net.

Senator Gore. Isthatitstotal holding?

Mz, Morrow. Those are the net assets. Total assets are $5,500,000
and

Senator Gore. Well, T misspoke myself. When you say “net” you
include the net of all of its holdings?

Mr. Morrow. That is right. It does not own these foreign sub-
sidiaries.

Senator Gore. But handles exports to them ?

Mr. Morrow. No, it handles exports from them, and exports from
the United States parent company wherever they go.

Senator Gore. Which includes to the subsidiaries.

Mr. Morrow. Yes. Some of those, a lot of them, in fact, go to the
subsidiaries, but exports also go elsewhere throughout the free world.
If you will look at exhibit 1, you will see that the total of exports from
the parent company to these foreign subsidiaries amounted to $103
million over the 11 years of that exhibit, which is 60 percent of the
total exports of the parent company. The remaining $67 million of
exports went to independent buyers.

Senator Gore. How much repatriation of profits from Joy In-
ternational has there been to the United States?

Mr. Morrow. Well, if you will look at exhibit 1, you will see that
over these 11 years there have been engineering fees and royalties
from foreign sources, royalties and licenses of $6,223,000.

There have been dividend and interest payments of $1,350,000, or a
total of $7,573,000 against a total investment of $7,369,000.

Senator Gore. Well, now, I do not quite understand. Perhaps there
is some misunderstanding in terms.

You were questioned last year by Congressman Baker before the
Ways and Means Committee, and I read:

Mr. BageRr. Has it returned any dividends to its parent company?
Mr. Morrow. Not as yet.
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Mr. BAkeEr. What taxes do you pay in Panama?

Mr. Morrow. We do not pay any.

Do you remember that testimony ¢

Mr. Morrow. Oh, yes, that is correct. o

Senator Gore, Then Joy International has not paid dividends.

Mr. Morrow. Not as yet. What I am referring to here is the return
flow from these foreign investments. o

Senator Gore. No, I asked you about the repatriation of profits from
Joy International, i o

Mr. Morrow. I misunderstood you. There is no repatriation of
profits from Joy International as yet. There is a return from these
foreign manufacturing subsidiaries all together slightly in excess of
the total investment in them.

Senator Gore. How many foreign subsidiaries do you have?

Mr. Morrow. Canada, Great Britain——

Senator Gore. The total.

Mr. Morrow. I have to count them up—eight. o

Senator Gore. How many subsidiaries do these subsidiaries, in
turn, own ¢ )

Mr. Morrow. Well, I included a subsidiary, a Morocean subsidiary,
of the French company in that total. There are seven plus the
Moroccan subsidiary of the French company.

Senator Gore. How long have you been president of Joy?

Mr. Morrow. I was president of Joy from September 1, 1940, to
January 15, 1956.

I was chairman of the board for a year, and then I retired from
those positions but am on the directorate and executive committee,
and am now chairman of the finance committee.

I am not an active executive of the company any more.

Senator Gore. Has one of the officials of Joy Co. recently become
president of Dresser Industries?

Mr. Morrow. I believe he has. I think that is correct; yes, John
Lawrence.

Senator Gore. I find that worthy of notice because, from what I
have seen of the statement of Dresser Industries, they have a tax
avoidance scheme very similar to yours.

Mr. Morrow. I do not know anything about it.

Senator Gore. You do not know anything about that?

Mr. Morrow. No, I am not familiar with it.

Senator Gore. I am not sure that they have been as successful as
your company has.

Mr. Morrow. I hope not.

Senator Gore. Do you seriously contend that you should not pay
any tax upon the profits of your organization merely because you ex-
port through or by way of a Panamanian subsidiary; do you think
that 1s good policy for this country?

Mr. Morrow. Senator, does this country want exports? If it does,
they are going to have to pay for them.” They do not just rain out
of the sky like an April shower. You work for them. You spend
money to get them.

Senator Gore. I am not talking about exports. I am talking about

the question of whether you should pay taxes on the profits you make
from your exports.
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Mr. Morrow. Now I will relate it to the context, the purpose, and
the reason we do this. We are promoting the exports of tﬁe parent
company in the most effective ways that we know how. We have
organized a very highly skilled, very expert international sales
company.

Senator Gore. Do you seriously contend now that your salesmen
can operate more efficiently in selling to Europe out of a paper corpo-
ration in Panama

Mr. Morrow. This is not a paper corporation, just get that out of
your head.

Senator Gore. Well, out of a subsidiary in Panama; I guess it is
more than paper, it has got $314 million.

Mr. Morrow. It sure has.

Senator Gore. Do you seriously contend that a salesman operating
in whatever way he operates out of Panama representing a company,
manufacturing company, in the United States, can be more effective
in his approach to customers in the Scandinavian countries than he
could if he operated under the direction of an office in New York?

Mr. Morrow. Well, let me correct that statement of yours, first.
He does not operate out of Panama. That is merely the location of the
incorporation of the company. The headquarters are in Monte Carlo.
He 1s subject to the direction of the president of Joy International.

Senator Gore. How many employees does your Panamanian sub-
sidiary have?

Mr. Morrow. Well, the last time I checked up on it, I believe there
were 49,

Senator Gore. Forty-two?

Mr. Morrow. Forty-two.

Senator Gore. What is the annual income per employee ?

Mr. Morrow. Annual income of the employee or of the company ?

Senator Gore. Of the company.

Mr. Murrow. Well, the company’s income is about $1 million &
year.

Senator Gore. Then I want to reduce that to——

Mr. Morrow. That is its net profit.

Senator Gore. Then, is what is the net profit per employee ?

Mr. Morrow. About $25,000.

Senator Gore. About $25,000?

Mr. Morrow. That is right.

Senator Gore. Give us the net profit per employee of your corpora-
tion in the United States.

Mr. Morrow. About $10,000.

Senator Gore. Now give us that figure with respect to your uncon-
solidated subsidiaries and your consolidated subsidiaries.

Mr. Morrow. I cannot do that, Senator. I donot have those figures
before me, I donot recall them.

T want to go back to the question you asked about the effectiveness
of the selling of these employees of Joy International.

I will say categorically that they are more effective selling under
the direction of the president of Joy International from Monte Carlo
than they would be it we were located in New York.

He was located in New York for a number of years, and we dis-
covered that he was out of touch with the foreign markets. The

82190—62—pt. 9——8
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salesmen are experts; they are picked for their suitability at different
locations. o

Our Middle Eastern man, for instance, speaks Arabic just as well as
the Arabs do. )

Senator Gore. What does Arabic have to do with Panama ?

Mr. Mogrrow. Nothing whatever. He does not operate out of
Panama. .

Senator Gore. All right. Then why are you domiciled in Panama?

Mr. Morrow. Well, in a way that was an accident. We discovered
that the French Government was about to tax some portion of the
parent company’s income because we had an office, the parent company
had an office, in France, in Paris, and we were doing business there,

Senator Gore. That was an unbearable thought to you ?

Mr. Morrow. It certainly was because we did not know—the French
tax authorities can be very arbitrary, and we had no idea what part
of the parent company’s income they might allege was subject to
French taxation.

We checked up with our French counsel, and they said the French
authorities had a legal right to do this, and apparently that is what
they expected to do.

The next morning we were located in Monte Carlo, moved out of
Paris quick, and we said to our attorneys, are we subject to this sort
of thing elsewhere in the world. Well, they took a good look at it
and said, yes, you are, and subject to a lot more besides.

Then we employed special counsel, Shearman, Sterling & Wright
in New York, and got an opinion from them, and if you read the
appendix here on this subject you will see what the hazards were
that we were running doing business in that way.

Counsel said, “You set up an independent company separate from
the parent company to insulate the parent from all these legal hazards
of doing business now all over the world.”

The lawyers hastily incorporated in Panama. They might have
just as well done it in Monte Carlo. We thought at the time Panama
would not be such a bad place for headquarters, because we do quite
a bit of business in Latin America, but it did not take very long to
see that that was the wrong place to be. "We could not readily go any
place from Panama; so we do not have any office in Panama.

Our South American and Latin American business is handled from
Lima, Peru.

Most of our foreign business is over in Europe, Africa, Western
Europe, Australia, and

Senator Gore. I thought you said the Panama corporation was not
a paper setup? You have no office there; do you have any employees
in Panama?

Mr. Morrow. No, we do not have any employees there. We merely
have an attorney down there of record to accept service of process
and make reports.

Senator Gore. How much do you pay him?

Mr. Morrow. I do not know. It is not very much, probably $250
a year, a very minor amount.

_ AsIsaid, there was no real necessity for incorporating the company
in Panama at all. That was just

Senator Gore. I have one other question, and then I must leave for
another engagement,
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From the statistics I have seen of your company you show a pro-
duction cost in your consolidated statement of 77 percent based upon
the net sales. The figures are net sales, $100 million; production
costs, $77 million.

You list, on the other hand, in your unconsolidated subsidiaries
net sales of $28 million; production costs of $23.6 million or 84
percent.

Now this would make it appear that your production costs are a
great deal higher in the unconsolidated subsidiaries than in the
U.S. company and its consolidated subsidiaries.

Mr. Morrow. Temporarily, Senator, that is true.

Senator (Gore. Why would that be true? People have been telling
us that one reason they were establishing foreign subsidiaries and
manufacturing subsidiaries is that their production costs were less.
Yours appear to be higher.

Mr. Morrow. Well, that is accounted for by the fact that we have
a new factory in France, and the factory was bought

Senator Gore. Who owns it?

Mr. Morrow. The French company. '

Senator Gore. Who owns the French company ¢

Mr. Morrow. The parent company here, 100 percent.

Senator Gore. Joy International has nothing to do with that?

My. Morrow. Not a thing to do with it but sell its products outside
of France for export.

Senator Gore. It has not made a profit?

Mr. Morrow. No.

Senator Gore. But Joy International has.

Mr. Morrow. It has.

The British company has made a profit, South African, Australian,
Mexican, Canadian, Peruvian; the French company will make a profit,
but we had to phase out the manufacture of the products that were
already in that factory when we bought it.

We had to agree to continue a diminishing rate of manufacture of
those products until the owners could get located elsewhere, and we
had to bring in Joy products as we could.

Now, that was a pretty expensive operation, and that company lost
money in the process. It is coming out of it now, but for the year you
have hefore you when that loss was subtracted from the profits of the
other subsidiaries, it did drop the whole figure down, so it does not
look as good as it will a year from now.

Senator Gore. I will say, Mr. Morrow, insofar as I am concerned,
it is my opinion that your testimony before the Ways and Means Com-
mittee and before this committee has facilitated the passage of this
bill and, perhaps, a more stringent form of it than it is now 1in.

Mr. Morrow. Well, I regret that very much. It should not.

Senator Gore. You, at least, have been frank. Do you tell us that
you are operating so as to avoid taxes, and you think that is right and

roper ?

P M]:)r. Mogrrow. Not to evade taxes. We are simply living inside of
the tax laws as they are. )

Senator Gore. 1 do not say evade; I say avoid. There is a consid-
erable difference. I am not saying at all that you have done anything
illegal.
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Mr. Morrow. I see. I am sorry, I misunderstood you.

Senator Gore. I just do not understand how the Government of the
United States could permit this to continue. You aré an American
citizen. Your corporation enjoys all the benefits of the American
system of government, society, and economy. I think your company
and all companies similar, and all citizens similar, should bear their
fair share of the defense of this country, the costs of its development,
and its security.

Thank you for appearing. .

Mr. Morrow. Well, let me say this, in answer to what you said.
They do, and so far as these deferred taxes go, that income will come
back, taxes will be paid. .

In the meantime, that money is being very effectively used to extend
our foreign trade, the most effective use of it that can be made.

Senator Gore. Do you know, every taxpayer in the United States
could use the money he pays as taxes in increasing the consumption
and the productivity of the U.S. economy. )

It all taxpayers succeeded as you have in avoiding taxes, this Gov-
ernment simply could not be great—this country could simply not be
as great as it is.

Mr. Morrow. Senator, I think you and I would have to have more
time to discuss this than we have this afternoon, and when we got
through we might not be as far apart as we seem to be right now.

I am looking at it from a hard

Senator Gore. Perhaps we will have another opportunity, I hope so.

Mr. Morrow. Thank you.

Senator Gore. I hope you understand my remarks are not intended
in any way to be offensive to you.

Mr. Morrow. Iunderstand.

Senator Gore. You have been frank, and so have I. T am not sure
that all members of the committee share my opinion, but I happen to
be in the chair for the moment. Thank you very much.

We will now have a short recess.

(Short recess.)

Senator BeNNETT (presiding). The hearings will resume.

Mr. Frank T. Quirk, of the Rubber Manufacturers Association, is
next on the list.

Mr. Quirk, Mr. Sidney Lee, of the West Indies Investment Co., has
reason to get through and get away. Would it be all right with you if
I asked him and called him out of order, or are you in the same fix ?

Mr. Quirk. Thavea 5 o'clock plane, Senator.

Senator BENNETT. Mr. Lee, how much time do you need? Is Mr.
Lee here?

Goahead, Mr. Quirk, and we will put Mr. Lee on next.

Mr. Quirk. Thank you, sir.

Senator BeEnNETT. At this point let me ask another question, is
Mr. Sidney Zagri here ?

We will step Mr. Lee up in Mr. Zagri's place then.

Go ahead, Mr. Quirk.
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STATEMENT OF FRANK T. QUIRK, ASSISTANT SECRETARY,
GOODYEAR TIRE & RUBBER C0., AKRON, O0HIO

Mr. Quirk. My name is Frank T. Quirk. I am assistant secretary,
Goodyear Tire & Rubber Co., Akron, Ohio. I appear today on behalf
of the Rubber Manufacturers Association, Inc., of New York City.
The RMA is a voluntary association of 170 member companies pro-
ducing all kinds of rubber products and accounting for more than 90
percent of all rubber consumed in the United States.

The Rubber Manufacturers Association, Inc., opposes the enactment
of H.R. 10650. We are deeply concerned with the philosophic trend
this legislation would establish. The use of tax laws to regulate busi-
ness procedures is an abandonment of basic principles which would
lead to endless litigation over interpretations.

In our opinion, H.R. 10650 has little to recommend it as a measure
toraise revenue. Itisan unfortunate and untimely approach to chang-
ing the basic nature of our economy.

We urge that the whole approach, as reflected in H.R. 10650, be
abandoned outright. Instead, substitute a program for eliminating
tax barriers to economic growth.

The proposed 7-percent tax credit for investment in qualified assets
would inject a system of rewards for expenditures along lines estab-
lished by preconceived administration standards.

The mmvestment incentive credit in essence is a subsidy and a tax
“oimmick.” It could develop into outright control over the right of
business to invest only with the permission of government
“controllers.”

The designers of this tax credit amendment to the Internal Revenue
Code lose sight of the real motivation for renewing or expanding
business facilities. Investment in capital assets is made only when
and if the owners are assured of a reasonable return on their invest-
ment. An important and necessary assurance is that tax rates and
depreciation policy permit an adequate return—an opportunity to
make a profit. President Kennedy said earlier this week that profit
was essential to economic growth.

Modernization of productive facilities would be better stimulated
through effective depreciation reform. Revision of depreciation al-
lowances over the long term would involve less revenue loss than the
tax investment credit. The effect on capital formation of this kind
of tax credit would be no greater than the release of a comparable
number of tax dollars through tax rate reduction. Depreciation
reform would avoid the inherent. inequities of the tax credit and treat
all taxpayers fairly. S .

The provisions of sections 3 and 4 relating to legislative and busi-
ness expenses would cripple the rule of “ordinary and necessary”
expense deduction that has always been a part of the income tax law.
These proposed rules are completely arbitrary, substituting manda-
{ory restrictions by statute and regulation for the traditional business
judgment. Our attached supplement comments in greater detail on
these sections. ' o

The provisions on taxation of foreign earnings insisted upon by the
Treasury Department are based upon a fuzzy, theoretical concept of
equalizing the tax on income of domestic corporations which operate
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abroad through foreign subsidiaries with their domestic competitors.
They ignore the realities of doing business in foreign markets where
the competitors are not those with whom we are engaged in the do-
mestic U.S. market but a group of very eneregetic and competent for-
eign manufacturers of related products. o

The American rubber industry now finds that the foreign invest-
ments which they have been encouraged to make for many years by
national policy are suddenly regarded in important governmental
circles as being highly undesirable, detrimental to the American econ-
omy, and based upon selfish motives. This concept is anything but
an accurate analysis. o

Penetration of a foreign market often is possible only by building
a plant in that market. No rubber plant has ever been located over-
seas capriciously or primarily with a view of tax avoidance. ]

Wholly beyond the questions of taxes and tariffs, the American
rubber manufacturer faces abroad a crisscross maze of quota restric-
tions, import licenses, and many other devices.

It would be an incalculable loss to the United States if the rubber
industry and other established industries are prevented by U.S. tax
law from continuing to meet foreign competitors on fairly equal terms
in seeking to obtain a share of these expanding foreign markets. This
committee already has been told of the conditions favoring our for-
eign competitors.

In many instances, rubber companies have received dividends in
this country from their foreign subsidiaries amounting to more than
their total current foreign investment. This dividend income has, of
course, been subjected to full U.S. taxation.

‘When domestic rubber companies decide to locate a plant overseas,
most of the equipment for the plant is shipped from the United States
and is made by American workmen. If further expansion is curtailed
by revised tax provisions, not only will the foreign markets be taken
over by foreign competitors, but the machinery, equipment, and sup-
plies for their new plants will come from foreign producers.

There are numerous examples in our industry where the annual pur-
chases of replacement equipment, machinery, materials, and supplies
to keep foreign plants operating represent more than the total U.S.
dollar investment of the same company overseas. These purchases,
amounting to many millions of dollars each year, provide work for
thousands of people and are advantageous in our balance-of-payments
position.

H.R. 10650 is designed to exact more revenue for the U.S. Treasury
from economic activity in foreign countries. It is our opinion that
such provisions, if enacted, would actually result in retaliation by for-
eign markets with tax measures designed to discriminate against cor-
porations with U.S. affiliation.

The end result would be that the Treasury of the United States
would realize less—not more revenue. This would result particu-
larly from the gross-up provisions of section 11(b) and the controlled
forelgn corporations provisions of section 13.

In the supplement which we attach for the record, we have included
additional comment relating to many of the complex provisions of
H.R. 10650 on the taxation of foreign earnings. Also in the supple-
ment are comments on the provisions (sec. 14) covering the sale of de-
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preciable property and our comments in opposition to the proposal by
the Secretary of the Treasury asking repeal of the dividen£ credit and
exclusion. That supplement is attached, Senator, which we request be
put into the record.

Senator BexnerT. The supplement will be made a part of the
record.

Mr. Qumk. Thank you, Mr. Chairman.

(The document referred to follows:)

SUPPLEMENT TO THE STATEMENT OF THE RUBBER MANUFACTURERS ASSOCIATION,
Inc, oN H.R. 10650, THE REVENUE AcCT oF 1962

SECTION 3. LEGISLATIVE EXPENSES

Our democratic form of government has no room for any legislation that ham-
pers the free communication of thoughts and ideas between citizens.

The disallowance of expenses incurred by a corporation in any attempt to in-
form the general public with respect to legislative matters is an “Iron-Curtain”
approach to lawmaking. For many years our Government has realized the tre-
mendous importance of educating foreign people regarding their own govern-
ments. It seems rather inconsistent to consider legislation that, in effect,
prohibits such dissemination of information to our own citizens. To disallow
such expenses would discourage any business from explaining the effects of
proposed legislation and expressing its viewpoints to the general public.

The proposed legislation implies that the communication is permissible be-
tween business and lawmakers, but is not permissible between business and the
general public. Such discrimination must not be legislated. Any ordinary and
necessary business expense must be recognized as a legitimate deduction.

SECTION 4. ENTERTAINMENT AND TRAVEL EXPENSES

The proposed legislation destroys the “ordinary and necessary” concept which
has been firmly and fairly made a part of our tax structure. The abandonment
of this concept under the guise of “loophole” plugging subjects our economy to
bureaucratic control and denies business judgment.

Travel and entertainment expenses can be quite adequately handled through
firm enforcement of the present “ordinary and necessary’” concept. The new con-
cept, “directly related to the active conduct of the taxpayer’s trade or business,”
is an abstract requirement. Salesmanship extends far beyond shoptalk and
direct negotiations. Customers choose one product rather than another which
may be similar or perhaps identical for peculiar and personal reasons. It is
necessary for a businessman to constantly expend ordinary and necessary efforts
to sell his product and services. How can this businessman or the Government
ascertain under the stress of sales effort whether or not such effort will be con-
sidered as directly related?

The proposal recognizes the costs of facilities and club dues if used primarily
in the trade or business. Such an arbitrary distinction is without merit. If
51 percent of the expense is business-oriented, the motivating facts would not
change if the ratio merely dropped to 49 percent.

Travel expenses must be reasonable under the proposal. Such a requirement
is difficult to define in a widespread business community and must be subject to
differing definitions by different men. The administration under this proposed
legislation promises to be provocative of extended and costly litigation. The
net revenue effect, in any event, is picayune when cost of administration and the
adverse business effects are placed in proper focus.

SECTION 6. ALLOCATION OF SALES INCOME BETWEEN A U.S. CORPORATION AND A
FOREIGN SUBSIDIARY

Amendment to section 482 of the Internal Revenue Code is unnecessary and un-
desirable. The present language contained in section 482 is sufficiently broad
to permit the Secretary or his delegate to make any allocation necessary to prop-
erly determine taxable income. Any shortcoming in this area is one of adminis-
tration rather than one of lack of statutory provision.
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The method of allocation which is proposed by section 482(b) (2) (A) is now
available to the Secretary if that method is deemed necessary and more accurate
than any other conceivable method. We object to including in the code a formula
for the Secretary’s use for the reasons that this inclusion, by ifs very presence,
would encourage its adoption in instances when another method yvquld be more
equitable or when the allocation used by the taxpayer is realistic despite a
variance with the formula involved in the code. Even though the proposed
amendment contains language providing that “arm’s length” prices shall be
used where available, the Ways and Means Committee’s explanation places such
emphasis on the formula that we are led to the conclusion that use of the formula
will undoubtedly be carried to the extreme.

Moreover, this section fails to provide that any income allocated to the domestic
corporation will be considered from foreign source for purposes of limitation on
foreign tax credit. This could actually result in the taxation of income twice;
once when an allocation is made, and again when a dividend is received in a
later year if no offset is allowed against foreign income for the amount so
allocated.

SECTION 11. THE GROSS-UP OF FOREIGN INCOME

Section 11 (b) of H.R. 10650 would add a new section 78 to the Internal Reve-
nue Code. This new section would apply the so-called gross-up principle in
computing the credit for foreign taxes by including in the gross dividend an
amount equal to the foreign tax deemed paid by the domestic corporation
receiving the dividend. The full U.S. income tax is then computed on this
grossed-up amount.

The gross-up proposal is not in harmony with the principle of basing U.S. tax
liability upon income. The proponents of gross-up have advanced the argument
that gross-up will remove an advantage companies have when operating through
foreign subsidiaries compared to companies operating with foreign branches.
These arguments ignore completely the fact that the selection of a branch opera-
tion is availed of only when other operating advantages, such as utilization of
operating losses and foreign exchange fluctuation, outweigh the considerations
favoring the alternative of operating by use of a subsidiary.

It has been thought for over 45 years that the long-existing foreign tax credit
provision equalized at least in part inequities between a foreign subsidiary-type
operation and a foreign branch-type operation. Now we find H.R. 10850 would
put an end to this partial equity and produce an absolute inequity despite the
claims of its opponents.

Moreover, section 11 (b) of H.R. 10650 would completely disregard the existence
of a corporate entity created under the laws of a foreign government. It would
look through such legal corporate entity and attempt to impose a tax on the
domestic U.S. parent on income earned abroad by the foreign subsidiaries which
could never be returned to the parent as dividends since it had rightfully been
taken by the foreign government as tax.

We submit that this raises a serious constitutional question, and we trust that
this committee will give it thoughtful consideration.

As “gross up” will increase U.S. revenue only where foreign tax rates are lower
than our own, such countries may logically be expected to increase their own
effective tax by a form of withholding tax so that they and not the United
States will receive the additional revenue. We would expect this to be done
in each foreign country without cost to its own national corporations, inevitably
resulting in discrimination against those corporations which were affiliated with
corporations based in the United States. The unfortunate and, in our opinion,
inescapable result of enacting section 11 will be to severely reduce U.S. earnings
and tax revenue from foreign sources because more of such earnings and taxes
will be trapped and retained by foreign governments.

SECTION 13. CONTROLLED FOREIGN CORPORATIONS

. The proposed section 13 of H.R. 10650 is suggested in an attempt to curb abuses
in a limited number of cases, completely ignoring corporate entities and legitimate
e.xpansion of trade and commerce. Section 482 on allocation of income and sec-
tions 367 and 1941 of the 1954 Revenue Code pertaining to transfers contain all
the legislation which is needed to enable the Secretary to curb said existing
abuses. If, however, it is the belief of this committee that additional legisla-
tion is needed to end the so-called tax haven form of operation, the amendments
to the Code should be directed only to that target and not spread in a way that
would affect legitimate operations. )
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Proposed section 13 would, by its definition of nonqualitied property, prohibit
growth of a new controlled foreign corporation out of earnings in economically
developed countries and seriously impede further growth out of earnings by those
which are now established. Qualified property, as defined in this section, ap-
pears to exclude funds accumulated for future expansion and for the replacement
of assets where inflation has resulted in replacement cost exceeding original cost.
Prudent business judgment would require this accumulation against need.

In explanations and discussions relative to this section of the proposed Dbill,
its advocates have used such terms as ‘“tax deferral” in referring to what is
nothing more than respect for corporate identities. If foreign trade and com-
nierce is bad for this country, it should be abolished by direct legislative action
and not by amendments to the Internal Revenue Code.

SECTION 14, GAIN FROM DISPOSITION OF DEPRECIABLE PERSONAL PROPERTY

We are fully aware that our deficient depreciation structure for tax considera-
tion is a deterrent to growth and technological progress. We also clearly
realize the seriousness of our national economic situation. There is little, if
any, debate against a basic revision upward in depreciation rates as is now
being promised by revising Bulletin F. It is an acknowledged fact that a
certain amount of “c¢reeping™ inflation exists in our economy. It is impossible
tfor us to reconcile these basic principles with the present proposal to tax as
ordinary income the gain from the disposal of depreciable assets.

The ultimate effect of such legislation is very apparent; prudent businessmen
will be reluctant to dispose of productive machinery if an accumulation of sub-
stantial gains accompanies the disposition and the resulting tax would consuine
most of the proceeds.

There is no doubt that the disposition of used or obsolete equipment is
always prerequisite to replacement and modernization. There is also no doubt
that such replacement is constantly made with niore expensive new equipment.
Encouragement of business to purchase and intall new and modern equipment
will not result from this proposed legislation. The influence of inflation upon
both the proceeds from the disposition of obgolete and inefficient equipment
and upon the cost of the new equipment required to replace it must not be
ignored.

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

Section 16 is another example in which the proponents of the bill seek to ignore
corporate entities and discourage the operation of controlled foreign corpora-
tions. If an individual as a stockholder owns 10 percent of the stock in a
domestic corporation, any gain upon liquidation will be treated as a capital
gain. If, however, a stockholder owns 10 percent of the stock of a controlled
foreign corporation, this section would exact tax at ordinary income rates. This
is clearly an act to promote discrimination.

Accumulated corporate earnings of a domestic corporation may be transferred
to its domestic parent either tax-free upon liquidattion or by divided prior to
liquidation and be subjected to only the intercorporate dividend tax of not
more than 7.8 percent. The present Code and regulations now discriminate
against the liquidation of foreign corporations by subjecting gain to capital gain
rates and dividends prior to ligquidation to the full corporate tax rate.

If gains upon sale or liquidation of such stock investments are to be taxed
at higher rates by the United States, we may expect foreign countries to seek
means of securing the tax benefit for themselves by discriminatory taxes upon
such sales or transfers as the increase in value will be looked upon as arising
from economic activity in their countries. If this is done, and in our opinion
the retaliation to the enactment of this section would be swift and sure, another
source of revenue to the U.S. Treasury will be cut off.

SECTION 21. TREATIES

One of the most surprising and indefensible provisions of H.R. 10650 is the
one contained in section 21 which would make inoperative section 7T852(d) of
the Internal Revenue Code (relating to treaty obligations) where it would other-
wise apply to provisions of H.R. 10650.
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This provision cannot help but have its effect on other countries which were
party to those tax treaties which are now in force. If Senate approyed treaty
provisions can be nullified so lightly by this country, other coun_trles can do
likewise. Parties to treaties, each acting independently, coul_d in this way
completely destroy the treaty by ignoring its provisions in their own country.

Tax treaties entered into in good faith by our country are relied upon ip
making business decisions and should be adhered to without exception wuntil
amended by negotiation and agreement between the United States and the other
country party thereto. Our country, noted for its fairness and generosity in
foreign affairs, should not destroy this climate of good will by arrogant and
unilateral abrogation of treaty provisions entered into only after serious and pro-
longed negotiation.

DIVIDED CREDIT AND EXCLUSION

‘We oppose the proposals of the Secretary of the Treasury in the area of the
dividend credit and exclusion for they would not promote equity between tax-
payers and would not promote economic growth.

It is generally agreed that there is a substantial measure of double taxation
on distributed corporate earnings. It is an inescapable fact that taxpayers
who receive dividends are worse off, from a tax point of view, than taxpayers
who receive wages, interest, rents, or royalties. Xquity capital is the most
difficult to obtain, the most essential to an expanding economy and the only
form of capital subjected to a double income tax. When all economists agree
that we should increase our rate of growth, it is not the time to discriminate
further against stockholder investment.

The argument that its “benefit is highly favorable to the taxpayers in the
upper income groups” is irrelevant. Relief from double taxation of dividend
income should naturally go to those who receive the income. Such credit
should not be evaluated by the economie status of the recipients; an inequity
is no less an inequity if it is imposed on a person already overburdened by
excessive tax rates. Not only is the argument irrelevant, it is also incorrect in
fact. The tax credit amounts to 20 percent relief of the dividend tax at the
bottom of the tax bracket, whereas the relief is less than 4.5 percent for the tax-
payer at the top of the tax bracket.

Senator BenNETT. JUst one comment: you say—

The effect on capital formation of this kind of tax credit would be no greater
than the release of a comparable number of tax dollars through tax rate reduc-
tion. Depreciation reform would avoid the inherent inequities of the tax credit
and treat all taxpayers fairly.

By that are you pointing out that this benefits the man who has a
program of improvement right now, but the man who got busy a year
ago and brought his plant up to date 1s Jeft out ¢

Mr. Quirk. That is right, Senator. Actually, many millions of
dollars, I presume, have been spent in 1962 wholly and with no regard
to this type of legislation, and the retroactive effect of this would be
an outright windfall to those people in that respect.

In other words, we feel that the much needed and long overdue
reform of the schedule F depreciation allowances is the basic ap-
proach and is the sound approach, and not in—I think we have used
the word tax “gimmick”—in reference to the investment credit idea.

Senator Bennerr. I am inclined to feel that before we legislate in
this field we should at least have a look at the proposed Improvement
in the depreciation schedules.

Mr. Qumg. I am very happy to hear you say that.

Senator Bexxerr. So we are not working in the dark,

Mr. Quirg. I am very happy to hear you say that, Senator.

Senator Bennerr. I think you would agree with me.

Mr. Qumk. Completely.

Senator Ben~nerr. Thank you very much, Mr. Quirk.

Mr. Quirg. Thank you.
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Senator BENNETT. I have no colleagues to question you further.

Mr. Quirk. I do not know whether that is fortunate or unfortunate.

Senator BennNerT. I think you should be happy, under the circum-
stances. [Laughter.]

Now, Mr. Lee, we will be very happy to hear you.

Did Mr. Zagri come in ?

STATEMENT OF SIDNEY LEE, PRESIDENT, WEST INDIES
INVESTMENT CO.

Mr. Lge. Thank you, sir.

My name is Sidney Lee, and T am president of the West Indies
Investment Co., Christiansted, St. Croix, in the W.S. Virgin Islands.

I will address my remarks to section 18 of the Revenue Act of 1962,
H.R. 10650.

Heretofore the gross estate of a decedent for estate tax purposes
(sec. 2031 Internal Revenue Code) did not include real property
situated outside the United States.

Section 18 of the Revenue Act of 1962 proposes to amend the Reve-
nue Code so as to include real property situated outside the United
States.

The Virgin Islands, which are a territory of the United States, will
be greatly affected by section 18. It is respectfully suggested that
section 18 be altered so as to exclude any change in the status of real
property in the U.S. Virgin Islands.

The Virgin Islands, which are a possession of the United States,
present a unique problem which shoqu be considered separately from
that relating to other “foreign real property.”

Investment in the Virgin Islands does not involve any drawing of
dollars from our country, does not bring about any loss of gold, and
does not affect our balance of payments.

As a possession of the United States, it is important that these
islands do not lag behind in their economic and cultural development.

The Virgin Islands are relatively small. They have a population
of only about 31,000 people. The language, customs, and traditions,
and culture are not dissimilar to those of the continental United
States.

The economy of the islands is based on agriculture and tourism.
Agriculture is waning and becoming progressively less significant.
This is due to the lack of water supply and to the economic problems
attending a manually harvested sugarcane crop. Tourism, at best,
is transitory. It is affected by the vagaries of long distance trans-
portation, by the publicity given to any political unrest and militancy
m the Carribbean, and greatly affected by any adverse comments on
the business outlook in the United States.

An important way for the Virgin Islands to develop is to attract,
from among cruise boat tourists and other vacationers, a number of
continental U.S. residents who will invest in the Virgin Islands and
build there. In our favor to accomplish this is our most attractive
climate and scenic beauty.

We have problems, and among our problems are—

1. Our long distance from continental United States.
2. With only 15,000 total inhabitants on an island, construction
is relatively difficult and can be expensive.
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3. The shipping costs and problems of distribution to a small
population makes the basic cost of living high. It is said in
Jest, but is nevertheless a fact, that in the Virgin Islands the
luxuries are cheap, while the necessities are expensive.

4. The other Caribbean Islands under British, French, and
Dutch flags offer attractions and inducements to tourists and
colonists.

The Virgin Islands have a limited supply of water and other re-
sources. Kfforts are made to foster industry but there is no large
labor supply and no sizable local market for products.

There has been much publicity given to the Caribbean area. There
.1s a good potential for the Virgin Islands. We have made accomp-
lishments in getting people to the islands, but we desperately need
more time to get on our feet.

Many visitors are fascinated by the attractions of the Virgin
Islands. But they also weigh the risks of long-range involvement.
We have to provide an incentive to induce people to invest in the
land and help develop the islands.

One such ncentive has been the exemption from estate tax of the
investment in real property. Right now there are perhaps hundreds
of people contemplating an investment in the Virgin Islands. The
removal of the incentive at this time has a greater adverse psycho-
logical effect than if the advantage had never existed.

The land, particularly in St. Croix, is to a large extent in bush
and in weeds.

We need people and we need investment. When people buy land in
the islands ancF visit or move to the islands, they bring some of their
capital with them. They spend money buying their food in the is-
lands; hiring labor to build their homes. They may discover a needed
business or service that is not in existence. Before long, they are con-
tributing energy, initiative, and capital.

All this helps replace capital taken out by the Danes when we bought
the islands in 1917.

And it has a multiplied effect in stimulating and building the econ-
omy from which the Virgin Islands and the U.S. Government receive
thelr taxable income.

The cost to the U.S. Treasury of making this incentive available is
relatively small. On the other hand, the continued availability of this
incentive will bring to the Virgin Islands the people and investment
to make the islands self-supporting; to develop living standards that
will be a credit to our country; and in the long run be of significant
benefit to the U.S. Treasury.

There are but about 75,000 acres involved in St. Thomas and St.
Croix, some of which are Government owned. Much of the acreage
is owned by developers in corporate form, and hence not affected by
the estate tax.

In summary, the cost to the U.S. Government as a so-called tax
haven would not be comparable to the benefits the Virgin Islands and
the U.S. Government would derive by continuing unchanged the ex-
clusion of real property in the Virgin Islands from the gross estate.

Although we feel that the public interest would be best served by
excluding all real property in the Virgin Islands from the coverage of
section 18, the Congress may nevertheless feel that in principle all tax
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havens should be restricted. In this event, we suggest consideration
of an alternative, to wit, the exclusion from the gross estate of real
property in the Virgin Islands limited to $100,000 per individual.

Senator BENNETT. Do you have many individuals in the Virgin Is-
Iands who hold $100,000 worth of real estate ?

Mr. Lee. Well, “many” is a relative term, but it is not unusual for
people to come to the Virgin Islands to buy 2 or 8 acres of land, to
build a home, and in real property

Senator Bennerr. If we put such a limitation in, and I interpret
the limitation to mean that only those that have more than $100,000
invested would find their property above $100,000 subject to the estate
tax.

Mr. Lep. Yes.

Senator BENNETT. If we were to put such a provision in, how many
people would we catch ?

Mr. Lee. Well, you would catch anyone who was buying land in the
Virgin Islands as a tax haven.

As I see it, we have 75,000 acres total; we have the Government
owning 5,000 or 6,000 acres, we have in corporate form a large percent-
age of what is there. So in total if you have 30,000 acres worth in bulk
a few hundred dollars to a few thousand dollars an acre, we do not
have very much money.

The inducement is tremendous to build up the islands. Why I am
thinking of the possible limitation is that it may be in mind that some-
one will not come down to build a home or build a nice-sized home, but
will pour money into the islands as to avoid inheritance taxes.

Senator BennerT. I have the impression from what you have been
telling us that there are very few people, if any, owning more than
$100,000 worth of real estate at the present time; so, to say it an-
other way, wouldn’t this provision of excluding the first $100,000
virtually exclude all real estate in private hands in the Virgin Islands
today ?

Mr. Lee. Yes.

Senator BennerT. Yes, I would think that is true.

Well, thank you very much, Mr. Lee. I hope you are able to meet
the time pattern that you have to meet. We appreciate this testimony.
I think this is the first testimony we have had on this particular
problem. .

Some day I hope to get down to the Virgin Islands.

Mr. Lee. It will be our pleasure.

I might just add a sentence because of your remark about the first
time it has been mentioned. We are in an anomolous position for in-
heritance tax purposes. We are gon_sidered as foreign real estate. In
general, people feel that the Virgin Islands belong to the United
States, and it is not foreign property, so it may wel} be th_at it could .
be missed in the overall picture, and I think it is entirely distinct and
different, and certainly should be considered.

Senator BENweTT. Mr. Stam reminds me that we had another wit-
ness, whom I did not hear, who called our attention to this particular
problem. ) )

Mr. Leg. I appreciate being allowed the time to appear before the
committee.

Senator Bexxerr. Thank you.
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Mr. Nathan McClure, the American Chamber of Commerce of.

Venezuela. .
I will be happy to hear your testimony.

STATEMENT OF NATHAN McCLURE, TREASURER, AMERICAN
CHAMBER O0F COMMERCE OF VENEZUELA; ACCOMPANIED BY
ROBERTS CHAPIN, CHAIRMAN, TAX COMMITTEE

Mr. McCrure. My name is Nathan McClure. I am a director and
treasurer of the American Chamber of Commerce of Venezuela, and
my colleague is Mr. Roberts Chapin, chairman of its tax committee.
We are both U.S. citizens and partners in U.S. international public
accounting firms. We have both been residents of Caracas for many

ears.
Y The chamber we represent has a membership of some 300 persons,
representing 100 companies, most all of which are owned in whole or
part by U.S. persons and corporations; these companies employ several
thousand U.S. citizens in Venezuela and a much greater number of
Venezuelan citizens.

‘We have come all the way from Caracas to express to you the oppo-
sition of the members of our chamber to the foreign income provisions
of H.R. 10650. We do this with full respect for the viewpoints of
the Treasury and with appreciation of their knowledge of the subject
and their dedicated zeal to explore every avenue of possible tax revenue
for the good of our ¢ountry. We give our testimony only to con-
tribute, positively, in a small way, to an understanding of some of
some of the realities of doing business in a foreign country, a thing
on which we think we can speak with some authority.

We are in accord with those witnesses who have testified that—

(1) Foreign income of foreign companies controlled by Ameri-
can interests should be taxed only when brought home and at no
more than at the present time;

(2) There is no need for complicated formulas to determine
selling prices between controlled companies;

(3) The taxing of U.S. citizens who are bona fide foreign resi-
dents working in Venezuela is not realistic;

(4) The proposed changes are harmful to American and
Venezuelan business in Venezuela ; and

(5) The imposition of the proposed taxes could hurt our resi-
dent citizens in their cooperation with the Venezuelan people in
trying to provide for Venezuela some of the things it needs for
a decent and dignified life and which are contemplated in the
Alliance for Progress.

We have prepared and desire to submit separately a memorandum
containing our detailed views on these matters.

Senator BExnerT. I have a copy of that supplementary memoran-
dum and it will be included in the record at the conclusion of your
testimony.

Mr. McCrure. Thank you.

First, we think that the Treasury has not clearly and unequivocally
demonstrated that anything has happened to cause the abandonment
of our former foreign tax policies. Its arguments on the subiect of
balance of payments have been refuted by qualified experts. Its im-
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positions on foreign service give us serious doubts as to its awareness
of the problems of that field, particularly as its opinions seem to be
based on less than 500 examples out of some 20,000 returns.

We testify that foreign service in Venezuela does subject our bona
fide resident business citizens and companies to circumstances different
and more hazardous than at home, and different even than in other
foreign countries, and we think these circumstances must be carefully
weighed if real equity is to be done.

Venezuelan service requires extra compensation to overcome the ex-
tremely high costs of living varying between $6,000 to $15,000 a year;
more than in the United States, it necessitates learning and working
in a new language; it requires learning and conformity with different
economic, tax, and legal philosophies; it subjects us to different living
conditions, to customs problems, to unstable moneys; to expensive and
frequently uncompensated travel; and to lesser protection of our lives
and property. It separates our people from the benefits of living in
the United States, from their families, from voting, from participa-
tion in governmental matters, from the type of education to which we
are used, and from being first-class citizens.

Foreign subsidiary corporations are exposed to different tax sys-
tems and commercial laws; to higher customs duties, to more re-
stricting economic and social philosophies; to unstable monetary and
political systems; to a lesser trained labor and technical force with
different attitudes; to antagonistic social groups; to less developed
communication and transportation systems; to highly nationalistic
opposition; to competition with nationals of other countries having
lesser taxes on their take-home profits; and to different types of
markets.

Our companies in Venezuela do not receive the benefits of the United
States guaranty programs which would, in some measure, but only
partially, reduce the hazards of our service; hazards which have been
experienced by our nationals in Cuba, for example, and to some extent
by us in Venezuela in the recent quasi-devaluations of currency. To
us these hazards are real ; they live with us day by day. They are not
to be dismissed as something that happens in novels. No profit is defi-
nitely made to a U.S. company until all of its investment and profits
are free of this overpowering hazard.

Furthermore, our Venezuela-American businesses bring benefits to
our country in permitting otherwise marginal volumes of production
in introducing to our people good ideas developed by Venezuelan and
other foreign peoples; in broadening our appreciation of Venezuelan
and other foreign cultures, in aiding the good people of Venezuela and
our State Department in combating false politico-social doctrines; and
n carrying out our noble concept that peace in the world depends
upon a dignified life for all people.

The Treasury seems to neglect all of these hazards and benefits of
foreign service.

In limiting the exemptions on personal earned income, it particu-
larly overlooks the extremely high cost-of-living part of our compen-
sation which is not income at all. It also neglected the peculiar em-
ployment situation in Venezuela for Americans.

Actually a tax on a North American employed in Venezuela is not a
tax on the employee; it is a tax on the business that employs him.
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" This is because no American ever goes into Venezuela service unless
he can get more “take home” pay (after taxes pay) than he can get in
the United States. If you reduce the present “take home” pay by
additional tax, the employer, Venezuelan or American, must make
good the deficiency to keep or replace this important man. This is
not the situation in the United States where the tax is equal on all
incomes of the same level. o

Many of these people work for companies with important Vene-
zuelan  interests. Taxing these employees, taXes our Venezuelan
friends. In addition, our companies are constantly under pressure
to keep salary scales for Americans at a comparable level with those
for Venezuelan citizens. The increase for Americans, caused solely
by U.S. tax policies, will result in a snowballing effect on Venezuelan
economy, and will be used by the Communists to claim, wrongfully of
course, Y ankee interference.

In its arguments for increasing the tax on foreign business income
by means of the gross-up system, and through the speedup of paying
tax on income not yet received, the Treasury Department also over-
looks some of the realities of the situation. For instance, it espouses
the theory that high taxation does not retard business activities.
Nothing in our long experience as accountants in preparing business
budgets and planning statements would permit us to agree with this
conclusion. We both know of cases where increased income taxes
have caused serious reductions in expansion and development of local
businesses.

The Treasury overlooks the high customs duties in countries such as
Venezuela, which, to our minds are alone sufficient to justify the pres-
ent foreign-tax-credit system, which results in a small reduction in the
1ax rate on dividends received on foreign investment.

Venezuela supports its government in great part from customs
duties, and thereby reduces its income tax. But both are costs of gov-
ernment borne by that business unit and comparable to our income tax.
If such costs were called income tax, the resultant credit would be
considerably increased and the U.S. tax decreased, even under the
Treasury’s arithmetic. The present system at least gives some benefits
for this. Furthermore, we, in our role as accountants, believe that
income taxes are just as much of a cost of doing business as are import
duties. Both are deducted by business planners in order to determine
net return; both are included in costs when sales prices are computed.
Both are costs of the same government. We think this situation has
been recognized in the present tax-credit method and we think that to
throw out a system that has been in existence for 40 years on the
grounds that it represents poor arithmetic is somewhat strange.

Furthermore, the Treasury’s method of allocating income between
controlled companies will be most cumbersome in practice and is going
to cause many controversies with Venezuelan tax authorities, who are
also interested in allocating income.

We think also that the Treasury has overlooked the importance to
our foreign trade of the tax deferral for corporate income legitimately
earned outside the country, and not yet brought home. Such income,
no matter what the business form or nationality of the primary owner,
or where invested, is, or will be, in buildings, equipment, receivables,
land, machinery, tools, etc., physically situated in foreign countries
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for the benefits of such countries under the Alliance for Progress.
Such things cannot be spent in the United States. Their sales price
did not come out of the pockets of domestic consumers and in their
gresent form they cannot Euy food or clothing or housing in the United

tates. We think that the pressures of stockholder dividend require-
ments will be sufficient to guarantee that the foreign profits will be
brought home in regular course and that there is no need of the Treas-
ury Department to interfere with ordinary economic forces. We re-
gard it as completely unjust to collect a 52 percent tax on profits which
by local laws, devaluations, confiscations, and destructions may never
be realized.

We think the Treasury has overlooked difficulties in connection
with the immediate reporting of income realized from patents, copy-
rights, and exclusive formulas and processes and certain sales income.
As accountants we know this is going to be very difficult to administer
in foreign operations. The amount of a foreign-based corporation’s
income attributable to these things could be none or all depending
on the attitude of the Treasury Agent, and consequently Venezuelan
corporations, would be subjected to expensive examination by U.S.
revenue agents, and possibly its officers, including Venezuelan na-
tionals, would be brought into expensive and burdensome U.S. tax
litigation.

We are particularly concerned with the effect of the bill, as a whole,
on the Venezuelan economy and its unwarranted interference with
Venezuelan corporate operations. We cannot help but think that it
is the complete antithesis of the philosophy of the Alliance for Prog-
ress and will give the Communist party of Venezuela ammunition to
claim further interference by Yankee imperialism in the internal
affairs of Venezuela.

We are pleased to see that the Treasury has recognized one injus-
tice in the House bill and that it now recommends that the provisions
eliminating capital gains treatment on sales or liquidation of foreign
investments should not apply to income earned prior to 1963. We
think that they should go further and eliminate the whole provision.

We want to tell you, in closing, that if the Treasury Department
is successful in damaging U.S. business in Venezuela, it will not only
lose revenue from taxes, but it will have to spend many millions if
it wants to replace the thousands of American citizens who now
act as personal ambassadors of our country. Through our North-
American Association, to which all our citizens automatically belong,
and related organizations, we bring to Venezuela the dedicated serv-
ice of those highly trained and broad-minded people. These organ-
izations provide for educational counseling and for scholarships of
Venezuelan youth to U.S. schools and colleges; for interchange of
journalists between the countries to expand understanding; for train-
ing of Venezuelans in English and Americans in Spanish; for text-
books for Venezuelan schools to offset the textbooks given by the
Communists; for joint cultural and sports programs; for care, cloth-
ing, and human interest of unfortunate children; for equipment for
hospitals; for an independent “Peace Corps.” And, we are proud
to say that we raise the funds for these projects and contribute the
labor for them ourselves without any drain on the U.S. Treasury.

82190—62—pt. 9——9
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We think that a tax system that has produced such benefits should not

be changed. ) )
We have been asked by the American chambers of commerce 1n

Buenos Aires, Mexico, Spain, and Okinawa and the Philippines to
submit to you their concurrence in our protestations.

Our chamber has talked with many visiting Senators and Congress-
men who have come to Venezuela. They have worked hard at their
jobs, and they have left us with a better knowledge of Venezuela.
‘We can testify that they were not “just on a junket.” _

We hope that you, too, will come and see us in person sometime,
and we assure you of a warm welcome.

Senator Bennerr. Thank you very much, Mr. MeClure. ‘

You are talking to one committee whose members take no trips.

We are very proud of our chairman, who believes in economy of
Government, and one of the programs that is not a part of the Fin-
ance Committee pattern is trips of any kind.

(The supplemental statement referred to is as follows:)

STATEMENT OF COMMENTS BY AMERICAN CHAMBER OF COMMERCE OF VENEZUELA
SUPPLEMENTING OUR PREPARED ORAL TESTIMONY REGARDING CERTAIN OF THE
ForeleN INcoME ProvisioNs (SEec. 6, 7, 11, 12, 13, 16, aNp 20) or H.R. 10650,
THE REVENUE AcT oF 1962

In the following written comments it is not our intention to attempt to cover
in detail the multiple effects of the foreign income provisions of H.R. 10650 on
American business and citizens abroad. Almost every possible aspect of these
provisions has been covered in testimony already presented. Accordingly, our
comments are limited to selected phases of the sections of the bill covered by
Mr. McClure’s prepared testimony, with particular emphasis on the effect of
these sections on American business and citizens located in Venezuela, since we,
as longtime residents of Venezuela, have an intimate knowledge of the situation
in that country. Our basic approach will be to demonstrate why, many times
with specific examples, the foreign income tax provisions of H.R. 10650 would,
if placed into effect, have manifold inequitable results on legitimate American
business operating abroad, and consequently would be a damaging blow to
American trade and business in foreign countries.

SECTION 6. AMENDMENT OF SECTION 482

The proposal to incorporate in the code arbitrary rules for allocating income
is, we believe, unrealistic and inequitable. The present code section 482 grants
sufficient power to the Treasury to reallocate income in cases of abuse, and pro-
vides appropriate safeguards, in that the facts and circumstances of each case
have to be taken into account. Accordingly, we believe that the proposed change
should not be accepted.

Through the establishment of a few vague, arbitrary, and mechanical rules, it
apparently is hoped to apply the same or similar bases to all taxpayers in the
allocation of income. However, because of the infinite variety of situations
among businesses abroad, taking into account the distinet laws of foreign govern-
ments, labor policies, risks, customs, and so forth, it is virtually impossible to
lay down general rules to be applied to all taxpayers in connection with alloca-
tion of income. We believe application of the rules in this section would result
in inequities and hardships and involve taxpayers in endless disputes with the
Treasury, which would be costly and time consuming for all concerned.

Unfortunately, it appears that the proposed section would encourage the
Treasury to allocate income in the manner which resuilts in the most tax, regard-
less of whether or not the resulting allocation is reasonable or realistic in the
light of all the circumstances. Moreover, the Treasury is not bound to be con-
sistent in its treatment of all taxpayers, or even of the same taxpayer from one
year to the next; and in all cases in defending his position the burden of proof
Would_ rest with the taxpayer. Such a situation would be difficult to endure:
carrying on business abroad is so complex and uncertain that any substitutions of
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vague, arbitrary rules for the businessman’s own informed judgment would have
a strong adverce effect on business abroad.

SECTION 7. DISTRIBUTIONS OF FOREIGN PERSONAL HOLDING COMPANY INCOME

This section provides for lowering the foreign personal holding company
income requirement from the present 50 or 60 percent to 20 percent; we believe
this would have far-reaching unfair consequences. For instance, the scope of
the operations of a company engaged in an active trade or business might be
reduced during a given year for reasons beyond its control; the company might
well then find itself in the foreign personal holding company classification. This
would mean that the U.S. shareholders would be penalized by having to pay
U.S. tax on their pro rata share of the company’s foreign personal holding
company income, even though they have not received such income as dividends;
in addition, the U.S. shareholders, officers, and directors of the company would
be subject to the onerous monthly and annual reporting requirements of
section 6035.

In connection with the above, we present an example of a normal situation.
Suppose three American citizens and two Venezuelan citizens form a Vene-
zuelan company, each with equal stockholdings, for production of specialized
food products. As may happen frequently in Venezuela, a factory is built in
an area where housing is not readily available and accordingly the company
constructs housing facilities which it rents to its employees. For a number
of years the company’s annual gross sales are about $£1,200,000 and its gross
income from operations about $300,000 a year; in addition it receives rental
income from its employees of about $50,000. Under these circumstances the
company would not be considered a foreign personal holding company, since
its rental income is less than 20 percent of its gross income. Now let us suppose
that in a given year various factors such as competition, depressed conditions,
or poor management result in a reduction of gross income from operations to
$150,000. The company releases some of its employees, but rents some of the
vacated facilities to others and its annual rental income is $45,000. The
company is now clearly a foreign personal holding company. It does not have
cash available to pay dividends. Accordingly, although the company is legiti-
mately engaged in the active conduct of a business, and its foreign personal
holding company income is really incidental to its business, its U.S. shareholders,
officers, and directors become subject to the tax and reporting penalties men-
tioned at the end of the previous paragraph.

Another example of a situation damaging to an American businessman
follows :

John Smith, a U.8. citizen and Jaime Gonzalez, a Venezuelan citizen, own
52 percent and 48 percent, respectively, of the capital stock of Cauchos S.A.,
a Venezuelan corporation, engaged in Venezuela in the business of furnishing
equipment, materials, and supplies to shops which retread tires. Sixty percent
of the gross income of Cauchos S.A. is derived from sales of equipment, materials,
and supplies, 20 percent from the rental of equipment owned by Cauchos S.A.
and leased to shops, and 20 percent from royalties for using the exclusive
processes owned by Cauchos S.A. The taxable income of Cauchos S.A. is $100,-
000, all of which is retained to carry out a modernization program needed by
the business. H.R. 10650 would, for the first time, increase the taxable income
of John Smith by $20,800 (52 percent times $40,000). There are no personal
holding company provisions in Venezuela’s income tax law nor any income
tax on either undistributed or distributed earnings. Although Smith owns
the majority of Cauchos S.A. his net return from the business, by reason of
his personal U.S. income tax burden would, under H.R. 10650, be inferior to
Gonzalez’. For the same reason, Smith's share of the cost of modernizing
Cauchos S.A. is disproportionately higher than that of Gonzalez’. Gonzalez
suggests that since the income tax law of the United States precludes Smith
from enjoying the benefits of majority shareholder, that Smith should now sell
him 3 percent of Cauchos S.A. stock at a nominal price since ownership of
these shares results in an economic liability to Smith. Smith, who does not
have the cash to pay the U.S. tax, finds the argument difficult to refute and is
thus forced to relinquish majority control.

Many other examples could be given which would show that manifestly unfair
situations would arise.
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SECTION 11. DOMESTIC CORPORATIONS RECEIVING DIVIDENDS FROM FOREIGN
CORPORATIONS

The effect of the change proposed in this section is to impose a U.S. tax on
dividends from Venezuelan corporations which, with the Venezuelan income
tax, would equal the 52 percent U.S. income tax which would apply were the
related income earned in the United States. Under the present law, and for
many years, the earnings of a Venezuelan corporation owned by U.S. interests
would pay a combined tax of less than 52 percent, sometimes as low as around
45 percent, when remitted home.

We believe that it is an unwarranted assumption that the laws in effect for
over 40 years are based on an arithmetical error, as claimed by the Treasury.
Such laws were simply based on the sound and logical concept of taxing only
the profits brought back to the United States in the form of dividends. The
laws were carefully designed to limit the foreign tax credit to that portion which
might be considered attributable to the dividends received. Moreover, we do
not understand the concept that the earnings of a foreign corporation should
bear the same tax burden as those of a U.8. corporation, since a foreign corpo-
ration is not subject to the laws of the United States. In any case, foreign
branches of U.S. corporations have certain tax privileges not available to foreign
subsidiaries, since losses may be deducted in the income tax return of the home
office and in certain cases the home office may receive the benefits of a “Western
Hemisphere trade corporation.”

Another reason why it is impossible to achieve equality in the tax burden of
U.S.-owned foreign corporations is the difference in tax practices in various
countries. For instance, in Venezuela the costs of government are met in far
greater proportion than in the United States by high customs duties. In some
cases these have amounted to 120 percent of the income tax. If customs duties
were assessed as income taxes, the U.S. tax would be substantially reduced
or in some cases eliminated by the foreign tax credit.

The Treasury argues that customs duties are indirect taxes passed on to
customers and therefore different than income taxes. We contend that both are
costs of government; import duties cannot always be passed on to customers;
both have an effect on customers’ prices; and they cannot be dismissed as of
no importance to consider.

It seems to us that this section is simply another example of increasing tax-
ation of American business abroad, with unfair effects on companies which have
been organized with the present laws in mind and that it will act as a deterrent
to expansion of American business abroad.

The Treasury has recommended to the Senate that the effective date of these
provisions should commence on January 1, 1962, without even the 2-year grace
period permitted in H.R. 10650; we believe that this would be a particularly
harsh retroactive procedure.

SECTION 12. EARNED INCOME FROM SOURCES WITHOUT THE UNITED STATES

Since 1926, the tax law has provided that if a U.S. citizen is a bona fide
resident of a foreign country he does not have to pay U.S. tax on his income
earned outside the United States. This exemption was designed to further the
foreign trade interests of the United States and for 36 years it has served its
purpose well. During this period our foreign trade has expanded many times
over. It has created jobs in ever-increasing numbers for U.8. citizens, both at
home and abroad.

The Congress is now being asked to abandon this long-standing policy.
Make no mistake about the effect of the proposal—it calls for abandonment of
2 principle established by deliberate action of Congress. We are not dealing
with some loophole or unintended henefit which crept into the law unnoticed,
nor has any evidence of widespread abuse of the policy been advanced. ‘Why,
then, is it proposed that the policy be abandoned? Is'it to provide additional
revenue? We have been told that the estimated revenue gains are insignificant,
but we have no doubt that the impact on many individuals on career assign-
ments abroad will be severe. Is it in the interest of some theoretical concept
of tax eguality? It is submitted that the present rules provide the truest kind
of equal;ty—equality among individuals living and working in the same economic
and social environment. And are we not to believe that once the policy of
‘26 years’ standing has been abandoned we shall soon have the complete elimina-
tion of the earned income exclusion? This would appear to be the logical
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extension of the present proposal if credence is to be given to the tax equality
theories advanced by the proponents of this measure.

In these days of the ‘cold war,” one cannot separate the economic interest
of the United States from national security considerations. The United States
must maintain and increase its economic strength—to do otherwise would be
to invite the further spread of totalitarian systems of government dedicated to
the elimination of freedom. The administration tells us that a vigorous foreign
trade is absolutely essential to our economic well-being. Would the Congress,
then, be furthering the foreign trade of the United States if it enacts section
12 of the bill? We think not.

The conduct of operations abroad by American private enterprise is a vital
part of our foreign trade. And, for the successful conduct of these operations
it is almost always necessary to have Americans working abroad. This is so
because in the labor forces of most foreign countries there do not exist the
required skills in the required numbers. Furthermore, the assignment of some
U.8. citizens to work in the country of investment and look after the interests
of U.S. shareholders is a practical necessity.

In Venezuela, there is a serious struggle going on between the Communists
and the forces of freedom, a struggle whose ultimate outcome is by no means
certain at this time. We sincerely believe that the contraction or withdrawal
of American private enterprise from that country would seriously weaken the
strength of those who are resisting a Communist or Castro-style takeover. We
also sincerely believe, and this point cannot be emphasized too strongly, that
the enactment of the proposals to limit the foreign income exclusion at un-
realistic levels would sooner or later make it extremely difficult, if not virtually
impossible, to attract a sufficient number of qualified Americans to work in
Venezuela. Some economic incentive is required to make qualified U.S. citizens
leave their homes in America to work abroad. Rednce these incentives, and
you will not get the enmployees you need. It has been said that the employer
has only to raise salaries to restore the necessary incentive levels. Such a
suggestion blithely ignores a host of other considerations which do not permit
of such a seemingly simple solution—things like the damage done to competitive
position, the principle of equal pay for equal work, and the uufavorable impact
on the local economy. All of these considerations would mitigate strongly
against a compensatory increase in salaries of U.S. citizens employed by Ameri-
can private enterprise in Venezuela.

At first glance, it would seem difficult to contend that $20,000 and $35,000
earned income exclusions are inadequate and would cause hardship to the indi-
vidual working in Venezuela. Undoubtedly, to his counterpart in the United
States such exclusions would appear to be a windfall. But we must take into
account a number of considerations which will show that this is not the case.

The cost of living in Venezuela is extremely high. This is recognized by the
U.S. Government in its cost-of-living allowances for Foreign Service personnel
assigned there and in the per diem subsistence allowances for Government
employees there on travel status. This cost-of-living differential must be re-
flected in the local salary scales. This produces inflated salary scales which
are very low in purchasing power when compared to the same absolute salaries
in the United States. Furthermore, the American employee working in Vene-
zuela will usually receive special allowances to defray expenses which are
incurred solely by reason of his foreign assignment. These would include such
things as home leave travel and costs of sending children to the United States
for education.

The limitations would affect most severely senior executives of American
companies who are those most qualified to promote the expansion of American
business and to develop the best interest of the United States abroad. As a
result we believe the limitations would become a serious obstacle to careers
in Foreign Service with private enterprise. The useful, and successful man
who dedicates his working life to foreign service would, under these conditions,
find that after 10 or 12 years abroad the combination of the high costs of
educating his children in the United States and U.S. income tax results in
a deterioration of his economic position not shared by persons of other national-
ities. The effects of these limitations will mean that Americans would fill
the temporary jobs and those of lower category, while companies would give
preference to non-Americans for the top career jobs awarded by reason of
ability and long service. As a result Americans would not be able to compete
with non-Americansg for these jobs, since the latter would not suffer deteriora-
tion in their economic position by reason of taxes imposed by their native
country.
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For the reasons mentioned, the Treasury’s proposal to reduce t}_Je exemption
to $20,000 in all cases would, we believe, be particu'la.r}y unfair to a good
number of U.S. citizens in Venezuela and we wish to voice strong protest to
such a possibility. Moreover, we would like to point out tha:t a tempora.ry
transfer back to the United States would be completely ineqmta;bl(_e. For in-
stance, suppose a senior employee of a U.S. company has been Wgrkmg abroad
for many years, thus entitling him to a $35,000 exemption. He is transferred
back to the United States for a special project which lasts a year or two and
then he returns to a foreign country. He now receives for the next 8 years
only a $20,000 exemption. Accordingly, if his income were $40,000 a year, he
would have to include $20,000 in taxable income in each of these 3 years instead
of the $5,000 a year he would include if he had not returned to the United
States at the request of his company. This aspect would have a damaging
effect on the free deployment of skilled Foreign Service personnel.

When all the foregoing factors are taken into account, the proposed ceiling
on the exclusion is not only unrealistic, but represents a very drastic and adverse
change in the tax position of the individual.

We believe that essentially all of the reasons mentioned above relating to
limitations of exemptions apply to the proposal to tax pensions of U.8. citizens
attributable to services abroad after December 31, 1962. This would have a
particularly unfair effect on persons who have been foreign residents for a
number of years, and have little choice but to spend their remaining working
life abroad. Their plans for retirement have been based on present laws and
since a good part of their pension will very likely be based on their final years
of service, and since this part will be subject to U.S. tax, they may have to
revamp completely their retirement plans. We admit freely that the previous
exemption of pensions from tax was an incentive to having U.S. citizens work
abroad. We believe this incentive should be continued.

SECTION 13. CONTROLLED FOREIGN CORPORATIONS

We can hardly imagine any measure which would be more harmful to Ameri-
can business interests in Venezuela than the maze of complicated rules in sec-
tion 13 which would result in U.S. taxation of American shareholders of foreign
corporations controlled by American interests on a substantial portion of their
prorata share of such corporations’ earnings, even though they may have not
received such earnings in the form of dividends. The complications alone are so
great that many otherwise potential investors would tend to refrain from making
investments in Venezuela, and many existing investors would withdraw at the
earliest opportunity. Moreover, the penalties are so great that American com-
panies would not be able to compete on an equal basis with local investors or
investors from other foreign countries. We set forth below a number of specific
objections :

The most aggravating feature of section 13 is that it would tax income before
it is received as dividends in the United States. Such a concept is contrary to
any reasonable taxation principle. This concept is particularly harmful to
businesses operating in a country like Venezuela where the risks of operation
are well known. We have recently had the example of confiscation in Cuba.
In Venezuela and many other countries, it is not at all unlikely that paper profits
could disappear because of currency devaluation, expropriation, or other factors.
In fact, just last month Venezuela had a ‘“‘de facto” devaluation. To require
an American stockholder to pay taxes on paper profits which for any of 2
number of reasons he may never receive ig not only completely unjust, but will
strongly discourage any expansion of American business abroad.

In Venezuela the Code of Commerce requires that legal reserves be created
from earnings and the labor law requires substantial payments upon termina-
tion of services, for which provisions are made from year to year. We assume
that neither of these provisions would be deductible in arriving at the U.S.
stockholders’ prorata share of the undistributed income subject to U.S. tax
under certain circumstances. In these cases, since the amount available for
dividends would be reduced by these reserves, the U.S. stockholders would be
required to pay tax on amounts they could not legally receive, even though it is
the policy of the company to distribute 100 percent of its earnings available
for dividends.

Article 15 of the charter of the Organization of the American States, signed
on April 30, 1958, at Bogot4, reads as follows :
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“No state or group of states has the right to intervene, directly or indirectly,
for any reason whatever, in the internal or external affairs of any other state.
The foregoing principle prohibits not only armed force but also any other form
of interference or attempted threat against the personality of the state or
against its political, economic, and cultural elements.”

Whether section 13 is a violation of the above article is not clear to us, but
we have the opinion of an international tax lawyer that that article could be
invoked against the application of the proposed measures against controlled
foreign corporations organized and operating wholly within other members of
the OAS. In any case, section 13 clearly appears to violate the spirit of the
OAS charter.

It is fairly common practice for American investors to join forces with
Venezuelan investors by formation of a Venezuelan company to carry out an
active trade or business, with control resting with the American investors.
Some countries require a minimum interest by nationals, and there is indi-
cation that Venezuela might do likewise. In any case joint ownership is a
very effective way to promote the mutual interest of the United States and
Venezuela. The terms of section 13 would frequently create a clash of interests
between the two groups of investors, since the American investors would prob-
ably wish to receive the earnings in dividends currently in order to have funds
to meet the U.S. tax on their prorata share of such earnings, while the Vene-
zuelan investors might wish to have the corporation retain its earnings for
future expansion. Should circumstances not be appropriate for immediate
investment in a business or trade, it might be desired to invest any excess funds
in marketable securities. This would presumably not be “qualified property”
and accordingly the U.S. stockholders would be subject to U.S. tax on their
share of accumulated earnings.

It would be perfectly normal for a Venezuelan corporation to wish to invest
its earnings in any of a wide number of outlets. It may be that a particular
Venezuelan corporation, controlled by U.S. interests, but with Venezuelan
shareholders, would like to invest its earnings in a new business in a developed
country. If it were to do this the U.S. stockholders would be subject to tax
on their share of the increase in accumulated earnings. This would frequently
mean that dividends would have to be declared in order for the U.S. share-
holders to meet their tax obligation. As a result, the corporation cannot de-
velop along normal lines.

At its present state of development the industrialization of Venezuela con-
templates the creation of industries destined to serve the Venezuelan market.
Venezuela has a population of approximately 7,500,000 and its present income
level imposes restrictions as to the size, organization and capitalization ap-
propriate to the type of industry which can successfully be carried on. The con-
tribution of the U.S. businessman in the form of capital, technical knowledge,
patents, when translated into the type of enterprise adequate for purposes in
Venezuela usually requires a business organization in which it is impracticable
to divide licensing from processing and distribution functions. Any tax burden
upon the U.S. shareholder by reason of the licensing or use of patents, copyrights,
exclusive formulas and processes is a burden which bears heavily upon the suc-
cess of the whole business within Venezuela and also upon its competitive
position vis-a-vis competitors from other countries. An example follows:

H.R. 10650 would have to be applied under measures taken by the Venezuelan
Government with respect to the automobile industry. The Venezuelan Gov-
ernment has established a regime which will preclude the importation of as-
sembled automobiles beginning January 1, 1963. Thereafter all automobiles
must be assembled in Venezuela, partially from parts manufactured abroad
and partially from parts manufactured in Venezuela. The Government’s con-
trols will require using through coming years an increasing percentage of parts
manufactured within Venezuela. Parts manufactured within Venezuela by a
controlled foreign corporation using a U.S. patent, copyright or exclusive proc-
ess would, under H.R. 10650, create income taxable to the U.S. shareholder at
the latter’s effective tax rate, whether received in dividends or not. The same
parts manufactured by an uncontrolled foreign company generating the same
amount of profit would not be taxable in the United States and would be taxable
only at substantially inferior Venezuelan rates. The inability of the U.S.
shareholder to defer taxation would create an added burden on the business
venture and may well result, for various reasons, in making it impossible for
his Venezuelan company to compete with an uncontrolled foreign company.
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This could result in giving valuable parts supply contracts to non-U.S. business-
men.

Section 13 of H.R. 10650 places suppliers of equipment from the United States
to Caribbean customers in an inferior competitive position to that enjoyed by
the suppliers in Emrope or other countries. For example, suppliers of equip-
ment to the oil production and refining industry located in Venezuela, Colombia,
Trinidad, and the Dutch West Indies, for reasons of economy and competitive
position, usually find it desirable to incorporate in a single country and do
not do so in other nearby countries, although they maintain sales organiza-
tions in those countries. The proposed legislation would not affect sales made
in the country of incorporation but would attribute sales income to the share-
holders derived from sales made in neighboring countries, making same taxable
to them at their effective U.S. tax rates under certain circumstances. The cost
of creating and maintaining multiple corporations is substantial; accordingly
the U.S. suppliers would in certain circumstances either have to incur sub-
stantial costs for additional taxes or for additional corporations, both adversely
affecting their competitive position. European suppliers would not incur the
same penalty.

One of the concepts of section 13 is to impose tazation under certain condi-
tions on U.8. stockholders of foreign corporations which receive so-called passive
income. Practically all forms of rentals of property are included under this
concept. There are a number of corporations operating in Venezuela and
carrying out a legitimate business which, for one reason or another, receive a
substantial part of their income in the form of rentals. Such companies in-
clude oil service companies which rent equipment to the oil companies here.
They have to import the equipment, store it, make arrangements for leasing
the equipment, ship it to where it is needed, service it, and sometimes operate
it. In another case a substantial part of a company’s income here is for the
rental of bookkeeping machines. Such company requires the same type of
organization that would be needed if it sold the machines to its customers.
In neither of the foregoing cases can the rental income logically be considered
passive income. Yet section 13 makes no distinction between rentals which
are truly passive income and those which are not. Consequently the income of
such companies will be subject to the tax requirements of section 13 relating to
passive income without any really logical reason.

The effect of section 13 on controlled foreign corporations operating in Vene-
zuela is aggravated over that in many other foreign countries since Venezuelan
income tax rates are quite a bit less than those in the United States, except
for fairly high incomes. As a result, the foreign tax credit is considerably
less than for many other countries. Actually, the Venezuelan income tax rate
is not high, because there are substantial other direct taxes, particularly high
import duties, so that effectively the total taxes paid in Venezuela may be as
high as in other countries, but a smaller portion of such taxes is available
for foreign tax credit. The Venezuelan income tax is progressive; examples
of effective rates on businesses follow :

Percent
$300,000_ _ e 2
$800,000_ . __ e 28
$1,400,000 - e 30
$2,200,000__ Ve 34

Very few businesses in Venezuela earn over $2,200,000 in 1 year.

One of the Treasury Department’s arguments in favor of section 13 is that
it will eliminate tax evasion. We believe that the great majority of American
businesses operating in Venezuela are legitimate active organizations which
have not been formed to evade taxes. Section 13 will penalize the U.S. owners of
such businesses in order to reach a very few corporations involved in artificial
arrangements to avoid or defer taxation. We believe legislation is not necessary
to correct any abuses in the use of foreign corporations. Section 482 provides
statqtmc'ly authority and section 6038 provides the means of obtaining information
required.
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SECTION 16. GAIN FROM CERTAIN SALES OR EXCHANGES OF STOCK IN CERTAIN FOREIGN
CORPORATIONS

The proposal to tax as ordinary income (rather than as capital gains) profits
on certain disposals of stock in certain foreign corporations is clearly dis-
criminatory against certain investers and inflicts a hardship upon them as con-
trasted with investors in U.S. companies. It is particularly unjust because
there is no provision to permit deduction of capital losses arising from sale of
stock in a foreign company from ordinary income, even though such income also
arose from sale of stock in a foreign company. As a result, in many cases tax
would be assessed on nonexistent income. This proposed section violates a basic
foundation of our tax structure, in that it deliberately and artificially dis-
criminates against a particular class of taxpayer, and for this reason it is
unjust and should be eliminated. As an absolute minimum the bill should
provide that losses on foreign investments receive the same treatment as gains;
that is, that they be deductible from income subject to ordinary tax rates.

SECTION 20. INFORMATION WITH RESPECT TO CERTAIN FOREIGN ENTITIES

The proposed reporting requirements in the bill, when added to the burden-
some requirements presently in effect, would be costly and difficult or impos-
sible to comply with. They are discriminatory, in that they would demand
much more information to be submitted by investors in foreign countries than
by those who invest in the United States. If enacted, the effect of these re-
quirements would be to discourage investment abroad, particularly by small-and
medium-sized investors.

The following proposed additional requirements are particularly objection-
able:

(a) Under the bill, reports are required with respect to an entire chain of
foreign subsidiaries and sub-subsidiaries (while the present requirements stop at
the second level of corporate ownership) and the range of transactions to be
reported is increased.

(b) Reports are to be required from individuals, domestic partnerships,
estates, and trusts owning shares in foreign companies (in addition to those
presently required from corporate stockholders).

Our objections to the foregoing are based on the great cost and difficulty which
will be involved in obtaining and assembling the required data.

It must be realized that in practice the management of ‘“controlled corpora-
tions” further down the chain of ownership is often very different from that of
the U.8. parent company. Particularly in the case of investments by individuals,
estates, and trusts, in many cases there simply does not exist an organization
to gather the data, nor to enforce keeping the additional records which would
be required, and the cost of setting up such an organization would be prohibitive
in relation to the size of the investments,.

Acecordingly, in many cases obtaining accurate information would be virtually
impossible, and to attempt to obtain it would impair relations with the manage-
ment, stockholders, and governments in the foreign countries.

(Discussion off the record.)

Senator Bexnerr. Thank you very much.

Now, Mr. Richard P. Butrick of the American Chamber of Com-
merce of Brazil.

STATEMENT OF RICHARD P. BUTRICK, ON BEHALF OF AMERICAN
CHAMBER OF COMMERCE OF BRAZIL, SA0 PAULO

Mr. Burrice. Mr. Chairman, T am Richard P. Butrick, a former
career minister in the American Foreign Service, now retired.

I have served in many parts of the world, as diverse as Iceland and
the Philippines, and my last post was in Sdo Paulo, Brazil. T have
thoroughout my career had great admiration for the American com-
munities abroad, and I think nowhere will we find a better or more
responsive community than in Sio Paulo.
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These Americans in the Sio Paulo area were giving technical assist-
ance long before point 4. They were also engaged 1n the people-to-
people program long before that name became popular, and they were
also members of a “peace corps” before that became a formalized or-
ganization.

Senator Bennerr. May I ask, Is the Chamber of Commerce of Brazil
located in Sdo Paulo?

Mr. Burrick. There are two chambers of commerce in Brazil, both
with the same name, but each having the name of the city after it.

There is the American Chamber of Commerce for Brazil, Sao Paulo,
which I represent, and the other, the American Chamber of Commerce
for Brazil, Rio de Janeiro, which Mr. Nave represents.

The American chamber in Sio Paulo has about 1,700 members,
corporate and individual. It is a large organization, a very earnest
one. It works very hard for American interests in that area.

I would like to say that, apart from the official and semiofficial
American representatives in that area, these private citizens, Ameri-
can citizens, not only earn their income abroad, but that income is
E;'oduced entirely abroad, which, it seems to me, is a factor that should

considered in this connection.

In other words, their income has no connection whatsoever with
the United States.

I should also like to remark that I checked with the Brazilian Em-
bassy yesterday, and Brazilian private citizens in the United States
earning their income here are not subject to Brazilian income tax.

Senator BennerT. Are you subject to Brazilian income tax?

Mr. Butrice. As an official, I was not subject to Brazilian income
tax, but I did pay American income tax.

Senator BENNETT. And now as a private citizen ?

Mr. Butrick. I am living here in Washington.

Senator Bennert. Oh, you areliving in Washington ¢

Mr. Butrick. Yes, and subject to the District tax as well as the
Federal tax.

Now I will proceed with the statement.

Senator BexNeTT. Fine.

Mr. Burrick. This chamber, which has registered opposition to
the tax bill providing for taxation of earned income of American
citizens residing abros ﬁ, as per letter addressed to the Honorable Harry
Flood Byrd, chairman of the Senate Finance Committee, on June 2,
1961, this being a letter similar to the one addressed to the chairman
of the Ways and Means Committee of the House of Representatives,
duly recorded in the hearings before said committee, page 3510, still
holds the strongest possible opposition to the passage of any tax bill
providing for taxation of earned income of American citizens bona
fide residents abroad.

And I may add that the chamber addresses itself only to this
problem.

_Apart from the objections already stated in the letter above men-
tioned, copy of which is attached, this chamber wishes, in addition,
to emphasize the points hereunder, further to strengthen the objec-
tions brought out in the letter above mentioned, which involve costs
and problems of living abroad.
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(1) U.S. citizens legally resident abroad ave disenfranchised, but
under the new proposed law would be subject to tax. This, then, 1s
taxation without representation.

(2) A citizen resident abroad enjoys little, if any, of the benefits
of American Government services.

(3) He is an ambassador without pay that the Government cannot
replace except at great expense.

(4) Expenses abroad not covered by companies are high—medical,
housing, cars, et cetera, in comparison to the United States of America.
Also “hidden” taxes not known in the United States are numerous
and add to the general cost. The cost of an “American way of life”
abroad is very high, indeed, and many items in it, such as advanced
medical care and higher education for children are unobtainable with-
out an expensive trip to the United States. The tax differential thus
is cut considerably.

(5) The difference between income taxed and not taxed largely
goes into increasing savings in the United States banks where 1t 1s
available for investments and development purposes, or into the local
economy where it has a directly stimulating effect not often achieved
by government-to-government loans or grants. The projected new
U.S. taxes would seriously reduce these obvious benefits to the economy.
The tax differential acts as an incentive for capable Americans to go
abroad for business.

(6) Business brings in technical assistance and know-how, bene-
fiting the host country, without the onus that sometimes attaches itself
to government assistance. Reduced incentive would certainly result
in reduced interest by business. U.S. Government objectives abroad
can be attained more easily and efficiently and at less cost by enlisting
the aid of responsible U.S. business through creating new and better
incentives, not additional burdens.

(7) Taxing American incomes earned abroad will not result in ap-
preciable income to the U.S. Treasury. If they were taxed, foreign
countries could raise their own rates on foreigners to the U.S. level,
since the incentive differential would be removed, anyway.

(8) Encouraging Americans to work abroad brings American tech-
niques to the countries and tends to help orientate the people of the
country toward the United States both in times of war and cold war.

(9) Americans in general are not prone to going abroad to live un-
less the financial advantages are very worthwhile. These advantages
have been primarily extra compensation with no U.S. tax on earned
income. The U.S. income tax on part or all of an individual’s earned
income abroad will definitely be a hardship in many cases and will
certainly destroy one of the attractions of living abroad.

(10) ‘A lot of claims have been made in regard to the amount of tax
that will actually be collected by the U.S. Government. There are
no statistics available, but the consensus is that the annual return of
the U.S. Government would be considerably smaller than anticipated,
particularly as many Americans will no longer remain and some will
be forced to relinquish their citizenship.

(11) At least 20 Americans in this area are independent business-
men who will suffer definite hardships should this tax be applied.

(12) Other countries will claim, and already are claiming, for ex-
ample, Panama, and T also understand Switzerland, invasion of
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sovereignty and rightly so. The tax on companies and individuals
resident abroad can be interpreted as interference with other nations’
rights.

23(13) Approximately 6,000 people in the Sio Paulo area, U.S.
residents, including all members of families, would be affected directly
or indirectly if such legislation were to come into effect.

(14) Wearetold that the success of “Alliance for Progress” depends
heavily on private enterprise operating abroad. Taxing earned income
will force return of many Americans from abroad and therefore be
detrimental to the “Alliance for Progress” program.

Thank you, Mr. Chairman.

Senator BENNETT. Attached to this is the letter that was addressed
on June 2 to the chairman, which will also be made a part of the
record.

(Theletter referred to is as follows:)

AMERICAN CHAMBER OF COMMERCE FOR BRAZIL,
Sdo Paulo, June 2, 1961.
Hon. HARRY F'LO0oD BYRD,
Chairman, Senate Finance Commitiee,
U.8. Senate, Washington, D.C.

Drear Sik: The American Chamber of Commerce for Brazil in Séo Paulo, which
represents an overwhelming majority (almost 100 percent) of American indus-
trial, commercial, and financial investment in this area of Brazil, has as its objec-
tive the constant improvement of social, cultural, and commercial relations be-
tween the United States of America and Brazil, and contributes in a large meas-
ure to the growth and progress of this great South American nation. With this
objective in mind, it wishes to take this opportunity to register, on behalf of
its members, the strongest possible opposition to the passage of the tax bill pro-
viding for taxation of earned income of American citizens resident abroad as
proposed by the Honorable Albert Gore, Senator from the State of Tennessee.

American business operating abroad has expended a tremendous amount of
time, effort, and money to educate and train foreign nationals, so that these peo-
ple would be qualified to fill positions of responsibility in these American organi-
zations.

This overall effort has met with considerable success, but it does not, and
never will, eliminate the necessity for qualified American executives, operating,
and technical personnel.

Therefore, the passage of this bill will have an immeasurable adverse effect on
the operations of all legitimate U.8. business abroad. The ever-growing commu-
nity which this chamber represents finds a constantly increasing need for com-
petent and technically qualified individuals for administrative, productive, and
financial operations.

To place the burden of U.S. Federal income tax, either in part or in its en-
tirety, on a family living abroad will provide the Federal Government with
relatively little in the way of revenue, but it will destroy a major incentive for
U.S. citizens to live abroad. Those people now living overseas will find that the
financial attraction that they did have no longer exists, and they will eventually
return to the United States of America. Recruiting new or additional personnel
of the type and quality needed without a very definite financial advantage over
employment in the United States of America will become impossible. Therefore,
without some incentive for U.8. citizens to go and stay abroad to occupy essential
posts, there will be less interest on the part of U.S. investors in going into new
foreign ventures, and it is most probable that the income from existing invest-
ments would diminish substantially because of lack of U.S. supervision.

No words need be wasted nor historical references recalled to emphasize to
American lawmakers that taxation without representation is, and has always
been, un-American.

A tax upon permanently situated foreign-resident Americans is taxation with-
out representation, because these citizens are not only unable to vote in their
native land, but are required to do without most of the material advantages of
American citizenship. Thave no direct recourse to representative lawmakers
of their own choosing and all live without most of the amenities which are the
privileges of Americans within the borders of the United States of America.



REVENUE ACT OF 1962 4015

To the best of this chamber’s knowledge no nationals of other countries who
are resident abroad are taxed on their earned or unearned income derived from
sources outside their homeland. Therefore, the U.S. citizen employed overseas
would be placed at a distinct disadvantage compared to other foreigners residing
abroad.

There are many instances of U.S. citizens living abroad and operating busi-
nesses of an entirely domestic nature with no connection with U.S. firms or cor-
porations, who, nevertheless, have a definite pride in their U.S. citizenship. These
and many others would be forced, by legislation over which they have no control,
to consider seriously giving up their citizenship. This, then, might be called
the price of patriotism.

‘While recognizing the important contribution made by the U.S. Government
through foreign aid and technical cooperation programs, publications, ete., to-
ward the furthering of good relations with foreign nationals, it is generally ac-
cepted that the most effective means to that end are through the personal con-
tact of American firms, individual employees, and their families established
abroad, our most effective unofficial ambassadors.

This contribution to good relations would be seriously impaired by the dis-
couragement to foreign service resulting from the added onus which would be
created in connection with the taxation of all income earned abroad by nonresi-
dent citizens. In consequence, to maintain the same degree of good will in for-
eign countries the U.S. Government would have to increase very considerably
the amounts allocated to foreign aid and propaganda programs and, even if this
were done, it would be impossible to achieve the same results.

It is this chamber’s opinion that the proposed legislation can be considered
a reversal of a definite trend in the foreign policy of the United States and to be
absolutely contrary to its best interests.

Therefore, this chamber, while being in full sympathy with the U.S. Govern-
ment’s desire to protect its fiscal and balance-of-payments position, earnestly
requests that the foregoing objections be given full comsideration by your
committee.

Respectfully yours,
Howagrp I. MAsoN, President.

Senator BEnNETT. Thank you very much, Mr. Butrick.

Mr. Nave?

Do the Americans of Rio de Janeiro speak to the Americans of Sio
Paulo?

STATEMENT OF CYRIL W. NAVE, ON BEHALF OF THE AMERICAN
CHAMBER OF COMMERCE FOR BRAZIL OF RIO DE JANEIRO

Mr. Nave. Yes, Mr. Chairman. We are very friendly. We get
along quite well together. Even before I identified myself, T believe
the good book says the last shall be first. Even though my chamber
is the low one on the totem pole, I still insist that our chamber in
point of age south of the Equator, in point of importance and quality,
is first.

T just have to insist upon that.

T shall now identify myself. My name is Cyril W. Nave. After
36 years abroad, I retired as vice president and general manager of
Atlantic Refining Co. of Brazil. On behalf of the American Chamber
of Commerce for Brazil, of which I was a director for almost 20 years,
and now an honorary life member, I am presenting its prepared state-
ment in respect to taxation of earned income from sources outside the
United States by bona fide nonresident U.S. citizens; it is requested
this statement be included for the record.

Senator BennerT. May I ask you, are you currently living in the
United States?

Mr, Nave. Yes, I am living in the United States.
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Now, I would like to take just a moment to explain the question
you asked Mr. Butrick. .

The American Chamber of Commerce for Brazil was so named in
Rio because at that time it never could have been foreseen that Séo
Paulo would become such an important city. Therefore, when the
U.S. businessmen organized this, they thought they would call it the
American Chamber of Commerce for Brazil, covering all Brazil.

Then, as Sao Paulo commenced to grow years later, it was rec-
ognized that they must have a chamber of commerce, and in order
that there would be no difference between the two, it was decided to
give the Sio Paulo chamber the same name. I hope that explains
that.

Senator BenneTT. Does that fool the Brazilians?

Mr. Nave. No, Mr. Chairman, I would not say we attempt to fool
the Brazilians. They are pretty clever.

Senator Benxerr. It only fools the members of the Finance Com-
mittee.

Mr. Nave. Due to the limited time at our disposition, I shall briefly
summarize and support this statement.

Firstly, my chamber opposes the alteration of section 911(a) (1)
of the Internal Revenue Code to establish a ceiling upon the portion
of earned income by a bona fide nonresident U.S. citizen to be excluded
from the U.S. income tax. It is convinced this alteration would bring
about higher operating costs for U.S. companies abroad and thereby
render them less competitive, or, as an alternative, oblige said com-
panies to employ the services of nationals from those countries which
grant tax exemption incentives, and/or retreat to lower quality of
U.S. managerial talent abroad. To attempt to offset this exclusion
with some form of supplemental compensation would adversely affect
the ability of the U.S. employer abroad to maintain local salary stand-
ards and integrate the U.S. citizens into the local scene. In those
countries where nationalism is so rife, this would create a serious
problem,

Secondly, under section 72(f) contributions which employers make
toward employees’ pensions based upon foreign employment are not
taxable to employees when received. H.R. 10650 would eliminate this
exemption, alleging it creates discrimination against the employee of
the same employer who remains in the United States and is fully
taxable on contributions made by the employer. My chamber is con-
vinced there is no such discrimination because the employee who goes
abroad forfeits all the benefits of the U.S. high standards of living;
upon returning to retire he suffers profound problems of relocation,
readjustment, and reintegration into the U.S. community life.

I have just gone through that, Mr. Chairman, and T can tell you
that I had to dispose of my home in Rio. I could not possibly relocate
within 1 year. T had to pay the capital gains on the sale of my house
in Rio as I could not possibly relocate within a year.

Therefore, I got no credit, even though I bought a higher priced
house here in the United States, and the financial cost of relocating is
nothing as compared to what I will call the emotional adjustment.

It is just not easy after 36 years away from home to come back here

and find a place to park for the rest of your life. It is a very tough
problem.
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Senator BEnxerT. I am sure it is.

Mr. Nave. Furthermore, my chamber finds this proposal in direct
conflict with the other proposal in H.R. 10650 which would permit
income exclusions of US£20,000 and US$35,000. An employer’s
contributions to a pension fund for a bona fide oversea employee
are, irrespective of the time of payment, a form of compensation for
services rendered abroad. If the tax on salary is to be exempted to
the extent of the proposed exclusion ceilings, then, logically, the same
tax exemption should apply to the smaller pension payments.

Thirdly, sections 2301, etc. of the Internal Revenue Code. Presently
real estate situated outside the United States is excluded from the
gross estate and therefore exempt from the estate tax. Apparently
there have been abuses of this law by citizens residing in the United
States. The President has recommended the elimination of this ex-
emption. My chamber feels a few abuses hardly justify destroying
the purpose of the law completely. Instead, correct the abuses. Bona
fide nonresident U.S. citizens who purchase their homes abroad, who
receive no protection whatever from U.S. laws and who in many
instances continue to reside in said homes upon retirement, should not
be prejudiced merely because of abuses created by U.S. residents.

I would like now to perhaps clarify and fortify my chamber’s views
from my own long experience in foreign countries. When I went
abroad 1n 1921, one of my first surprises was the large number of
Britishers and other European nationals heading and/or staffing our
U.S. companies.

As a matter of fact, Mr. Chairman, my own first boss was an Anglo-
Uruguayan. Back in those days, when I would travel from Rio south
to the Argentine border and north to the Amazon Valley, I would get
into Porto Alegre, Curityba, Bahia, Pernambuco, Forta Leza, Ma-
ranho, and Para, I would seldom find any Americans. In Porto
Alegre, I believe there were four at the time. Curityba, there were
none. Bahia, I think we had four or five there, and three or four in
Pernambuco.

But a lot of young Britishers were there after the war, a lot of
young Germans, they had their clubs already, a lot of young Italians,
Frenchmen, they were there. That has all been changed subsequently.

I recall clearly a new president of the then National City Bank of
New York, upon assuming his new duties and learning of the large
number of non-Americans staffing his bank’s foreign branches de-
clared, “If T cannot find enough good Americans to staff our branches
abroad, I will close them.” And he set out very vigorously to do that,
and he did it.

To encourage more and higher grade Americans to come abroad,
our chamber 1n Rio in 1924 launched its first efforts before the U.S.
Congress to gain this tax exemption on earned income abroad. The
Congress granted this exemption in 1926.

With this incentive or stimulus, it soon became easier to recruit
higher grade U.S. citizens for our foreign posts. I can tell you, Mr.
Chairman, that since that date not only have we got more and better
Americans, but we have been able to set up cultural institutes from
Porto Alegre, on the south in Rio Grande do Sul, north to the
Amazon Vg;rlley.
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I believe today we have something like 62 Brazilian-American cul-
tural institutes in Brazil. Almost every one is sparkplugged by Amer-
icans. That means that you have rather substantial nuclei of U.S.
citizens’ colonies in every one of those cities today.

I call to your attention it was under this legislative tolerance, from
1926 to the present day, that the United States has built up its for-
midable foreign trade empire, an empire which brings back billions of
dollars annually from exports and in the form of interest, royalties,
and dividends on our foreign investments.

If, in the wisdom of the Congress in 1926, it was desirable to grant
this tax exemption as an incentive to foreign trade, is it not far more
important today to preserve intact this dynamic U.S. manpower pro-
pellant of our growing foreign trade empire? Certainly we have
urgent need of more and more dollars to meet our mounting re-
quirements in the world struggle for the survival of our freedom.
Not one dollar returns to the United States until we sell something
abroad or render a service abroad. The proposals in H.R. 10650, dis-
cussed above, are the equivalent of an across-the-board salary cut
to those thousands of U.S. citizens abroad carrying on our foreign
trade.

That is a pretty serious action, Mr. Chairman.

T recall in 1932 I had to endure an across-the-board salary reduec-
tion on my whole staff in Brazil, and I have never had anything to
devastate morale like that across-the-board salary cut, and I would
hate to see this happen to our foreign trade.

If the U.S. Government aims in combating worldwide commu-
nism and the objectives of President Kennedy’s Alliance for Progress
are to be advanced through the participation of U.S. enterprise
abroad, should we risk jeopardizing the high morale of our U.S.
business people abroad, one of our first lines of defense abroad, for
an uncertain and very, very modest amount of additional tax dollars
to be brought into the U.S. Treasury ?

My chamber is convinced we do not.

Furthermore, Mr. Chairman, if this legislative tolerance, this in-
centive to foreign trade, of almost 36 years standing is once breached,
will not every future candidate for a foreign trade career take a hard
look at such action?

My chamber is convinced said candidates will fear it is not firmly
established Government policy to provide incentives for foreign
trade, and many will, therefore, elect to abandon a career abroad.
Hence, my chamber cannot support this proposal.

Thank you.

Senator BENNETT. We also have a letter from the chamber from
Rio signed by R. C. Fallon.

Mr. Nave. Yes.

Senator BennerT. And that will be included in the record.
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(The letter referred to is as follows:)

AMERICAN CHAMBER OF COMMERCE FOR BRAZIL,
Rio de Janeciro, Brazil.
Hon. HArrRY FLOOD BYRD,
Chairman, Finance Committee,
U.S. Senate, Washington, D.C.

SIir: The American Chamber of Commerce for Brazil, Rio de Janeiro, has
been most interested in income tax legislation proposed during the past year in
the Senate and House of Representatives, particularly :

(a) The Gore bill, S. 983, introduced in the Senate for the purpose of repealing
section 911 of the Internal Revenue Code which grants exemption on earned in-
come derived from sources outside the United States;

(b) The proposed tax reforms of President Kennedy in 1961 which likewise
included elimination of the exemption in favor of bona fide nonresident U.S.
citizens under section 911(a) (1) of the code, as well as modification of
section 72(f) regarding employer contributions to pension plans of oversea
employees ; and finally

(¢) H.R. 10650, or the revenue bill of 1962, which has recently been passed by
the House and sent to the Senate and wherein, among other matters, there are
incorporated in modified form the abovementioned changes in the code, to-
gether with repeal of code sections 2031, ete.,, which exclude from the gross
estate of a deceased U.S. citizen real estate situated outside of the United States.

Section 911.—1It is difficult for our chamber to understand the reasons for the
proposed amendment of this section. The motives which convinced Congress in
1926 of the desirability of tax exemption on earned income from sources without
the United States of bona fide U.S. citizens, residents of foreign countries, are
much stronger today than they were at that time. Congress recognized the bene-
fits of protecting American businessmen abroad. During these critical times all
over the world it would seem that our Government would have to rely more
heavily than ever on the strength of U.S. business overseas, and in doing so
continue to fully recognize and support the principles which prompted it to
¢rant the exemption in the first place.

In order to soften the initial effect on the foreign-based taxpayer, the proposed
reform would permit a certain portion of his income to be excluded from taxa-
tion (US$20,000 for the first 3 years that he is abroad and US$35,000 thereafter).
Nevertheless, the settled rule of full tax exemption would be broken and an
initial legislative wedge driven to facilitate the gradual reduction and eventual
elimination of such ceilings in subsequent years.

The revenue effect of H.R. 10650 has been estimated in various tables on
pages 5, 6, and 7 of the report (No. 1447) of the Ways and Means Committee of
the House. These estimates, as given by the Treasury Department and the
Joint Committee on Internal Revenue Taxation, show a range of increase in
new revenue for the Government from US$5 million for the fiscal year 1963 to
US$25 million or US$30 million after all the changes provided for under the bill
have had an opportunity to become fully operative. All miscellaneous items
relating to taxation of foreign income are grouped together in the tables, and
there is consequently on breakdown to indicate what percentage of the total
revenue increase would be attributable to the changes to be introduced in sec-
tion 911. But whatever the percentage of the estimated gain might be, the tax
benefit would apparently be minimal and grossly insufficient to justify the sacri-
ficing of a deep-routed tax concept which has served so well as a basis for
promoting the interests of the U.S. Government and U.S. business abroad.

U.S8. citizens working overseas do not derive and are not in a position
to receive the same benefits from Government services as do those at home.
Even by establishing the proposed earned income exclusion ceilings, inequities
would nevertheless result in view of the wide range of costs of living in foreign
countries ; and even if compensation should be supplemented with cost of living
allowances, the inequities would not be corrected unless the living cost differ-
ential were exempted as in the case of U.S. Government employees working
abroad.

Further, the granting of supplemental cost of living allowances would ad-
versely affect the ability of the U.S. employer abroad to maintain local salary
standards and controls and otherwise integrate U.S. citizens into the local scene,
which factor is of prime importance today where nationalism in Latin America
and other parts of the world is so rife.

82190—62—pt. 9——10
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In Brazil, Venezuela and many other South American countries, labor laws
provide that in case of termination of service of an employee the employer is
required to make a termination or severance payment in a lump sum based on
length of service. The establishment of an income exclusion ceiling would work
a considerable tax injustice to U.S. citizens involved in every case where the
termination payment placed them over the ceiling in one year, irrespective of the
fact that such payment might have been earned over a long period of years.

Section 72(f).—Under this section, as it presently reads, the comtributions
which employers make toward employees’ pensions based on foreign employment
are not taxable to the employees when received. This would no longer be the
rule under H.R. 10650. Hereafter such employees, upon retirement, would find
themselves obliged to pay income tax to the extent of the employer’s contribu-
tions to their pensions. Such a position is not only unjust but likewise in direct
conflict with the reasoning which has apparently been applied by the drafters
of H.R. 10650 in allowing for the income exclusion of US$20,000 and US§35,000
under section 911. An employer’s contributions to a pension or annuity fund for
a bona fide oversea employee are, irrespective of the time of payment, merely
a form of compensation for services rendered during his period of employment
abroad. If the tax on the services rendered is to be exempted, to the extent of
the proposed exclusion ceilings, then under what justifiable theory should the
smaller pension or annuity payments, for retirement at the close of the em-
ployee’s useful years, be taxed?

In the Ways and Means Committee’s Report (No. 1447) accompanying H.R.
10650 there is pointed out on pages 54 and 55 that under present law employer
contributions toward the pension fund of a bona fide nonresident employee are
treated in the same manner as his own contribution and therefore not taxable
to him when he draws his pension or annuity on retirement. This is true, states
the report, “even though he may be living in the United States next to someone
who has worked for the same employer in the United States and is fully taxable
on contributions made by the same employer. To remove this discrimination the
bill provides that contributions by an employer will * * * be fully taxable to
the employee when he receives the pension payments reflecting these contribu-
tions.” (Emrphasis added.)

This chamber is firmly convinced that no such discrimination exists. It is
obvious that Foreign Service employees retiring in the United States are subject
to problems of relocation and reintegration into community life in the United
States. The employee in the United States has had, on the other hand, a life-
time to establish himself as a member of the community ; there are no problems
of purchasing a home, making new friends, readjusting oneself and all that goes
with relocation. The domestic employee with long-ternr financing has been able
to prepare himself for retirement in a most natural manner. The person who
has worked abroad all his life is at an obvious disadvantage and should equitably
be entitled to a tax-free return on employer pension or annuity payments at a
time in life when readjustment is more difficult.

Should section 72(f) be amended according to the terms of the bill, then a
complete revision and change of pension plans for oversea personnel must be
adopted by all companies maintaining such programs, with the result that the
cost of American business operating abroad will be proportionally increased.

ts;:ection. 2031, etc—The Ways and Means Committee report referred to above
states:

“Under present law real estate situated outside of the United States is ex-
cluded from the gross estate and therefore exempt from the estate tax. This is
an exception to the general rule that the gross estate of decedents who are cit-
izens or residents of the United States include their entire property wherever
situated. The exclusion of real property located outside of the United States
f'rom the estate tax base has been specifically provided for in the code since 1934
* % * The President in his tax program recommended that this exemption be
eliminated on the grounds that in recent years this hags been a subject of abuse.
It was stated that primarily because of this tax advantage, U.S. citizens and
re.sidenfs haye been induced to make investments in foreign real estate in coun-
txggsd\xglth either no or very low estate or inheritance tax rates.” (Emphasis
added.

No figures appear in the Ways and Means Committee report as to what the
?b}lse amounts to in loss of revenue to the Treasury. We can only surmise that
it is relativ_el-y inconsequential ; otherwise statistics would have been furnished.

If. U.S. citizens residing in the United States are making a business out of
foreign real-estate investments, such practice, if considered abusive, could be
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cured easily by modifying section 2031, etc., to such effect. There is no reason,
however, to destroy the purpose of sections 2031, etc., completely. Bona fide
nonresident U.S. citizens who purchase homes abroad and who in many instances
continue to reside there upon retirement should not be prejudiced merely because
of abuses created by U.S. residents. In this sense the full repeal of the tax pro-
visions in question would work a definite hardship.

In conclusion, our chamber is convinced that if the proposed tax reforms dis-
cussed should become law, the end result would be that American business
would find itself obliged to increase its cost of doing business abroad and there-
by become uncompetitive, or, as an alternative, employ the services of Euro-
peans from those countries which grant tax exemption incentives. This would
mean diminishment of the effectiveness of representation of American business
overseas by competent U.S. citizens. If the U.S. Government’s aims in combating
worldwide communism and the objectives of President Kennedy’s Alliance for
Progress program are to be advanced through the participation of U.S. enter-
price abroad, then under no circumstances should the existing tax principles
and incentives mentioned above be repudiated.

Respectfully yours,
R. C. FALLON, President.

Senator BEnNETT. One more call.

Is Mr. Sidney Zagri in the room ?

We had expected that this would close the hearings, but, as usually
happens, we piled up a little overflow, and the committee will go into
session at 10 o’clock tomorrow morning to hear three or four witnesses
who have not yet been heard.

Then the hearings will stand in recess for an indefinite period of
time subject to the call of the Chair.

The committee is now in recess for the afternoon.

(By direction of the chairman, the following is made a part of the

record :)
Los ANGELES CHAMBER OF COMMERCE,
Washington, D.C., May 3, 1962.
Re Revenue Act of 1962 (H.R. 10650).
Hon. Harry Flood Byrd, Chairman, and Members, Senate Finance Committee,
Senate Office Building, Washington, D.C.

GENTLEMEN : We present herewith for your consideration views of the Los
Angeles Chamber of Commerce on several aspects of the Revenue Act of 1962,

In the interest of brevity, we shall not summarize the proposals upon which
our comments are submitted, since this would be a duplication of information
already before the committee.

Withholding on interest and dividends.—Previously, on April 2, we filed with
your committee our opinions with respect to the provisions for the establish-
ment of a tax-withholding system for income from interest and dividends. In
that communication we summarized what, in the opinion of this organization,
are the serious defects inherent in the proposal. The disadvantages to tax-
payers would far outweigh any temporary advantages to the Government. We
feel these provisions should be dropped from the bill. (Copy of our April 2
communication is attached.)

Dividend credit, exclusion.—It is our understanding that the Treasury Depart-
ment is attempting to persuade the Senate Finance Committee to amend into the
proposed Revenue Act provisions to abolish the 4-percent dividend tax credit
and the $50 exclusion on dividend income now allowed under the Internal
Revenue Code, on the basis that rescinding of these credits would increase
tax revenues by some $450 million per year.

Foreign competitor nations—England, Japan, West Germany, for example—
have largely eliminated double taxation of dividends by liberal tax credits or
other means. In the United States no other form of personal income is sub-
jected to this double tax. By discouraging financing through equity securities,
the proposed repeal would hamper availability of capital for needed expansions.
While upper-bracket taxpayers may receive the greatest dollar benefits from the
4-percent credit, it must be remembered that they carry the major proportion of
the dividend tax burden in absolute dollars, and they are the major source of
risk capital required by an expanding economy. The Los Angeles Chamber of
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Commerce strongly favors retention, not repeal, of the existing 4-percent dividend
tax credit and $50 dividend income exclusion.

Proposed investment credit.—With the simplification of the investment credit
provisions amended into H.R. 10650 just prior to its passage by the House of
Representatives to an across-the-board credit of 7 percent with certain exceptions
and limitations, we understand that some business groups have decided to support
the proposal. It is the opinion of the Los Angeles Chamber of Commerce, how-
ever, that this provision, designed as a subsidy to certain businesses, would
constitute a further introduction of special privilege into the tax law which is
already far too complex and inequitable and would, in itself, result in practices
which would require future corrective action by the Congress.

Most students of the tax law recognize that major reform of depreciation pro-
visions is badly needed. An alternative to the investment credit concept would
be enlightened depreciation reform which would allow faster writeoffs based on
the classification of the asset, with the taxpayer allowed a limited amount of
discretion as to the annual depreciation rate. This would be simpler and more
equitable since it would be available to all taxpayers, not just to the relatively
few who through force of circumstance would be able to modernize their equip-
ment in years to which the legislation applies.

The Los Angeles Chamber of Commerce urges elimination of the proposed
investment credit subsidy on the basis that it is not an adequate substitute for
depreciation reform (which should be enacted into law and not be left to admin-
istrative discretion), and that the investment credit would introduce further
inequities into the tax law.

Taxation of income of “controlled foreign corporations.”—In its study of this
section of the proposed Revenue Act, the chamber’s Federal affairs committee has
reached a conclusion that the administration’s assertion that the proposals for
taxation of ‘“controlled foreign corporations” are required in order to bring
about, among other things, a more favorable balance of payments have been
effectively disproved as a shortsighted view by many witnesses before your
committee and the House Ways and Means Committee. Data have been pre-
sented for your consideration which demonstrate clearly that, on the whole, Ameri-
can business operations abroad have contributed toward a favorable U.S. balance
of payments. We predict that if the proposed provisions are enacted, the major
effect would be to enrich the treasuries of foreign governments. They would be
quick to revise their laws so as to raise income taxes without fear of losing
the American-owned corporation which could claim such credits against the U.S.
taxes that this legislation would impose. Should this happen, the effect of such
a change would be loss of revenue rather than the production of the $100 million
revenue increase forecast by the Treasury.

Moreover, if passed, these provisions would force American businessmen
operating abroad to limit activities and, in many cases, reorganize them merely
to maintain their position. This could have the effect of seriously hampering
expansion by American enterprises in the foreign field, and would result in
significant net revenue losses and injury to our national economy.

The philosophy behind these provisions appears to ignore the very significant
fact that American businesses operating abroad are doing so only because for
many reasons they are unable to supply foreign markets adequately from this
country. They must compete for the same markets sought by foreign enterprises
operating in the same area. Accordingly, an American enterprise operating
in a foreign market should be allowed to compete on the same basis as its
competitors already in that market with the advantages of local ownership and
management.

The European Common Market is a good example of a situation where the
provisions of this legislation would make it extremely dificult for U.S. corpora-
tions to compete with those organized in any one of the Common Market
countries.

The pos Angeles Chamber of Commerce urges rejection of these proposals on
tl_le basis that they appear punitive in nature and designed to cripple the opera-
tlonis; (;:f legitimate U.S. business enterprises which desire to expand in the foreign
markets.

. Disallowance of certain business empenses—After careful study of the provi-
sions of H.R. 10651 relating to business expense deductions, the chamber’s
Federal affairs committee has concluded that they would appear to create
additional complexities in the operation of the tax laws and deal unfairly with
business taxpayers. The proposed prohibitions against entertainment activity
“not directly related to the act or eonduct of the taxpayer’s trade or business”
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would prevent much of the activity that the small taxpayer uses legitimately in
furthering business development—or force him to spend funds to maintain and
develop his business which he would be unable to deduct in computing his taxable
income.

The Los Angeles Chamber of Commerce feels that the proposed limitations on
business entertainment contained in the Revenue Act of 1962 would impose new
inequities and difficult-to-administer provisions for determining the deductibility
of legitimate expenditures for promoting business growth, and that abuses in
this area can be corrected in large part by effective enforcement of the existing
tax laws.

Liberalized allowancs for lobbying expenses—We are pleased that there is
at least one provision in the proposed Revenue Act of 1962, even though of
limited application, to which the Los Angeles Chamber of Commerce gives sup-
port—that relating to deductibility of certain types of expenses incurred with
respect to legislative matters if in all other respects they qualify as trade or
business expenses. But at the same time, our organization sincerely recom-
mends that this allowance be expanded to permit deduction of all expenses of this
nature where they are otherwise properly deductible as “ordinary and necessary”
and do not violate Federal or State laws.

The Los Angeles Chamber of Commerce has for some time supported the prin-
ciple that business expenses incurred to defeat or promote legislation should
be deductible if the purposes therefor and the methods used do not violate
Federal or State laws and the expenses are otherwise deductible under section
162 of the Internal Revenue Code.

The Senate Finance Committee is familiar with the background of this issue.
We shall not, therefore, develop it here, except to say that a broader exemption
than that provided in H.R. 10650 is of especial importance to business firms oper-
ating in California. It is well known that at almost every General Election
there is a notoriously long ballot on which questions are submitted to the
electorate in the form of constitutional amendments initiated by the legislature,
initiatives or referenda. For example, arising out of the 1961 and 1962 sessions
of the California Legislature are six State measures on the June 5 primary
ballot, including five general obligation bond issues which total $970 million
in proposed authoriaztions; and there are twenty-one measures on the November
general election ballot plus the possibility of several initiatives which are now
in the petition circulating process. In the past, some of the measures submitted
have been of such a nature that they had to be fought by the business community
in order to protect the solvency of the State and all business enterprises in
California. The record of California voters has been remarkably good on
such issues. But one reason for this has been the fact that business firms
have contributed funds and helped in the campaigns to get the facts before
the voters. When convinced that they have the real facts, the people usually
make sound decisions.

Arbitrary regulations of the type now on the books, and uncertainties as
to their application, make it increasingly difficult for business firms to expend
funds on legislative issues in their own interest or in the public interest. The Los
Angeles Chamber of Commerce believes that it is only just and reasomnable that
business enterprises should be permitted to fight harmful legislation or support
favorable legislation, as it affects their businesses, and that such expenses should
he allowed as a part of the cost of doing business.

Public enlightenment as to legislative problems is desirable and should be
encouraged. Where a reasonable relationship exists between the issues and
the taxpayer’s trade or business, a deduction should be permitted for expenses
incurred to inform the public of these issues. While the Los Angeles Chamber
of Commerce supports the provision in the House version of the Revenue Act
of 1962, it recommends that the legislation be further amended to permit the
deduction of all expenses incurred in connection with legislative matters where
they are otherwise properly deductible as business expenses and do not violate
Federal or State laws.

We are grateful for the privilege of submitting our views and ask that our
statement be included in the record.

Respectfully submitted.

Hsrorp W. WRIGHT, General Manager.
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WRITTEN STATEMENT oN ForEIeN INCOME OF U.S. CITIZENS BY THE TAx COMMITTEE
OF THE AMERICAN CHAMBER OF COMMERCE, A.C., MExico, D.F.

PREAMBLE

We have examined with amazement and dismay the provisions of H.R. 10650,
now before the Senate Finance Committee, insofar as they relate to the taxation
of income earned abroad by U.S. citizens, and with specific reference to the
proposals—

(@) To tax U.S. shareholders of a foreign corporation on its undistributed
income earned abroad.

(b) To require U.S. corporations to include in their taxable income, in
addition to the dividend received from a foreign corporation, the amount
of tax paid by it on the income out of which it paid both the tax and the
dividend—the so-called gross-up provision.

(¢) To extend the authority of the Treasury to allocate to a U.S. tax-
payer actual or estimated additional income arising from sales to or pur-
chases from a related foreign organization.

It has been our understanding that the administration is interested in further-
ing good relations with foreign countries—especially those of Latin America at
this time, per the Alliance for Progress program-—and in also increasing the
standard of living in at least the backward countries for the purpose of com-
bating international communism. Therefore, it appears to us that if the sug-
gested details of H.R. 10650 are enacted into legislation, exactly the reverse will
be the result.

It is time for the elected representatives of the American people to consider
seriously problems abroad as a whole rather than by compartmentalizing them
into apparently mutually exclusive divisions such as ‘“taxation,” “political
relations,” ete.

Consequently, without going into the technical details of the above-listed pro-
posals of H.R. 10650—we are sure that better qualified witnesses have already
done so—may we present for your kind consideration some more universal
aspects of the proposed legislation under such titles as—

Foreign investments by American citizens do not reduce tax revenue in
the United States.

Foreign investments by American citizens favorably affect U.S. balance of
payments.

Elimination of tax exemption of foreign-earned income.

Taxes paid to foreign countries on American investments.

Inadequately considered legislation and its results.

Practical aspects of existing exemptions.

Tax havens.

FOREIGN INVESTMENTS BY AMERICAN CITIZENS DO NOT REDUCE TAX REVENUE IN
THE UNITED STATES

In the past it has been a considered, although erroneous, opinion of many
people in the United States that, by making foreign investments attractive to
American citizens and corporations, we were in fact reducing tax revenue at
home. A simple example in Mexico, a country with which we are most familiar,
will quickly show that this is not the case. For example, we have in Mezxico
presently the three largest American automobile manufacturers, who assemble
cars there. Due to restrictions on the sizes or values of cars that may be assem-
bled or imported into Mexico, it has been inecreasingly impossible for General
Motors, Ford, and Chrysler to assemble any American-made cars, with the ex-
ception of the very smallest. As a result, all three have begun to import into
Mexico for assembly increasingly larger quantities of the parts of European
cars which they manufacture, or they put on the market. This, in the long runm,
will increase the income from their Mexican operations, Hventually the profits
from that income will be returned to the parent companies in the States and
jcherefore will increase the U.S. Treasury’s revenue at some future date. But,
if we place these companies at an additional disadvantage by taxing even un-
distributed profits of their subsidiaries, we will make the operation in Mexico
less apd less profitable. We already have French, Japanese, and Germans as-
ﬂembllng and beginning to manufacture cars in Mexico, and if the American
enterprises become less profitable, these foreign competitors will expand to fill
the gap and there is a good possibility that one of the Communist countries will
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also attempt to enter the Mexican market to the detriment of the United States
politically.

FOREIGN INVESTMENTS BY AMERICAN CITIZENS FAVORABLY AFFECT U.S. BALANCE
OF PAYMENTS

As a matter of fact, direct American investments in productive operations
overseas create a surplus, not a deficit, in the U.S. balance of payments—and
the revenue to the United States from such investments results from—

(a¢) Remitted earnings.

(b) Exports of American products made possible by the investment.

(c) Royalties, fees and other payments for services to the oversea op-
eration created by the invested capital.

Of course not all foreign earnings are remitted to the United States. Some
foreign earnings are reinvested abroad for exactly the same normal business
reasons as in the United States and not, as some people seem to think, to avoid
the collection of U.S. income taxes.

ELIMINATION OF TAX EXEMPTIONS OF FOREIGN EARNED INCOME

Now the recommendation that the tax exemption on earned income of Ameri-
cans permanently residing abroad be repealed totally or in part, is bound also
to increase the costs of American companies operating abroad through the
necessity of increasing salaries and attractions in order to induce American
management and technical experts to live abroad. The American companies
already are at a considerable disadvantage due to higher administrative costs,
even under the present law of eventual taxation on profits, which is not generally
the case with companies of other nationalities. This additional disadvantage
will make it more difficult for the United States to do business abroad.

Politically, the reaction from the foreign countries is bound to be unfavorable.
The United States will be losing its best potential source of evaluating these
foreign countries’ conditions as it will force more and more Americans who have
spent many years working outside the United States either to return to the
United States or in some cases, to relinquish their American citizenship. We
believe no adequate use has been made by the U.S. Government of the profes-
sional knowledge of the bulk of American businessmen who have been living
and working abroad. This is something for the State Department to consider.
We further believe that for example the attempt of the Peace Corps to help
foreign countries and introduce better feeling toward the United States, although
well conceived, could only complement the excellent work done these many years
by professional American businessmen who through their knowledge of the
countries and their sympathy with the peoples and the success they have made,
as evidenced by the fact that they continue to operate in these countries, are
always the best ambassadors, the most efficient representatives of the U.S.
Government in the countries where they live and work.

In any event, American businessmen in our opinion are much more valuable
basic tools than the enthusiastic but comparatively raw Peace Corps. This does
not mean that the Peace Corps cannot do a job, but it can hardly replace rela-
tionships and information gathered over many years by our oversea businessmen.

We are astounded that the glib estimate of increased tax collections in the
sum of $250 million a year should be considered adequate payment for Ameri-
cans’ political and, eventually to our mind, economic losses that will result from
the enactment of certain provisions of H.R. 10650. The gradual withdrawal
of American capital which will materialize from the enactment of these pro-
posals will leave a vacuum that will have to be supplied by either U.S. Govern-
ment loans, which we hope will some day be repaid, or by capital furnished by
other nations including those with ideologies unfavorable to the United States.

TAXES PAID TO FOREIGN COUNTRIES ON AMERICAN INVESTMENTS

Although some Americans are not in position to know it, substantial taxes are
paid to foreign countries by subsidiaries and branches of American companies.
A reduction of revenue to the foreign countries through retraction of American
investments would have just exactly the unfavorable repercussions in those
countries that our Government wishes to avoid—

(a) Creation of more intense anti-American sentiments.
(b) Providing additional areas of investment by nations unfriendly to the
United States.
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Then again the tax systems of most foreign countries are different from the
American pattern—a larger proportion of total foreign taxes is collected as non-
income taxes than is the case in the United States. In other words, income
taxes in most foreign countries are a smaller proportion of the business tax
burden than in the United States. . )

For example, industry abroad in many countries pays high import duties
and other border taxes and fees which reach substantial amounts. In many
cases, such taxes exceed the income taxes to foreign countries of the companies
involved.

Then there are “turnover taxes” in foreign countries, ranging from 25 percent
in France to 4 percent in Germany. .

None of these foreign taxes, unusual to the American businessman, are in-
cluded in the foreign tax credits by the United States when profits are remitted
as dividends.

INADEQUATELY CONSIDERED LEGISLATION AND ITS RESULTS

In the past various and apparently unimportant measures have been enacted
into law by Congress or were put into effect by executive fiat, which have
redounded to the tremendous disadvantage of the United States only because
they were not considered in the overall picture. Such an action as increasing
the duties on certain raw materials is a case in point.

It should be pointed out that in the United States for the taxes that a com-
pany or individual pays, he receives police protection, many services and we
hope “due processes of law” as well as suffrage and additional benefits. If the
American resident abroad or the American companies doing business abroad are
subject to substantially similar taxes as his U.S. resident counterpart, he will
not be receiving these benefits, which constitute a great additional risk to the
one operating outside the United States. We wonder whether adequate consid-
eration has been given this.

It is further to be considered that if the U.S. companies reduce or withdraw
their investments abroad, as seems likely if H.R. 10650 is enacted, there will
accrue at least temporarily in the various foreign nations an enormous amount
of unemployment and unrest, which will make very fertile ground for commu-
nistic indoctrination, and there is no doubt that capital from other countries will
eventually replace the American capital, with the consequent enormous loss of
prestige for the United States.

Now, it does not appear to us that this administration or any other which
has the best interests of the United States at heart is really attempting to
reduce American influence in the rest of the world and paving the way for repug-
nant ideologies. However, many of the proposals sent to the Congress in H.R.
10650 regarding taxation of foreign income are in fact directly accomplishing this
result. While we can appreciate the need to increase revenues for the Federal
Government, we can readily see that the decrease in prestige which we antici-
pate, and the increase in unrest duwe to withdrawal of capital, or at least less
and a much lower rate of investment abroad, will in a not very distant future
place thg United States in an even more unfavorable light politically, abroad,
Fhan it is in today. It may well result in the losing of a cold war and in
increased spending for armaments on a scale vastly greater than the expected
revenue to be derived from the passage of H.R. 10650.

We havg seen too many examples in the past, as mentioned before, of hasty
act1qn which has produced very unhappy reaction in the fields that were not im-
n}ed1ately connected with the original action. Consequently, we feel that con-
siderable research should be given to the study and effect of the passage of H.R.
10650, see how it will redound both politically and economically before the Con-
gress votes to approve such tax legislation.

PRACTICAL ASPECTS OF EXISTING EXEMPTIONS

_ There 1s a great deal of political prestige to be made by the passage of legisla-
tion of this type and certainly the provision for the present tax exemption of
$20,000 on earned income for those who stay abroad 17 out of 18 months has
been a pohtlca_l football for some time. However, the other exemptions which
are presently in the law are soundly based and should even be increased in
order to accomplish politically just what the United States must achieve in order
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to secure the world for our type of society. The $20,000 17-18 month exemp-
tion has much to recommend it insofar as it enables technicians to work at lower
lsalaries abroad than they would necessarily have to earn if this were not the
aw.

Some American companies need this type of technical assistance to be in
competitive position with other foreign rivals. It is undoubtedly true that
certain elements have taken advantage of this provision, but it is questionable
whether the damage done and the loss in revenue are sufficient to merit the up-
heaval of exemptions regarding foreign-earned income.

TAX HAVENS

The denomination of “‘tax havens,” which classes them as anathema per se, is
something that should be investigated on a logical rather than on an emotional
basis. The United States has never in its laws provided a means for companies
operating in countries abroad to transfer funds from one subsidiary to another
without the payment of taxes in the United States. This situation has forced
many large corporations to seek other legitimate and legal means to accomplish
this and thus enable them to be competitive. In the long run, funds so protected
are drawn back into the United States by the corporations in vastly increased
amounts, as they multiply many times in the process of their use. 1If the corpora-
tions themselves do not draw back the funds, at least the American stockholders of
these corporations, on their deaths, have to pay estate taxes which reflect the vast
increase in the values of the stocks of these corporations through the earnings
of these foreign operations.

In fact, we do not believe that the term “tax haven’ is correctly understood
by a majority of the American public. Such a place is not a Shangri-La—a
gangster’s hideout—or yet a haven from U.S. taxes. It is just a legal locale where
American enterprise is free from foreign taxation, free from taxes of the country
in which the “haven” is established but not free from U.8. taxes when any profits
are repatriated.

Therefore, critics of tax havens are not finding fault with the laws of the
countries in which tax havens are established, but are actually questioning the
U.S. tax rule that American companies are not taxed by the United States on
earnings of foreign subsidiaries until such earnings are sent home in the form
of dividends.

The basic rule is predicated on the concept of U.S. tax law that income is not
taxable until it has been received by the taxpayer. Naturally, this concept does
not offer any special privilege or preferential treatment. It can hardly be said
that the United States is losing revenue through this tax exemption setup.
Rather, in the long run, the revenue from one or another type of tax is greatly
increased.

CONCLUSION

The tax legislation embodied in H.R. 10650 is amazing, if we may repeat our-
selves, and dismaying, especially in view of the competitive situations being faced
today by American enterprises in foreign countries—competition from subsid-
iaries and branches of European and Far Eastern entrepreneurs.

The steady growth of industry in the United States requires its participation
in universal industrial growth. It is just as impossible for our domestic indus-
try to remain isolationist as it is for our Government to follow that policy.
The world is taking giant strides toward free trade (the various common mar-
kets) —toward free transfer of capital—toward free convertibility of currency.
Throughout the world there very definitely exists a great competitive challenge
in the fields of industry and commerce, involving many, many nations—and
when the score is posted, the winners will be from those countries whose foreign-
exchange-conscious governments have given strong support to the oversea activi-
ties of their citizens—the winners will not be from any country that deliberately
practices the old cliche that ‘kills the goose that lays the golden egg” by
strangling the previously successful efforts of its businessmen abroad with ill-
considered, ineffectual and vitiating taxation such as threatened by the pending
tax legislation of H.R. 10650.

Consequently, we cannot urge too strongly that the Senate Finance Committee
report unfavorably on H.R. 10650.
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MAY 2, 1962.
Re section 13 of H.R. 10650.
Hon. HARrY F. BYRD,
Chairman, Finance Committee,
U.8. Senate, Washington, D.C.

DEAR MR. CHAIRMAN : The American Life Convention and the Life Insurance
Agsociation of America wish to submit a statement concerning the adverse
effects that section 13 of H.R. 10650, relating to controlled foreign corporations,
would have on the life insurance business. These organizations have a member-
ship of 306 life insurance companies in the United States and Canada, repre-
senting 94 percent of the legal reserve life insurance in the United States.

‘With respect to the life insurance business, we believe that section 13 should
be limited to tax haven operations and the so-called foreign reinsurance gim-
mick (as defined in sec. 952(b)). We believe that such an approach would
correct certain tax deferral abuses without limiting or impairing proper and
legitimate worldwide insurance operations.

Accordingly, we are submitting a detailed statement as to the manner in
which section 13 affects the life insurance business and our suggestions as to
how this section might be appropriately modified so as to correct certain exist-
ing abuses without drastically curtailing legitimate life insurance operations.

Respectfully submitted.

AMERICAN Lire CONVENTION,
GLENDON E. JOENSON,
General Counsel.
LIFE INSURANCE ASSOCIATION OF
AMERICA,
EuGENE E. THORE,
Vice President and General Counsel,

STATEMENT OF THE AMERICAN LIFE CONVENTION AND THE LIFt INSURANCE
ASSOCIATION OF AMERICA oN SecTION 13 or H.R. 10650

INTRODUCTION

Section 13 of H.R. 10650, relating to controlled foreign corporations, directly
affects the life insurance business under the following three provisions:

(1) Section 952(e), relating to the items to be included in foreign base com-
pany income.

(2) Section 953(b) (2), relating to the definition of qualified property.

(3) Section 952(b), relating to income derived from insurance of U.S. risks
(the so-called foreign reinsurance gimmick).

Ttems (1) and (2), as passed by the House, technically apply to a foreign
life insurance subsidiary. We believe that their application to a life insurance
company was inadvertent because the stated purposes of the provisions, as con-
tained in the House committee report, would appear to eliminate a life insurance
company from the scope of these provisions. It is our belief that these provi-
sions should not apply to a life insurance company. Accordingly, we believe
the necessary technical amendments should be made to these sections in order
to make them inapplicable to life insurance companies.

It is our position that item (8) should remain substantially unchanged, with
only the addition of a de minimis rule in order to prevent section 952(b) from
applying to certain unintended situations.

SECTION 952(€). ITEMS TO BE INCLUDED IN FOREIGN BASE COMPANY INCOME

. Section 952(e) enumerates the items to be included in foreign base company
income. ’_[_‘he concept and purpose underlying foreign base company income are
best explained in the following excerpt from the House Ways and Means Com-
mittee report, page 62:

“’I‘h.e foreign base company income consists of two basic parts : passive invest-
ment.mcome?, or more precisely “foreign personal holding company income” with
ce{"tam modlﬁc.ations described below, and “foreign base company sales income.”

Your con_lmlttee while recognizing the need to maintain active American busi-
ness operatt,lons 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,
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or where the company is merely passively receiving investment income. In such
cases there is no competitive problem justifying postponement of the tax until
the income is repatriated.

“The 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. An exception
is also made for income of banks and bank subsidiary organizations since in such
cases the receipt of interest and other similar types of income do not result from
passive investments * * *” [Italic supplied.]

As passed by the House, section 952 (e) would require the investment income
of a controlled foreign life insurance company to be reported currently by its
U.S. parent. This is contrary to the stated purpose of the House committee
report. Specifically, the House has excepted the investment income of banks on
the grounds that this type of income does not result from passive investments.
This is equally true of life insurance companies. For the purposes of section 13,
the investments of a life insurance company obviously are assets used in its
trade or business. These investments are absolutely necessary if a life insurance
company is to meet its long-term obligations to its policyholders. Accordingly,
it is submitted that a life insurance company should be given equal treatment
to that provided another financial institution, banks, with respect to its invest-
ment income.

Recommendation.—It is suggested that section 952(e) (5) be amended to ex-
clude the investment income of a life insurance company, as defined in section
801 of existing law, from the term ‘“foreign base company income.”

SECTION 953 (b) (2). DEFINITION OF QUALIFIED PROPERTY

Section 953 provides, in general, that the increase in earnings invested in
nonqualified property may also be taxed to the shareholders of a controlled
foreign subsidiary. Section 953(b) (2) defines “qualified property” to be “any
money or other property which is located outside the United States and is ordi-
nary and necessary for the active conduct of a qualified trade or business.”

We believe that the assets of a life insurance company are ordinary and
necessary for the active conduct of the life insurance trade or business within
the meaning of this section. There is, however, doubt cast on this view because
of the possible classification of a life insurance company’s investment income
as arising from “passive”’-type assets. The assets of a life insurance company,
like the assets of other financial institutions, are vital to its operation and
should, without any question, be considered as being ordinary and necessary for
the conduct of its business.

The question of what is ‘“‘qualified property” used in an insurance trade or
business for purposes of this section is entirely different from that under section
805(b) (4). Section 805(b) (4) of the code, as interpreted by the Treasury regu-
lations, limits the assets used in an insurance trade or business to, in general,
the home office building and similar property. The purpose of section 805(b) (4)
is to arrive at an earnings rate for a life company. That purpose is not present
here. Under section 953, the congressional purpose should be the traditional
concept of trade or business which, we believe, would include 2all the assets of a
life insurance company.

In view of the above two questions which cast some possible doubts as to the
meaning of property which is ordinary and necessary for the active conduct of
a qualified life insurance business, we request that this matter be clarified.
This might appropriately be done in either the law or the committee report.

In addition to the need for clarification explained above, a further problem
arises as to whether any of these assets might be invested in the United States.
The House bill limits the investments in property located in the United States
to the following three categories :

(1) Obligations of the United States, money, or deposits with persons carrying
on the banking business ;

(2) Property purchased in the United States for export to, or for use in, for-
eign countries; or

(8) Any loan arising in connection with the sale of property if the amount of
such loan outstanding at no time during the taxable year exceeds the amount
which would be ordinary and necessary to carry on the trade or business of both
the lending corporation and the borrowing U.S. person had the sale been made
between unrelated persons.
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We believe that these limitations unnecessarily restrict the investment policy
of a controlled foreign life insurance company, and in addition are detrimental
to our domestic economy. It is our belief that these foreign subsidiaries should
be permitted to invest in any property located in the United States so long as
such investment is completely free from, and unrelated to, the parent company.
This approach would permit the subsidiary to choose the most beneficial world-
wide investments for its policyholders. It would also enable the foreign sub-
sidiary to compete on equal terms with foreign insurance companies which can
invest in the United States free from any restrictions.

Moreover, in view of the great capital needs of our economy, there appears to
be no sound reason for preventing a foreign life insurance subsidiary from con-
tributing much-needed funds to our domestic economy. Not only would these
investments aid our capital expansion, but they would help in connection with
our current balance-of-payments problem. It should also be pointed out that the
income derived from these investments would be subjected to tax in the United
States and would increase our tax revenues. Thus, there appear to be substan-
tial reasons for modifying the severe investment limitations contained in the
House bill.

One other point deserves mention. Because of the great faith the world has in
the dollar as a unit of currency, many foreign life insurance companies write
contracts which provide for the payment of benefits in U.S. dollars. In order to
assure ability to meet its contractual liabilities, the foreign life insurance com-
pany invests in the United States to an extent necessary to meet its so-called
dollar contract commitments. The limited investments permitted in U.S. property
by the House bill do not allow insurance companies sufficient choice and diversi-
fication to meet their dollar obligations.

Finally, the investments permitted by the House bill in U.8. property are lim-
ited primarily to U.S. Government obligations and deposits in bank accounts.
Apparently this is done on the theory that these two types of investments are not
subject to abuse. We believe that there are several other types of investments
which should qualify under the same theory, such as investments in State and
local bonds and securities which are within the jurisdiction of the Securities and
Exchange Commission.

In snummary, it is our opinion that the investment restrictions contained in the
House bill are unwarranted in the case of a foreign life subsidiary . There are a
number of ways in which these restrictions might be either eliminated or alle-
viated. In view of this, we are not in this instance suggesting speciflc language.
‘We would however, we pleased to work with the staffs of the committee in de-
veloping more specific language along the lines suggested above.

SECTION 952 (b). INCOME FROM INSURANCE OF U.S. RISKS

The report of the House Ways and Means Committee, page 60, states the pur-
pose of section 952(b) to be as follows:

“2. Income derived from insurence of U.8. risks.—Since the passage of the
Life Insurance Company Income Tax Act of 1959, which, for the first time in
many yeas, imposed a tax on underwriting gains of these companies it is under-
stood that a number of the companies involved have attempted to avoid tax on
the gains by reinsuring their policies abroad. In other cases the tax has been
avoided by placing the initial policy with a foreign insurance company either
controlled by an American insurance company or controlled by other American
businesses.

“To meet this problem your committee’s bill provides that where a controlled
foreign corporation receives premiums or other consideration for reinsurance
or the issuing of insurance or annuity contracts on property in, or residents of,
the United States, the income attributable to this is to be taxed to the U.S.
shareholders as a part of subpart F income.

“The bill also covers the type of situation where the controlled foreign cor-
poration does not hold the policies involving U.S. risks but instead holds other
policies which, by arrangement with another unrelated corporation, it has re-
ceived instead of the insurance involving the U.S. risks, while the unrelated cor-
poration holds the policies involving the insurance on property in, or resgidents of,
the United States.”

‘We hold no brief for the persons who have been engaging in this type of oper-
ation and we support this attempt of the Treasury and the Congress to elimi-
nate this abuse situation.
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We do believe, however, that section 952(b), as passed by the House, does
cover certain situations which were not intended to be covered by that provision.
It is our hope that the Finance Committee will amend section 952(b) so that
it will cover only the abuse areas and not certain legitimate cases. We believe
this may be accomplished by use of a de minimis provision.

As drafted, section 952(b) would apply to the following cases which we do
not believe were intended to be covered:

Case 1—A Canadian life insurance company is wholly owned by a U.S. life
insurance company. The Canadian company does not do business within the
United States. The U.S. parent does not reinsure with its Canadian subsidiary.
The Canadian subsidiary issues a group life insurance contract to a Canadian
employer which covers his employees. Several of these employees are residents
of the United States. Section 952(b) literally applies to this case and the U.S.
parent would be subjected to all the complicated provisions of section 13 of
H.R. 10650 in order to pick up several dollars of income which may be related
to the insurance of the several U.S. employees of the Canadian employer. It is
submitted that this example does not in any way represent any abuse of the
existing tax law and it was not the purpose of section 952 to cover this case.

Case 2.—Assume the basic facts of case 1, except that, at the time the group
contract was issued, none of the employees were residents of the United States.
Later, one of the employees moves to the United States and becomes a resident.
At that time, presumably, the parent U.S. company becomes subjected to the
provisions of section 952(b). Again it is submitted that this is not an abuse
situation which needs correction. In fact, the place where the employee resides
is completely out of the control of the insurance companies involved. A varia-
tion of this case is where the Canadian or other foreign subsidiary insures the
life of an American citizen residing abroad and then this citizen returns to
reside in the United States years after the policy has been isssued. This type of
case is not an abuse area to which section 952 (b) should apply.

In these and other similar cases, the amount of tax involved is not the real
issue since the amount of revenue raised would be negligible. The basic problem
is the tremendous work required to trace the ownership of a small number of
policies. Moreover, under the House bill, this tracing would have to be done
each year. The illustrated cases do not in any way present a tax abuse situa-
tion, and we do not believe they should be included within the scope of section
952(b).

Recommendation—It is suggested that the above cases be eliminated from
section 952(b) by the use of a de minimis rule. For example, it could be pro-
vided that section 952(b) shall apply only to cases where the income from
insurance of U.S. risks exceeds # percent of the gross premiums or other
consideration of the controlled subsidiary. For a foreign life insurance sub-
sidiary, the applicable percentage might be in the neighborhood of 10 percent.
Once this percentage were exceeded, then the foreign subsidiary would become
subject to the provisions of section 13. This approach is similar in principle
to the existing provisions relating to Western Hemisphere trade corporations
where the Congress provided de minimis rules, one of 10 percent and one of
5 percent.

MEMORANDUM oOF COMMITTEE ON FEDERAL TAXATION OF THE CHICAGO BAR
AgsocIATION, H.R. 10650, THE REVENUE ACT OF 1962

PROVIBIONS RELATING TO FOREIGN OPERATIONS

The committee believes that the provisions of the bill dealing with foreign
operations have so many technical deficiencies, obstacles to efficient administra-
tion and ambiguities that the net effect of the proposed legislation might be
just the opposite of that intended by the proponents; i.e., American capital that
vtherwise might be retained for economic production in this country might
tend to flow abroad and domestic employment might be decreased.

SECTION 6

This provision would amend present section 482 of the Internal Revenue
Oode which now gives the Secretary of the Treasury or his delegate the power
to reallocate taxable income among organizations which are controlled, directly
or indirectly, by the same interests. The amendment would authorize the Sec-
retary or his delegate to establish a different basis for the reallocation of taxable
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income resulting from sales within a related group of foreign and dqmestic
organizations where the taxpayer cannot establish an arm’s length price jfor
such sales. Broadly speaking, the amendment would authorize reallocation
of taxable income under a formula which would take into account the assets,
payroll, and selling expenses in the foreign country and the assets, payroll,
and selling expenses of the United States. ]

The proposed amendment raises many substantial problems, a few of which
are described below.

1. In its present form the amendment would create a host of problems, both
for taxpayers in their efforts to comply with the law, and for the Internal
Revenue Service in administering the law. The Treasury has brought rela-
tively few cases under section 482, and it would seem that this remedy, which
has been used successfully where foreign corporations were involved, should
be exhausted before legislation such as that contained in the bill is enacted.

2. It is believed that very serious difficulties would be presented under pro-
posed section 482(b) (1) in determining the “taxable income of the group
arising from such sales” in the case of the sale of finished products between
two organizations, both of which are engaged in related manufacturing activities
It is not clear how the taxable income to be reallocated is to be determined,
thus leaving open the question of how the income specifically arising from
such sales can, as a practical matter, be arrived at. These ambiguities could
create significant inequities.

3. Serious difficulties could also be presented under proposed code section
482(b) (2) (A) in determining the assets “used in the production, distribution,
and sale of property” in the case of the sale of finished products between two
organizations which are also engaged in related manufacturing activities. In
many instances, business organizations will be engaged in a variety of manu-
facturing operations. Under such circumstances it would be very difficult
to determine specifically the amount of assets, the share of the payroll, and
the specific selling expenses attributable to the production, distribution, and
sale of the particular items producing the taxable income to be reallocated.
Here again the existence of a number of ambiguities may create inequities
under the proposed legislation.

4. Proposed code section 482(b) (1) is not clearly limited to sales between
a domestic and a foreign organization, and it is therefore conceivable that a
reallocation of taxable income could be made between two domestic organizations
(who are related to at least one foreign organization). Furthermore, the
Secretary might be empowered to reallocate taxable income derived from inter-
company sales between a Western Hemisphere trade corporation and its do-
mestic parent corporation. From the proposed draft and committee reports, it
appears that this type of reallocation was not intended. Certainly no realloca-
tion of income between a Western Hemisphere trade corporation and its domestic
parent corporation under the provision of section 482( b) is permitted if no
foreign organization was a member of the related group, but such a reallocation
would be permitted if the related group contained one foreign corporation even
though this foreign corporation was not in any way involved, directly or indi-
rectly, with the transactions between the Western Hemisphere trade corporation
and its domestic parent corporation.

5. Proposed code section 482(b) (2) proposes to reallocate income between
companies based on “that portion of the following factors which is attributable
to the United States and that portion thereof which is not attributable to the
United States.” This should be changed to read “that portion of the following
factors which is attributable to each of the organizations involved.” The effect
of the provision as contained in the bill is to reallocate income as between or-
ganizations without regard as to which organization owned the assets or other-
wise earned the income. Instead, the organization incorporated or formed
under the laws of the country where the assets were located would be the one to
whom the income would be allocated. The same problem exists with salaries.
This interpretation is borne out at page A40 of the committee report. An ex-
amp}e of the problem created by this part of the bill would be the case of a
foreign corporation (a subsidiary of a U.S. corporation) that has substantial
assets and numerous employees in the United States, as well as assets and
employees abroad. In this situation, all of the foreign corporation’s U.S. assets,
salaries, etc., would be used to reallocate income to the parent U.S. corporation,
regardless of who earned the income or where it was earned. As drafted, there
seems to be some doubt that the provision would be constitutional.
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6. Proposed code section 482(b) (2) sets up an allocation formula that is dif-
ferent from that contained in any of our income tax treaties. All 21 income tax
treaties concluded by the United States that are now in force contain specific allo-
cation provisions. This is likely to create international problems for U.S. business,
since the provision certainly violates the spirit, if not the letter of these treaties.
If the United States takes unilateral action of the type contemplated by pro-
posed code section 482(b) (2), it should not be surprised to find foreign govern-
ments taking unilateral action against U.S.-owned businesses.

7. Proposed code section 482(b) (3) (A) indicates that assets should be in-
cluded at their adjusted basis “or, if such basis is not available in the case of a
foreign organization, then their book values, adjusted to approximate their
adjusted basis.” It would seem that this could result in considerable inequities
and difficulties. Foreign figures required to determine “adjusted basis” under
the U.S. Internal Revenue Code would not be available due to the differences
between foreign and domestic depreciation methods, depreciable lives for as-
sets, different principles as respects the capitalization of various expenditures,
and differences in the effect of reorganizations and other transfers. Further-
more, many countries have initial allowances, investment allowances, and ac-
celerated depreciation which are in excess of that permitted under U.S. law.
For example, Sweden permits the expensing of certain temporary buildings in
the year of construction. France permits special allowances for expenditures,
the United Kingdom has special initial and investmcent allowances, ete. In
view of these difficulties, it would seem that fair market value of the assets
in question would be more equitable than using adjusted basis. Certainly
the taxpayer should have the election of having this used, rather than ad-
justed basis as set forth in proposed code section 482(b) (3) (A). The use of
fair market value would also avoid considerable difficulties as a result of foreign
exchange fluctuations over the years. Radical inflation in certain countries has
meant that the cost basis of assets, when expressed at cost in local currency and
converted at today’s rates of exchange, have little resemblance to anything mean-
ingful. Certain high cost parcels of real estate in Germany, for example, which
are still worth large sums, would be converted at present exchange to an aggre-
gate amount of almost nothing for the entire property. This is also true of
France and Italy as well as in many underdeveloped countries, such as Argen-
tina, Brazil, and Chile.

A further factor which the use of the fair market value tends to avoid is
the question of what rate of exchange should be used. The above assumes that
the foreign exchange conversion is made at current rates as in the case of the
foreign tax credit calculations for amounts received from foreign subsidiaries.
Perhaps a more realistic basis would be to convert at the rate in effect on the
date, or during the year, the foreign company made its investments. However,
due to continually changing foreign exchange rates, this would necessitate, in
effect, making a completely new set of books over many, many years for the
foreign corporation—all in terms of U.S. dollars. Whether sufficient records
would be available to make such a new set of books is in itself questionable,
but if available, the work involved would be fantastic. In addition, proposed
code section 482(b) (3) (A) would give no recognition to a situation where the
stock of a corporation (foreign or domestic) having, for example, appreciated
real estate, was purchased at a price substantially in excess of the then “ad-
justed basis™ of the underlying assets. The use of current fair market value
would avoid many of the above problems.

8. Proposed code section 482(b) (3) (B) indicates that leased assets should be
taken into account, but it is not clear on what basis. These assets would nor-
mally not have an adjusted basis under proposed code section 482(b) (3) (A).

9. It would seem that the exception for inventory and stock in trade con-
tained in proposed code section 482(b) (3) (B) is not fair. There would seem
to be no reason to discriminate against assets of this type. Most U.S. States
that have a State income tax use this in their property allocation factor. In
addition, intangible assets should also be taken into account.

10. Proposed code section 482 (b) (8) (B) indicates that a portion of the income
taxes paid by a foreign corporation will be treated as though they were paid by
the related domestic corporation to the extent that income is allocated to such
domestic corporation. This is equitable, but it does not go far enough. The
proposed code section is silent on the matter, but page 30 of the committee
report indicates: “However, the income so reallocated for purposes of the
overall or per country limit is not to be classified as foreign income.” In many
cases this could have the effect of denying the foreign tax credit involved, since
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the foreign country would almost certainly have a more normal allocation
formula than that contained in proposed code section 482(b) (2). _Thq effect
could only be that the foreign country will inevitably tax more foreign income
to the foreign corporation than would be allocable to such foreign corporation
under proposed code section 482(b) as now written. This would have the effect
therefore, not of equalizing the tax on foreign business, but of imposing a double
tax (since the credit will, in many cases, not be fully available) on this income.
In this connection, it is interesting to note that many countries require that
goods being sold in that country are not being sold more cheaply than they are
sold elsewhere (such as the Canadian Anti-Dumping Act), and others require
that they receive as low a price as is offered anywhere in the world (i.e., India).
As a consequence, the pricing of goods cannot arbitrarily be fixed to accord with
any artificial rules established under proposed code section 482(b), but will
instead have to be at fair prices, with the result that exporters will be faced
with double taxation as outlined above, or with loss of markets.

11. Proposed code section 482 (b) (8) (B) should be expanded to include reallo-
cation of tax, not only as between a foreign corporation and a domestic corpora-
tion, but, in addition, between two or more foreign corporations that are under
common control. This is important since otherwise, if one of the foreign cor-
porations is subject to the provisions of section 13 of the proposed bill, there
could be a serious question and a possible loss of foreign tax credit through no
fault of the company involved. This would also be important as respects the
present per country limitation, as contained in code section 904.

SECTION 13

Section 13 of the bill would amend the Internal Revenue Code to provide that
certain undistributed income of controlled foreign corporations shall be included
in the income of U.8. shareholders in the year the income is earned by the foreign
corporation, whether or not it is distributed. The amounts on which U.S. share-
holders are taxed may be classified as (1) subpart F income and (2) profits
considered as being distributed. Subpart F income is, in general, certain rein-
surance income, certain patent, ete., income and certain passive income (divi-
dends, etc.) and sales income unless reinvested in less developed countries.
Profits considered as being distributed are the profits of foreign corporations,
including foreign manufacturing corporations, except to the extent that such
profits are invested in qualified property. Qualified property is limited to
property which is ordinary and necessary for the operation of present (but not
new) foreign business, or property reinvested in less developed countries.

This provision introduces into the code a body of new taxing provisions which
are extremely complex and in some respects novel. In the opinion of the com-
mittee, these provisions contain rumerous defects, ambiguities and inequities
which will cause taxpayers and the Internal Revenue Service serious difficulties
and lead to extensive litigation. While some of the defects can be cured by
improvted drafting, others appear to be inherent in any such complex taxing
concept.

Some of the provisions of this section of the bill which might tend to have the
effect set forth in the initial paragraph of this memorandum are described below:

(a) Sections 952(a) (1) (B) and 952(c) create a distinction between patents,
copyrights, and exclusive formulas and processes having a U.S. source and those
which do not have a U.8. source. Such a distinction it is believed might have
thi effect of encouraging research abroad in order to avoid the provisions of this
act.

(b) In order to meet the 20 percent tests of sections 952(e) (2) and (6), or
to avoid the 80 percent test of section 952 (e) (6), foreign companies would be
encouraged either to (i) curtail their purchases from their U.S, parent, or (ii)
expand their foreign production operations. Either alternative would apparently
tedlziqt'to d(icreafste IU% ex()lports. dThe second would also apparently tend to move
additional capital abroad in order to finance the producti i i
produced in the United States. P tion. of items previously

_( c). Under section 952(e) (3), the income of g foreign corporation whose
principal activity consists of owning and leasing a plant to a related foreign
corporation would be considered foreign base company income. For local
property tax reasons, separate foreign corporations frequently own plans
pperated by related foreign manufacturing companies. Under this section the
income of the real estate company will be taxed to U.S. shareholders, whéreas
this would not have been the case if the foreign manufacturing compahy owned
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its own plant. Here again, this bill appears to place foreign corporations owned
by U.S. interests at a disadvantage, since they cannot operate and finance
foreign plant expansion in the same method as other foreign concerns.

(d) Because of section 953(b) (5), a controlled foreign subsidiary operating
in a less developed country would have an economic interest in having such
country remain economically less developed. Such a controlled foreign sub-
sidiary should receive the benefits of operating in a less developed country, at
least for some definite and substautial period of time. Such an assurance
would be consistent with our present foreign policy.

The committee has the following additional comments with respect to other
portion of section 13 of the bill :

1. Section 951 (a) imposes tax on U.8. persons with 10 percent or more owner-
ship, actual or constructive. It should be pointed out that such persons may,
in fact, have no control over the policies of the foreign corporation.

2. In section 951(b) there is a reference to ownership determined by “apply-
ing * * * 955(b) * * * directly or indireetly.” It seems that the words
“directly or indirectly” are either redundant or extend the constructive owner-
ship provisions to unascertainable areas.

3. Section 951 (c¢) provides that a U.S. person who is a qualified shareholder
in an electing “foreign investment company” shall not be required to include in
his gross income for such taxable year the “subpart F income” of such com-
pany. However, it would seem that such a shareholder would be taxed under
section 951(a) (1) (B) on any increase in earnings invested in nonqualified
property for such year. Since section 1247 provides that an electing “foreign
investment company’” must distribute at least 90 percent of its earnings, which
would therefore be taxable to the shareholders, it seems inequitable that the
shareholders should, in addition, be subject to taxation under section 9351(a)
(1) (B). This would be particularly true as to any year in which the foreign
investment company liquidates ‘“‘qualified property.”

4. Section 952(a) (1) (C) provides that ‘‘net foreign base company income”
will not be taxed to the shareholders unless five or less TU.S. persons own
more than 50 percent of the foreign corporation’s stock. It is not clear when
this ownership test is to be applied, nor is there any provision for proration
of income in the event the relationship should exist for less than the full year.
The committee suggests that a specific rule should be provided for determining
when the ownership test is to be applied. It is the view of the committee
that it would be unduly burdensome to impose tax if the ownership test is
met on any day during the taxable year. In this connection see the comments
on item 15.

5. Section 952(a) (3) provides that the subpart F income “shall not exceed
the earnings and profits of such corporation for such year.” While helpful,
this provision is not sufficiently broad to avoid inequities and double taxation,
as shown by the following examples :

Example 1
Subpart F income (before taking into account sec. 952(a) (3)) _—______ $5, 000
Corporate losses from other foreign activities________________________ (6, 000)
U.8. source income — _ - 4,000
Total earnings and profits for the year________________________ 3, 0600
Amount taxed to corporation because of its U.S. source income________ 4, 000
Amount taxed to U.S. shareholders (assuming see. 951 (b) is inapplicable_ 3, 000
Total amount subject to U.S. tax____________ N 7, 000

Example 2

Corporation A (a U.S. person) ownes 100 percent of corporation X, which in
turn owns 100 percent of corporation Y, both X and Y therefore being “con-
trolled foreign corporations.” In 1963, Y has $1,000 of subpart I income which
is taxed directly to A. In 1964, X has subpart F income of $2,000, other types
of losses of $1,000, and a dividend from Y of $1,000. It is clear under section
956 (b) that X’s subpart F income does not include the dividend from Y. How-
ever, except for this dividend, Y’s earnings and profits for the year would have

82190—62—pt. 9——11
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been $1,000, and the amount of subpart F income taxable to A would have been
limited to this amount. However, because of the $1,000 dividend from Y (which
hag previously been taxed to (A), X’s earnings and profits for the year would be
$2,000, and thus the entire subpart F income would be taxed to A. In other words,
for the 2 years A would be taxed on $3,000, even though the consolidated earn-
ings of both X and Y were only $2,000. It is not believed that this effect was
intended and it is suggested that corrective measures be taken.

6. Proposed code section 952(¢) (1) (B) refers to “any U.S. person which
k£ * % gwns or controls, or is owned or controlled by, or is under common owner-
ship or control with, the controlled foreign corporation.” Control does not
seem to be defined for this purpose. A similar problem appears in proposed code
section 952(e) (2). A definition should be included.

7. No adjustment appears to be made in connection with the subpart ¥ in-
come calculation under proposed code section 952(c) for rentals or royalties
actually paid by the controlled foreign corporation to its U.S. parent as a result
of “use or other means of exploitation by the controlled foreign corporation”
under section 952(c) (3). The effect appears to be that even though the con-
trolled foreign corporation has paid a completely fair rental or royalty for the
use of a U.S. patent, its U.S. parent corporation which has received such
royalty or rental income will also have subpart F income equal to the fair
royalty or rental income for such patent, thus resulting in double U.S. taxation
to the U.S. parent. In this connection, it should be pointed out that proposed
code section 952 (¢) (2) does not appear to cover this point in view of the phrase
“but not including any production, manufacturing, or similar expenses incurred
in the use or other means of exploitation of such property or rights” since such
payments by the controlled foreign corporation to its U.S. parent would seem to
be within the exception.

8. The definition of “foreign base company sales income” contained in pro-
posed tcode section 952(e) (2) would appear to be deficient in the following
respects :

(@) The definition of “foreign base company sales income” contained in pro-
posed code section 952(e) (2) does not make it clear (as it is in the committee
report, p. A-94) that it does not apply to the purchase and resale of materials
or parts which are incorporated by a controlled foreign corporation into a
manufactured product (including certain assembled products). The committee
report indicates that this is not deemed to be a purchase and a sale of the same
property within the meaning of proposed code section 952(e) (2) : The commit-
tee believes that such provision should be in the statute and not merely in the
committee reports.

(b) The accounting problems involved in determining the amount of income
derived from sales of those items which give rise to “foreign base company sales
income” would be unduly burdensome and, in many cases, impossible. In this
connection, it should be noted that a given product (which does not, in itself,
constitute a product manufactured by the controlled foreign corporation) might
contain some components purchased from a related entity and others purchased
from outside sources. Furthermore, a given component might be purchased from
both sources and identification might be impossible.

(¢) The ‘““use, consumption, or disposition” test contained in section 952(e)
(2) (B) would present considerable difficulties and, for many companies, would
be virtually impossible. The test would seem to apply if, at any time, any use,
consumption, or disposition of the property takes place outside the country in
which the foreign subsidiary is created or organized. A given article might be
“used” in several different ways in several different places during its life. For
instance, a piece of luggage sold by a foreign subsidiary organized in country
X to a resident of country X might be “used” on a vacation in country Y. Simi-~
larly, a piece of comstruction equipment might also be used in many different
countries. A component part sold by 2 controlled foreign corporation to another
company for incorporation into a completed product and resale, would appear to
be “used” by the second company and also by the ultimate consumer of the com-
pleted product. By the same token, any given article might be sold (i.e., dis-
posed of) several different times and in several different countries in the chain
of distribution from the controlled foreign corporation to the ultimate con
sumer. It would seem to be impossible for a controlled foreign corporation (let
alone, the U.8. shareholders) to make the required determination. In this con-

nection, it should be noted that the required information must be known at the
end of the corporation’s taxable year.
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9. Section 952(e) (4) provides that foreign base company income does not
include any income derived from insurance of U.S. rigks or income from U.S.
patents, copyrights, etc. However, section 952(e) (6) (B) provides that if the
foreign base company income (before any deductions) exceeds 80 percent of
the corporation’s gross income, ‘“the entire gross income shall be taken into
account in determining foreign base company income.” Thus, it would appear
that such insurance or patent income could be included in subpart ¥ income
twice—once by reasons of sections 952(a) (1) (A) or (B), and again by reason of
sections 952(a) (1) (C) and 952(e) (6) (B).

10. It is not clear under section 953(a) (2) whether a shareholder’s pro rata
share of the corporate earnings invested in nonqualified property at the close of
the preceding taxable year is to be prorated on the basis of his stock ownership
at the close of the current year or the preceding year. If the latter is the case,
a shareholder could be subject to tax under this section merely because he in-
creased his stock interest during the year.

11. It is not clear under section 953(a) (2) (A) whether the earnings invested
in nonqualified property at the close of the preceding year could be reduced
below zero by reason of distributions during the year to which section 956(c)
applies.

12. Section 953 (b) (2) (A) might give rise to numerous troublesome questions
as to the “location” of property, particularly intangibles.

13. Subsections 953(b) (2) (C) (i) and (3) (A) (ii) refer to corporations en-
gaging in business “almost wholly” within a less-developed country. This con-
cept of “almost wholly” appears to be new to tax legislation and undoubtedly
would give rise to considerable litigation to determine what it means. A similar
problem exists with respect to the use of ‘“‘substantially the same trade or busi-
ness” and ‘“substantially the same United States persons” in section
953(b) (3) (A).

14. Proposed code section 953 (b) (5) purports to give the President the power
to effect tax results by means of Executive order. This hardly seems appropri-
ate. The making of laws, as well as the rates and provisions included in that
process, are a prerogative of Congress, not the President. This might raise
constitutional problems.

15. Proposed code section 954 defines a controlled foreign corporation as a
corporation which is more than 50 percent owned by U.S. persons on any
day during its taxable year. The “any day” provision easily could become a
trap, particularly in view of the presence of complex constructive ownership
rules. Furthermore, once determined, it would seem that there is no real
assurance that such control would continue in future periods. Newly organized
corporations may be particularly vulnerable to the “any day’” requirement. The
“any day” provision also appears in sections 951(b), 954(a), 954(b), and, in
certain situations, might impose impossible tracing and administrative burdens.
The committee suggests that a less burdensome ownership rule should be
developed.

16. In proposed code section 954(b), page 123, line 1, the word “controlled”
should be inserted before the phrase “foreign corporation.”

17. In line 9 of proposed code section 954 (b) on page 123, the word “individ-
ual” should be inserted in front of the word “residents” in order that resident
foreign corporations’ property outside of the United States is not included.

18. Proposed code section 954 (c) permits a reduction in the percentage owner-
ship in a foreign corporation to which proposed code section 953 (b) (2) (C)
applies below 50 percent where a lesser percentage is required under the laws
of a less-developed country. In many foreign countries, the percentage owner-
ship permitted to foreigners will vary from industry to industry and with the
particular needs of the country at the time the required permits and authoriza-
tions to do business are requested. In most instances, there is no specific legis-
lation which determines the ownership which foreign interests will be permitted
to acquire, and the extent of ownership is a matter of negotiation with the officials
of the foreign government in question. It is believed this matter should be given
further study before any legislation is adopted.

19. Proposed code section 955(b) (1) appears to contain a drafting error in
connection with the removal of nonresident alien individuals from the construc-
tive ownership provisions.

Section 955 (b) (1) provides that stock owned by nonresident alien individuals
shall not be attributed under section 318(a) (1) (A). It is significant that sec-
tion 318(a) (1) (B) deals with adopted children. Thus, under section 955 (b) (1),
stock owned by a nonresident alien adopted child may be attributed to his U.S,
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father, whereas stock owned by a nonresident alien child is not. Such an inter-
pretation would be supported by section 318(a) (4) where the reference is made
to section 318(a) (1) instead of section 318(a) (1) (A). )

20. Subpart F purports to tax certain of the income of a controlle_zd forelg_n
corporation, but it makes no provision for losses of such a corporation. This
seems highly inequitable. If the U.S. persons are to be rta)_zed on income, they
ought to be entitled to deduct corresponding losses. Certainly any losses sus-
tained should be carried forward and used to offset any income in subsequent
years before any amounts are taxed to U.S. persons. This is particulgrly impor-
tant in foreign operations, for losses can greatly exceed those in the Um.ted States.
The recent expropriation, without adequate compensation, of assets in Cuba is
a good example.

21. The Internal Revenue Code imposes a series of limitations, such as section
367, on the reorganization of foreign structures. It would seem that in view
of the vast changes made by the present bill, and the need to reorganize foreign
operations as a result thereof, section 367 should be amended to permit, as a
minimum, a tax-free liguidation under section 332 of existing foreign corpora-
tions.

22. There appears to be doubt as to the constitutionality of section 13 of the
proposed bill under the principles of Eisner v. Macomber, 252 U.S. 189 (1920).
We have considered the case of Hder v. Commissioner, 138 F. 2d (2d Cir., 1943)
and do not believe that it supports the opposite conclusion.

SECTION 15

Section 15(b) (3) of the bill provides as follows :

“(3) Holding period of property.—Section 1223 (relating to holding period of
property) is amended by redesignating paragraph (10) as paragraph (11) and
inserting after paragraph (9) the following paragraph :

“4(10) in determining the period for which the taxpayer has held trust
certificates of a trust to which subsection (d) of section 1246 applies, or the
period for which the taxpayer has held stock in a corporation to which subsection
(d) of section 1246 applies, there shall be included the period for which the
trust or corporation (as the case may be) held the stock of foreign investment
companies.’

As a result of the addition of paragraph (10) to section 1223 the computa-
tion of the amount of ordinary income taxable on the sale of stock of a domestic
corporation which holds foreign investment company stock takes into account
earnings and profits accumulated by the foreign investment company prior to
the time the taxpayer acquired his indirect interest in the foreign investment
company stock. This seems inequitable and illogical. It results in the same ac-
cumulated earnings and profits being taken into account in measuring the ordi-
nary income taxable on successive sales of the domestic company stock. Fur-
thermore, it is inconsistent with the treatment of a taxpayer who holds foreign
investment company stock directly. In the latter case only earnings and profits
accumulated after the time the taxpayer acquired the stock are taken into
account.

It is noteworthy that the House committee report apparently does not con-
template the result here criticized. The report’s only comment on this provision
states (p. A118) :

“The trust certificates or stock are to be treated under section 1223 as held
by the taxpayer throughout the holding period for which the trust or domestic
corporation held stock in a foreign investment company, but limited to the
period during which the tazpayer held such trust certificates or stock in the
domestic corporation.” [Emphasis supplied.]

The committee finds no such limitation in the bill.

Since it does not appear that the new paragraph (10) added to section 1223
serves any function other than to produce the criticized result, the committee
recommends that paragraph (10) be eliminated.

Where capital gain income is retained by a foreign investment company, thus
taxed to its U.8. shareholders, and such income is invested in ,nonqﬁaliﬁed
property, such income may also be taxed to its U.8. shareholders under section
951(a) (1) (B) if the foreign investment company is a controlled foreign cor-
poration. It would appear proper, therefore, to amend section 15 of the bill
to eliminate the possibility of this double inclusion of income.
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SECTION 16

1. It would be very inequitable to tax the gain realized from the redemption
or liguidation of stock in a foreign corporation as ordinary income to the ex-
tent of the foreign corporation’'s accumulated earnings, in effect retroactively,
from as early a date as February 28, 1913. It is suggested therefore that section
1248(a) be changed so as to tax only that portion of the earnings accumulated
after December 31, 1962, or the close of the fiscal year of the foreign corporation
ending during 1962 as ordinary income.

2. Provisions of section 1248(b) have the effect of taxing a portion of the
gain realized on the sale or exchange of stock of a foreign corporation as a
dividend. This section should be amended to make it clear that, to the extent
of ordinary income so realized, corporate stockholders of the foreign corpora-
tion would be entitled to the deemed paid foreign tax credit under section
902.

SECTION 20

In general, the committee believes that this section, relating to informa-
tion on certain foreign entities, imposes burdensome obligations on those re-
quired to file the information returns and, conceivably, complete compliance
may be impossible due to the nonavailability of such information to those re-
required to file because of local laws and practices in some foreign countries
As the section relates to individual shareholders, the provigions are likely to
be extremely burdensome and may trap the unwary. In order to determine
whether a shareholder owns 5 percent or more in value of the stock of a foreign
corporation, it is provided that shares held by “brothers and sisters, spouses,
ancestors, and lineal descendants must be included.” This rule differs from
the attribution rule which is applicable in the “control” situation. There is no
reason given for this difference. The different rules are confusing and should
be eliminated. Also, with the increase in the sale of foreign issues in this
country. a taxpayer may well have brothers, sisters, or parents (some of whom
may be nonresident aliens) holding shares in the same foreign company with-
out him knowing this and yet, together, there is the necessary percentage
to require the information return. Furthermore, there undoubtedly will be
family situations where one member has no access to information concerning
the shareholdings of other members of his family in a particular foreign cor-
poration. For these reasons, the committee believes Congress should require
clear and convincing proof of the usefulness of this information to Treasury
(and a showing that it will be used) before enacting this particular provision.

If such an attribution rule is necessary, however, we believe it should be
drafted so as to eliminate any necessity for continual inquiry concerning the
stockholdings of members of one’s family. The bill, as drafted, would appear
to require a person who has no beneficial interest in a foreign corporation to
make a return if a member of his family owns 5 percent or more in value of
the stock of such foreign corporation on January 1, 1963, or upon the date
when said person becomes a U.S. person. It also appears to require a person
who comes within the attribution rule only upon the acquisition of stock
by a member of his family to make a return. In such cases there is no bene-
ficial ownership, or change in the person’s own beneficial ownership, which
would call to hig attention the necessity for making inquiry of family mem-
bers, and continual inquiry would be required. We think that the Section
should be amended to provide that, anything therein to the contrary not-
withstanding, no return with respect to a given foreign corporation is required
under section 6046(a) (3), or with respect to ownership on January 1, 1963,
under section 6046(a) (2), of a person who has no legal or beneticial owner-
ship in such foreign corporation, and that no return with respect to a given
foreign corporation is required under section 6046(a)(2) (A) and (B) of a
person who has not increased his legal or beneficial ownership by acquisition
of stock. In cases where this limitation of the attribution rule would apply.
except cases where the beneficially interested family member is not a U.S.
person, the attribution rule would still require the filing of a return by the
beneficially interested family member, which return would provide the necessary
information.

Section 20 of the 1962 bill also contains the following sentence :

“The Secretary or his delegate may also require the furnishing of any
other information which is similar or related in nature to that specified in the
preceding sentence.”
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The committee believes that this sentence should be stricken because it is
unnecessary, but if it is to be retained, it should be incorporated as a new para-
graph “(F)” of section 6038(a) (1).

SECTION 21

Section 7852(d) of the Internal Revenue Code provides that no provision of
the code will apply where its application is contrary to a treaty obligation.
Section 21 of the bill provides that section 7852(d) shall not apply with
respect to amendments to the code made by H.R. 10650. This is a departure
from the provisions of previous revenue acts and the Secretary of the Treasury,
in his testimony before the Finance Committee, recommended its deletion. The
Tax Committee of the Chicago Bar Association supports this recommendation of
the Treasury.

STATEMENT oF W. H. BECKERLEG, PosT OrrFicE Box 4931, San Juan, P.R.—VIiEw
OF CERTAIN NEW PUERTO R1cOo INDUSTRIES ON THE BILL To AMEND THE INTERNAL
REvENUE CoODE oF 1954

INTRODUCTION

H.R. 10650, now before the Senate Committee on Finance, proposes several
amendments to the Internal Revenue Code of 1954. A large number of the
amendments deal with the present code’s treatment of foreign income and are
an attempt, according to the title of the act, “to eliminate certain defects and
inequities.”

This memorandum is intended only to discuss certain of the amendments and,
very much in particular, their relationship to Puerto Rico, and their impact on
the industrialization of this island.

I represent the following firms, all of which have manufacturing operations
here in Puerto Rico:

1. Atlas Manufacturing Corp. 10. Sun Manufacturing, Inc.

2. Jaru, Inc. 11. Bl Dorado Import & Export Corp.
3. Star Manufacturing Co., Inc. 12. Sylvia, Inc.

4. Trio Knitting Corp. 13. Undergarment Accessories, Inc.

5. Rio Grande Industries, Inc. 14. Solar Products

6. Linda Bra, Inc. 15. San Juan Flower Co., Inc.

7. United Corp. 16. The Tenna Manufacturing Co., Inc.
8. West Manufacturing Corp. 17. Electro Industries, Inc.

9. Moda Shoe Corp.

The writer is a practicing attorney who, while born in the States, since 1947
has resided, practiced his profession, raised his children, and participated in
this community of Puerto Rico. For 14 years the writer has been associated
closely with the industrialization program of Puerto Rico, at first as an attorney
for the local government, and later, since 1950, as a private practitioner, en-
gaged for the most part in establishing and representing new industries in
Puerto Rico. The rejoicing of the community at its economic growth, the
struggle of the businessmen in establishing operations here, and the joint pride
of the community and the businessmen over their successes have been known
and shared. And while these things do not qualify me as an expert, they urge
me to speak out with emotion, if not with ability, on behalf of what we have
achieved, and in petition that it not be emasculated.

SPECIFIC AMENDMENTS TO BE DISCUSSED

H.R. 10650 contains several proposed amendments which will affect Puerto
Rico if enacted as adopted by the House of Representatives. However, the
following seem of particular significance from the viewpoint of new industries
in the island:

Section 6. Amendment of section 482 (allocation of income between related
foreign and domestic organizations).

Section 11. Domestic corporations receiving dividends from foreign
corporations.

Section 13. Controlled foreign corporations.

Section 16. Gain from certain sales or exchanges of stock in certain foreign
corporations.
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Before attempting to discuss each of the above separately, a brief description
of the type of Puerto Rican plant we are here interested in may be useful.
Not all new firms, of course, fall exactly within these patterns but a significant
number do.

Publicly owned U.S. corporations that have related operations in Puerto
Rico generally have established subsidiary corporations to conduct their Puerto
Rican operations, and these most frequently are TU.S. corporations operating
under section 931. On the other hand, family or other small U.S. groups tend
to establish in Puerto Rico corporations owned by the same or part of the
same stockholders, and these corporations are usnally Puerto Rican corpora-
tions although there are an increasing number of 931 corporations. Many of
these firms have had a grant of tax exemption under Puerto Rico’s industrial-
ization program, and these exemptions are now beginning to expire or have
already expired in some cases.

These new firms are typically manufacturing firms (there are also hotels)
and they are primarily production firms ; that is, their principal activity and rea-
son for being is to manufacture a product. They sell their product or a good
part of it on the mainland, and many sell their product to a “related” firm on
the mainland; the problems of ultimate sales and distribution are not their
prime concern. Were there no related ownership and did they not own the raw
material, we might call many of these firms contractors, particularly in the
apparel industry. However, they differ from the usual contractor in that they
ordinarily are more stable, having larger investments in fixed assets (including
buildings, which they own or rent under long-term leases), higher administra-
tive costs, and more employees.

The stockholders or owners of these firms are U.S. citizens, for the large
part resident on the mainland. However, with practically shuttle air service
between the island and the mainland, they are frequently at the Puerto Rican
plant. They are supported by management and administrative personnel
resident on the island and part of the community.

These firms did pot establish themselves in Puerto Rico of their own accord;
they were invited, encouraged, and promoted, directly or indirectly, by an ag-
gressively conducted campaign on the part of the government of Puerto Rico
to industrialize the island. Such active solicitation of new business has been
going on for 14 years, since the original Tax Exemption Act of 1948, and it has
been so widely advertised, discussed, investigated, and commented on that it
can hardly be considered as carried out without the knowledge of the Secretary of
the Treasury and Congress.

In the light of this brief background, the specific provisions of H.R. 10650 will
be discussed.

SECTION 6. AMENDMENT OF SECTION 482

Section 482 of the present code relates to the allocation of income and deductions
among related taxpayers. It is presently a one-sentence, well-drafted paragraph
authorizing the Secretary to make such allocations if he deems it necessary “to
prevent evasion of taxes or clearly to reflect the income.” The amendment
would add a new and long subsection to deal specifically with sales and purchases
within a related group which includes a foreign corporation; its approach is to
set up a definition of an “arm/’s-length price” and to indicate methods of alloca-
tion in those cases where the price does not fall within the definition, placing the
burden on the taxpayer to establish such a price.

In ou